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One of the most striking characteristics of the developing under-
developed countries of today may be found in the fact that those countries
are suffering from balance of payments difficulties. Korea is by no means
an exceptional case, Rather, the balance of payments problems in Korea
are more acute than those in other countries in the corresponding stage
of economic development. It should be, however, noted that the balance
of payments difficulties are nothing but reflections of various obstacles
confronted by each country in the course of economic development.
Accordingly, the analysis of the factors responsible for the balance of
payments difficulties should be the precondition for the exploration of
possible ways to mitigate or overcome the difficulties and thereby to
contribute to the economic development,

The objective of this thesis is to determine the extent to which
foreign exchange control policies have contributed and will be able to
contribute to the mitigation of the balance of payments difficulties and
therefore to the economic development in Korea. For this purpose, this
thesis tries to answer the two broad questions, namely, (a) what are the
major factors impeding the economic development of Korea and responsible
for the fundamental disequilibrium in her balance of payments? and (b)
what sorts of foreign exchange control policies have been adopted by the
Korean government to combat the particular problems reflected in the
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balance of payments and how such policies contributed to the solution
of the problem; particularly during the period 1953 - 19587
Economic development is a complicated process. The factors that.

i o L g S

affect _the economic development of Korea are numerous ranging from

i e

the y economic factors, Nevertheless, (a) capital deficienmcy,

pa S

(b) population pressures, (¢) shortage of natural resources, (d) chrenic

inflationary pressures and (e) inadequate governmental economic develop-
ment policies. stand out as the most serious and closely related factors
to the economic development and to the balance of payments problems in
Korea. The first four chapters are devoted to the discussions of these
problems.

Against these backgrounds discussed in Chapter I through Chapter
1V, discussions proceed to the analysis of overall foreign exchange
control policies adopted by the Korean government to combat the particu-
lar problems of the Korean economy., Four chapters are devoted for these
discussions, namely, Chapter V explores the role of foreign exchange
eontrol in general in the economic development of underdeveloped
countries, Chapter VI discusses the origin of and the development in
the foreign exchange control system in Korea before 1953, and Chapters
VII and VIII discuss the central theme of this thesis: to what extent
the Korean foreign exchange control contributed to the economic
development?

Chapter IX concludes the study with the following major findings:

(a) foreign exchange control devices are necessary and effective measures

to mitigate the balance of payments difficulties in Korea, and, hence,



to eliminate the obstacles to the economic development of Korea to a
certain degree; (b) foreign exchange control is, however, subject to
serious limitations in its role to stimulate economic development,
particularly in its role to encourage exports and to prevent capital
flight; and (¢) foreign exchange control, unless it is ﬁandlod with the
' utmost care, may prove to be too costly to bring about any net benefit
to the econonmy.

To the best of my knowledge, this thesis is the first attempt
to analyse this area of Korean economic problems. Therefore, there has
been no single source which has been exclusively helpful for this study.
This study is to a large extent based upon the analyses of statistical
data and various laws and regulations governing the problems related to
this thesis and partly upon my personal experiences in the practice
of foreign exchange control in Korea during my three years! employment
at the Bank of Korea.

The most helpful data have been the Bank of Korea's Annual Economic
Reviews covering the period 1950 to 1958, which contain the most
reliable statistical data on the Korean economy and various laws and
regulations concerning the problem discussed herein. Various publi-
cations by the Ministry of Reconstruction of the Korean government and
by the United Nations have been also extremely valuable. (See
bibliography.)

Finally, I wish to take this opportunity to express my sincerest
appreciation to Professor Robert L. Allen for his constructive criti-
eisms, understanding, patience and guidance.

He Yo Kim
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CHAPTER I
SOURCES OF CAPITAL FOR THE ECONOMIC DEVELOPMENT OF KOREA

For the underdeveloped countries which are in the pre-take-off
stage, rapid rate of real capital formation represents a major condition
for their economic development, even if it may not represent the suffi-
cient condition therefore as well,l Doubtlessly, the problem of capital
formation lies at the center of the problem of developing economically
less developed ;;untz?iu of todaye If a successful economic development
means the attainment of a level of economic performance which makes,
in W. W. Rostow'!s word, "self-sustained growbh"z possible and practicable,
the constant accumulation of real capital at a rapid rate is the essential
condition for the successful economic development. According to Rostow,
it is an essential condition for the underdeveloped countries to reach
‘to the stage of take-off, i.e., the stage where self-sustained growth
becomes possible and practicable, that the proportion of net capital

1 In this connection, Ragnar Nurkse's words may be worth citing:
#This (capital formation) is by no means the whole story. Economie
development has much to do with human endowments, social attitude,
political conditions and historical accidents. Capital is necessary but
not a sufficient condition of progress.® Ragner Nurkse, Problems of
Capital Formation erdeveloped Countries (Oxford: Basil Blackwell,

19 » p.' °

2 W. W. Rostow, "The Take-off into Self-sustained Growth®,
The Economic J LXVI (March, 1956)
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formation to national income should rise to over 10 per cent, definitely
outstripping the likely population pressure.t

Needless to say capital formation requires not only an adequate
supply of capital but also an adequate demand for capiial. As Nurkse
points out, capital formation is "not entirely a problem of capital
uupply."z Capital fomtion is hindered not only by capd.tai deficiency
but also by the weakness of inducement to investment chiefly because of
limited markets in underdeveloped countries of today. Despite this,
th§m is no doubt that capital deficiency represents the major part of
the problem. The present underdeveloped countries are suffering from
extremely low level of income because of the fact that they are under-
equipped with capital in relation to their population and other re-
sources. The inadequate demand for capital can not be considered as
the cause of underdevelopment but as the result thereof. 4s the direction
of Mthe vicious eircle of poverty" which proceeds from capital deficiency
to low productivity to low real income to low saving to low rates of
capital formation to a continuation of capital deficiency indicates,
the adequate supply of capital is the major condition for overcoming
the underdevelopment, .

The capital for finaneing the economic development may be derived

1 Rostow defines take-off as "the interval during which the rate
of investment inereases in such a way that real output per capita
rises and this initial increase carries with it radical change in
production technique and the disposition of income flows which perpetuate
the new scale of investment and perpetuate thereby the rising trend
in per capita output.® Ibid., pp. 29-30.

2 Nurkse, ops cit. p. 10.



from various sources, which, however, can be broadly divided into
domestic and foreign sources. Unfortunately, the domestic sources
that are ropromtadbby_oithor voluntary or compulsorj domestic savings
are extremely limited in uﬁd.rdmlopod countries of today, but the
domestic capital supply, however small it may be, should be considered
as bearing the viﬁal importance in the light of the fact that a country
must reach to the position where the capital requirements of the country
are met by its own domestic capital sources, sooner or later, before
the country attains the soir-suata.imd economy s

For this reason, the problems related with the domestic ecapital
sources in Korea are discussed in the first place even though they
make relatively small contribution to the capital formation at the
present stage compared with the foreign sources. 4s the propensity to
save is extremely weak and the private savings, if any, are not likely
to contribute nuch to the real capital tomation,l the compulsory savings
assume more significmwu\ than the voluntary saving in the finaneing
of economic development in Korea as in the cases of other less developed
countries.

In the case of Korea, foreign sources of capital are represented
chiefly by unilateral transfers of capital including intergovernmental
grants-in-aid, private donations, inter-governmental loans. Private

1 In this connection, Meier & Baldwin point out that savings in
underdeveloped countries tend to be invested in more land, real estate
speculation, capital flights, or inventory accwmlation rather than
long-term industrial investments or public utilities. G. M. Meier &
Re E, Baldwin, Economic Development (New York: John Wily & Sons, Inc.,
1957), pe 307.



Foreign capital which played an essential role in the development of
the less developed countries in the 19th eentury and is still available
to some underdeveloped countries of today has been beyond the distance

Korea could reach.
(¥ VATE S.

Various data on the private saving in Korea reveal that the
private saving that can be available for capital formation is extremely
low. The percentages of private consumption expenditures to the gross
national product in 1956 and 1957 were as high as 96 per cent and 85
per cent, respectively. Even if government consumptions and import
surpluses are disregarded, savings were less than 15 per cent of the
GNPs The high ratio of private consumption to GNP, i.e., the low level
of private saving in Korea becomes more evident when they are compared
with the corresponding figures in other countries.

Table 1

Percentage of Private Consumption Expenditures
to Gross National Products in Selected
Countries in 1957

M@W@Wm
Korea Japan U.S.As Ceylan Panama Peru Ghana Finland

85 58 65 77 68 68 76 67

e

Source: UN, Statistical Year Books 1959 (New York: 1959),pp. 456-57.

The absolute size of the private saving is, however, not so
significant for the economic development. In order to be meaningful,



the private saving should be available for capital forfistion in one
way or another. Domestic savings available for loans through the banks
other than the central bank in Korea represented roughly 5-7 per cent
of the gross national product over the 1955-58 period.

Table 2

| Money Supply, GNP, Savings Deposits
in Korea 1955-1958 ;

s s oo

R Money Supply GRP-L(A) Savings Deposits 4
(In Million (In Billion In A1l Banks (B; B/A x /o
hwan) hwan )2 (In Million hwan)P %)
1955 93,523 94349 - o 45,283 5
1956 120,925 1,192.0 72,032 6
1958 192,553 1,65643 115,068 6

as At current market prices.
bes Excludes savings deposits in the Bank of Korea.

Source: Compiled from, The Bank of Korea, onomic
(Seoul: 1959), pp. III-9, III-17.

Savings deposited at the finaneial institutions are, of eourso;
not necessarily utilized for productive purposes which will contribute
to economic development., Another factor that should be taken into
consideration in this connection is the ratio of loanable portion to
total deposit. The loanable amount represents only a portion of the
total deposit because of the reserve requirements., The average ratio
of loans to deposits during the 1956-57 period in Korea was, according



to a report of the Bank of Korea, roughly 60 per cent.® Considering
these facts, the real amount of private savings that can contribute to
the financing of capital formation in Korea should be extremely small -
1-2 per cent of the GNP,

Even though data are not officially available, it can be supposed
that a larger portion of the private savings is concealed in such
forms as the purchase of precious goods, capital flights, private
lending for higher interests, speculative investments for windfall
gains and so on.

How the level of private savings in Korea is low can be demonstrated
by another datum by the Bank of Korea. Surveys undertaken by the Bank
of Korea on the average family income and expenditures in Seoul area
show that, out of the total monthly income of 100,531 hwan in 1958,
only 1,122 hwan or l.1 per cent of the total was deposited in banks
for saving and 495 hwan or 0.5 per cent was lent and 112 hwan or 0.l
per cent was allocated for the purchase of national bonds. The total
amount of expenditures for the savings purpose, therefore, does not
exceed 2 per cent of their total income. It should be noted that living
conditions of the farming families in Korea, which represent more than
60 per cent of the total population, are generally lower than those of
the urban population.

1 The Bank of Korea, Anmual Economic Reviews 1959 (Seoul: 1959),
Pe III-?I.



Table 3

Average Monthly Family Income and
Expenditures in Seoul Area

1956 1957 1958

Nu;mugd;'rdzwin" 159 140 130
Average Size of Family 5405 4.91 5.02
Total Income (In Hwan) 76,210 88,573 100,531
Savings in Banks 462 782 1,122
Purchase of Bonds 6 101 122
Lending L2, 726 595
Total Saving 852 1,609 1,839

a., Purposive sampling method is used.

Source: Compiled from the Bank of Korea, Annual Economic Review: 1959,
pe III-264

NON-VOLUNT. TIC

As shown in the preceding section, the rate of private savings is
extremely low relative to the national income in Korea. It is, however,
expected that there are considerable disparities in tho‘ income levels
among various income recipients., Some groups receive real incomes
high enough for a substantial saving. According to the estimation of
the Reconstruction Bank of Koroa.,l approximately 40-50 per cent of the

1 The Reconstruction Bank of Korea, Proposals for Economic Policy
(Seoul: 1956), p. 116.



total national income in 1956 was distributed to the middle or upper
income brackets whose incomes are considered to be large enough for
setting aside substantial portion of income for saving., It is supposed
that such savings are often directed to non-developmental investments,
such as short term private loans to consumers, farmers, and traders
for a high rate of interest, or other speculative investments. Mobil-
ization of such potential savings for productive investments is of
vital importance in the light of the extreme scarcity of domestic
source of capital in Korea. Under the present circumstances the
mobilization seems to be feasible almost solely through the enforcement
by the government. In this section two ways of enforced saving,
taxation and public borrowing,are discussed.

Taxation

Despite the war destroyed economic condition and the absolutely
low level of income, the Korean government has been able to raise
relatively large revenue from taxation since the outbreak of the Korean
War in 1950. This is best expressed in the following words of the
Nathan report it

The performance of the revenue system of the Republic of
Korea since 1950 has been above what could normally have been
expected, Between the fiscal years 1949-50 and 1952-53, total
national tax revenue increased by more than twice the rise in
retail price and by two and three-quarters times the increase in
wholesale prices. This is an impressive result for a period
which saw extensive destruction and dislocation of industry and
the uprooting of as much as one fourth of the total population.

3 Robert R. Nathan Associates, Inc., onomic Pro e for
Korean Reconstruction (New York: 1954), pe 152.



Such high level of tax revenue has, of course, been possible through
maintaining a relatively high tax burden. The ratio of the naticnal
tax burden to the gross national income in 1958 was 9.3 in Korea.

This ratio is fairly high one eemparod with those in other countries

in the corresponding stage of economic development.,

Table 4

The Ratio of Tax Burden to National Income
in Korea and Selected Countries

e a—— — I

an s e et

National Income(A) Tax Burden(B) B/A

Korea (Billion Hwan) 1,483.5 145.8 9.3
UsSeds (Billion Dollars) 366,2 6549 18.0
Japan (Billion Yen) 8,287.7 1,249.0 1449
India (Billion Rupee) 113.6 : 9.2 8.1
Philippine (Million Peso) 95232.0 812.0 8.8
Pakistan (Million Kyat) 20,839.0 1,554.0 7.3
Burma (Million Kyat) by 3440 227.2 5.2

Source: United Nations, Statistical Yearbook: 1959 (New York: 1959).

Neverless, the present level of tax yields in Korea is by no means
adequate and sufficient to meet even the general expenditure requirements
of the government, This is chiefly because of the abnormally heavy
expenditures on national defense. Since the cutbreak of the Korean War
almost 50 per cent of the total government revenues or approximately
7 per cent of the gross national products have been spent on nonproductive
national defense. This is the highest rate in the free world excepting
that of the United States.
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Table 5

Ratioe of Defense Expenditure to GNP and
General Government Expenditures
in Korea

R R o

e

GNP (4A) (In General Government Defense Exp. C/A4 C/B

Billion Hwan) Expenditure (B) (C) (In million
Hwan)
1953 L82 57,674 32,605 6.7 5645
1957 1,634 208,777 114,071 740 45.9
1958 1,837 262,438 124,165 6.8 47.3

Source: The Bank of Korea, Annual Economic Review: 1958 (Seouls
1958), pe I=17.

As a consequence, the general government revenue which includes
tax revenues has been far short c¢f the general government expenditures
each year and the deficits have been mainly covered by the counterpart
fund. In 1958, 48,370 million hwan was transfered from the counterpart
fund to offset the budget deficit. In short, the present level of
taxation in Korea is far from such level as can provide funds for
financing economic development. Considering the extremely low level
of private savings in Korea which, if left alone, would not suffice
even the minimum capital requirements for the private investment which
would provide iho minimum living facilities for the growing population,
further increase in the tex yield along with the reduction in the
defense upmditum seem highly important for the economic development

in Korea. A 7



Table 6

General Government Revenues and Expenditures in Korea
(At Current Market Prices)

(In Billion Hwan)

1955 1956 1957 1958

e t e Bigi LOZ! Z ;5200 20202
Revenue from Taxes 752 958  150.1 194.1
Public Debt (L.SS intorcat) 1.1 1.2 L7 bLel
Income from Property and

Enterprises 845 943 742 Toks
Other Current Transfers
from the Public 2.9 3.8 6.& 8.5

Current tures 99.7 134.1 215.6 260,0

Consumption 9449 1277 2075 249.1
Civil 40,0 62.5 100.2 127.3
Defense 54¢9 65.2 107.3 121.8

Subsgidies 0s5 Oely 1.5 1.9

Other Transfers to
the Publi@ lboB 6.0 6.6 900

Deficit &02 26.& 26-6 M
Source: Compiled from The Bank of Korea, onomic iew: 1

pe III-17.
Public Borrowing

Government borrowings mainly through the issuance of the national
bond has been playing an important role in mobilizing the private
savings and directing them to the financing of long range economic
development program in Korea. By the end of 1958 the total outstanding
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amount the national bond issued ineluding the Industrial Reconstruction
Bond accounted for 99.4 billion hwan. Of this total amount, 53,066
million hwan was the balance on the Industrial Reconstruction Bond and
the remaining 46,320 million hwan was the balance on the National Bond.
The National Bond has B«n issued in order to supplement the tax
revenue in the general government budget since 1949 when the Republic
of Korea was born. In the meantime, the Industrial Reconstruction

Bond was newly introduced in 1953 with a view to raising funds partic-
ularly for the long term industrial reconstruction. This bond, therefore,
bears more direct importance in the financing of economic development
than the other.

Data on the ownership of the national bonds in Korea reveal that
more than half of the total outstanding national bonds are owned by
the central bank and about four fifths, by the general public at the
end of 1958‘. The ratio of the amount of national bonds owned by the
gentral bank to that by the public has been increasing since 1950 as
the government borrowing increaseds Needless to say, the more borrowing
from the central bank by the government, the more inflgtimary the
result will be and the more adverse the effects will be upon the
economic development, as will be discussed later.

It is, however, worth while to note that the steady increase in
the absoclute amount of national bonds sold to the general public shows
the potentiality of the public to absorb further government bonds,
provided that more adequate attractive measures along with a stronger
~enforcement measure to purchase them will be adopted.
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Table 7
National Bonds by Distribution in Korea
: 1950-1958
(In Million Hwan)
4t the End of 1950 1953 1954 1957 1958
Finanelal Institutions
The Bank of Korea 34 5,124, 9,848 59,351 53,066
Other Banks : 59 763 1,324 44940 Ly 797
Total 93 5,887 11,172 64,291 57,863
Private
Insurance Co. - 1 3 249 573
Other General Public 6 2,566 5,137 26,077 40,949
Total 6 2,567 5,140 26,326 41,522
Total Out Amount
The National Bond 100 3,429 6,588 31,267 46,320
The Industrial Recon-
struction Bond > 5;0“) 17,%“ 59.350 530066
Total ) 100 8,429 24,152 90,617 99,386

Source: The Bank of Korea, Annual Economic Review: 1959, ppe III-
140-142.

Foreign sources of capital, mainly U.S. economic aid have been
playing an essential role in the achievement of economic growth in
Korea. 4s will be shown in detail in the following chapter, South
Korea lost her essential natural rescurces including coals and iron
and hydro-slectric resources which are vital for the economic development,
when Korea was divided into two parts, south and north, in August 1945.
Moreover, the outbreak of the Korean War compelled the Korean economy



to go from bad to worse. When the war ceased in 1953, Korea was faced
with the problem of economic rehabilitation from the war destroyed
economy in addition to the task of developing the economy toward
~self-sustained level. These extremely unfavorable situations made
Koroan economy heavily dependent upon foreign aide Indeed, it has
been almost hopeless for the Korean economy to achieve any sizable
economic growth but for the vast sum of foreign economic aids extended
to Korea by the friendly nations, especially by the United States.

Past history shows that private foreign capital played an important
role in the development of some of the currently developed countries,
such as the United States and Germany in the 19th century. To the
Korean economy, however, almost no private foreign capital has been
available so far. This may be no wonder when we consider the generally
unfavorable climates for indueing interest-oriented private foreign
capital to Korea. Economic instability chiefly due to the chronic
inflation, low rate of return to the capital invested -~ because large
portion of capital needed is for the development of social and economic
overhead capital -- , political instability, limited markets, and so
on, would be sufficient for the explanation of the absence of foreign
private capital. In reality, no private foreign investment has been
recorded in Korea by the end of 1958. Consequently, the foreign sources
of capital have been almost entirely confined to foreign economic aids,
mainly those from the United States. However, considering the fact
that the amount of US economic aid has been decreasing year by year
since 1958 and tha’p there is no guarantee that the economic aid will
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continue until Korea attains self-sustained economy, the importance of

Lon ¢t

L.,
the private foreign capital in the future can not be mrampmj_”d,l it

During the pericd from September 1945 to the end of 1958 a total
amount of 2,468 million dollars or an annual average amount of 190
million dollars has been received by Korea as foreign economic aids.
The breakdown of the foreign economic aids is shown in table 8.

The importance of the economic aid can be shown in the percentage
of the aid to GNP, In the recent years, the percentage has been almost
15 per cents In 1958, the total economic aid amounted to 321 million
dollars and GNP was estimated at 1,111 billion hwan or 2,220 million
dellars converting at the official exchange rate of US $1 = Hwan 500.
The percentage of foreign economic aid to GNP was, therefore, lh.4
per cent even if highly overvalued official exchange rate is applied to
the caleulation.

The amount provided directly by the United States accounted for
1,891 million dollars, representing 77 per cent of the total and the
remaining 23 per cent, 577 million dollars, came from the United Nations
during the 1945-58 period. Considering the fact that the United States
has been the largest contributor to this United Nations'! economic aids,
the United States® share in the economic aid to Korea should be far
above 80 per cent of the total,

The U.S. economic aid to Korea can be classified into three

categories: project assistance; non-project assistance and technical

1 According to Dong 4 Il Bo (A leading Korean newspaper) the US
economic aid will be reduced by 5 million dollars in 1961 from the
amount in 1960. Dong A Il Bo (Seoul) September 17, 1960, p. l.

P
Wi ol



Table 8
Summary of Foreign Economic Aid & Relief Coods
Received by Korea
1945 - 1958

(In Thousand US Dollars)

Year Total Us 2 Ao e CRIK UNKRA

1945 hy934 L,934 - - — e e
1946 49,496 49,496 [ —— — — -—
1947 175,371 175,371 -— i et i R
1948 179,593 179,593 —-— - -— | — —
1950 58,706 -— 49,330 - - 9,376 -
1951 106,542 e 31,972 -— - ThhkB 122
1952 161,327 - 3,823 - - 155,534 1,969
1954 153,925 — - - 82,437 50,191 21,297
1955 236,707 - e - 205,815 8,711 22,181
1956 326,705 - — 32,955 271,049 331 23,370
1958 321,316 - - 47,890 265,629 - 72797

as A portion of proceeds from sales of surplus agricultural commodities
imported under the US Public Law 480 is used by the US Government,
Therefore, this portion can not be regarded as foreign aid received.
However, it is included in this table to show the total imports under
the same law for convenlience sake.

The abbreviations used on this table stand for as follows:

GARIOA: Government Appropriation for Rellef in Occupied Area
ECA: Economic Cooperation Administration

SEC: Supplies, Economic Cooperation

CRIK: Civil Relief in Korea

UNKRA: United Nations Korean Reconstruction Agency

Source: The Bank of Korea, Annual Economic Review: 1959, p. III-222.
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eoopefation. Project assistance refers to the financing of specific
projects, particularly such social overhead investments as the development
of agricultural and natural resources, industries and mining, transpor-
tation, education facilities and dwellings. This assistance, therefore,
is the real portion of the ocommic aid which directly contributes to
the capital formation in Korea. lNon-project assistance refers to the
financing of commodities either for consumption or for reproduction to
meet final oonsumpbim needs., The total amount of 1,399 million dollars
received through ICA, UNKRA and agricultural surplus comodities disposal
program under the US Public Law 480 since 1950 can be broken down into
418 million dollars for project assistance, 965.5 million dollars for
non—projcét assistance and 16 million dollars for technical assistance,
each, therefure, representing 29.9 per cent, 69.0 per cent and 1.1
per cent of the total respectively.t

From above it can be seen that the share of the project assistance
which directly contributes to the economic development has been relatively
small compared with the non-project assistance, 4 drastic increase in
the share of the former assistance seems highly desirable for the real
economic development of Korea. It is, however, worthy to note that an
enormous amount of counterpart funds has been collected from the sales
of goods and services imported under the non-project assistance. By
the end of 1958 a total of 362 billion hwan was collected for counter~
part funds.? This fund has been used for various purposes, mainly for

1 Ministry of Reconstruction, The Republic of Korea, Economic
Surveys 1959 (Seoul: 1959), pe 154s

2 m_d_., Pe 160,



covering the deficit in the government?s general budget and the entire
expenditures of the government on the economic rehabilitation program,
and for making loans to the publice. In 1958, 48,370 million hwan was
transfered from the counterpart fund to the general budget to cover the
deficit therein and 74,331 million hwan was transfered to the special
budget. for economic rehsbilitation to cover the entire revemue.l By the
end of 1958, a total amount of 214,041 million hwan has been approved
for the counterpart fund loans and 172,905 million hwan has been loaned
out of the fund for the development of various sectors of the econocmy.
The breakdown of the loans are shown in table 9.

Table 9
Counterpart Fund Loans by Field
(In Million Hwan)

Approvals Loans %

Agriculture and Natural

Resources 67,9647 63,475.0 3647
Transportation 51,908.9 50,4799 29.2
Health and Sanitation 13,581.0 13,333.4 76
Eduecation 3.160-6 2,891.2 106
Public Administration 25340 24743 0.5
Community Development - social

welfare and housing 7,81644 75302.9 he2
General and Miscel. 5,7050“ h,?léoﬁ 2.6
Totals 214404145 172,905.0 100.0

Source: mnintrylof Roconﬁgucticn, the Republic of Korea, Economic
Survey: 1959, Pe . '

1 The Bank of Korea, Annual Economic Review: 1959, p. III-123,



CHAPTER II

HUMAN AND NATURAL RESOURCES

A, HUMAN RESOURCES

Unlike natural resources, human resources can be assets and, at the
same time, debts to the economy. 4s long as a large scale uncmployod“
or underemployed population exists, a part of the human resources is
evidently a burden to the economy, for a country would have 4 larger
output per capita with a smaller population in this“ case. Ix{x the
dynamic case, population can also be a burden to thé economy, for the
rate of population growth directly affects the real x:atc of economic
growthe It is self-evident that the growth in real income per capita
is the function of the rate of change in total output and the rate ef
change in population. This relation is best demonstrated in the Harrod-
Domar type of growth model.® According to the model, the rate of grewth
in per capita income is directly affected by the rate of f;epxmum growth.
If the rate of growth in the total output can not outstrip the rate of

1 In the simplest form, the model can be illustrated as
dY = -2 - dL, where dY is the rate of change in per capita

national income, K is the capital output ratio, s is the rate of saving
or investment out of national income and dL is the rate of change in

populations Ce Ps Kindleberger, Economic Development (New York:
The MeGraw~Hill Co., 1958), ps 39.
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change in population, economic growth can not be achieved whatever the
absolute rate of capital formation may be.

For the Korean economy, population seems to be more burden than
asset or contributor to the economic development. Korea is not only
suffering from "mrpopulation"l but also from a rapid rate of population
growthe Particularly, a chronic and large scale underemployment or
ndisguised ummploymont"z in the agricultural sector is conspicuous
in Koreae.

Since the partition of Korea in 1945, the population of South
Korea has been mmaing to an abnormal size. During the period of
1945-50, the population of South Korea inflated by 25 per cent, increasing
from approximately 16 million to more than 20 million. This was mainly
due to the enormous inflow of refugees from North Korea and repatriates

1y, A. Lewis classifies the cases of Moverpopulation® in the
following four categories: (a) a population which is so large that a
country would have a larger output per head with a smaller population,
(b) a tion which is larger than can be fed without importing
food, (¢) a population which is so large relatively to its resources
that a change in population would have no effect on total output, and
(d) a population that is large enough to compel a country to use up
irreplaceable resources at an excessive rate. W. A. Lewis, M%M‘I
of Economic Growth (Homewood, Ill: Richard De Irwin, Inc., 1955), pe
320, The Moverpopulation" in Korea seems to fall in any of the four
categories.

2 Ragner Nurkse uses this term particularly for the underemployment
in the agricultural sector in the sense that, even with unchanged
technique of agriculture, a large part of the population engaged in
agriculture could be removed without reducing agricultural output.
Nurkse, Op. cite, pPe 32
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from Japan and other parts of the world rather than due to the natural
increase even if the rate was also considerably high. According to
Nathan Roporb,l the number of the refugees amounted to as many as 2.5
million and another 1,5 million fled North Korea after 1950 to South
Korea. The total population of Korea as of the end of 1957 was estimated
at 21,321,136, 4s this figure excludes armed forces, national police,
prisoners and ship crews, the real population should be well above 22
million. As the present land area of South Korea is 97 thousand square
kilometer, population density accounts for 230 people per square kilometer
or about 600 people per square mile., This is in the neighborhoced of
‘the population density of Japan whose degree of industrialization is
incomparable with that of Korea, or 6-7 times those of Thailand and
Burma. Excepting Japan and Taiwan, Korea is the most densely populated
country in Asia, indicating a more difficult basic population problem
than any other country in the area.

Except those years during the Korean War, the rate of population
incerease has ranged fm 1,5 per cent to 2.2 per cent. Considering the
possible further decline in the death rate® in the future due to the
better medical care and nutrition, it is hard to expect any decline in
the rate of population growth from the present level of approximately

1.7 per cent per annum. Assuming 2 per cent a year as an average annual

b Nathan Associates, Inc., op. eit., p. 23.

2 jccording to the Bank of Korea's data, the death rate fell from
2.,6% in 1950 to 2.0% in 1955, but 2% is still a much higher rate compared
with even those of pre-war time. See, The Bank of Korea, Annual

Economic Reviews 1959, pe. III-1l.



rate of growth in population in the future, Korea would be one of the

fastest growing among the Asian countries except Ceylon and China and

this would mean that the total output of Korea should expand by about

2 per cent per year simply to maintain the present level of per capita
income.

The occupational structure of the population reveals another
underdeveloped characteristic of the Korean economy. According to the
statistics of the Bank of Kom,l more than 70 per cent of the total
active population of Korea has been engaged in agriculture and :ialmrin,
and 63 per cent out of the 70 per cent was in agriculture. 4s of the
end of 1957, out of the total active population of 8,100,790 in Korea,
6,050,323 were engaged in agriculture and fisheries, representing 74
per cent of the total and the remaining 26 per cent was distributed
among farim fields which can be represented as secondary or tertiary
sectors., Despite such high percentage of population in the primary
sector, only 40 per cent of the national income was derived therefrom.
(See Table 18.) The character of underdevelopment of the population
structure of Korea becomes clearer when it is compared with those of
other countries, Table 12 shows that Korea is one of iho most predominent
primary producing countries in the world., Excepting Thailand and
Pakistan, the ratio of the population in the primary industries in
Korea was the highest one in Asia.

In the light of the predominent agricultural population in the
Korean population structure, it seems worth while to pay little more

1 The Bank of Korea, ops €its, pe III-14.
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attention thereto. Korean agricultural population may be best charace
teriged by comparing it with the sigze of land. 4s of 1957, 2,210,914
households or 13,591,637_ people, representing 63.74 per cent of the
total population were engaged in farming on the total cultivated area of
2,021,961 jungbost This means an average household of 6.15 people
owns 9.15 jungbo of arable land, indieating extremely high ratio of
labor to land or existence of a large scale disguised unemployment.
In this connection, the following words in the UNKRA's report might
be worth citing:? |

There may be a small seasonal manpower shortage in

isolated areas, i.e., rice area of Cholla Pukto (a province

in Korea), but the more general position is a surplus all

over the rural areas.

Indeed, by all reasoning, it must be safe to estimate that 30-40 per
cent of the rural human resources are underemployed except such busy
periods as harvest timas. or planting period.

Amidst such numerous unfavorable population problems, Korea
possesses one strikingly favorable element., The rate of illiteracy is
conspicuously low in Korea comparing with other underdeveloped countries.
At the end of 1957, the number of illiterate people was 7,185,876,
accounting for 34 per cent of the total population, according to the
Bank of Korea's estimate,’ Tsking account of the fact that infants
are included in the number, the real percentage of illiteracy, i.e.,

13 Jungbo is equivalent to 2.45 acres.

2 United Nations Korean Reconstruction Agency, Ax;;g&t_m_i_%o_?ﬁg
and Figheries in South Korea (New York: Columbia Univ. Press, 1954),
Pe 756

3 The Bank of Korea, ope cit., p. III-12.



the illiteracy among the adult would be well below 10 per cent. This
strongly indicates the potentiality of the Korean workers to raise

productivity if néeeasary conditions are provided. Nathan report

comments on this point as followsst

Observers familiar with conditions in other former colenial
countries recently achieving independence, have been impressed by
the relatively greater reservoir of talent and ability possessed
by the Koreans « « « « All observers agree on the high aptitude
of the Korean people to learn and on their serious and hard working

qualities.
Table 10
Population Growth in South Korea
1944~1957
Year " Land Avea Population  Rate of Increase
(Square Km) (Per 1,000)
1946 " 19,369,270 hLe2
1947 » 19,886,234 13.1
1948 bod 20,027,293 93
1949 w 20,188,641 9.6
1952 21,144,210 22.9
1953 21,440,229 ) 14.0
1955 » 22,123,079 15.0

1957 - 21.321,136‘

a. excludes armed forces, foreigners, police, prisoners, and ship crews.

Source: 1944~49, Ministry of Internal Affairs,
1951~1955, Ministry of Health and Social Affairs
1957, The result of Year-end census.

1 Nathan Associate Inc., Ops €ite., pe 20,



Table 11
Populations and Their Growth in Selected Countries
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Country Anmual Rate of Density-1957
?In Thousands Increase 1953-57(%) m) (Per xﬂ%)
Burma 19,272 20,054 1.0 677,950 30
Ceylon 8,290 9,165 2.5 65,610 140
Taiwan 8,261 94506 3.6 35,961 264
India 372,623 392,440 1.3 3,281,769 120
Indonesia 79,500 85,100 1.7 1,491,562 57
Japan 86,700 90,900 1.2 369,661 246
Thailand 19,556 21,076 1.9 514,000 41

Source: UN, Demographic Year Book, 1958 (New York: 1958), pp. 95-98.

Occupational Distribution of Employment
in Selective Countries

Table 12

Tertiary

Country Primary Secondary

% % %
Korea (1958)2 7348 2.5 23.7
CCYJ.OB (19106) 59:2 1106 2962
Formosa (1957) 5747 10.7 31.6
India {19513 7046 10.6 18,
Japan (1956 41.2 23.5 35.3
Pakistan (1951) 79l 746 13.0
Philippine (1948) 71.6 849 19.3
Thailand (1947) 8545 2.4 11.8
Denmark (1953) 25.1 32.7 4242
France (1954) 27.7 3546 3647
Germany (1950) 23.2 4ls6 35.2
UsSeds (1950) 12.2 347 53.1

a. Ministry of Reconstruction, The Republic of Korea, Economic
Surveys 1959 (Seoul).

Source: UN, Statistical Year Books 1958 (New York, 1959),
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B._NATURAL RESOURCES

Needless to say, it is not the mere size of land or the ratio of
population to land but the real productivity of land or other natural
resources that affects the potentiality of the economic development of
an economy. For this reason, some important natural and economic resources
which are likely to affect the direction of economic development in

Korea are discussed in this section.

cult sources

As shown in table 13, the land of Korea is 9,501,128.1 jungbo or
about 22 million acres. Because of mountainous character, only 2,021,921
jungbo or 21.2 per cent of the total land is arable land and the rest of
the land are either forest or waste lands Out of the total cultivated
land, 1,206,686 jungbo or 59 per cent of the total arable land represented
rice paddy and 815,275 jungbo or 40 per cent, dry field, as of the end

of 1957.

Table 13

Cultivated Area compared with Total Land
in Korea
(In Jungbo)
Year Total Land(A) Cultivated Area
. Rice Paddy Dry Field Total(B) B/A

1956 9'501'12802 1.198'652 809’815 2,008,1567 21.]1‘
1957 9,501,128,2 1,206,688 815,275 2,021,961 21.28

Source: The Korean Agr.lcultural Bank, Agricult Y Book: 1
(Seoul: 1959), p. II-10.
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4ds the table shows, rice is the main crop, accounting for more than
60 per cent of the total agricultural products. Barley follows rice in
importance, accounting for about 10 per cent of the total agricultural
product. According to the Korean Agricultural Bank's report,® out of
the total annual average income of a farming housefold of 429 thousand
hwan in 1958, income from rice production was 215 thousand hwan, account-
ing for more than 50 per cent of the total income and that from barley
was 58 thousand hwan or 11 per cent, indicating the heavy concentration
of Korean agriculture on grain farming, especially on rice production.
In the dry field are planted potatoes, corns and other commercial crops,
besides barley and wheat.

The chief agricultural raw material is cotton although the production
has been remarkably shrinking since 1952 with the increase in the import
of raw cotton. DBesides considerable amount of ginseng, tobacco, hemp,

ramie and mulberry leaves are produced,

Forest Resources
Forest land covers more than 70 per cent of the total land of

Korea, which is almost 5 times the cultivated area. This relatively
vast resource, however, does not render any significant contribution to
the national income of Korea because of the fact that almost half of the
total forest represents the forest without trees. The denudation of
the forest has been mainly due to the severe shortage in fuel supply
since the partition of Korea in 1945 when the supplies of coal and

1 The Korean Agricultural Bank, Agricultural Year Book: 1959
(Secul: 1959), pe II-179.



electricity from ﬁort.h Korea were interrupted. As shown in table 14,
out of the total forest area of 6,709 thousand jungbo, 3,039 thousand
jungbo, or 45 per cent was completely denuded area, as of 1957. Such
a high ratio of denudation brings about not only the shortage of timber
but also the danger of flood to Korea.

Table 14
Forest Area
(In Thousands Jungbo)
Year Total Area Well Stocked Denuded Other
Forest Forest
1956 6,748 3,489 2,963 173
1957 6,709 3,487 3,039 182

Source: The Korean Agricultural Bank, Agricultural Year Book: 1959,
pe II-151.

Fisherie source

Korea is maritime in character due to the country being a penisula
and therefore surrounded bLy sea on three sides, Not only because of the
geographical reason but also because of the shortage of land resources,
fisheries resources are deemed to be extremely helpful for the economic
development in Korea. 4An expansion in the fishing imdustry will contri-
bute to supplementing the shortage of domestic food supply and to the
promotion of exports as well,

In spite of such importance and potentiality, the total fishery
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production accounted for only 3.2 per cent of the GNP in 1958.1 The
low productivity of fishery industries seems mainly due to the shortage
of ecapital and equipments including vessels, lack of skilled personnels
and of storage facilities and processing industries, and limited markets.
The total landings of fishery products were 395 thousand metric
tons in 1958 and 403 thousand metric tons in 1957. These amounts are
less than as much as half of the highest total landings record of 850
thousand metric tons Korea enjoyed in 1935.% It is worthy to note that
Korea as a whole was the sixth largest fish exporter in the world in

those days.
Table 15
Marine Production in Korea
(In Thousand Metric Tons)
Year Total Fish Shellfish Seaplants Other
1957 40343 2797 11.5 35.5 764
1958 395.1 291.1 15.8 28,7 59.3

Source: The Bank of Korea, Annual Economic Reviews 1959, p. III-157.

Mineral Resources
One of the greatest impacts of the partition of Korea on the economy

of South Korea was the separation of the vast mineral resources existing

1 Ministry of Reconstruction, op, eite., ps 8l.
2 Nathan Associates Inc., ope cit., pe 30.



in the northern part of Korea from South Korea. 4s table 16 indicates,
more than 90 per cent of mineral resources was produced in North Korea
before 1945. In 1936, iron ore was entirely produced in North Korea
and 98 per cent of total coal was produced in the north. Considering
the essential roles these minerals assume in the industrialization of
the economy, the partition of Korea was really a fatal blow to South
Korea, indeed.

Table 16

Comparison of the Mineral Production in South
and North Korea before 1945 (1936)

(In Metric Tons)

uth Korea orth Ko
Production g Production %

Gold (In Kg) 3,084 21.0 11,59, 79.0
Silver (In KS) 5’281 90 53,539 91.0
Copper 531 1.6 3,103 8544
Lead 0 0.0 2,738 100.0
Zinc Ore 15 0.3 59556 99.7
Tungsten Ore 260 15.2 1,447 8L4.8
Coal 48,082 2.1 2,233,911 9749
Grlph’te l?,l‘ig 16608 21’766 5302
Fluorspar 0 0.0 8,740 100.0
Iron Ore 2 0.0 234,398 100.0
Kaolin 6,480 26.2 18,232 73.8

Source: The Bank of Korea, lMont Statistical Review, No. 40,
(Nw-’ 1951), s.oul' Pe Te
In spite of these facts, South Korea is fairly well endowed with
various mineral resources, which had not been developed by 1945.
Besides iron ore and coal which represent the major items, gold, silver,

tungsten, amorphous and crystalline graphite, copper, fluorite,



columbite, manganese, molybdenum, menazite, tale, lead ore, zinec ore,
bismuth concentrate, kaolin, silica sand, etc. are produced in considerable
amountse. These mineral resources are extremely helpful not only for the
domestic industrial econcmic development but also for the expansion of
exportss In 1958, mining industries contributed to the GNP only by

1.2 per cent, whereas mineral products represented the major export

items, accounting for 63 per cent of the total axport«n.l

Electric resources

The greatest shortage the partition of Korea brought about to
South Korea seems to be electricity. Since the aupply. of electricity
from North Korea was suspended in 1948, Korean economy has been suffer-
ing from severe electric power shortage. In 1947, of the total electric
power of 829 miliion Kw hour consumed in South Korea, 522 million KWH,
or about two thirds of the total was supplied from North Korea.? With
these figures in mind, it can not be hard to understand what the impact
of the suspension of the electric supply from North Korea was to the South
Korean economy.

The electric power generation, however, could be increased remarkably
with the aid of foreign aid funds since 1949. By the end of 1958, the
total electric power generation could have reached 1,511 million KWH.
Despite such remarkable increase, the absolute shortage of electric power
is still acute in Korea.’

1 Ministry of Reconstruction, ope cite, pe 133.

2 Until 1945, 89 per cent of the total electric power was generated
in North Korea.

3 The Ministry of Commerce and Industry of the Republic of Kerea
estimated the minimum electric power requirements for the year 1957 at
227 thousand Kw. Taking this as minimum amount required, Korea was short
of at least 70 thousand Kw in 1957. Ministry of Reconstruction, The

Republic of Korea, Annual Economic Survey: 1958, p. 59.



Table 17

Electric Power Generated in South Korea

in Selected Years

(In Thousand KWH)

32

Year Total Power Generated Average Power (KW)
19462 676,124 T7e2
19478 828,760 9446
19482 693,999 792
1950 420,651 48,0
1951 336,629 102.6
1955 879,272 100.4
1956 1,118,308 127.3
1957 1,323,012 150.9
1958 1,511,675 172.5

as The electric power supplied by the North Korea: 451,098 for
1946, 551,820 for 1947 and 204,044 for 1948 are included.

Source: The Bank of Korea, Annual Economic Review: 1959, p. III-180.



CHAPTER III

SOME OTHER FACTORS AFFECTING ECONOMIC DEVELOPMENT
IN KOREA: INFLATION AND GOVERNMENTAL POLICY AND
PROGRAMMING FOR ECONOMIC DEVELOPMENT
Although it is impossible to touch upon every factor arfoéting
economic development in Korea in this paper, there are at least two
more important factors whose discussions can not be dispensed with for
the further development of our discussion: inflation and the government's

developmental policies and programs.

As INFLATION

Inflation, of course, is not necessarily an adverse factor to the
economic development of underdeveloped countries. Inflation can be
used as a non-voluntary method to raise fund for financing economic
development as public borrowing or taxation. Indeed, inflationary
methed of financing appears to be the simplest way to force people to
save for enabling the government to finance economic development., In
this instance, inflation, of course, should not be the kind of uncon-
trollable hyper-inflation. Some writers argue that inflation can
provide incentives to encouraging investment. A. O. Hirshman, for
instance, argues that "rises in individual prices result from comple-
mentarities and shortages and have the function of calling forth investment,
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and inereased output.®l In this argument, Hirshman, however, does not
presuppose an over-all inflation but a relative price rise or a partial
inflation.

Although it may be inadequate to draw a generalized conclusion
since the economic, social and political situations differ from country
to country, even among the underdeveloped couniries of today, observers
of this problem generally seem to view that inflationary financing that
is likely to bring about over-all inflation is undesirable and disastrous
for the underdeveloped countries of today. The United Nation's experts
insist that the gains, if any, from inflationary financing seems to be
too small compared with the great dangers which are accompanied by the
method of financing in underdeveloped countries of today for the following
reasons: (a) generally their output is more rigid than that of industrial-
ized countries, and, accordingly, their output is not able to be expanded
to meet the pressure of rising money demand; (b) the administrative and
economic mechanisms required for keeping inflation in check are less
developed and (¢) confidence in monetary stability is less firmly
established.?

Considering this view as valid, inflation must be a more adverse
than favorable factor affecting economic development in the underdeveloped
countries of today. In reality, the present underdeveloped countries
are likely to be subject to inflation not only because of the excessive

1. 0 Hirshman, The Strategy of Economic Development, (New Haven:
Yale Unive Press, 1958), ps 160.

2 UN, Methods of F ‘ Economic Development in Underdevelo
Countries (New York: 1%93, Pe 9
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investment through inflationary finanecing but also by excessive consumption.
The excessive consumption as the cause of inflation may be best explained
by Murkse in his appeal to the "demonstration effect.™ Nurkse explains
the strong tendency toward excessive consumption and, accordingly, toward
inflation in terms of the attractive effect of high standard of living
of the advanced countries, and of the goods available there upon the
consumers of the underdeveloped countries. This effect makes the
consumers to desire the fruit of economic progress, but does not prepare
them for the sacrifices necessary to obtain them. Situations being as
such, there remains less grounds for inflation to exert favorably for, or
to contribute to the economic development in underdeveloped countries.
The Korean economy has been plagued by chronic inflation for almest
two decades. Before 1945 inflationary pressure was already existing
under the Japanese controlled war economy. When World War II was over
and Korea was liberated in August 1945, the dormant inflationary pressure
turned into open inflation. It was, however, not until the outbreak
of the Korean War that the inflation in Korea developed into a hyper-
inflation. From the time of the cormunist invasion in June 1950 to
the middle of 1953, the retail price index rose twenty fold. During the
period 1947-1957, the whole sale price index of Korea rose more than
two hundred times, i.e., Seoul whole sale price index rose from the
base of 100 in 1947 to 22,070 in 1957, and Seocul retail price index
rose from the base of 100 in 1947 to 25,985 in 1957. Although such a
severe inflationary pressure as existed during the war has been suppressed

1 Nurkse, ops ¢it., ps 58,
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in recent years, inflation in Korea is still under progress without
being completely controlled. Thecretically, inflation occurs when a
country's consumption and investment demands outrun the total available
products at current prices. But the explanation of inflation in Korea
is perhaps not so simple as that. The factors contributed to the
inflationary pressure have been numerous and complicated, although the
main cause could be attributed to the war and its aftermath, The hyper-
inflation began when the shortage of goods and services due to the
paralized economy as the war broke out, on the one hand, and tremendous
inerease in money supply to finance the war, on the other, blew the
inflationary flame which had been existing since 1945 as mentioned above.
During the period 1950-53, money supply in Korea inflated by more than
10 times, whereas the gross national product decreased by 22 per cent.t

Major factors contributed to the enormous expansion of money
supply in Korea since 1950 have been the credit expansions by the
commercial banks chiefly to cover the deficit of government owned
enterprises, increased government borrowings from the céntral bank to
cover the budgetary deficits year after year and the enormous amount of
loeal currency advanced to the United Nations forces in Korea without
concurrent payments in foreign currency. During 1950-53, the volume of
ecredits by the commercial banks in Korea expanded from 235 million hwan
in 1950 to 11,600 million hwan in 1953, or almost by fifty times.?

1 jccording to the Nathan Report's estimation, the GNP in 1950
was 1,769.5 million dollars, whereas the GNP in 1953 was 1,383.9 million
dollars. Nathan Associates Ince., ops cite, pe 452,

2 The Bank of Korea, Anmual Economic Review: 1955 (Seoul: 1955), p. 19.
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The government?s loan from the central bank to cover the deficit in the
general budget in 1953 alone accounted for 22,468.1 million hwan or
almost 40 per cent of the total revenue.t During the period 1950-53 the
United Nations forces in Korea borrowed local currency in the amount of
17,739 million hwan from the government without any concurrent payments
in any faz-lm.2

As the pressure of inflation grew sharply against the background
mentioned above, the Korean economy was, inevitably, plagued by every
bad impact that inflation can bring about., Inflation encouraged hoarding,
speculation, capital flights, and flagging morals, and diseouraged
saving, incentive to work and private foreign investments. Inflation
dismpf.od the price mechanism and foreign trade relations. It also,
of course, resulted in serious inequities in the distribution of income
and extreme hardships among the general people. Nathan Reportts comments
on the inflation during the Korean War are as tollm:3

It is unnecessary to elaborate in detail on the powerful

consequences of the runaway inflation in Korea. Not only has it

resulted in a wasteful use of resources and in serious inequities

and severe hardships among the people, but it has been particu-~

larly costly in that the whole economic system of the country

has been invaded with special arrangements and special adjust-

ments in a series of attempts to avoid the inevitable impacts

of such an inflation.

Situations having been as such, there has been no room to consider

inflation as a method of financing economic development in Korea. On

1 Mc, Pe 87,
2 ;Qid- 9 Do 19.
3 Nathan Associates Inc., ops citey pe 4b.
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the contrary, fighting against inflation has been one of the major tasks
for the achievement of economic development in Korea. This policy was
adopted officially by the Korean government when the "Agreement on the
Programs for the Eccnomic Reconstruction and Financial Stability" was
signed between the United States and Korean governments in December 1953.
In this agreement are stressed particularly the importance of halting
inflation in Korea as a condition to achieve economic reconstruction,
and both governments agreed upon making every effort to help each other
to curb inflation and strengthen the financial stability in Korea in
the following sentence.®

The Governments of the Republic of Korea and the United

States agree to make every effort to help each other to curb the

inflationary pressure in Korea and to establish a stable economy

within the Programs for the Economic Reconstruction and

Financial Stability.

Since the govermment of Korea adopted strong anti-inflationary
policies, including excessive credit contraction policy, following the
line provided in the above agreement in 1953, the inflation in Korea
has been halted to a considerable extent, During the period of 1955~
1958, both the Seocul wholesale and retall price indices rose only by
less than fifty per cent. Whether this is the symptom for a continuing

price stability in the future or not is the question time will solve.

1 This sentence is the translation of the Korean text by the
writer. For the full text of the Agreement, refer to the Bank of

Korea, Annual Economic Review: 1955, ps I~572.
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Table 18
The Quantity of Money and the Price Level
1947 - 1958 :
Price ce.
Year Total Money Supply Seoul Whole Retail
(In Million Hwan) 1947 = 100

1947 465 100 100
1948 696 163 154
1949 1,211 223 195
1950 2,831 334 565
1951 79304 2,194 2,605
1952 14,325 Ly751 6,8
1953 30,316 5,951 7,384
1954 58,079 7,629 10,126
1955 935523 13,816 17,058
1956 120,925 18,623 21,048
1957 145,186 22,070 25,985
1958 192,553 20,619 Lb.72

a. This is the index number based on 1955 = 100

Governments are playing an important role in accelerating economic
development in various ways in the developing underdeveloped countries
of today. In some countries, national development plans providing
investment and output targets are prepared and adopted by the government
as a national objective and the government assumes most of the entrepre-
neural activities. In some countries, a program of economic development
is established by the government just for the gulding policy for the
economic development and the government intervenes indirectly into the



economy through using such instruments as monetary, fiscal, credit,
trade, foreign exchange, etc., policies.

No matter what the degree of government intervention into the
economy may be, at least the preparation of a comprehensive economic
development program based on the fundamental development policy should
be an essential pre-condition for the successful achievement of economic
development in the light of tremendous cbstacles to the spontaneocus
economic growth in those countries.

Until recent years, an integrated comprehensive economic programming
for development has been lacking in Korea, except one prepared by the
economic commission of Robert Mathan Associates at the request of the
United Nations Korean Reconstruction Agency in 1954. This program,

"in Economic Programme for Korean Reconstruction,” played an important
role in rehabilitating the Korean economy from war torn situation during
the period 1954-58, although it was not prepared by the Korean government.
As this program was the first detailed and exhaustive developmental
projection ever prepared for Korea, it seems worth while to take a

brief look at it, even though the plans proposed in the program were

not successfully implemented mainly due to the lack of satisfactory
coordination between the Korean Zovernment and the United Nations agencies.

The program set a self-supporting status as the reconstruction
goal. For the achievement of this goal the program proposed a five-year
reconstruction plan starting from the fiscal year' 1953-1954 and ending

| 1 yntil 1953 the fiscal year covered the period starting from April
to March of the following calendar year. Since 1955, the fiscal year
has been the same as the calendar year, -
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in the fiscal year 1957-1958, assuming the goal would be achieved by the
end of the 1957-1958 fiscal year. This "properly ambitious and, at the
same time, maliatieﬂl goal was supposed to be achieved through various
programs including production program, consumption program and investment
program, As the self-supporting level specified in the Report is a gross
output 40 per cent higher than the level of 1949, the production goal
was set at the level of output 80 per cent higher than the level of
1953.% This means that the GNP mist grow at the average anmual rate of
16 per cents

For the achievement of the production goal, the Report stressed,
above all, that agricultural products, which account for nearly half of
Korea's output, should be increased by 35 per cent during the five years.
In the meantime, the Report projected five-fold inerease in mining output,
principally to expand exports and to minimize the need for cocal imports,
and 85 per cent increase in construction and manufacturing output over
the pre-war levels, respectively.

The consumption goal to be achieved by the final year of the plan
was set at anvappro:d.mat-ly same level as that of 1949, i.e., $75.50
per capita in 1958 against $70.80 in 1949. The Report called this goal
as "the most conservative that can realistically be set."

The total capital requirement for the implementation of this program
was estimated at 1.9 billion dollars, which would be provided both from
the foreign aid and domestic sources. The rate of capital formation was

1 Nathan Associate Ince, ops Cits, P iXe
2 Because the GNP in 1953 was 40 per cent lower than that of 1949.

3 Nathan Associates Inc., op. cit., p. xi.



projected at the level of absorbing 18 per cent of the total resources
in Korea per annums The heaviest emphasis was put upon the social
investment, which accounts for more than one-quarter of the total invest-
ment program. An investment of 447 million dollars was scheduled to be
devoted to improving health, education and housing standards.

As indicated above, this program, modest, realistic and comprehen-
sive as it is, could not result in a successful achievement of those
goals set. As shown in the following chapter, the actual average annual
rate of growth in the gross national product has been less than 6 per
cent since 1953 and, accordingly, the proposed self-supporting status
was not attained by 1958, still lying in the far distance from the present
level.

In 1959, the Korean government established the "Three year econocmic
development Plan™ which constitutes the first part of the seven year
economic development plan (1960-1966)s. Considering the fact that this
program is the first long range economic development plan that the
Korean government has ever established, this plan bears significant
importance for the future economic development in Korea.

The plan aims to establish the Mgroundwork for economic self-
sufficiency” in Korea through the efficient utilization of domestic
human and physical resources along with foreign economic aid within the
framework of a free enterprise system. To achieve this goal, a 5.2 per

1 The draft for the Thre
by the Economic Development Gouncil of t.
established in March 1955 for the purpose of underhking analy:es and
projections of economic development in Korea.
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cent growth rate in the GNP is estimated and emphases are placed parti-
cularly upon (1) the increase in the productivity of the import competing
industries and agriculture, (2) the improvement of balance of trade and
(3) the expansion of employment opportunities. Comparing with the
program prepared by the Nathan Associates Inc., this program seems too
conservative and less ambitious, but more realistic, considering the

past records of achievement and decreasing foreign aids.

The production geals for the achievement of annual average growth
rate of 5.2 per cent are set as follows: (a) 15.4 per cent increase in
the output of agriculture, forestry and fisheries; (b) 145 per cent
increase in the output of minerals, chiefly coal and iron orej; (¢) 5645
per cent increase in the manufacturing industries and (d) 25.7 per cent
inerease in construction industries. The plan states that although
these increases will not be able to supply the total domestic demand,
"Lhey will not only decrease the import requirements but also improve
balance of j:amnmts through expanding exports eape.eity.'l Thus, the
GNP in the target year of 1962 is estimated at 2,038.2 billion hwan,
accounting for 22.6 per cent above the base year of 1960,

dssuming the capital output ratio as 3.3, the plan estimated the
capital requirement for the achievement of 22,6 per cent increase in GNP
at 953.2 billion hwanes Foreign aid contribution to the capital requirement
is estimated at 40 per cent of the total in the first year, but is
expected to decline to 22 per cent in the target year. The remainder

1 Economic chlcpmen’c Gmmoil, m:xiat.ry or Momtrmuon, The
Republic of Korea, Draf r_the re Conol ment Pla
(Seoul: 1959), pp. 71~72.
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is, of course, expected to come from domestic sources, on the assumption
that the austerity on the part of the government and the public will
enable the contribution of the domestic private sources to inerease from
the level of A0 per cent of the total capital requirements to 51.5 per
cent in the target year.

Bagsed on these production and investument programs, the consumption
goal is set at the per capita GNP of 82,871 hwan in the target year,
accounting for a 12 per cent increase over the base year figure. However,
per capita consumption levels are estimated at 65,235 hwan, accounting
for only 6.7 per cent increase over the base year level. This discrepancy
between the per capita GNP and the per capita consumption is expected
to be due to the deliberate increase in the domestic savings as
mentioned aboves

The plan assumes that these goals are to be achieved within the
framework of free enterprise econcmic system.® Accordingly, the main
instruments to be used by the government for the implementation of the
plan are largely limited to various policies, such as monetary, fiscal,
crndit; exchange control, export and import policies rather than
direct intervention into the economy.

IMO'WMQ



Report's Reconstruction Programme (1953 - 1958)

Table 19
Projections of GNP by Industrial Origin under the Nathan

(In Millions of 1952-53 US Dollars)
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1953 1954 1955 1956 1957 1958
Gross National Product 1659 1905 2093 2279 2400 2510
Agriculture 765 869 969 1059 121 118,
Fisheries 58 60 65 70 76 83
Mining 23 33 45 57 69 8l
Manufacturing 189 218 252 304 326 339
Construction L2 120 130 125 115 88
Wholesale & Retail Trade 139 U6 15 167 168 175
Services, Foreign
trading, Finance 231 8 269 292 318 344
%,ﬁ:t Bﬁﬁtﬂ: 45 51 56 63 65 66
Government 127 130 133 137 142 150
Service to UNC 40 30 20 10 - -

Source: Nathan Associates, Inc., An Econom

Reconstruction, pp. 452-453.




Table 20

Key Economic Indicators for the Three Year

Economic Development Plan
(In 1958 Price)
e — Seme——
Base Year Target Year Incre- %
1958 1962 ment
Gross National Product 1,662.6 2,038.2 37546 22.6

(In Billion Hwan)

Gross Capital Pormation 22047 361.7 141,0 63.9

(In Billion Hwan)

Private Consumption 1,37543 1,617.8 242.5 17.6

(In Billion Hwan)

Production Index for | 100,0 152.5 52,5  52.8

Mining and Industry

Production Index for 100,0 115.4 15.4 15.4

Agriculture, Forestry

and Fisheries
Rice (Thousand Suk) 16,595 18,781 2,186 13.2
Fish (M/T) ~ 291,191 337,400 46,209 1549

(In Million KWH)

Balance of Payment

(In Thousand US Dellar)

Receipts (4) blidy 657 427,403 «17,254 -349
Exports (FOB) 17,09 63,590 Wo496  272.0
Invisible 76,019 83,880 7,861 10.3
Grants, Loans, 351,544 279,933 ~71,611 =204

Private Capital

Payments (B) 406,241 381,563 =24 ,678 ~6s1
Imports 376,892 345,521 -31,371 -8.3
Invisible 29,3% 36,042 6,693 22.8

Deficit (4-B) 38,416 45,840 7 b2l 1.9

National Living Standard '

Per Capita GNP They 028 82,817 8,789 12
(In Hwan)

Per Capita National 64,260 69,552 5,292 8.2
Income (In Hwan)

Per Capita Private 61,142 65,235 4,093 6e7

Consumption (In Hwan)




Table 20 (Continued)

Source: Economic Development Counecil, Ministry
The Republic of Korea, for th

SRS

of Reconstruction,
s Year E nic

efBiglnl

.




CHAPTER IV

THE GROWTH OF NATIONAL PRODUCT AND THE DEVELOPMENT
- IN BALANCE OF PAYMENTS IN KOREA SINCE 1953

A, THE GROWFH IN NATIONAL PRODUCT!

~ Despite the numerous extremely unfavorable conditions against
economic development, e.g., the severe shortage of basic physical resources
as well as capital, over-crowded and rapidly growing population, persist-
ing disastrous chronic inflation, huge military expenditures and the
disorganized economic structure due to the war, the Korean economy has
been growing fairly rapidly since 1953 when the Korean War was ceased.
The rate of growth in Gross National Product during the period 1953-1958
recorded approximately as high as 6 per cent per annum, although it is
far lower than the rate estimated by the Nathan Report for the achieve-
. ment of self-supporting level by 1958.
This rate of growth during the six year period in Korea stands out

S

! as one of the highest among the most of the underdeveloped countries in

1 Until recently Korea could not establish a fully satisfactory
statistical base for the estimation of Gross National Product. The
first undertaking on GNP estimation was dome by R. R. Nathan, Associates
Inc., in 1953 in their work, An Economic Programme for Korean Reconstruction,
as referred to in the previous chapter. Since then, estimations had been
made by various organizations, such as the Bank of Korea, Ministry of
Finance, Ministry of Reconstruction and Economic Coordinatorts Office,
independently, until 1956, when the Bank of Korea was designated as a
single official organization responsible for the GNP estimation.



Adsia and Latin America as table 21 shows. Absolute figure, however,
does not bear any significant meaning in comparison. For this reason,
the rate of growth in per capita GNP is also illustrated in the same
table. As soon as the comparison is made with these relative figures,
Korea drops to a lower ranking, but still maintains a fairly high

49

position.
Table 21
Rates of Growth in Real GNP
in Various Countries
1950-1956
te of Crowth
Country In per Capita In Aggregate
GNP (%) GNP (%)

West Germany Tely 8.5
Austria bely 646
Burma 5¢3 645
Israsl (1950-1958) 5.2 11.4
Puerto Rico 3.7 Le2
Korea (1953-1958) 3.6 6.0
Brazil §1950-195A; 3.2 57
UsSeds (1950-1957 : 2.6 hel
Guatemala 2.0 5.1
Ceylon 0.2 3.0
Chile ~0e2 21
Argentina =05 : 1.6

Source: Korea - Table 23.

Other Countries -~ UN, Year Book of National Accounts
Statistics: 1957 and Statistical Year
Book: 1958,

These figures on the rate of growth, however, do not tell whether
the economy is growing on a sound basis or not. Table 24 shows that
the economic growth during the period has taken place against a back-
ground of continuous dependence upon the import surpluses whose ratio
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to GNP have been more than 10 per cent each year. These huge amounts
of import surpluses are, of course, the obverse side of the large uni-
lateral transfers of various types of capital, mainly represented by
UesSe foreign economic aid to Korea.

The rate of growth by industry, however, reveals a sound sign.
The relatively high rate of growth in the secondary industries compared
with the primary and the tertiary induttriul has been conspicuous,
although it has slowed down in the recent year. During the poéiod
1953-1958 the annual rate of growth in the secondary industries, which
constitute the backbone of a country's industrial development, maintained
the level of 15 per cent, while primary industries represented largely
by agriculture grew at the average annual rate of 3.7 per cent and
tertiary industries, which include electricity and t.ranspoftation, at

the average annual rate of 2.9 per cent during the corresponding period.

Table 22

Percentage Increase in GNP
by Industrial Sector
In 1955 Constant Price

1954 1955 1956 1957 1958

Mﬂm Te5 2.1 "6.7 1103 8.1
Secondary 20,1 13.6 12.1 15.6 6.3
Tertiary 0.9 3.6 l.1 6.0 Le8
Tﬁtal '4-05 2'7 "200 709 ‘007

Source: Computed from table 25.

1 this elassification of industries into three categories is done
according to the concept of Colin Clark. See, Colin Clark, The Condi-

tions of Economic Progress (London: 1951), Chap. IX.
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It should be, however, noted that the secondary industries constitute
extremely small portion of the GNP, although the portion has been increas-
ing steadily. 4s of 1958, the primary industries shared 40.5 per cent of
the GNP and the tertiary industries, 41.6 per cent, whereas the secondary
industries shared as low as 18 per cent of the GNP, although it is 5
per cent higher than the ratio in 1953. The major factors contributed
to the growth of the secondary industries have been mining industries,
one of the most important sources of exports, and the manufacturing
industriess Mining industries have grown at the average rate of 21 per
cent per annum, accounting for the fastest rate in the whole economy.
Manufacturing industries accounted for the second fastest growing
industries with the average annual growth rate of 18 per cent during
1953-1958.

As the secondary industries grew at such a relatively fast pace,
the relative portion of the primary industries in the GNP has been
reduced from 42,0 per cent in 1953 to 40.1 per cent in 1958, although
these industries made a fairly steady growth during the period, The
decrease in the relative portion of the primary industries should be
considered as indicating a gradual transition of the Korean economy from
primary producing stage to intermediary stage of economic dwolomt.l
The steady growth in the primary industries has been mainly thanks to the

1 In this connection A, W. Zanzi, a member of the Institute of
Pacific Relations, comments as follows: ™Korea today is at an inter-
mediary stage of economic development. It approximates that stage
characterized by Colin Clark as the secondary stage of ecocnomic develop-
ment. Though predominantly agricultural, its industrial capacity has
been developed further than that of most Asian countries, except Japan

and India."™ A. W. Zanzi, Economic Rec ructi blems in South Korea
(New York: Institute of Pacific Relations, 1954), p. 5.
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continuous bumper crops of grains, particularly that of rice during the
peried 1953-1958., This was not only a result of tavorabli weathers but
also the result of the improvements in farming technique and irrigation
conditions as well as the efficient utilization of fertilizers.

The tertiary industries have been making relatively slow progress.
However, the electricity, water and sanitation services, and the trans-
portation and communication sector, which constitute the groundwork for
economic development, grew fairly rapidly during 1953-1958 due to the
emphasis put on these sectors by the economic aid agencies as mentioned
in the preceding chapter. During the period, the electricity output
and the value of water service increased by 34 per cent and the trans-
portation and communication increased their values by almost 200 per cent.

The gross domestic capital formation has been growing in parallel
with the growth in national product. During the period 1955-1958, the
domestic investment grew at the average annual rate of approximately
9 per cent, absorbing about 10 per cent of the GNP each year. This
ratio, fairly high as it is, is far below the optimum rate of capital
formation in Korea for a substantial progress toward self-sustained
growth, considering the fact that many industrially advanced countries
invest more than 15 per cent of their annual national incomes although
their capital output ratio is much lower than that of underdeveloped
countries, and that Korean economy started economic reconstruction and
development from an extremely low level of capital accumulation.

The investment rate in the secondary industries has been most
conspicuous over the past 5 year period, with the average annual rate
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of increase in the value of investment of 16 per cent. In the meantime,
investments in the primary and the tertiary industries maintained the
average annual increase rate of li.4 per cent and 13.9 per cent, respect-
ively, during the same period. :

Since 1954 a remarkable change took place in the composition of
the capital formation in Korea. The proportions of the investments in
the primary and the secondary industries to the total domestic capital
formation were only 9.8 per cent and 16,0 per cent, respectively in 1954,
whereas the proportion of investment in the tertiary industries to the
total was an overwhelmingly large ratio of 74.2 per cent in the same
year. Since 1955 these proportions have been shifting in the direction
of lower proportion in the tertiary and higher proportions in the primary
and the secondary industries. In 1958 the proportions of investment in
the primary, the secondary and the tertiary industries to the total
capital formation accounted for 15.4 per cent, 20,9 per cent and 63.7
per cent, respectively. Taking account of the fact that Korean economy
attained recovery from war-destroyed situation, resuming the pre-war
level in 1956, such a trend should be considered as a healthy sign.



Table 23
Gross National Product by Industrial Origin

(In Billion Hwan)

1953 % 1954, % 1955 £ 1956 % 1957 % 1958 %
A Primary Industries
1. ngiricul.hmgtm, Forestry, 351.5 A42.0 3736 40.6 39%.2 41.8 358.1 38.9 Llhe2 39.6 L445.7 40.1
B. Secondary Industries
b m & Qnarrying 708 0.8 605 0.7 707 0.8 9.6 1.0 1205 1.2 1305 1.2
3. Hamlfacturing 7603 901 87 016 9.5 10300 10.9 m.& 1203 1230# 11.8 131.8 11.9
l... Construction 23.7 209 35.0 3.8 33-2 305 3105 3ok 102.2 I»O l}507 kol
C. Tertiary Industries :
50 n‘ctri01tvy' Water 27 0.3 l.-.3 0e5 249 0‘03 10“. 0e2 3.3 0.3 Lel Ok
& Sanitary Services
6e mpomtim’ C onm— 1.305 106 1607 1.8 20.1 2:1 27.1 2.9 37.3 306 3807 3.5
unication & Storage
7+ Wholesale & Retail 150.7 18.0 160.3 17.4 15746 1648 157.1 17.1 166.0 15.9 173.6 15.6
Trade
8. B&nking, Insurance 10.3 1.2 6.6 0.7 79 0.8 Tl 0.8 10.6 1.0 12.6 % 5% 3
& Real Estate
90 Eouting 59.7 Te2 62'0 6.7 6‘}01{. 6.8 66.6 702 6809 6.6 6909 603
10, Public Administration
& Mm“ SO.‘} 600 7’&.2 8.1 58.9 6.2 ‘}9:8 501} 6506 6.3 67.&. 601
11s s‘mc" 6905 803 7901& 806 8001 8.8 8l.8 839 88,1 80’& 9103 802
12, Rest of the World 202 201& lkoé 106 1309 105 1705 109 1302 103 16.9 105
Gross National Product 836.3 100,0 9%.6 100.0 9’&309 100.0 921.5 100.0 lpl;S.O 100.0 ],112-2 100,0
Rate of Growth ( ya 10.1 265 & 2ely 13.4 6.3
Per Capita GNP (In Hwan 46500 LE700
Rate of Growth Per
C&pita GNP2 ko5 2.7 -2.0 79 Le7
Sources: The Bank of Korea, Ec Review: 1 pe III-6.

(a) - Ministry of Reconstruction, Economic Survey: 1959, pp. 22-23.

ws



Table 24

Total Resources and Their Disposal (At 1955 Constant Prices)

(In Billion Hwan)

1955 % 1956 1957 Z 19588 %
1. Private Conmmgtion 842.8 89.3 1155.2 96,9 1389.5 86.5 1387.2. 83.8
2+ General Gov't Consumption %9 10,0 127.7 10.7 207.5 12.9 249.0 15.0
3. Gross Domestic Fixed
Ca.pital Formation 9704 1003 112.1 90‘} 181.1 11.3 m 08 11.3
L4+ Change in Inventory Lely 05 =378 =342 42,0 2.6 10.7 0.7
5. Import S‘urplus 10905 1106 17207 15.3 22638 Mﬂl 195.2 11.8
6. Total Use of Domestic : .
Resocurces 93000 980 5 n?h 5 98 ® 5 ]59303 99'2 ]ﬁ” e 5 99;0
7. Net Factor Income from
Abroad 1309 las 1705 105 1302 8'8 1609 1.0
8. Gross National Product -
(6 £7) 943.9 100.0 1192.0 100.0 1506.5 100.0 155644 100.0
Source: Compiled from, the Bank of Korea, Annual Economic Review: 1959, pe III-7.

a¢ Preliminary figures.

g



Table 25
Composition of Gross Fixed Capital Formation (In 1955 Constant Prices)

S e s gw 1agw s dw s

Change Distri- Change Distri- Change Distri- Change Distri-~ Change Distri-
bution bution bution : bution bution

4. Pl‘jm Industries —1306 908 16.7 11.0 19.9 1309 M 1&09 kak 15.‘
B. Secondary Industries 18.6 16,0 10,2 17.0 1.6 18.3 15.1  15.5 33.5  20.9

Mining 15.8 2.1 - 2.0 86k 40 4e9 3.1 -25.6 2.3
Manufacturing 19.3 13.7 12.7 149 -10.0 142 18.1 12.3 51.2 18.5
Construction - 0.2 -50.0 0.1 - 0.1 - 0.1 - 0.1

Ce T"l'ti&ry Industries w . 7 7’#‘2 Qe 9 TR0 =10 9 67.8 38.6 69 .6 -7 e 5 g 63 oy 4
Eltetr:lcity Y Water 21.9 3.8 156 ob 903 ‘27 «0 702 12.3 600 3900 8.2

& Sanitation

Transportation, 101.0 203 10.0 2l.5 3.9 23.7 92.5 33.7 =330 224
Storage & Comm~-
unication

mml. & mil 2109 308 -12.8 302 ’8.8 3.1 "l9l& 1.8 8.0 109
Trade

Other 37.9 “‘603 -'uo6 38.0 "'1506 33.8 11.8 281 ‘ 12.1 31.2

D. Total 33.8 100.,0 40 100.,0 =545 100.0 51 100.0 0.9 100.0
Source: Ministry of Reconstruction, Economic Surveys 1959 pe 3ke

9s
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The Korean balance of payments has been characterized by a persist-
ent heavy import surplus, on the one hand, as briefly indicated in the
preceeding section, and a large amount of unilateral capital transfers
in the form of economic aid, on the other, offsetting the deficit on
the trade accounts. Indeed, no other country comes even close to this
degree of dependence on import surpluses and on foreign economic aid.
Particularly since the outbreak of Korean hostilities, the value of
trade deficits has been increasing and so has peen the ratio of import
surpluses to national income, as shown in table 24.

The import surpluses have been, of course, due to the heavy demand
for goods and services for consumption as well as for investment and
also due to the low capacity of exports. It should be noted, however,
that in the recent year the increasing tendency in import surplus has
been curbed to a large extent, In 1958 the value of import surplus
accounted for 195.2 billion hwan as compared with 226.8 billion hwan
in 1957. This was, however, not due to the increase in exports but
due to the decrease in imports because of the reduced foreign economic
aids This indicates that the volume of import surplus in Korea has
been determined not so much by the need on the part of Korean economy
as by the size of foreign oconémie aid.

1 he Bank of Korea is the only official organization to prepare
the Korean balance of payments, pursuant to Article 36 of the Law
Establishing the Bank of Korea. It was not until 1955 when Korea was

admitted to the membership of IMF that the Bank of Korea began preparing

the balance of payments in the standard form designated by the Fund.



Ancther striking characteristic of the Korean balance of payments
in the past years may be attributable to the complete absence of
records on the private foreign capital movements. So far, no private
foreign investment has been recorded in the balance of payments. For
'this reason discussions in this section will be concentrated mainly on
the transactions on the current account, i.e., chiefly on the develop-
ments in international trade.

Me dise rts

The structure of exports in Korea assumes two conspicuous charac~
teristics: absolutely small size of exports and concentration of
exports on a few commoditiess The first characteristic has been
amplified by the fact that the value of exports has been decreasing
continuously since 1953 The second characteristic becomes clear
when we lock at table 23.

During the period from 1946-1950, fishery and agricultural products
accounted for more than 80 per cent of the total exports. From 1951
to 1954, tungsten alone accounted for more than 70 per cent of the total
exports. After the termination of the US-Korea Tungsten Agreement in
1954, the export value of tungsten declined substantially, but the
export of minerals including tungsten ore still represents the major
export item, accounting for more than 60 per cent of the total exports.

1 This Agreement was concluded between the two governments in March
1952 to sell 15,000 metric tons of tungsten to the United States within
5 years from 1952, The remarkable increase in the production of tungsten,
however, enabled the Korean Government to export the designated amount
of tungsten within two years. So the Agreement was terminated in 1954.
For the text of this Agreement, refer to, Ministry of Reconstruction,
Selected Laws and Re tions Pert to Fo! Economic Aid for
Korea (Seoul: 1959), ppe 47-57.
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Needless to say, such a heavy concentration of export on few commodities
makes the domestic supply highly inelastic and, accordingly, export
proceeds are subject to wide fluctuation according teo the world market
condition, The seriousness of this problem is shown, for instance, in
the fact that the sharp decrease in exports in 1958 (from 21 thousand
dollars in 1957 to 16 thousand dollars in 1958) was mainly attributable
to the markedly decreased demand of the world market for the Korean
minerals.

Table 26
Relative Importance of Exports by Commeodity
in Percentage
{

—_——
1946 1950 1953 1954 1955 1956 1957 1958

Food (Fishery

and Agricultural

Products) 80 82 16 12 5.5 6.1 149 Lhe9
Minerals 20 13 728 76 70 792 63 ol 62.8_
Others - 5 l.2 12 2‘00 5 uo 7 22 226 3

Source: Computed from The Bank of Korea, Monthly Statistical Review
Ho. LXXIV, (Jmm 1955). Pe 66, and val. XIV, Hoe 1’
(January 1960), pe 55

Lopsided market structure is another characteristic of Korean
exports. Export markets are almost confined to Japan, the United
States and Hong Kong. Since the shipment of tungsten ore to the
United States declined drastically in 1954, Japan has been the largest
importer of Korean commodities. In 1958, Japan was the main outlet
for Korean export goods, accounting for 59.4 per cent of the total
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exports. Next to Japan was the United States with 10.2 per cent of
the total exports and Hong Kong followed the United States with

T+7 per cent,
Table 27
Value of Exports by Countries

1953 1954 1955 1956 1957 1958
Japan 5,94 7,260 6,994 8,092 9,258 10,741
UeSeds 30,434 14,143 8,124, 10,695 5,292 3,290
Hong Kong 2, 715 2, 587 lp 756 2’368 3,909 13369
UsKe 204 203 482 1,419 615 547
Others 289 53 247 2,580 2,447 833

Source: The Bank of Korea, Anmual Economic Review: 1959 p. III-232,

It is true that the lopsided export market structure is due to
the limited number of exportable commodities, which is, in turn,
because of the low productivity of the economy in general, but it is
also true that the limited market is a major obstacle to developing
export production in Korea. Here we can find a "vicious cirele of
poor trade.® Needless to say, a wider and more diversified export
market is also an essential condition for the prevention of monopolistic

exploitation by the trading partners.

Merchandise Imports
Contrary to the shrinking exports, the volume of imports has been

increasing markedly since 1953. The enormous imports against absolutely
small and shrinking exports have been, of course, possible by economic
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aid, Imports financed by private funds accounted for less than 20
per cent of the total import during the 1953-1958 period. The remain-
ing portion was entirely financed by foreign economic aid funds, and,
accordingly, the size of imports has been determined by the size of
foreign economic aid to a large extent. For instance, in 1958 the
total import of goods decreased by 1k per cent from the level of 1957
and this was due mainly to the reduction in the amount of foreign
economic aid, i.e., the import financed by foreign aid funds amounted
to 311 million dollars in 1958, whereas it amounted to 374 million
dollars in 1957. Indeed, the most striking characteristic of the
Korean import lies in the extremely high degree of dependence upon the
size of foreign aids,.

The high ratio of consumption goods imports including food and
various manufactured goods to the total imports has been another
characteristic of the Korean import structure. Excluding imports
financed by foreign aid funds, the consumption goods accounted for
more than 60 per cent of the total imports in recent years and food
alone shared more than 15 per cent of the total while raw materials
and investment goods altogether accounted for less than 30 per cent
of the total imports. Including the imports by aid funds, however,
the raw materials and investment goods accounted for a higher ratio
than the consumption goods because of the absolutely high percentage
of the chemical goods imports. In 1958, the chemicals alone accounted
for 2642 per cent of the total imports. This was due to the large
amount of chemical fertiliger imports which alone accounted for 12
. per cent of the total imports in the year. Considering that chemicals



Table 28
Imports by Commercial Base and Foreign Aid
(In Thousand U.S. Dollars)

62

Commereial
Government  Private Foreign Ald Total
1953 153,630 191,806 345,436
1954, 93,926 149,401 23,327
1955 5,146 103,482 232,787 341,415
1956 6,561 59,605 319,897 386,063
1957 10,972 57,177 374,025 4h2,17h
1958 2,140 65,048 311,020 378,208

Source: The Bank of Korea, Annual Economic Review: 1959 p. III-200.

represent semi-manufactured consumption goods, the ratic of consumption

goods to the total imports remains high even if the aid goods are
ineluded in the total picture. The reduction of consumption goods
imports is urgent not only for directing the essential foreign

exchanges toward the import of more vital goods for economic development

in Korea but also for encouraging domestic industries competing with
imported goods.

During the period 1953-1958, more than one half of the tohal
private imports was transacted with Japan and the United States.
Table 30 shows that the volume of imports from the United States has
been increasing steadily since 1955 when it jumped to 17 billion hwan
from 6 billion hwan in 1954, in spite of the fact that the exports
thereto have been decreasing since the same year. This has been due
to the political conflict between Japan and Korea. Until 1954 Japan
 was the largest trade partner of Korea but the worsened political
relation of Korea with Japan in 1955 led to a drastic decline in the
volume of imports from Japan and to an gbrupt increase in the imports
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Table 29
Imports by Economic Destinations
1957-1958
(In Thousand U.S. Dellars)

o e st e
e R e

|
l

L A W SRR
Commercial Ald Total Commercial Aid Total
Consumption
Goods® 46,092 108,473 154,565 41,207 60,556 101,763
Raw Materials® 9,682 178,275 187,957 16,025 188,326 204,351
Investment
Goods 6,577 15,252 26,729 7,265 16,600 25.1063
Miscellaneous 737 72,025 73,239 1,036 46,891 47,927
Total 68,149 374,025 442,174 67,189 322,373 379,562

aes Consumption goods include food, beverage and tobacco, manufac-
tured goods and miscellaneous manufactured goods.

be Raw materials include inedible crude materials, mineral fuels,
animal and vegetable oil and fats, and chemicals.

Source: Ministry of Reconstruction, The Government of Republic of
Korea, Economic Survey: 1959 p. 135.

from the United States. In 1953 imports from Japan accounted for
48 per cent of the total private imports, while imports from the United
Statoj accounted for only 16 per cent of the total. In 1955, however,
the situation was reversed. The volume of inports from Japan dropped
from 48 per cent to 19 per cent while the imports from the United
States increased from 20 per cent to 34 per cent of the total imports
in 1955 4s of the end of 1958, this trade pattern was still maintained:
the United States still ranked first with 13,897 million hwan or
32 per cent of the total imports and Japan ranked second with 10,335 million
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hwan or 23 per cent of the total imports. Considering the relatively
cheap prices of Japanese goods in the world market and the low cost of
transportation with a short notice of arrival, restoration of the
normal trade relation with Japan is highly necessary for the interest
of Korea regardless of the Korean people's political prejudice, which
is natural considering the past history.

It is worth while to note that imports from European countries,
namely, from West domaxw, Italy and the Mhorhnds have been increas-
ing in recent years. Diversified and wider markets are desirable for
mitigating the possible adverse terms of trade against Korea. Indeed,
‘the chances are strong in Korea for the adverse terms of trade to
jeopardige the balance of payments because of the highly inelastic
domestic demand for imports.

Table 30

Geographical Pattern of Imports
1953-1958
(In Million Hwan)

Total Japan UeSede  Burope  Asia (Excluding

Japan)
1953 22,370 10,666 3,703 896 5,018
1954 27,785 10,612 6,126 Ly28 5,174
1955 LB8y245 74067 16,853 11,233 10,466
1956 35,436 6,820 11,724 8,159 6,922
1957 37,916 8,529 14,009 5,401 95543
1958 43,564 10,335 13,897 10,493 6,688

Source: The Bank of Korea, Annual Econor Review pe III-212,
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Invisible Trade
Invisible trade has been an important source of foreign exchange

earnings during the 1953~1958 period. Unlike the deficit merchandise
trade account, invisible accounts, comprising those items such as,
government transactions, transportation and insurance, investment
income and foreign travel have recorded continuous surpluses during
the 6-year periods The surplus on these accounts which has been quite
helpful for balancing the current account deficits during the poriod;
however, were not derived from such sources as transportation, travel
or insurance which are deemed to be the ordinary items of the invisible
trade, but largely from the govermment transsctions with the United
Nations forces in Korea. Excluding the government transactions and
investment incomes of the Bank of Korea, all the invisible trade accounts
have been in defieit in the same period. The balance of the invisible
trade account has been favorable solely owing to the substantial
amount of foreign exchange receipts from the Unitéd Nations forces

in Korea under the offshore procurement programs.

This program, a part of the indirect economic aid program of the
United States, consists of the following four types of procurements
by the United Nations forces in Korea: (a) local currency purchase in
exchange for foreign currencies, mainly for U.S. dollars, (b)
procurement of goods and services from the Korean government for their
own uses, (¢) procurements of goods and services to supply the Korean
military forces as an indirect defense support and (d) utilizations
of the public faecilities, such as electric power, wa;tar service and

transportation.



66

As mentioned in the preceding chapter, the local currency advanced
to the United Nations forces without an immediate repayment in foreign
currencies was the major factor eontfibuting to the acute inflationary
pressure during the Korean War. In August 1955, when the ofﬁehi
exchange rate of Hwan to U.S. dollar was devaluated tc; Hwan 500 = U.S. $1
from Hwan 180 = U.S. $1, the Korean government and the United Nations
forces agreed upon changing the method of loeal currency procurement
from thc‘ borrowing method to the purchasing method, Since then the
adverse effect of local currency procurement to the Korean economy
has been eliminated.

The foreign exchange earnings from these sources have been
remarkably increasing since 1953, exceeding the foreign exchange
proceeds from merchandise exports, as shown in table 31. In 1958 the
receipts from these sources amounted to 57,580 thousand dollars,
accounting for more than three times the receipts from the merchandise
export.

dnother important factor which has been contributing to balancing
the deficits on the trade account is private donations from abroad,
mainly from overseas religious organizations. Excluding the official
foreign economic aid, the private donation has bun the second largest
source of foreign exchange earnings since 1955 Since 1955 the foreign
exchange receipts from private organizations or individuals as donations
have been exceeding the merchandise export proceeds by considerable
marginse In 1958 the private donations amounted to 29 million dollars,



whereas the export proceeds accounted for 17 million dollars. 4s we
will discuss in the following chapters, these foreign exechanges m
be used :or“t.hu import of goods and services and, thorafora\, btar‘a

significant importance.
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Table 31

Balance of Payments in Korea
(In Thousand U.S. Dollars)

1953 - 1958

1 1 1 1956 1 1
Credit it Credit ﬁiobit ~ Credit = ﬁﬁ"‘zt Credit  Debit Credit it t it
A. Goods and Services 428 602 64 2k, 688 264 6 | 6 hok 108 401
Y- Varchaniise i BN 2k RS BE 25 2% BE BH =E 595 W@
2. Monetary Gold 143 - 892 - 11h - 89 - 127 - 162 -
3. Foreign Travel 61 736 65 1,24k 352 1,683 59 3,032 153 2,927 323 3,362
4.5, Transportation
and Insurance 375 2,42 618 858 768 428 999 1,139 7,769 57,151 4,607 37,139
6. Investment Income 543 2 1,366 - 1,646 - 1,713 - 2,515 - 2,905 i
7. Government 30,627 - 35,241 403 k9,563 6,705 ,893 8,467 48,155 14,953 66,743 13,955
7.1. Receipts from
UN Forces 30,627 - 34,378 - uyol‘o ol 22,566 - 43,477 - 57,580 -
T.2. Others - - %3 h°3 5,253 6:705 11,868 8)“7 h:678 1‘:953 99163 13,955
8. Miscellaneous 1,093 1,335 2,153 1,00k 1,282 1,455 184 o6 597 1,h11 1,27h 2,80k
Net Coods and Services - 219,17k - 180,107 - 265,931 - 330,885 - 386,100 - 308,07
B. Donations 205,01 L34 152,1§ 865 265,6 228 %,h&z 391,% 4,313 2,0 6,251
9. Private 9, % 2, ,0 3,965 21,203 » 2132 %:% 30, 1,719 % 1,935
10. Official 193,456 - 139,104 - 2hh k22 4,864 299,750 1,664 357,053 2,654 323,391 ,316
Net Donations 193,588 - 131,273 - 256,391 - 320,829 - 383,524 - 345,785 “
Net Total (1-9) - ok2 - yﬁ - g%% - 8,079 - 356,976 - 281,697
Total (1-10) D B . . D - 297 3318 -
c. %m and Monetary Gold 85,705 - 29,088 - 8,70 - 10,735 - 1,193 87; g 965 37,885
e - - - - . - - - - 2 . -
11.13. long Term Capital - - - - - 859 - 3,235 - 2:875 6,969 -
12.1%4. Short Term Capital - - - - . 859 - 3,235 - » % “
Official and Banking
Institutions 85,705 - 29,088 - 9,599 - 13,950 - k4,068 - - bk 854
15.17. Long Term Capital - - - - - 5,625 - - - - - -
16.18. Short Term Capital 85,848 29,980 - 1,137 - 14,039 - k,195 - - 44,692
Idiabilities to IBRD - - - - 2,250 - - 3 - - - -
Korea-Japan Open Account 20,215 - 22,562 - - =8 - 6l T40 - - 853
Other 65,633 - 7,418 - 12,128 - 1%,686 - 3,455 - - 43,839
19. Monetary Cold - 143 - 892 1,087 - - 89 - 127 - 162
Net Errors, Omissions - 119 - 254 800 - - 122 1,384 - 507 -

Source: The Bauk of Korea, Annual Economic Review: 1959, pp. IIT-226-227.



CHAPTER V

FOREIGN EXCHANGE CONTROL AND ECONOMIC DEVELOPMENT

Originally, foreign exchange control devices were developed
without anything to do with economic development of underdeveloped

countriess It is quite obvious when we cbserve the fact that foreign
exchange control systems were first adopted by such highly industrially
developed countries as Germany or Great Britain during the depression
of the 1930's following the financial crisis of 1931. It was not

until after World War II that the device has been widely used as a
means of economic development in underdeveloped countries. Causes
which led the countries to adopt foreign exchange control measures
might be fundamentally the same both in industrially developed countries
and in underdeveloped countries: overall shortage of foreign exchange
regources and currency inconnrbibility.l However, the conditions
which brought about these two causes can not be the same in both
categories of countries and the need for foreign exchange control is,
no doubt, more acute in developing underdeveloped countries than in
industrialized countries. These facts may be explained from two
aspects of foreign exchange situations in underdeveloped countries:

) §
See, UN, Department of Economic and Social Affairs, The Quest
for Freer Trade (New York: 1955), pe 33. ’
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relatively enormous demand for foreign exchange and small and uncertain
amount of supply of foreign exchange in underdeveloped countries.
Economic development requires a substantial amount of foreign
exchange. Even if we assume that the developing underdeveloped countries
are endowed with rich essential natural and human resources, a large
demand for imports of investment goods and technical know-hows is
inevitably accompanied by an increased rate of capital tomtien; in
view of the low capacity of underdeveloped countries for the production
of capital goods. In general cases, the import requirements are,
however, not limited to such pure investment goods. As we have seen
in chapter IV, the economic development process often requires a
substantial amount of consumption goods and raw materials imports in
addition to the investment goods imports. In the meantime, there is
a strong tendency that higher incomes and urbanization generated by
the achievement of economic development along with the possible
"demonstration effect™ will contribute to the expansion in the demand
for imported consumer's goods. Taking into account the likely infla-
tionary pressures in underdeveloped countries not only due to the high
propensity to consume but also due to the possible inflationary financing
of capital formation, the difficulties in the balance of payments are
likely to be greatly intensified. Situations being as such, the
necessity to take measures to curtall imports on the part of govermnments
of underdeveloped countries must be acute. Foreign exchange contrel
is, beyond doubt, one of the most certain, rapid and effective measures

for this purpose.
The balance of payments difficulties in developing underdeveloped
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countries is also attributable to the supply side of foreign exchange.
The supply of foreign exchange is limited not only because of the
generally low capacity to export which, in turn, is due to the low
productivity, but also because of the Mdisequalizing forces"l operating
in the world economy, making the gains from trade go mainly to the more
developed countriese Although numerous arguments have been presented
over this question, the causes for the "disequalizing forces" and,
therefore, for greater pressure upon the balance of payments of under-
developed countries seem to lie in the following two facts: (1) insta-
bility in the demand for their exports due to their concentration of
production on a few primary commodities, (2) a greater degree of fluc-
tuation in world prices of raw materials compared with the prices of
industrial commodities.?

1 Meier and Baldwin use this term referring to those arguments
presented by such writers as Prebish, Singer, Mynt, Lewis and Myrdal
on this question. See, Meier and Baldwin, ops cit., p. 326.

2 These facts have been demonstrated by the United Nations?
empirical case study on the 18 important primary commodities which
represent the major exports of selected underdeveloped countries over
the period 1901~1950. According to this study, there have been marked
fluctuations in proceeds from exports as well as in prices of those
commodities not only during the fifty year period, but also over the
yoMo—«yoar poriod. See, UN parbmnt of Economic Affairs, Instability
_____ £ arke derdeveloped Countries (New York: 1952). Besides
thno pointt, Singor a.nd Prebish argue that terms of trade have been
deteriorating against underdeveloped countries in the long run. See,
HeW. Singer, “Diutribtxbion of Gains betuun Invubing and Borrmd.ng :
Countries™, Ame an Econon ik pers Proge
(W' 195@. ppt A.72 92 and RQ ¥ : ] ﬁy
developed Countries™, ggriaan Econamic Review, ILIX (May, 1959).

These arguments have been, however, subject to severe controversy and
attacked by various writers as unrealistic. For instance, Kindleberger
argues that the situation has been vice versa, in the following passage:
"It may be fair to conclude that there is no long-run tendency for the
terms of trade to move against primary products in favor of manufactures.
On the contrary, if allowance is made for the unprovable but generally
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Under these situations, adoption of measures to secure a more stable
level of demand for thelr export products on the part of underdeveloped
countries in the process of economic development seems to be inevitable.

The balance of payments difficulties which accompany economic
development programmes are, however, usually too serious to be solved
by the mere maintenance of stability in the demand for the exports of the
underdeveloped countries. Measures to increase the level of foreign
exchange receipts through the expansion of exports and the encouragement
of foreign private investment should be vital for alleviating the pre-
ssures on a country's international reserve.

Needless to say, foreign exchange control is not the only device to
contribute to the solution of the balance of payments difficulties
generated in the process of economic development in underdeveloped
countries. Various governmental policies ineluding monetary, fiscal and
commercial policies and direct trade controls can be alternative measures
to foreign exchange control. Moreover, it is hard to expect that foreign
exchange control alone can achieve any effective solution. Government
policies are by no means mutually exclusive. They should be complemented
by each other in the solution of the balance of payments problems. On
this point, Professor Mikesell comments as followsst

(Cont?d from previous page.) accepted fact that the improvement in the
quality of manufactures over the past eighty years has been greater than
that of primary products, the terms of trade may have turned against
manufactures and in favor of raw materials . . ™ C. P. Kindleberger,

Terms o e, A European C St (New York: The Technological
Press of MIT and Wiley & Sons, Inc., 1956), pe 263«

1 Raymond F. Mikesell, e in the World
(New York: Twentieth Century Fund, 1954), pe 59.
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Exchange control represents only one a.mong‘ many tools in the
bueameratic kit for accomplishing a given purpose, but they are
usually combined with other devices for achieving the desired
endse It is frequently difficult to decide, therefore, whether
a particular objective is being realigzed through the use of an
exchange restriction or through other type of restriction.

Realities being as such, although our discussion will be chiefly
limited to the foreign exchange control problems in terms of the stimu-
lation of economic development in Korea, other restrictive measures which
are employed in close conjunction with foreign exchange control and
which aim at controlling the international payments or receipts will
not be entirely excluded fram our discussions in the following chapters.

Foreign mhmgo control assumes various forms and numerous purpcns.l
The types and purposes of foreign exchange control vary from one country
to another and have been undergoing changes as time passes. It is,
however, not the aim of this study to go into these discussions. The
discussion in this chapter is mainly concentrated on those aspects of
foreign exchange control that are closely related with the development
of underdeveloped countries, particularly with the discussions in the

following chapters.

1 In this connection, the classification of the purposes of foreign
exchange control by Howard S. Ellis may be worth citing. He classified
the purposes into the following seven categories: (1) prevention of
unregulated export of capital and depreciation of the currency, (2)
temporary insulation to permit adjustment to international equilibrium,
(3) inereasing the total economic gain from foreign trade, (4) securing
cheap foreign exchange for government purposes, (5) retaliation against
foreign controls, (6) protection of domestic production and (7)
totalitarian economic and political control. Howard S. Ellis,

e Control in C (Cambridges Harvard Univ. Press,

941), pe 290.



Th
A, F N HANGE CONTROL ON IMPORTS

Needless to say, economic development generates a large demand for
foreign investment goods. Those countries that are undertaking economic
development programs must be underdeveloped countries and, therefore,
lack the capacity for capital goods productions In the meantime, as we
discussed briefly above, the process of economic development and indus-
trialization is very likely to involve inflationary pressures. This may
be due to the generally inevitable adoption of the inflationary financing
method on the part of the government, but inflationary pressure may be
generated in the absence of such inflationary finaneing, Kindleberger
argues that any investment process is apt to be inflationary if it
requires the shifting of any considerable volume of resources, "whether
savings are large or small, and whether the project of economic develop-
ment is limited in amount to the volume of savings known to be available.
or not." A similar view is expressed also in the following passage from
the report of the United Nations on this problem;?

Inflationary pressure is an inevitable result of the accel-
erated investment required by a development programme in so far

as it is not financed from abroad « « « Thus governments of

underdeveloped countries are not likely to find it possible teo

avoid inflationary pressure since this in many cases would mean

the abandonment of development itself,

Furthermore, Ragner Nurkse even argues that inflationary pressure is

very likely to be generated in the underdeveloped countries by the mere

+ Kindleberger, Dollar Shortage (New York: John Wiley and Sons,
Ince, 1950). Pe 127,

2 UN, Department. of Beonomic Affairs, lathods of Finaneing Bononie
Development in Underdeveloped Countries, pe 19.
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contact of the underdeveloped countries with the attractive advanced
consumption standard in richer countries because such "contact makes
nations feel continually impelled to keep their money incomes and out-
lays above what is warranted by their own capacityto produeo."l

Thus, the economic development process involves not only a huge
demand for imports of capital goods but also a strong demand for the
consumption goods imports due to the likely inflationary pressures.
The result is obviously a persistent tendency towards balance of payments
disequilibriums Under these conditions, there can be little doubt that
mere adjustment of the exchange rate can not bring the balance of payments
into equilibrium any more. Elasticity of demand for imports is too low
to let the changes in the exchange rate bring about any improvements in
the balance of payments disequilibrium,

Under these situations, it is not hard to find a role of foreign
exchange control as a means of stimulating economic development.
Foreign exchange control certainly can be used as a means to conserve
foreign exchange for essential goods imports for development programmes
at the oxpenso'of lweury imports. As Nurkse points out, the restriction
of luxury or semi-luxury imports will not only suppress the disequilibrium
in the balance of payments but also offset the deteriorating effect of
attractive high consumption patterns of the rich countries upon domestic
capital formation.? Indeed, the restriction of lwary imports would

1 Nurkse, Some Aspects of Capital Accumulation in Underdeveloped
Countries (Cairo: National Bank of Egypt, Fiftieth Anniversary Com~
memoration Lectures, 1952), pe 45.

“ Ib;da' Pe 530
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contribute to the economic development of underdeveloped countries not
merely through making more foreign exchange available for the import of
essential goods but also through foreing the people to cut their consump-
tion level, i.e., to save.

The selective restriction of imports designed to conserve foreign
exchange for essential uses and to enforce domestic saving can, of course,
be achieved either by increasing local currency costs through the intro-
duction of multiple exchange rate or by imposing quantitative restrictions
on the foreign exchange available for imports, or by the combination of
the two. A brief discussion on the merits and demerits of these two
types of foreign exchange control in the selective restriction of
imports may be valuable for our discussions on the Korean exchange
control system,

The advantages and disadvantages of these two types of exchange
control have been well described by E. R. Schluingor.l Schlesinger
points out two principal advantages of quantitative restrictions as an
instrument for limiting foreign exchange disbursements: the comparative
certainty of their effects and the relative rapidity with which these
can be realized.? The certainty and the rapidity can be achieved more
efficiently especially when a foreign exchange budget is introduced and
strictdy followeds The quantitative restrictions can not, however,
evade the major difficulties resulting from the complex administrative
problems of allocation of foreign exchanges. In Schlesingerts words,

1 Eugene Richard Schlesinger, Multi e Rate Economic
Development (Princeton: Princeton Univ, Press, 1952).

2 Ibido. Pe 8.




the major difficulties inherent in quantitative restrictions arise
because the allocation of exchange among different uses and among the
various importers is entirely a function of administrative decision,mt
Because the foreign exchange is distributed according to the views and
Judgements of the authorities, the chances that this procedure will bring
about any beneficial results depend upon the ability and honesty of the
administrators to a large extent.

In the meantime, the use of cost restrictions based upon the
artificial price or cost differentiations in the foreign exchange market
can avoid "many of the difficulties which are created by the existence
of windfall profits and the danger of incompetent or dishonest allocation
of mhango."2 But Schlesinger argues that "these advantages are gained
at the expense of greater uncertainty and slower appearance of the
effects on importl."B

The multiple exchange rate system based upon the distrust of the
competency and honesty of administrative authorities was predominent
among the underdeveloped countries in the post war periods 4s of 1950,
more than one half of the Latin American countries and numerous countries
in Asia including Thailand, Indonesia, Taiwan and Koreaadopted this
syntcm.l’ The multiple rate system has been, however, gradually replaced

1 ;Eido' Pe 8

2 Ibid.’ pO 9.
3 Ibido" Pe Je

4 see, International Monetary Fund, First Annual Report on Exchange
Restrictions (Washington D.Ce, 1951).
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by a single rate system or relatively simpler rates systems in recent

In the brief discussion above we have already seen that the balance
of payments difficultioa during the period of economic development are
brought about not only because of the huge demand for foreign exchange
to finance economic development but also because of the unstable and
low level of foreign exchange receipts. Needless to say, foreign
exchange control upon exports is primarily necessary in order to have
control over foreign exchange receipts from exports, for, otherwise,
allocation of foreign exchange and control of exchange rate is almost
impossible. The pressures upon a developing country's international
reserves are, however, very likely to require further steps from this
level. Not merely foreign exchange receipts must be controlled by the
government, but also they must be stabilized and increased deliberately
through the foreign exchange control device. A steady investment in
development programmes over a period of years would be severely handicaped
as long as the foreign exchange receipts from exports remain in an

1 This fact is clearly stated in the following passage from the
IMF Report on the conditions of world foreign exchange restrictions in
1959: "Considerable progress has again been made during the past twelve
months in eliminating and reducing the use of multiple currency
practices. In several countries, this has been achieved by replacing
complex multiple rate systems with a single; elsewhere, there has been
further simplification of the existing multiple rate systems." IMF,

%mew (Washington, DsCe:
1960), ppe h=5.
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unstable situation. This point has been adequately expressed in the
following statement of a UN report:l
The instability experienced by underdeveloped countries in
their foreign exchange receipts from exports -- particularly if
reinforced by similar fluctuations in other credit items in their
balance of payments -- imposes severe handicaps in maintaining
steady investment in development programmes over a period of

years « « « Furthermore, if development projects are expected

to result in the production of exportable goods, caleculations of

cost and income may be completely upset by wide fluctuations in

price and demand.

Along with the stabilization of exports, expansion of exports
represents another precondition for economic development in view of the
huge foreign exchange requirements. Expansion of exports may be achieved
in various ways, such as (a) by expanding the production of particular
commodities, generally primary commodities, or reducing domestic consump-
tionjy (b) by exporting new commodities not previously exported; (c)
by increasing the value of exported goods through improving qualities,
standardization or further processing and so on and (d) by undertaking
services in connection with foreign trade which are presently performed
by industrialized countries.?

These problems are, however, likely to be seriously difficult te
implement in a developing economy, since (1) the goods thus to be exported
should be withdrawn from domestic consumption and, accordingly, the
inflationary pressures already created by the development process, as

we have seen above, are likely to be intensified, (2) export industries

1 uN, Instability in Export Markets of Underdeveloped Countries, pe le
2 See, UN, Doparbmcnt of Bconomic Affairs, Methods of Financing

Economic Developm developed Countries, p. 20.




may find more certain demand in the domestic markets as the real income
rises along with economic development and (3) the unstable foreign demand
for and prices of the export commodities are due to the international
forces, which are beyond the control of a single nation to a large extent.

It can not be doubted, however, that these difficulties can be
mitigated by deliberate government policies to a large extent. Needless
to say, foreign exchange control is one of the important and effective
government policies for this purpose, although the foreign exchange
control on exports seems to be less common than that on imports.

The most widely used foreign exchange control device for this purpose
seems to be a multiple exchange rates system. Deliberate differentiation
between the exchange rates for exports and lmports or even oetween the
exchange rates for various exports must be effective in maintaining a
high level of exports or in encouraging particular exports deliberately.
Especially for the purpose of encouraging marginal exports that would
not be produced or exported in the absence of government protection, the
.application of favorable exchange rates for such exports seems to be
highly effective.t Obviously, such favorable rates are a subsidy to
the export industries concerned and, therefore, can bring about the same
result as is derived from other measures, such as direct subsidy from
the government budget.

Multiple exchange rates can also be a measure to protect the
export proceeds from a cyclical decline in underdeveloped countries.

1 See, E. M, Bernstein, ™Some Economic Aspects of Multiple Exchange

Rates", Internat et Fund, Staff rs Vols I, No. 2
(September, 1950;, pe 233



gl

As Schlesinger points out, in the case of cyeclical decline of exports,

it is frequently found that overall exchange depreciation is not desirable
in underdeveloped countries because the demand for overall exports could
be inolastic.l Needless to say, depreciation of foreign exchange rates
ecan influence the .tortign exchange receipts from exports favorably only
when the demand for the exports is fairly elastic assuming domestic
supply of exports is also fairly elastic. The demand for overall exports
being inelastic, it is obvious that the result of depreciation would be
an overall decline of foreign exchange receipts even if some individual
export sectors could result in a substantial increase. Schlesinger
argues that under this condition a country can obtain the benefits of
depreciation by introducing a policy of "selective depreciation™ with
respect to exports whose demand elasticities are large enough to result
in a substantial increase in the foreign exchange procesds.?

Multiple exchange rates device is, of course, not the only foreign
exchange control designed to encourage exports for the purpose of stimu-
lating economic dmlopﬁnnt. Quantitative control devices are also
frequently used for the same purpose. The system which permits the
exporters to retain all or a portion of their exports proceeds of certain
conmodities either for the use of imports of certain commodities or for
their own use a for sale in the free markets falls under this ntcgery.’

L Schlesinger, ops cits, ps 45¢
2 Ibid.’ Ps 1660

3 For instance, this system is adopted by Korea during the Korean
War and its aftermath as will be shown in the following chapters.
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The multiple exchange rates on exports can also be used as a means
to capture a part of any exceptional profits from exports. This, of
course, is contrary to those objectives discussed above, This aspect of
foreign exchange control, however, can be important since this "penalty
export rates" may be useful as a means of raising government revenue
for domestic financing of economic development in lieu of ordinary tax
under certain conditions., Bernstein explains the reason for imposing
the "penalty rates®™ on certain exports in the following words:t

These penalty export rates are used because the profits of

the companies are high and government revenue would be diminished

if such exports were placed on the same basis as other exports « + «

It is difficult to insist that taxes should not be imposed on
some exports when the burden of taxation can be borne without

impairing production.

Cs F : c ON CAPIT

As the past history shows, the foreign exchange contrel on capital
movements preceded the control on current account transactions. The
exchange control in Germany was first adopted in July 15, 1931 to check
a capital flight. At the time of adoption it was indicated that the
need for exchange control would be eliminated as soon as the panic of
capital flight was ceased.® The step taken by Great Britain in adopting
exchange control in the 1930's was also the same. Now-a-days countries
adopting exchange control systems impose restrictions on capital move-
ments almost without any exception.

1 Bernstein, op. cit., ppe 232-23k.

2 Prank C. Child, The Theory and Practice of Exchange Control in
Germany (Hague: lhrtinus Nijhoff, 1958), P ke
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The control of capital outflow is, of course, one of the essential
pre-conditions for economic development in underdeveloped countries,
for domestic capital must be kept within the countries before they are
mobilized for economic development. In view of the high propensity of
domestic capital to flow out of the country in underdeveloped countries,
the need for the prevention of capital flight can not be aiimphaaisod
in those countries.

The control on the capital movements, however, entails a serious
dilemma with regard to the problem of inducing private foreign capital,
because even if the inflow of capital is not controlled, the private
foreign capital will not be induced without the anticipated guarantee
that the principal and the earnings of the capital invested can be
transferred sooner or later. There is no doubt that such a guarantee
is inevitably weakened by the foreign exchange control on capital
outflowe

In this connection Prof. Mikesell points out three major obstacles
of foreign exchange contrel to the flow of foreign investment in under-
developed countries: (1) limitation on the ability to transfer earnings
or to repartriate invested capital; (2) unfavorable exchange rates
either for remittance or for the purchase of currency for local expen-—
ditures; and (3) limitations on the ability to acquire imports of goods
M services needed for business opcrationl.l

In view of the low capacity to export and unstable proceeds there-
from on the one hand, and huge demand for foreign exchange on the other,

1 Mikesell, ops cite, pe 451.
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as we have seen above, private foreign capital is an extremely important
source of foreign exchange required for the financing of econemic develop-
ment in underdeveloped countries. In the present underdeveloped countries,
however, the need for and gains frqn the imposition of foreign exchange
control seem to be greater than the benefits that might be derived from
the elimination of foreign exchange controls This may be explained by

the fact that thorq is no assurance that the mere elimination of foreign exchange
control would induce sizable private foreign investment., Obstacles to

the movement of private foreign capital into underdeveloped countries

are numerous, besides foreign exchange control. For instance, a study

by the University of Chicago classifies the major obstacles in the
following five categories: (1) absolutely smaller amount of private
capital than existed before 19143 (2) low rates of return to the capital
invested; (3) limited markets; (4) existence of chronic inflation, balance
of payments disequilibrium and unstable currency; (5) political and seeial
instability.t '

Furthermore, there may be some measures which enable capital
importing countries to induce private foreign capital without eliminating
foreign exchange control. For example, the limitations on the transfer
of earnings and principals imposed by the foreign exchange control may
be overcome by inter-governmental guarantees, as suggested by a United

1 The Research Center in Economic Development and Cultural Change
of the University of Chicago, "'I‘ho Rolo of Forcign Aid in the Development
of other Countries,” U.,S. Senate am (Washington:
Govermmant Printing 0ffine, 19975, T Bt



Nations! report.® Doubtlessly, if governments of capital exporting
countries as well as the government of capital imporbing countries
guarantee the future transfers for the private investor, existence of
foreign exchange control would not represent a major obstacle to private
foreign investment.

1 0N, ops eits, ppe 30~34s And for a detailed analysis of the
United Statu atmcnt gurmtu progru, see Harim von kmnn
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CHAPTER VI

DEVELOPMENTS IN THE KOREAN FOREIGN EXCHANGE CONTROL
SYSTEM BEFORE 1953

The foundation of the Korean foreign exchange control system was
laid down during the period from August 1945, when Korea was liberated
from Japanese rule, to the middle of 1953 when the Korean War was ceased.
In order to better understand the present foreign exchange control system
in Korea, it is important as well as necessary to trace the developments
in this field during the period. This period consists of two markedly
distinct periods. One is the period during which Korea was under the rule
of the U.S, Army Military Government in Korea (USAMGIK) and the other is
the period beginning from the establishment of the new government of
Korea in August 1948 through the outbreak of the Korean War in 1950
to the ceasefire of the hostilities in July 1953.

A strict foreign exchange control was imposed on the Korean economy
right after the termination of Japanese rule in Korea by a series of
ordinances and proclamations of the U.S. Army Military Government in
Korea, Foreign exchange control was first introduced in Korea by
Proclamation No. 3 of the Commanding General of U.S. Army Forces,
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Pacific, dated 7 September 1945.% This Proclamation prohibited any kinds
of foreign exchange transactions in the following terms.

5¢ All foreign financial transactions including the export and
import of currency, coins and securities are prohibited
except as authorized by mes

7« The delivery or acceptance of any currency other than the

supplemental military and regular yen currency now legal
tender in Korea is prohibited, except as authorized by me.

It was, however, not until July 4, 1946, when Military Ordinance
Noe 93 of the USAMGIK was set forth, that a complete form of foreign
exchange control was established in Korea. The Military Ordinance No. 93
merits a brief study in view of the fact that this ordinance still
remains effective as a part of the legal basis for the present foreign
exchange control in Koreas The main provisions of this ordinance are:?

(1) 4ny transactions in Korea, which involve (a) property (or
evidence thereof) located abroad, (b) gold, silver, platinum
or other precious metals, (¢) money other than legal tender
in Korea, (d) any kind of foreign exchange instruments,
securities, negotiable instruments and so on, are prohibited
without license.

(2) It was declared that any person owning, holding or contrelling
any property described in (1) and any persen owing any obli-
gation of payment to any person_outside of Korea were required
to file with the Bank of Chosun® a written declaration of such
assets or obligations within 60 days after the effective date
of the ordinance.

(3) Transactions prohibited by this ordinance can take place
only by acquiring license from the Director of the Depart-
ment of Finance who is the licensing authority.

1 See, Department of Justice, United States Army Military Government

in Korea, Selected s of the of Justice, United
State Go in K Seouls 1948), pe 275
2 Ses, the Bank of Korea, Laws and Reg

3 The Bank of Chosun was the former Bank of Korea.



4ds the provisions mentioned above indicate, this ordinance imposed
strict control not only upon the transactions in foreign exchange but
also upon any kinds of capital movements. Although the ordinance desig-
nated the Bank of Chosun as the only official channel of foreign exchange
transactions and the department of Finance as the licensing authority,
no specific regulations governing the issuance of licenses for exchange
transactions were set forth during the pericd. Presumably this was due
to the fact that there were so few transactions in foreign exchange
taken place during the periods It should be, however, admitted that the
strict control in turn was a great obstacle to the sound development in
foreign exchange transactions.

The official channel of foreign exchange transactions was transferred
to the Korean Foreign Exchange Bank on July 16, 1947, when the bank was
established by the Military Ordinance No. 145, "Creation of the Foreign
Exchange Bank, Ltde"™ This bank, owned and operated by the Military
Government, started to handle drafts, bills and other documents resulting
from Korean foreign exchange transactions and to make efforts to insure
stability of exports in relationship to import volume. Despite the
efforts made by this bank, however, no remarkable progress was made in
the development of foreign exchange transactions dwring the period as
shown below.

Indeed, under the strict controls on foreign exchange and capital
movements, foreign exchange transactions were almost paralyzed during
the period 1945-1948, This fact might be best disclosed by looking inte

3
See, Department of Justice, United States Army Military Government
in Korea, gp' o cits, pe 367, 5
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the foreign trade situations during the same period.

The foreign trade during the period from August 1945 to August 1948
might be characterized as one "absolutely small in volume and primitive
in nature.® Foreign trade was not only small in volume as c¢an be seen
in table 27, but also was undertaken in the form of primitive barter
transactions or compensation trade with a few countries in Asia, mainly
with mainland Chiha and Hong Kongs Almost no foreign exchange transaction
was involved in foreign trade during the period.

When the occupation of Korea by the U,S. Army began in September
1945, little or neo consideration seemed to be given to the foreign trade

of Korea in the light of other more urgent problm.l

In additien, the
Korean people were lacking in the knowledge and experiences in the field
of international trade due to the fact that foreign trade was entirely
monopolized by the Japanese before the liberation. The imposition of
strict exchange control on the eccnomy under such conditions made the
barter transaction the only possible way to carry on foreign trade.
There was no trade during 1945. The first record of private trade
was during January 1946, when 405 thousand hwan worth of commodities
were imported into Korea.*
In July 1946, the Bureau of Foreign Commerce was established in the

Department of Commerce of the USAMGIK "™to develop, stimulate, regulate

1 Soe Hatioml Economic Board, Us Se Army Forces in K
’ ¢ Ve Se orea, South
Korean Inter: srnment_Activities No. 34 (July-dugust, 1948),

2 Comander in Chief, U, S, Arnw rox-m, Paciﬁc g_\gﬁ%@
y Militar snt,_Actiy in Korea MNos 6 (February, 1946),




and control imports and exports by the promulgation of appropriate
policies and procedures and the implementation thsroot."]‘ Shortly

after the establishment of the Bureau, Foreign Commerce Regulation Neos 1
was published in order to set the initial procedure of granting licenses
and permits by the Bureau,? This regulation required all exporters and
importers to obtain licenses before they engaged in the trade business.
In order to either import or export a commodity, it was necessary for
the individual or the company to apply for a license authoriging him to
engage generally in foreign trades With this license, the traders could
apply individually for a permit for each export or import.

Under these strict controls on trade in addition to the control on
foreign exchange transactions, it was quite natural that foreign trade
eould not find the way to expand. During 1946, the total exports amounted
to only 470 thousand hwan or 940 thousand dollars, while the total
imports, to 1,680 thousand hwan or 3,360 thousand dollars.’

Keenly feeling the necessity to promote foreign trade, the Military
Government promulgated a new procedvre governing the foreign trade on
August 25, 1947.,% Under this procedure, foreign trade of Korea still
had to be conducted on a barter basis but with less degree of government
restrictions or controls. Licenses to engage in the business of foreign
trade were no longer required. However, it was still necessary to

L Ibédog Nos 10 (JuJy 19106). 500\11, Pe 3[00

2 See, National Economic Board, U.S. Army Forces in Korea,
OPs Qitcy Pe 98,

3 These figures in U.S. dollars are converted from the figures in local
currency figures at the official rate of 0.5 hwan to 1 U.S. dollar, pre-

vailed during the period.
b see, Ivide, pe 99+
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obtain from the Bureau of Foreign Commerce a license for each import
and export transactions

In the meantime, as mentioned above, the Korean Foreign Exchange
Bank, Ltde, was established on July 16, 1947. In view of the lack of
knowledge and experiences of Korean people in the foreign exchange
transactions and the urgent need for the establishment of normal foreign
exchange transactions particularly in foreign trade, the creation of the
bank was of great significance for the Korean economy. This bank, in
order to handle drafts, bills and other documents resulting from foreign
trade, established correspondent banks in the United States, Hawaii,
and Hong ng.l In spite of the efforts made by the bank for the estab-
lighment of a normal foreign exchange transactions, the primitive foreign
trade pattern based upon barter transactions, hmnr, could not be over-
come because local currency still had no international exchange rate.

During 1947, however, volumes of foreign trade increased remarkably
compared with the level in 1946. Imports were valued at more than 20
million hwan or 41 million dollars and axperta...at 11 million hwan or
22 million dollars.

During Jamuary 1948, a new plan, called the "Trustee Shipment™ plan
was established with a view to promoting foreign trade.® This plan repre-
sented the most advanced form of foreign trade during the period 1945-1948.
This plan enabled Korean businessmen to export first by making trustee

2 National Beonomic Board, UsS. Army Forces in Korea, ope cite,
Noe 29, (February 1948), Seoul, ps &9,
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shipments through the Korean Foreign Exchange Bank. Under this measure,
a Korean exporter could export goods to a foreign port and seek buyers
after the cargo arrived there. The trader had to deposit, in local
currency, 10 per cent of the estimated value of the goods exported at
the bank. Such deposits were refunded upon satisfactory fulfillment of
the obligation of ihis procedures The exporter was allmd oit.hci to
get barter goqu for his cargo or to get foreign exchange credited to
his account in a foreign bank for the purchase of approved cargoes for
return to Korea. ‘

Under this plan, volumes of both exports and imports increased
sharply in 1948, During the first seven months of 1948, total exports
amounted to 27 million hwan and total imports, to 36 million hwan, both
exceeding the total volumes of 1947.

Table 32

Exports and Imports: Values and Number of
Permits under Private Trade
January 1946 - August 1948

e e il o -~ s e

Exports rts Export Import
{In Million Hwan) Permits Permits
1946 047 1.68 65 158
1947 11.11 20.88 300 L
1948 27.62 36443 674 928

(J

to July;

Source: National Economic Board, U.S. Army Forces in Korea, South
mem Nos 34, (July-August
1948), Seoul, p. 102.
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There were no specific economic development policies or programmes
prepared by the Military Government, Accordingly, foreign exchange control
policies during the period were set forth without any dol;!.bcrato consider-
ation of economic development of Korea, Taking account of the social,
political and economic situations prevailing during the period, which
might be comparable to those under anarchy, and particularly of the acute
inflationary pressures inherited from the controlled war economy under
J,apnr;ou rule, the introduction of the strict foreign exchange control
was inevitable. Indeed, foreign exchange control was a product of neces~

sity in Korea,

In the preceding section we have seen that foreign exchange trans-
actions were almost negligible during the period fram the liberation to
the eve of the establishment of the new Korean Government. Foreign
exchange transactions were not involved even in the foreign trade.
Accordingly, the ob.joctivo of foreign exchange control was mainly cen-
tered on the prevention of capital flight.

As the Constitution of the Republic of Korea, promulgated on July 17,
1948, provided that the laws and ordinances set forth during the occupa-
tion peried shall remain effective to the extent that they do not conflict
with the Constitution, | foreign exchange control under the new Government
had been governed by the same ordinances as existed under the interrim
government until a series of new laws were pronmlgatod.l

1 Article 100, of the Constitution of the Republic of Korea promulgated
on July 17, 1948 reads as follows:
"Existing law and ordinances shall be in effect to the extent
that they do not conflict with this Constitution.”
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It was not until the spring of 1950, when a series of laws concerning
foreign exchange control were set forth, that the Korean foreign exchange
control system was systematically reorganized in such a way as to be able
to meet the various tasks including the problem of economic reconstruction
faced by the new Governments On April 20, 1950, the Law for the Preven-
tion of Capital Flight, prohibiting the removal of demestic property for
the purpose of capital flight, was promulgated, replacing the existing
provisions in various ordinances concerning the prevention of capital
flight,* Under the new Law, any of the follewing properties are pre-
Wu:&@mnm«mmamamﬂmymm
to prohibition of movements:2

(1) Coins, subsidiary and banknotes.

(2) Valusble securities and other loan bendse

(3) Gold, silver, platinum and other precicus metals and

Jewelry.

(4) Foreign coins, foreign subsidiary coins, foreign paper

aney, forelgh banknotes, foreign securities and other

(5) Other movables and ships.

Article 2 of the Law provides that anyone viclating the Law shall be
subject to "penal servitude or imprisonment of not more than 10 years."
This penalty provision indicates that capital movements were further
rigorously restricted under the new government of Korea.

| "rerth-mmwm-m refer to the Bank of Korea,

2 See, Article 1 of "Presidential Decree for the Enforcement of
the law for Preventing Capital Flight," The Bank of Korea, ops eit., pe 7
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A significant achievement in the development of the foreign exchange \\
control system was made when the Bank of Korea was created on June 12,
1950, absorbing the Korean Foreign Exchange Bank, The Bank of Korea was
established not only to perform the general functions of a central bank
but also to act as the only official channel of foreign exchange trans-
actions in Koreas In addition to this, although Ministry of Finance, the
successor to the Department of Finance of the interrim government, still
holds the ultimate power of licensing the foreign exchange transactions,
the Bank of Korea shares a large part of the responsibilities for the
establishment of national foreign exchange policies and for the adminis-
tration of the nation's international monctéry reserves., Article 3 of
the Act Esbablishing the Bank of Korea reads as follows:t

Article 3. The primary purposes of the Bank shall bes

(¢) To administer the nations international monetary
reserves in the interests of achieving and maintain-
ing an orderly pattern of international trade and
exchange relationship.
For the purpose stated in Article 3, the Act required all foreign exchange,
whether it is owned by the government, natural or juridical persons, or
banking institutions, to be sold or credited to the Bank of Korea.? In {
the meantime, any foreign exchange aceruing from sales of goods or ser-
vices, from remittances or from other sources is subject to sale to or

deposit at the Bank of Korea, according to the Act.

1 Por the full text of the Act, refer to the Bank of Korea,

Annual Eeconomic Review: 1955, ppe I-411 -~ I-417.

2 See, Articles 101, 102, 103 of the Act, the Bank of Korea,
Reguls , F
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For the purpose of implementing this system, various foreign exchange
accounts were established at the Bank., The following four categories of
foreign exchange accounts were initially establisheds:®

(a) Government Account, where all foreign exchange holdings of
the Government are deposited.

(b) Export Account, where foreign exchange proceeds from ordinary
commercial transactions are deposited.

(c) General Account, where foreign resident individuals and
governments represented in Korea deposit their foreign exchange holdings.

(d) Special Account, where all other foreign exchanges, particularly
those accrued from transactions with resident foreigners are deposited.

The uses of the foreign exchange deposited in these accounts require
priorapproval of the authority unless they are approved by respective
regulations.

Thus the system of the centralization of foreign exchange was estab-
lished in Korea. In the meantime, the supreme authority in the deter-
mination of foreign exchange policy, along with general monetary and
eredit policies of the nation was endowed with the Monetary Board of the
Bank, which is composed of seven members including the Minister of Finance
and the Governor of the Bankj and of seven alternate members including the
Vice Minister of Finance and the Deputy Governor of the Bank.? It should

1 Export Account and General Account were established on July 14, 1950
and Special Account was added to these accounts on November 16, 1950,
pursuant to the Monetary Board's decisions., See, "Monetary Board
Regulations Governing Deposits and Dispositions of Foreign Exchange Held
under Private Foreign Exchange Account™ of November 16, 1950, the Bank of
Korea, Annuzl Sconomic Reviews 1955, p. I-619.

2 Article 8 of the Act Establishing the Bank of Korea.
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be noted, however, that although it was the clearcut intention of the Bank
of Korea Act that the Monetary Board would be the central supreme authority
in determining all matters relating to foreign exchange tpansactions, the
President as well as the Minister of Finance exercised a considerable
degree of authority in this field by means of various regulations or

orders since the establishment of the Bank.

The Bank of Korea, as the only official channel to ™ecarry out, handle,
or supervise™ the foreign exchange transactions in Korea, started to
operate such foreign exchange transactions as are designated by the Act,
actively, pursuant to the regulations of the Monetary Board. The main
functions or operations provided by the Act are (a) to open and maintain
correspondent relations with foreign banking institutions or to act as
correspondent for such institutions; (b) to open or negotiate letters of
eredit on behalf of the Korean tradersy (¢) to grant loans to Korean
exports against their shipping documents; (d) to supervise government or
private foreign exchange accounts in the bank; (e) to sell or purchase
foreign exchange pursuant to the governing regulations of the Monetary
Board and (f) to accept deposits from foreign and international banking
or financial institutions, ronm governments and their instrumentalities
and international organizstions.’ 4s will be discussed in the following
chapter, under the active efforts made by the Bank of Korea, the primitive
and paralyzed foreign exchange transactions during the occupation period
could be normalized to a large extent during the period 1948-1953,
inspite of the Korean War,

i See, Article 105 of the Act Establishing the Bank of Korea.
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e) ts in t stem

As the paralyzed foreign exchange transactions during the occupation
period resumed normal operation even within the framework of foreign
exchange control, with the establishment of the Bank of Korea, the problem
of setting exchange rates emerged as one of the central problems of
foreign exchange control in Korea. Especially the severe inflation which
developed into hyper-inflation after the ocutbreak of the Korean War
caused tremendous difficulty in the establishment of a sound exchange
rate system in Korea.

The most striking characteristics of the Korean exchange rate b
system may be found in the facts that there has been no agreed par value
of the loeal currency and that the official exchange rate has been
artificially determined through the negotiations between the Korean
government and the U.S. authority since the establishment of the new
Korean government.

The official exchange rate in August 1948 when the Korean government
was born was 4e5 hwan to 1 U.S. dollar., After undergoing several changes,
the official rate was set at 60 hwan to 1 U.S. dollar at the end of 1951
and remained the same until June 1953. (See table 33). Although the
official exchange rate underwent frequent changes during the peried,
the rates were far from being realistic. This becomes clear when we
compare the change in the price level with the change in the exchange
rate during the same period. The Seoul wholesale price index rose by
nearly 30 times, whereas the official exchange rate was raised by less
than 13 fold during the period from 1948 to 1952, (See table 18 and
table 33s) 4As a result of the wide disparity between the official rate
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and the realistic rate, the government adopted a multiple exchange rate
structure.

As of 1952, three kinds of exchange rates were in effect in Korea
(a) the official exchange rate, at which the official channel of foreign
exchange transactions, now the Bank of Korea, stands ready to buy dollars
and sells to certain authoriged purchasors;l (b) a set of miltiple
exchange rates governing the sale of government owned foreign exchange
to private importers; (¢) fluctuating "transfer rates" at which dollars
held by private individuals in accounts at the Bank of Korea were sold
to other holders of such accounts.

The multiple exchange rates system was introduced when the Bank of L/
Korea was established. As the Bank can not force the exporters to sell
the proceeds from exports at the official rate, foreign exchange proceeds
deposited at the Bank could be sold to other exporters or importers at
higher rates through unofficial individual bargaining. It was, however,
not until March 1951 when the black market dollars were allowed to be
deposited in the Special Account at the Bank of Korea and the transfer
of the dollar from the Special Account to the Export Account was permitted
by a Monetary Board's decision, that the "ransfer rates" were officially
admitted.? In October 1952 the transfer of dollars to the Export Account
was further permitted for the dollars remitted from religious organizations

1 the "military conversion rate" applied in the repayment by the
United Nations Command to the Republic of Korea for their local currency
advances from the Korean government and in the sale of local currency
to U.Ne army personnel, was the official rate until June 1953, when the
military conversion rate was raised to §1 = Hwan 180. See, the Bank of

Korea, Annual Economic I;og__ig!z ;222, pe I-153.

2 Ibid., p. I-152.
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3 Needless to say, the

abroad to help Korean religious organizations.
"gransfer rates" were much higher than the official rate.

Multiple exchange rates for imports were first set when the
government introduced the "Special Foreign Exchange Loans" system in
December 1952,% The foreign exchange fund for this loan was derived
from foreign exchange received from United Nations Command as a repayment
for the local currency advanced and the proceeds from the export of
tungsten. The objective of this loan was to curb inflation by absorbing
the inflated local currency and inecreasing the supply of necessary goods
through the stimulation of exports. The loan was divided into two types:
type 4 loans and type B loans. Type 4 loans were made to importers
for the importation of raw materials and some consumption goods. Type B
loans were made directly to end-users for the importation of capital
goods. The exchange rates applicable to the repayment of the loans
were set according to the "Price-Ratio Differential System™, which
stipulated various exchange rates for each commodity or commodity
groups The rates as of December 1952 are shown in table 34.

1 Ibid., ps I-152.

# 2 For the full text of the regulations governing the Special Foreign
Exchange Loans, refer to Ibid., ppe I-644 - I-646,
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Table 33
Exchange Rates
1945-1953
(Hwan Per U.S. Dollar)

e s A s

Official Special®  Transfer aatcgb Counterpart

Rate Rate Export Other Fund Rate
1945 Oct, 0e5 065 - - Y
19‘#7 J“ly 005 0.5 o i -
1948 Oct. he5 hed - - Le5
l9h9 June 9.0 9.0 - - kos
1950 June 16.0 16,0 20 19 14
1950 Oct. 18.0 25 c c 25
1950 Nov. 2540 25 ¢ -] 25
1951 March 25.0 60 c [ 40
1951 June 2540 60 - 80 77 60
1951 Nov, 60,0 60 c [+ 60
1952 June 600 60 160 155 60
1953 March 60.0 60 240 220 60
1953 June 60,0 180 290 260 60

a. Exchange rates used by U.N. Finance Office. These rates did not
apply to the repayments of local currency advances by the United
Nations Command to the Korean government.

be Monthly average rates.

¢, Not available.

Sources: Transfer Rates - Korean civil usistanco Comand, United
Natiom Command, Ciy . A ffs

Other Rates - The Bank of Korea, Annual Economic Review:
1958, pe III-240.



Table 34

Exchange Rates for Selected Imports under the
Special Foreign Exchange Loans
During December 1952 :
(Hwan per U.S. Dollar)

Commodity ‘ %&9&%
December 4, 1952 ember 19, 1952

wh‘(”xﬁ:&%m Mark) 236 236
%Lg?mh Trade Mark) 235 235
Rayon Yarn : 213 213
Dyes 192 127
0il Peniecillin 258 -
Bicarbonate Soda 296 22
duto Tires and Tubes - VAN
Window Glass - 235
Printing Paper | 216 216

Source: The Bank of Korea,
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The major reason for the Korean governmentts effort to keep the

official exchange rate as low as possible was to maximize its deollar
receipts from the transactions with the United Nations ch, which
represented the largest single source of foreign exchange during the
period 1948-1953. Conflict, howsver, inevitably occurred between the
Korean government and the United Nations Command (UNC) over the adjust-
ment of exchange rates as the latter wanted to minimize the dollar costs.

The local currency advance to UNC from the Korean government was
started when the "Agreement between the Government of the United States
of America and the Government of the Republic of Korea Regarding Expen-
ditures by Forces under Command of the Commanding General, Armed Forces
of the Member States of the United Nations™ was signed at Tugu; Korea,
on July 28, 1950 between the two governments,t

Pursuant to this Agreement, UNC borrowed local currency from the
Korean government in the amount of 9,773 million hwan during the period
from July 1950 to December 1952 without any concurrent repayments for
nearly one year and a half. The major factor contributed to the long
delay in the repayment was the long unsettled negotiation between the _
Korean government and UNC on the exchange rate at which the repayment
for the local currency disbursed to UNC was to be made. The Korean
government wanted to maximize its dollar receipts from this transaction

1 For the text of the Agreement, refer to Ministry of Reconstruction,
the Republic of Korea, Selected Laws and tions P to Fore

Economic Aid for Korea (Seoul: 1959), pp. 28-3l.
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by virtue of overvalued exchange rate and UNC wanted to minimige their
dollar costs through devaluation of the official rate. Thus the negotia-
tion remained unsettled until October 1951, when the first partial repay-
ment was made in the amount of 12,156 thousand dollars at the rate of 60
hwan to 1 U.S. dollar. The repayment was, hmvcxf, not smoothly done
even after the first repayment was made. The second repayment was
delayed until August 1952, when UNC resumed to make some partial repayment.
Needless to say, the impact of such long delay of the repayments
on the Korean economy was of great significance. 4s discussed in
chapter III, the local currency advance to UNC was one of the major
factors contributed to the hyper-inflation during the Korean War. The
negotiation on the repayment being pending, the only way for the Korean
government to make local currency advances to UNC was priiting money.
Indeed, the cost for maintaining the unrealistic overvalued official
exchange rate for bargaining purposes with the UNC was too great compared
with the gains that the Korean government could have achieved therefrom.
It is true that the Korean government received a certain amount of repay-
ments at the diseriminated exchange rate as table 35 shows. The gains
derived from such partial repayments after a long delay were, however,
too small to offset the serious unfavorable results already brought
about during the course of delay,.
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Table 35

Advances of Local Currency to the United Nations
Command and Repayments therefor
July 1950 - December 1952

o <ra
oy .

Period Repayments
(In Thousand U.S.

Dollars)

1950 July-Dec. 609

1951 Jan.-Dec. 3,655 12,156

1951 Oet. 12,156

1952 Jan-Dec, 5,518 62,035

1952 Sept. 35,495

1952 Dece 8,552

Source: The Bank of Korea, Annual Economic Review: 1955, p. I-153,

pe (107).

The unfavorable results that the maintenance of the overvalued
official exchange rate brought about were, of course, not confined to
the distortion of price atm;zturc. Without doubt, exports were discouraged
to a large extent due to the overvalued official exchange rate because
the rate also applied to the purchase of export proceeds by the Bank of
Korea. As mentioned above, there was no obligation on the part of export-
ers to sell their foreign exchange earnings to the Bank of Korea. The
requirement was that they must deposit the foreign exchange proceeds in
their Export Accounts at the Bank. However, it should be noted that if
the exporter could not use the foreign exchange deposited at the Bank
for importation of goods on the approved list within 45 days, the foreign
exchange had to be sold to the Bank at the official rate.t This

1 See, "Monetary Board Regulations Governing Deposits and Dispositions
of Foreign Exchange Held Under Private Foreign Exchange Account™ of August

16, 1951, The Bank of Korea, Annual Economic Reviews 1955, p. I-622.



obviously represented an important factor discouraging exports.

Another important unfavorable impact upon the Korean economy was
the expansion of black market transactions not only among Koreans but alse
among foreigners in Korea, enlarging loopholes for smuggling. In view
of the wide disparity between the black market rates for Military Payment
Certificates and greenbacks and the official rate, there was a constant
incentive for the UN personnel to convert dollars at black markets instead
of converting through the official channel when they needed loeal
eurrency 11’0;- purchase of goods and services in Korea. Dollars flew into o
the black markets, and,wwithout doubt, made smuggling of non-essential

luxury goods as well as hoarding and capital flights possiblo.

Table 36

Exchange Rates of Military Payment Certificates
and Greenbacks at Seoul Black Markets

1950 - 1952
(Hwan per U.S. Dollar)
Period Official Rate MPC Greenback
1950 June 16 20 22
1951 June 25 60 83
1952 June 60 104 163

Source; Koroan Civil Auistanco comand, United Nations Command,
Assistan conomic ) sa  (July 1953 -
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It must be, however, admitted that it was extremely difficult for
the Korean government to maintain the official rate at the realistic
level because, (a) even if the official rate was set at the realistic
level, the progressing hyper-inflation during the period would not
allow the rate to‘main as such for long and (b) there was no easy
and single way of calculating a realistic rate under the disorganized
economic condition during the period.



CHAPTER VII

FOREIGN EXCHANGE CONTROL AND INTERNATIONAL TRADE
IN KOREA SINCE 1953

In July, 1953, more than three years'! hostilities in Korea ceased,
leaving tremendous economic problems to the country., The war destroyed
not only living facilities including houses and buildings but also

industrial facilities.®

Moreover, making the situation worse, the damage
was concentrated in industry, as a United Nations' report peints out .2
According to the report, industrial facilities alone were estimated to
have been damaged to the extent of 354 million dollars. This includes
substantial damage to 43 per cent of all industrial installations,

41 per cent of all power generating facilities and 50 per cent of all
coal mining installations. In parallel with such doatmtion; the war
compelled the government to expand expenditures sharply as mentioned in
chapter I. The result was, inevitably, the development of a hyper-

inflation accompanied by an acute shortage of goods. Indeed, as Nathan

1 The estimation of the Korean government on the total property
losses during the Korean War is 30 billion dollars. See, Ministry of
Reconstruction, the Government of Republic of Korea, Annual Economic

Review; 1957, p. &

2 see, UN, of Asia and the Far East; 1
(Bangkok: February 19565. pe 140,
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Report adequately mentions, any description of Korea during the war and
its aftermath "would necessarily repeat the word 'shortages! over and
over a.gain."l,

One of the most imminent tasks with which Korea was confronted
was to combat the inflation. In the long run, this task could be
solved by a long range economic reconstruction programme. The inflation
and the shortage of goods in the immediate postwar period were, however,

too acute to allow their solutions to rely solely upon the long range
economic reconstruction plan. Foreign exchange contrel pelicy during
the period imediately after the war pursusd mainly.the objective of
counteracting the postwar economic problems in Korea, particularly tﬂo
inflation, in the short rm.

A8 briefly menticned in the preceding chapter the "Special Foreign
Exchange Loans" system was first introduced into the Korean foreign
ch control system at the end of 1952 with a view to reducing the
quantity of money in the hands of the public on the one hand and increasing
the mpply of necessary goods through stimulating imports, on the other.
This 1oan represented the major foreign exchange control device for regu~
lating imports immediately after the war as the fund for the loan increas-
ed steadily thanks to the smooth repayments by the United Nations Command
for the local currency advanced to them during the war.

The smooth repayments started when the “igreement on Economic

1 Nathan Associates Inc., ops cite, po like
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Coordination between the Republic of Korea and the United Nations Command®™
was signed on May 24, 1952.1 In this agreement the United States as the
representative of the United Nations Command made a commitment to repay
a certain amount of dollars regularly every month for local currency
they borrowed under the terms of the July 28, 1950. In the same agreement,
the Korean government agreed to the United States? proposal that the
foreign exchange to be repaid should be used for the purpose of stabil-
izing the economy of Koreas Under this agreement, UNC made a repayment
in the total amount of 237 million dollars to the Korean government
by the end of October 1954.°

As mentioned in the preceding chapter, the foreign exchange loan
was based upon a "Price-Ratio Differential" system. Under the system
a competent importer could apply for a foreign exchange loan if he
deposited local currency equivalent to his foreign exchange loan computed
at the official exchange rate plus the difference between the amount of
lecal currency computed at the official exchange rate and the local
currency valus of the foreign exchange loan computed at the "price ratio®
for the specific commodity. Upon the arrival of goods financed by this
loan, the hwan currency deposited at the bank was automatically transferred
to the Bank of Korea. Thus, the loan was nothing but the sale of foreign
exchange by the government to the importers at multiple exchange rates.
The "differential™ exchange rates applicable to each commodity were

1 por bhe text of the | Agrumt, refer to Ministry of Resonstrustion,
") - - Wi y
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determined by the Monetary Board of the Bank of Korea from time to time
based upon both the international market price and the domestic price
of each commodity to be imported.

As the supply of goods increased as a result of the stimulation
of imports by the loan, the spread between the highest and the lowest
rates was gradually eliminateds Finally, in December, 1953, when the
official exchange rate was raised from 60 hwan to 1 U.S. dellar to 180
hwan to 1 UsSs dollar, the Monetary Board decided to apply a uniform
exchange rate to each type of foreign exchange loan.l To the typs &
loans, the exchange rate of 200 hwan to 1 U.S, dollar and to the type B
loans, the exchange rate of 180 hwan to 1 U.S. dollar were uniformly
applieds This was a significant movement not only in view of the fact
that the exchange rate structure in the allocation of foreign exchange
for imports was in the process of developing into a single exchange
rate but also in view of the fact that such movement clearly indicated
the normalization of the distorted price structure of Korean economy.

The effort of the government to attain a single exchange rate system,
however, could not result in success due to the contimuous increase in
domestic price level. The Seoul wholesale price index rose by more than
25 per cent during the period 1953-1954. (See table 18,) Such an
inflationary spiral inevitably brought about a great disparity between
the official exchange rate and the realistic rate. The growing disparity
was, without doubt, only favorable for the importers who could acquire
the foreign exchange loan at the official rate.

= See, the Monetary Board's resolutions No. 740 of December 30,
1953 and No. 743 of December 30, 1953, compiled in, the Bank of Korea,

Annual Economic Review: 1955, p. I-673.



In order to adjust the loan system to the inflationary spiral, a
series of efforts was made by the government during the period from
May, 1954 to July, 1954, when the system came to an end. In May, 195&. im-
porters were required to make time deposits payable in one year in the
amount of 40 hwan per each dollar loaned in addition to the deposit of
local currency in the amount equivalent to foreign exchange loans at the
stipulated exchange ratesl In July, 1954, adjustment was further made
in such a mytiut importers were required to purchase National Bonds
in the amount ranging from 10 hwan to 50 hwan per each dollar of loans
received, in addition to the above mentioned requirements.?® The amownt
of National Bonds to be purchased varied according to the commodities to
be imported. Thus the multiple exchange rates system in the allocation
of foreign exchange for imports was virtually revived.

The total amount of foreign exchange sold under this loan system
during the period from January, 1953 to July, 1954 accounted for 95
million dollars, of which 73 million dollars were allocated for type 4
loans and 22 million dollars, for type B loans, indicating that almost
three quarters of the total foreign exchange were used for the importation
of consumption goodss®> As the tetal volume of private imports during the
same period was 124 million dollars, the foreign exchange loan financed
almost 80 per cent of the total private imports during the period.

1 This adjustment was made by the Menetary Board!s resolution Ne. 819
of May 6’ 1954, the Bank of Korea, ops cite, ps 1-689,

2 See, Monetary Board's rcsoluhion Noe 861 of July 1, 1954, compiled
in the Ba.nk of Korea, Annual Economic Review: 1956, p. II-118.

3 As mentioned in chapter VI, type A loans were for the importation
of eonsumption goods and type B loans, for the importation of capital
goodse



Table 37

Imports by Commodities

Jane 1953-June 1954
(In Million Dollars)

Item 1953 % 1954 4
(Jgn—Juno)

Food & Beverage 8543 5545 8.8 15.0
Textiles 15 Yely 14.8 4.6
Timber & Papcr 545 366 545 9.1
Chemicals 18.2 11.8 6.3 10.4
Vegetable & Animal

Products 301 2.0 24 4eO
Animal Fat : 106 1.0 1.0 l&?
Machinery 19.4 12,6 1544 25.6
Minerals 343 2.1 3.6 59
Non-ferrous Minerals 1.9 1.2 05 0.9
Miscellaneous 0.7 045 1.7 2.8
Total® 152.,1 100,0 6243 100,0
Total Private Imports 74.0 4945
Total Government 78.1 12.9

Imports

as Because of rounding, detail does not always add to total.

Source: The Bank of Korea, Anmual Economic Review: 1955, ppe. I-159,
1161,

Considering the extrene shortage of necessary goods and the acute
inflationary pressure during this period, the stimulation of imports
through the sale of large amounts of foreign exchange by the government
was, no doubt, highly desirable. Indeed, excluding the foreign economic
aid, the only way to enhance private imports to overcome the shortage of
goods in the short run was the allocation of the foreign exchange held by
the government to the private sector, in view of the low level of private

exports.
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The special foreign exchange loan u..nmd to have achieved its two
major objectives, namely, (a) to increase the supply of goods in order
to meet the immediate shortage of goods and (b) to combat inflation, to
a large extent. It is, however, very doubtful that the precious foreign
exchange was adequately utilizeds The suddenly inereased importation
of consumption goods under this loan was, without doubt, a great blow to
the existing import competing domestic industries and particularly to
"small and medium® enterprises. From the point of view of the stimula-
tion of domestic industries, the ratio of consumption goods to the invest-
ment goods must have been too high, ‘

The "differential™ exchange rates which were determined by the
subjective judgements of the authority were anbther ma jor factor contri-
buting to the inefficient utilization of the foreign exchange. Obviously
such artificial multiple exchange rates system was a great obstacle to
the normalization of the disorganized domestic price mechanism and
distorted cost structures, In practice the domestic price level was
subject to fluctuation whenever the exchange rate for each commodity was

changed.

Dollar Auction System and Imports

In October, 1954, the "special foreign exchange loan" system was
replaced by a competitive auction system. The system of competitive
bids for the foreign exchange for imports was introduced as a result of
an agreement between the United Nations Command and the Korean government
on the new method of local currency procurements by UNC, On November
17, 1954, UNC and the Korean government reached an agreement to the
effect that UNC could sell U.S. dollars directly to competent Korean
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importers to obtain local currency needed for current military expen-
ditures and for sales to UN military and ecivilian personnel, instead
of receiving monthly advances from the Korean government and repaying
in UsS. dollars st the official rate.t

 The main reason for adopting the new system was to eliminate the
conflict between UNC and the Korean government over the exchange rate at
which repsyments for loecal currency advances were to be made. The
direct sale of foreign exchange to importers by UNC solved the problem
of repayments which were delayed frequently by the problem of the
exchange rate which took place whenever the disparity between the offi-
¢ial rate and the real market rate became substantial. Moreover, the
new system could simplify the camplicated process of the allocation of
foreign exchange to the importer in the sense that the Bank of Korea did
not have to intervene in the process any more and no setting of artifi-
¢ial exchange rates was necessary.

Under this new system UNC sold a total amount of 39 million dollars
to Korean importers during the nine month period from November 1954 to
August 1955, The most important impact of the dollar auction upon the
Korean economy might lie in the fact that the experiences of the auction
provided the ground for undertaking the drastic reform of the foreign
exchange control system in 1955. During the nine menths there were 21

18« The Bank of Korea, Five Years! g ,
(Seoul: 1955), ppe 150-151, and Miemorandun
between the Republic of Koru and the United natim¢ Cmmnd“ dat.od

November 17, 1954, compiled in the Bank of Korea, Annual Economic
Reviews 1936,

PPe IT-62 - II"éBw
2 Ibid., pe I-145.



UNC dollar sales and all of them proved that the successful exchange
rates at which the importers could purchase the dollars were within the
range between 400 hwan to 1 U.,S. dollar to 500 hwan to 1 U.S. dellar,

Table 38

Amount of Selected UNC Dollar Auctions
and Successful Exchange Rates

Date of Auction Amount Sold Range of Successful
(In Thousand Dollars) Exc e Rat
Hwan per Dollar)

Nov. 29, 1954 2,000 255 - 426
Jane 10, 1955 2,500 506 - 552
March 14, 1955 2,000 486 - 516
April 25, 1955 1,500 408 - 450
June 27, 1955 1,750 459 - 487
July 11, 1955 1,250 515 - 531

Source: The Bank of Korea, Annual Economic Reviews 1956, p. I-142.

These experiences led to the revision of the official exchange rate
from 180 hwan to a dollar to 500 hwan to 1 U.S. dollar in August 1955,
and to the reform of the overall foreign exchange control system in th’
direction of a single exchange rate structure in August 1955, following
a series of conferences between the United States and the Korean govern-
ment held in Washington D.C.
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rt_Quota and Fo e Cont

Practically, foreign exchange control represents a secondary measure
for import control in Korea. Imports are, first of all, subject to restric-
tion by quota which the Ministry of Commerce and Industry establishes each
year. Until 1954 the quota on imports was established as an annual import
programme in the first place. Then, the annual programme was further
broken down into a detailed quarterly set of quotas. For the importation
of the conmodities listed in the quota importers could apply for licenses.
There was, however, no assurance that an importer who acquired a license
would be able to get foreign exchange to finance the import. 4lso it was
not guafantood that those with foreign exchange would be able to get import
limnns.z This problem was solved by the introduction of the special
foreign exchange loan system and the UNC dollar auction system, to a
large extent, since the loan was made only to the importer who had
received import licenses for each commodity, which, in turn, had to be
imported by the loan, and the dollars purchased through the auction were
automatically assigned for the importation of specified goods designated
by the Ministry of Commerce and Industry.

1 Tariffs are also an important measure for import contrel in Korea.

At the present, tariffs are levied by ad valorem measures and the rates
are differentiated according to the nature of goods. Luxury goods pay
the highest rates and industrial materials and equipments, the lowest.
See, the Tariff Law of 1949 as amended in 1958, compiled in the Bank of
Korea, Annual Economi~ Review: 1959, ppe II=31 -II-35. In view of the
relative irrelevance of tariffs to foreign exchange control, detailed
discussions of tariffs are excluded in this study.

2 These points are well described in Nathan Associates Inc.,
22! 0#‘-., p. 22“‘
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The quarterly quota which required the importer to acquire an import
license not only for the quantity but also for the market of each import
was, indeed, too restrictive to meet the post-war economic situation,

A more efficient coordination between import licensing and foreign ex-
change allocation along with the mitigation of the import quota was highly
necessary for the encouragement of private imports to meet the post-war
situation. In 1954, the detailed quarterly set of import quotas was
replaced by the "half-yearly general quota™, as a first step to eliminate
the excessive restrictions on imports. Following this revision, in
January 1955, the quota system was further revised in such a way as to
abolish the limits to the amount of each importable item and to adopt

a "global™ qnota.l

Under the new system, the Ministry of Commerce and Industry estab-
lished simply the total amount of imports along with the two sets of
commodities lists: one for the importable commodities and the other for
the conmodities that could be imported only by the "preferential Zoreign
exchange." In the meantime, the Ministry set forth a decree concerning
the procedures for undertaking foreign trade.? This decree stipulated
that an importer, in order to apply for an import license, had to submit
a certificate of foreign exchange holdings at the Bank of Korea.-

In this way the coordination between the import licensing and the

B See, the Bank of Korea, ops cite, pe I-like

= See, "Regulations Governing the Process of Foreign 'rrado,
;! oy PDe 11*53 - Il-séo

3 article 15 of the Regulation.
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allocation of foreign exchange was gradually achieved. Such coordination
or the mitigation of import restrictions were, however, by no means the
fundamental solution to the expansion of private foreign trade. Rather,
the fundamental question lay in the ultimate sources of foreign exchange
to finance imports, namely, the expansion of exports.

B T=K WAR FOREIGN EXC CONTROL ON EXPORTS
EXPORT ENCOURA ENT MEASURES

The backbone of the Korean foreign exchange control pelicy since
the establishment of the new Korean government had been, as we have
seen in the preceding chapter, the encouragement of exports. This policy
was further strengthened after the Korean War even though any sizable
result was hard to be expected in the short run. As there was no assur-
ance that foreign economic aid would continue until Korea attained
self-sustained economy and, moreover, the size of the foreign economic
aid would be large enough to cover the foreign exchange required to
finance the importation of necessary goods and services, and in view of
the fact that the chances were extremely weak for that any sizable foreign
private capital could be induced, the stimulation of exports could not
be overemphasized in Korea.

Various foreign exchange control measures to encourage exports
were introduced in the post-Korean War period. Our discussions will be,
however, concentrated on the following three major systems: (a) favorable
treatment of export proceeds; (b) retention quota system and (¢) foreign

exchange special loan system.



Favorable Treatment of Export Proceeds

4s briefly touched upon in the preceding chapter, foreign exchange
proceeds accruing from exports are not subject to surrender but to eredit
to the Bank of Korea, according to the Bank of Korea dct of 1950. This
provision was widely used as a means to encourage exports in Korea.

As of July 1953, export proceeds deposited at the Bank of Korea
could be disposed of for the following purposes: (a) payment for the
importation of goods approved by the government; (b) transfer to other
export accounts subject to the prior approval of the Bank of Korea;

(e¢) surrender to the Bank of Korea and (d) payment for such purposes as
might be authorized by the government.t

These provisions implied various grounds for the favorable treatment
of export proceeds. First of all, the provision (b) enabled the exporter
to sell his export proceeds deposited at the Bank of Korea to other
exporters, who possessed their own dport accounts and needed more
foreign exchange, at a reasonably high exchange rate through individual
bargaining. Thus exporters were implicitly allowed to convert their
export proceeds at the rate close to black market rates.?

Secondly, the government, furthermore, applied an explicitly
favorable measure in the implementation of the provision (a). Foreign
exchange acquired through exports was not only allowed to be used for the

1 These are stipulated in the "Regulations Governing the Deposits
and Dispositions of Foreign Exchange held under Private Foreign Exchange
Accounts," the Monetary Board Regulations of Nov. 16, 1950 as amended

June 16, 1953, compiled in the Bank of Korea, Annual Economic Review: 1955,

ppe I-619, I-661.

2 Transfer rates were little lower than the black market rates.
See table 39.
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importation of goods listed in the quota but also was given the exclusive
right to import such highly profitable goods as textiles, paper, medicines,
chemicals, movies, sugar and so oned This system was, however, abolished
as soon as the United Nations Command's dollar auction started in Decem-
ber 1954, because the dollar purchased from UNC had to be subject to the
same treatment as that of export proceeds and this made it impossible
for the government to treat the export proceeds alone favorably.z

The government, however, could not abolish this system entirely
for fear that export would be depressed. The government found the way
to make up for the abolition of the "favorable treatment" system of
export proceeds in the strengthened "retention quota™ system.

Retention Quota System

The retention quota system or the Wpreferential"™ foreign exchange
system was first introduced into the foreign exchange control system of
Korea in August 1951, with a view to providing a strong incentive to
specific oxportors.3 Under this system, a portion of the proceeds of
certain exports was permitted to be retained by exporters for a variety
of uses which was, otherwise, strictly restricted, such as imports of

semi~-luxury goods or goods outside the quota, foreign travel, etc.

1 The commodities that could be imported only by export proceeds
were listed in each quarterly quota until December 1954.

2 Article 15 of "Regulations Governing the Sales of U.S. dollars
by the United Nations Command® of December 2, 1954, the Monetary Board
Regulation No. 926 provides the treatment of UNC dollar as such, compiled

in the Bank of Korea, Annual Economic Review: 1956, ppe II-127 - II-128,

3 In order to introduce this system, the "Regulations Governing the
Deposits and Dispositions of Foreign Exchange held under Private Foreign
Exchange Accounts™ were amended on August 16, 1951. For the amended
part of the regulations, refer to Ibid., p. I-628. The privilege of this
system was mainly extended to those who exported commodities whose domes-
tic prices were much higher than their international prices.
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Exporters could thus be compensated for the loss in their exports by the
profits obtainable from importing highly profitable goods or from selling
their privileged foreign exchange to other importers.

In practice, for the implementation of this system, the Export
Account was divided into four subaccounts: accounts for export earnings
from Japany accounts for export earnings from other countries; accounts
for "preferential™ earnings from exports to Japan; and accounts for
"preferential®™ earnings from exports to other countries. 4s a result,
many different exchange rates arose, depending upon the degree of restric-
tions to which each particular type of foreign exchange was subject.

The preferential foreign exchange and particularly those permissible
for payment of imports from Japan obtained the highest exchange rate
because of their relatively high profitability. (See table 39.)

At the end of 1953, there was a total of 66 commodities which
could be exported under the retention quota system. The ratio of prefer-
ential foreign exchange to the total foreign exchange earnings of each
commodity varied, ra.nging from the lowest rate of 4 per cent to the
highest rate of 50 per cent, depending upon the kinds of eomoditin.l
For instance, exporters of agar-agar could retain 50 per cent of the
total foreign exchange proceeds for "preferential® uses.

This system was further expanded when the UNC auction dollars
became subject to the same regulations as those governing the disposition
of export proceeds in December 1954+ In order to make up for the

B Ibig., Pe I-143.
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abolition of the favorable treatment of export dollars, the Mpreferential®
foreign exchange system was developed in such a way that most of the
export commodities (76 items) could enjoy the preferential treatment.t

Under this new scheme, the export commodities were classified into
three categories, namely, type A, type B and type C. Commodities falling
under the category of type A were given the preferential rate of 50 per
cent, those under type B, 40 per cent, and those under type C, 30 per
cents Furthermore, a preferential rate of 80 per cent was permitted to
those foreign exchange earnings from the export of an entirely new
commodity or from the exports to entirely new markets, This was, induod,
the most drastic measure that the Korean government adopted in the past
to encourage exports.

The preferential foreign exchange system remained as the backbeone
of foreign exchange control policy on exports until August 15, 1955,
when this system was entirely repealed with the introduction of the new
exchange rate of 500 hwan to 1 U.S. dollar.

It can hardly be denied that these various discriminatory foreign
exchange control devices provided the exporters with strong incentives
to export. Although it is hard to measure to what extent these devices
contributed to the expansion of exports and to the stimulation of export
:lnd\utrios; there was no doubt that such measures increased exports to a
large extent., It is, however, doubtful if the harmful effects that these
diseriminatory foreign exchange control devices had bfovght about to the
Korean economy were small enough to be offset by the gains derived from

1 bid., pe I-lhke



the encouragement of marginal exports.

Besides the unfavorable impact of multiple exchange rates in
general, namely, the discouragement of sound competition between the
favored export industries and the rest of the industries, the special
forms of multiple exchange rates system in Korea contained a seriously
harmful element which was extremely contradictory to the prineipal
objective of export encouragsment. The objective of export encouragement
in Korea had to lie in increasing foreign exchange earnings tﬁat could
be used for the importation of essential goods and services necessary
for the economic developmente. The fact that the system of "favorable
treatment of export proceeds™ and the "preferential foreign exchange™
system allowed exporters to use a part or the whole of the proceeds
from exports for the importation of highly profitable goods or even
some Msemi-luxury® goods was, no doubt, contradictory tc the objective
mentioned above.

Moreover, the various exchange rates resulted from the highly
complicated multiple exchange rates structure were evidently a great
obstacle to the development of a sound domestic price structure based
on a normal cost structure and to the elimination of price disparities
existing between domestic markets and foreign markets.
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Table 39

Exchange Rates
Septs 1954 - June 1955
(Hwan per U.S. Dollar)

Wm
Official UNca Unofficial Transfer Rates®  Black Mar-

Period Rate Conversion Preferential Non-preferential ket Rate
Rate Japan Other Japan Other Greenback
1954 Sept. 180 310 e - - 852 Thl
1954 Decs 180 427 1,180 1,091 793 758 711
1955 Jan. 180 521 1,175 LUl 897 867 M
1955 Feb. 180 511 1,180 1,124, 908 597 803
1955 March 180 466 1,279 1,262 885 506 778
1955 April 180 394 1,180 1,151 75k 462 749
1955 May 180 462 1,188 1,168 769 521 729
1955 June 180 489 1,391 1,370 796 586 753

ae After December 1954 weighed average rate of dollar auctions during
each month indicated.

b. Exchange rates for Japan are those for foreign exchange earned by
export to Japan which may be used to import goods from Japane
"Other™ refers to foreign exchange earned by export to other areas
than Japan which may be used to import goods from areas other than

Japan.

Source: Korean Civil Assistance Command, United Nations Command,
i s ce onomic Ko (July 1, 1954~
June 30, 1955), Seoul, p. 190.
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From every logical point of view, Japan is the most suitable trading
partner of Korea. Not only because of the geographical reason but also
because of various similarities in taste and culture as well as in indus-
trial structures (e.g., a substantial portion of Korea's industrial
equipment is Japanese made), the trade between Korea and Japan must be
of vital importance for the development of Korea's foreign trade and of
great mutual benefit for both countries. In spite of these logical
grounds, the trade with Japan has been by no means smoothly developed,
having been confronted with various obstacles, represented mainly by
politiecal conflicts,t Nevertheless, Japan has been the major trading
partner of Korea since the new Korean government was‘ostahlishod in 1948,

It was after the "Trade Agreement between the Republic of Korea and
Occupied Japan™ was signed on June 2, 1950, that Korea's trade with
Japan started expanding lf'api.v:lly.2 The objective of the treaty was not
merely to normalize the trade relation between the two countries but also
to expand the trade between the countries to the highest volume possible.

1 e major political issues between the Korean and Japanese
governments since the liberation have been those related to (1) property
claims by citizens of each country on the territory of the other,

(2) the Korean claim to sovereignty, and particularly to fishing rights,
in waters up to 96 kilometers off the Korsan coast line and (3) the
status of Korean residents in Japan. See, the Office of Public Information,
the Republic of Korea, Korea Report, Vol. IV, (Washington: Korean
Pacific Pr..', 1956). PDe 10-11.

2 For the text of this agreement, refer to the Ministry of
Reconstruction, Sel 3 & 1 : P
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For this purpose, an annual "trade plan®™ stating both the estimates of
purchases by Japan from Korea and those by Korea from Japan was to be
established under the agreement. The first annual trade plan was estab-
lished in April, 1951. The plan covering the period frem April 1, 1951
to March 31, 1952 estimated the amount of exports to Japan from Korea
at 16 million dollars and the amount of imports to Korea from Japan at
32 millien dollars.’ These figures were then broken down into detailed
d@togorios, such as mineral products, agricultural products, minerals,
textiles and so on.

Along with this trade agreement, the "Financial Agreement for Trade
between the Republic of Korea and Occupied Japan® was concluded concurrently
in order to facilitate the financing of the trade.® The Financial Agree-
ment established an account designated as "Korea-Japan Open Account® in
terms of U.S. dollars at the Bank of Japan in Tokye so that the value of
all export from Korea to Japan may be credited to and the value of all
imports to Korea from Japan may be debited to this Account. Other major
provisions of the Financial Agreement are as follows:

(a) Payments for the trade between the two countries shall be
made of the net balance only under the Open Account. Any excess over
a net balance of two million dollars shall be immediately due and payable
on demand of the creditor,

(b) Final payment of the net balance of the Account should be

1 The first "trade plan" was attached to the Financial Agreement
mentioned below. See, Ibid., pp. 100-102.

2 The Financial Agreement is compiled in Ibid., pp. 93-95.



made on or bcforp the last day of the fourth calendar month following
the effective date on which this Agreement is cancelled or terminated.

(¢) Payments must be made either in U.S. dollars or in such
currencies as are mutually acceptable.

Thus a bilateral trade quota system accompanied by a bilateral
clearing system was established between Korea and Japan. This system,
however, could not operate smoothly for long as the Korean War broke out
1nn0diat-1y after the agreements entered into force, increasing the Korean
demand for imports. and decreasing the capacity to export. The increased
demand for imports to support the War enabled Japan to enjoy a sizable
benefit from the trade agreement, During the 1950-1952 period, more than
50 per cent of the total Korean imports came from Japan. (See table 40.)
The increased imports from Japan without concurrent increase in export
thereto resulted in a mounting indebtedness in the Open Account. The
increasing indebtedness was partly due to the shrunken productivity of
Korean export industries and partly due to the Japanese refusal to
accept Korean exports in the volume formerly agreed to under the trade
agmm’e.l Japanese discriminatory restriction upon the import of
Korean commodities, in spite of the enormous Korean demand for Japan-
ese goods during the War, was one of the major factors contributed to
worsening the trade relation between the two countries since 1953.

1 See, UN, &on%e Survey of Asia and the Far East:1955
(Bangkok: February 1956), pe lhke
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Table 40

Korean Trade with Japan Compared with the
Total Trade During 1950 - 1953
(In Million Hwan)

1950 1951 1952 1953
Total Exports 325,75 45914  1,949.64  3,987.20
Exports to Japan 245473 383,60 1,053.91  1,496.99
Total Imports 52,132  1,218,27  7,04k.19 22,370.13

Inp@rt. from J&p&n 360013 886.‘;2 l}.169027 10,665060

as Figures for the goods imported through Inchon (a major port in
Korea) during March-June 1950 are not included due to the loss

of datas

Source: The Bank of Korea, Annual Economic Review: 1955, ps 170

Since the break-off of the third Korea-Japan Conference in 1953,
the effort to divert the trade with Japan to other areas, i.e., to dis-
courage imports from Japan and to explore new export markets in an area
other than Japan, has been one of the major foreign exchange control
policies of the Korean government. The following measures were the
ma jor foreign exchange control devices adopted for this purpose during
the immediate post-Korean War poriod:l

(a) Under the "preferential foreign exchange" system, foreign
exchange earnings from exports to areas other than Japan were allowed
much higher preferential rates than those from exports to Japan in 1954. 2

1 The Bank of Korea, Ops Cite, ppe I~lhk - I-145,

o As of January, 1955, the preferential rates for foreign exchange
proceeds from exports to other areas than Japan were higher than those
from exports to Japan by 20 per cent.
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Moreover, in July, 1955 the preferential treatment of foreign exchange
proceeds from exports to Japan was entirely suspended.

(b) In March, 1954, the "foreign exchange special loan® for the
importation of Japanese goods was suspended.

(e) In June, 1954, imports from Japan were restricted in such a
way that the imports therefrom could only be financed by foreign
exchange earned from exports to Japan.

(d) In early 1955, the UNC auction dollars were permitted to be
used for import but not for the import from Japan.

Finally, on August 18, 1955, the Korean government suspended all
commercial trade with Japan following Japanese reiteration of claims
on certain properties in Korea.

The Fore: e Control Reform of August 1

The year 1955 was a most significant era for the Korean foreign
exchange control systems During the year, Korean economy emerged from
the rubble of war destruction, gradually bringing the chronic inflatione
ary spiral under control, while various noteworthy achievements were
made in the field of foreign exchange control.

On August 15, 1955, the foreign exchange control system of Korea
underwent a drastic reform, following the U.S. - Korea conferences in
Washington, DsCe on this matter.® The highlights of the foreign

1 See, ™Amendment of Annex 4, Section 1 of Memorendum agreed between
governments of the United States and the Republic of Korea on November 17,
1954," the Bank of Korea, op. c¢it., ps II-30, and International Monetary

Fund, Seventh Annual Report on Exchange Restrictions: 1956 (Washington D.C.:

1956), pe 219.
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exchange control reform of August, 1955, were (a) to raise the official
exchange rate from 180 hwan to a dollar to 500 hwan to a dollar; (b) to
abolish the complicated multiple exchange rate structﬁrc and apply the

new official exchange rate to all foreign exchange transactions in

Korea with the temporary exception of the following U.S. aid goods imports:
(i) coal of U.S. érigin (200 hwan to 1 U.S. dollar until June, 1956);

(;U.) fertilizer (250 hwan to a dollar until January, 1956); (iii) invest-
ment goods for non-revenue-yielding projects; and (iv) relief supplies;
and (¢) to readjust the official exchange rate whenever the Seoul
wholesale price index exceeds the level in September, 1955 by 25 per cent.

As the result, a single exchange rate system was realized in Korea,
taking the place of the existing multiple exchange rates structure. The
UNC dollar auction, the ¥preferential® foreign exchange system and the
foreign exchange sales by the government on the basis of multiple
exchange rates were all replaced by a transaction with the Bank of Korea
at the single official rate,

Immediately after the establishment of the new exchange rato; the
Korean government undertook a reform in the foreign exchange accounts
system in such a way as to meet the exchange rate rofoi'm oftcetivoly.l
The existing complicated foreign exchange accounts were integrated into
two sorts of accounts: Import Accounts and General Accounts. 4s of
1956, the major categories of foreign exchange to be credited with

Import Accounts were proceeds from (a) exports of goods and services;

L See, "Regulations Governing Deposits and Dispositions of Foreign
Exchange Held under Private Foreign Exchange Accounts™ of August 24, 1955,
compiled in the Bank of Korea, op. eit., ps II-143.
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(b) sales of goods to the Republic of Korea Army, where payment there-
for was made from Us.S. aid funds; (c) sales of goods and services to UNC;
(d) purchase of foreign exchange from the Korean government for imports;
and (e) sales of gold and silver to the Bank of Korea. Foreign exchange
deposited in these accounts could be used to pay for imports and for
other incidental costs necessary for the imports or for other purposes
approved by the authority., General Accounts were to be credited with
the following categories of foreign exchange: (a) proceeds from invisible
transactionsy (b) foreign exchange received by foreigners from employment
in Koreaj and (¢) foreign exchange reported upon entry to Korea or sent
from woruai, and the foreign exchange in this Account was allowed to
be used for (a) payments of remuneration to foreign employees for their
services rendered and (b) remittance abroad with prior approval of the
government, Needless to say, foreign exchange in both Accounts could

be surrendered to the Bank of Korea at any time at the official exchange
rate.

Another significant event in relation with the Korean foreign
exchange control during' the same year was the admission of the Korean
government to the International Monetary Fund and the International Bank
for Reconstruction and Development. Thus the Korean government estab-
lished the groundwork for developing a normal foreign trade as well as
foreign exchange relations within the international framework.® 4s a

1on August 27, 1955 the Korean government paid to IMF 1,202
thousand dollars in gold (34,329 ounces) which was equivalent to 25
per cent of the quota assigned to Korea and became the member of the

organization. See, the Bank of Korea, Annual Economic Review: 1957,

Pe I-126.
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member country of these intermational organizations, Korea's responsi-
bility for maintaining exchange stability increased. Indeed, since August,
1955 the monetary, fiscal and credit policies as well as the foreign
exchange control policy of the Korean government have been directly or
indirectly concentrated upon the maintenance of the new official exchange
rate and, accovdingly, upon the stabilization of the price level.

Before proceeding to further discussions, it may be worth while to
point out some significant aspects of the foreign exchange control
reform of August, 1955.

(1) The reform was the first attempt of the Korean government
to establish a single exchange rate system in Korea., Morecover, the
new rate of 500 hwan to 1 U.S. dollar was considered as a rate reasonably
¢lose to the realistic rate in view of the fact that it was derived from
almost one year'!s experiences in auctions of dollars. (See table 38.)

(2) The extremely disorganized state of price and cost relationships
during the War and its aftermath had to be rationalized as early as
possible to facilitate sound economic reconstruction and further econ-
omic development toward a self-sustained stage. Since the Korean
economy was emerging from the dust of war destruction in 1955, a single
realistic exchange rate would, without doubt, help rationalize such
price and cost structure to a large extent by connecting domestic
prices with international price mechanisms,

(3) The single exchange rate system based on the realistic rate
would discourage imports and protect domestic import competing industries.
In the meantime, exports would be discouraged without such complicated
exchange control measures as existed in the past under the new system.
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However, some direct subsidies might be necessary for the export indus-
tries which had been protected by the goveriment to a considerable de~
gree and would be unable to operate in the absence of the government
subsidies even under the new exchange rate system for the time being.
(4) Finally, the single exchange rate system was vital for a

smooth coordination between the Korean government and UNC. The smooth
coordination was desirable not only to avoid the unfavorable results
that would otherwise be brought about to the Korean economy as we have

seen in the preceding chapter but also to maintain and control effi-

ciently the largest single foreign exchange earnings in Korea: the
earnings from the transactions with UNC.

Under the new foreign exchange control system the transactions
with UNC could make steady progress, although there was a sharp decline
in the receipts of foreign exchange from UNC during the period imme-
diately following the devaluation. Foreign exchange receipts from the
sale of local currency to UNC declined from 33.6 million dollars in the
first half of 1955 to as low as 9.1 million dollars in the second half
of the same year and remained at the latter level during 1956. (See
table 41.) Since 1957, such receipts have been, however, sharply
inecreasing again, as the scope as well as the volume of the transactions
with UNC expanded conspicuously.

Since August, 1955 various previous methods of local currency
sales to UNC, such as local currency advances and auctions of dollars
have been entirely replaced by the direct sale of local currency through
the Bank of Korea at the official exchange rate. In the meantime UNC
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started two kinds of direct procurements of goods and services from
Korea under the U.S. offshore procurement program in 1956. One of them
was the direct offshore procurement for UNC and the other was the pro-
curement of supplies by UNC to support the Korean Army under the U.S.
indirect defense aid program.l

As mentioned above, foreign exchange earned from the sale of goods
and services to UNC by private persons or firms in Korea was treated
as export proceeds and permitted to be deposited in Import Accounts.
This measure has been a great incentive to Korean suppliers to under-
take transactions with UNC, although there were some restrictions upon
the uses of the foreign exchange for ixnpor'l'.atio:»n.2

The foreign exchange proceeds from these sources have been increas-
ing remarkably as shown in table 41, contributing to the increas of the
total foreign exchange receipts from UNC, In view of the declining
merchandise exports since 1955 as shown in chapter IV above, the foreign
exchange proceeds from UNC have been playing a major role in balancing
the Korean balance of trade.

1 The procurement of supplies for Korean Army support was started
after the governments of the United States and the Republic of Korea
exchanged the notes under the title of "igreement between the Government
of the United States of America and the Government of the Republic of
Korea on the Use of Foreign Exchange Accruing from U.S. Procurement in
Korea for Support of Republic of Korea Forces™ on February 20, 1956.

2 Firstly, the uses of foreign exchange proceeds from the trans~
actions with UNC were restricted to the imports of goods falling under
the category of "special importse" 4s of 1956, import quota was divided
into two categories: "ordinary imports" and "special imports." Secondly,
the foreign exchange was subject to surrender to the Bank of Korea with
or without consent of the owner if the foreign exchange was not used
for imports within 30 days of its deposit with the Bank of Korea. See
Article 2 of the "Regulations Governing the Uses and Sales of Foreign
Exchange Aceruing from U.S. Procurement in Korea for Support of Republic
of Korea Forces," Ibid., pe II-56.
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Table 41
Foreign Exchange Proceeds from UNC
1955 - 1958
(In Thousand U.S. Dollars)

1955 1955 1956 1957 1958

(Jans-
June) Dec,)
Direct Local Cur-
rency Purchase - 5,206 11,537 25,127 @ 25,697
Direct Offshore
Procurement - - 2,674 10,646 21,351
Procurement for Korean :
Army Support ™ vl “’700 8 -
Utilization of Public
Facilities - - - 2,005 17,580
Dollar Auction 33,614 3,905 - - e
Total Receipts 33,614 9,111 18,911 41,148 64,636
Source: 1955 - The Bank of Korea, onomic : X
Pe I-138.
1956 - The Bank of Korea, Annual Economic Review: 1958,
Pe I-91.
1957-1958 - The Bank of Korea, Annual Economlc Review: 1939,
pe I-115.

4s discussed in chapter IV, the gap between exports and imports
has been widening in Korea since 1955 particularly due to the sharp
decline in the volume of exports. Termination of the tungsten export
to the United States which accounted for almost 70 per cent of the total
exports during the period 1951-1954 and the worsened trade relations
with Japan have been the major factors contributing to the sharp decline
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in the exports, deteriorating the balance of trade since 1955, 4s the
result, the proportion of imports financed by exports to the total
imports (inclusive of aid imports) declined from 10 per cent in 1954
to 5.2 per cent in 1955 and remained in the latter level during the

following 3 years.

Table 42
Exports as Percentage of Imports
1954 - 1958
Exports Imports Exports as %
of Imports

1954 2le2 241.2 10.0
1955 17.6 338.8 5¢2
1956 2542 384.3 646
1957 19.3 388.3 49
1958 17.0 34440 be9

Source: Computed fram table 31.

In view of the absolutely small capacity of exports to acquire
necessary foreign exchange for the importation of essential goods for
economic reconstruction and for suppressing inflationary pressures, the
Korean government continued to sell a part of its foreign exchange hold-
ings to importers after the exchange control reform of August, 1955.

In order to adjust the foreign exchange sale to the new foreign
exchange control system, the Monetary Board of the Bank of Korea estab-
lished a new regulation concerning the sale on August 24, 1955,1

1 see "Regulations Governing the Sales of Foreign Exchange for
Imports™ Monetary Board Resolution Noes 32 of September 7, 1955, compiled

in the Bank of Korea, Annual Economic Review: 1956, p. II-142.
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Pursuant to this regulation, a total amount of 24.4 million dollars
was sold to importers at the official exchange rate (500 : 1) during
the 6 menth period from August, 1955 to January, 1956 and the local
currency in the amount of 1,400 million hwan was absorbed into the hands
of the government from the private sectorst The foreign exchange
purchased by importers was credited with Import Accounts and used for
the importation of Mordinary imports®™ listed in the import quota estab-
lished half-yearly by the Ministry of Commerce and Industry.

Since August, 1955, the Korean government could maintain a rela-
tively stable price level so that the new exchange rate could remain
unchanged during the three year period from August, 1955 to December,
1958, The black mrl;oi'. exchange rates, however, continued to fall
during the same period, making it impossible for the government to sell
foreign exchange at the official exchange rate. Although the Seoul
wholesale price index which was the eriterion for the readjustment of
the official exchange rate did not rise by more than 25 per cent from
the level in August, 1955, the Seoul consumer price index rose by more
than 50 per cent during the three years, reflecting a substantial loss
of the real value of the local currency. (See table 18,)

As a consequence, the foreign exchange sale by the government was
entirely suspended from February, 1956, to the end of 1957. It was
after December, 1957, when the government revised the method of selling
the foreign exchange for imports in such a way as to allocate the

1 The Bank of Korea, Annual Economic Review: 1957, p. I-139s
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foreign exchange to bidders in order of those offering to buy the
largest amount of National Bonds for each dollar they wished to purchase,
that the foreign exchange sale was resumedsl In other words, under the
amended regulation, the official exchange rate of 500 hwan to 1 U.S.
dollar was still applied to the sale of foreign exchange by the government
to importers. The government, however, required importers to bid for
the purchase of National Bonds in addition to paying hwan at the offi-
cial rate so that the order of allocation might be d«torminpd. Thus,
a multiple exchange rates system revived in the Korean foreign exchange
control structure in "disguised" form, since the purchase of National
Bonds meant nothing but the inecreased cost of purcha.sing the foreign
mhango.z

Under the new system, the government sold 5 million dollars to
importers on March 14, 1958, In this sale the weighted average amount
of National Bonds purchased by the importer per each dollar was 278
h\fan, reflecting a substantial disparity between the official exchange
rate and the real exchange rate,3

The "disguised" multiple exchange rates system developed into an
"open" multiple exchange rates system in August, 1958, when the govern-
ment promulgated the "Provisional Foreign Exchange Special Tax Law,"
which replaced the system of tying sales of National Bonds to the sale

1 See the "Regulations Governing the Sales of Foreign Exchange
for Imports as amended on December 19, 1957," the Bank of Korea,

Annual Economic Review: 1958, p. II-65.

2 The interest rate on National Bonds was 5 per cent per annum,
which could not offset even the increase in the general price level.

3 The Bank of Korea, Annual Economic Review: 1959, p. I-117.



140

of foreign oxchan.go.l The objective of the tax is to increase the
government's revenue through imposing the tax on the foreign exchange
transactions. The tax rate is 150 hwan flat per one dollar purchased
from the government for imports. In the meantime, the competitive bid
for National Bonds in the sale of foreign exchange for imports was
replaced by a direct auction of foreign exchange. Therefore, an
importer had to pay 500 hwan plus 150 hwan per dollar and the differ-
ence between the successful bid price and the official exchange rate
to the government in order to purchase foreign exchange for imports
from the government.

The foreign exchange tax was virtually nothing but a "partial®
devaluation of the official exchange rate discriminating against
importers and in favor of exporters because the tax was applicable
only to the sale of foreign exchange for imports and was not levied _
on the foreign exchange proceeds from either exports or transactions !\
with UNC.2 E

During December, 1958, two foreign exchange sales for imports |
were undertaken pursuant to the foreign exchange tax law. One was the
sale of 5 million dollars on December 11 and the other was the sale of
3 million dollars on December 27.3 In these sales the weighted average
amount of foreign exchange tax that the successful bidders paid per

1 For the text of the Law, refer to the Bank of Korea, Laws and
tions Gov Foreign Exc e in the Republic of Korea:

Pp. 8-13.

2 These are stipulated in Article I (b) and Article II (b) of the
Laws Article II of the Law also stipulates that the governments
(including local governments) and foreign diplomatic missions shall
be exempted from paying the tax.

3 The Bank of Korea, op. ecit., p. I-117.



each dollar purchased was 311 hwan.

Thus, the original intention of the foreign exchange control
reform of Adugust, 1955 -~ the establishment of a single exchange rate
system ~- resulted in failure.

E, INCENTIVE URES TO RTS UNDER THE SINGLE
EXCHANGE RATE SYSTEM

As mentioned in the preceding section, various multiple exchange
rates devices for export encouragement, such as the retention quota
system and the system of favorable treatment of export proceeds were
entirely repealed with the introduction of a single exchange rate system
in August, 1955. Consequently, the nature of the foreign exchange
control for export encouragement underwent a drastic change since
Avgust, 1955 The direct subsidy to exporters by the government took
the place of the disguised subsidy which was implied in the multiple
exchange rates existing before August, 1955. The more important
developments with regard to the encouragement of exports during the
period 1955-1958 might be attributable to the various efforts of the
government to improve the general conditions and circumstances for
exports. Along with these trends, the exchange control on exports
was shifted from cost to quantitative control.

Although the new foreign exchange control policy was such that
any kind of multiple exchange rates devices had to be repealed, this
did not imply that the government had to abolish every measure for
export encouragement. A foreign exchange control for the encouragement
of exports was adopted in conjunction with the reform of the import



uccnsin.g system in August, 1955. Until August, 1955, the Ministry
of Commerce and Industry established two sets of commodities lists
every half year: one for the commodities which could be imported by
acquiring licenses from the Ministry and the other for the commodities
which could be imported by "preferential foreign exchange." After the
foreign exchange control reform of August, 1955, this system was
simplified in aﬁch a way that the importable commodities were classi-
fied into two categories -~ Mordinary imports" and "special imports,"
and no license was required for the import of both itm.l The only
requirement for the importation of goods on the lists was the possession
of adequate foreign exchange for each import. For example, commodities
listed in "special imports" could be imported with foreign exchange
earned from exports or transactions with UNC without a license.

Under this system, the incentive measures to exports were provided
in such a way that foreign exchange proceeds from exports could be
used for the importation of goods in both categories, while foroign
exchange proceeds from other than exports, such as foreign exchange
purchased from the government and foreign exchange receipts from UNC
could only be used for the importation of goods in one cat.ogory.z
Thus a quantitative diserimination of foreign exchange was introduced
in faver of exports.

This system, however, could not provide an incentive to a specific

i See, the Bank of Korea, Annual Economic Review: 1957, p. I-139,
and IHF, OB cito, Pe 219.

2 Foreign exchange receipts from UNC could be used only for the
importation of "special imports™ and foreign exchange purchased from
the government, only for the importation of Mordinary imports® as of 1956.
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export, upon which the government wished to place particular emphasis,
and was likely to be a great blow to the marginal export industries
which had been heavily subsidized by multiple exchange rates. To

meet these problems the government established the "Regulation Governw
ing the Payment of Subsidies for Export Encouragement® on. December 17,
1956.1 This regulation stipulated that direct subsidies would be

paid to those (a) who exported goods whose domestic prices were exceed-
ingly high compared with international markets prices; (b) who exported
goods for display at an international exhibition and (¢) who explored
and opened new exports markets abroad.? The disguised subsidies under
the multiple exchange rates thus developed into an open subsidy.

In the meantime, significant achievements were made in the govern-
mentts effort to improve the general environment and conditions for
exports during the period 1955-1958. On November 7, 1957, the "Treaty of
Friendship, Conmerce and Navigation between the Republic of Korea and
the United States of America" which was signed by the governments of
both nations on November 28, 1956, entered into force following the
ratifications by the Congresses of both countriu.:" This treaty has
significant bearings for the expansion of Korean exports considering
the following points:

1 For the text of the regulation, refer to the Bank of Korea,
OPe c!‘tc. Pe II-16.

2 See Article I of the regulatione.

3 For thetext of the treaty, refer to the Ministry of Rocon-
struction, ops cit., pps 65-80.



(a) Article 14 of the treaty stipulates thaet Meach Party shall
accord most favored treatment to products of the other Party, from
whatever place and by whatever type of carrier arriving, and to pro-
ducts destined for exportation to the territories of such other
Party o« o o ."1 By this Clause was established a firm groundwork for
the most favored treatment of Korean exports by the United States.
Considering the fact that the United States is the largest trading
partner of Korea, the establishment of such basis is, without doubt,
extremely favorable for the further expansion of Korean exports.

(b) Section 2 of the same Article stipulates that "Neither Party
shall impose restrictions or prohibitions . + « on the exportation of
any product to the territories of the other Party, unless « « + the
exporter of the like product to all third countries is similarly
restricted or prohibited.® Since the United States is one of the
freest trading nations in the world and since Korea does not have to
reduce the restrictions upon the import from the United States as long
as the restrictions are the same as are imposed on other countries,
this Clause must be much more beneficial to‘ Korea than to the United
States in expanding exports.

(e) Besides these, various favorable conditions for stimulating
the foreign trade between the two countries were established on the
basis of the principles of the national treatment and the most favored-

1 1bid., pp. 72-73.
2 Ibide, pe 73.
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nation. Those conditions include (i) the freedom of travel for the
promotion of foreign trade and (ii) the freedom of navigation.

On December 13, 1957, the Korean government inaugurated the
Trade Law by Law No. 460,1 In view of the fact that the complicated
and changeable and therefore inefficient administration of foreign
trade in the past were mainly attributable to the abs_oncu of the prin-
ecipal law for the regulation of foreign trade and also in view of the
urgent need for the establishment of a long range stable foreign trade
policy to facilitate the implementation of the overall economic:
policy for the development of the national economy, the enactment of
the Law was of great significance.

Article I of the Law states the purpose of the Law as follows:

The purpose of this law is to encourage exports and adjust
imports, and to promote sound foreign transactions, with a view
to ensuring the equilibrium of international balance of pay-
ments and the growth of the national economy.

As indicated in the Article above, the Law puts primary stress upon

the encouragement of exports. The Law further stipulates that the
government may grant Mexport subsidies or take other effective measures
for such export pursuant to pertinent Presidential Decree to exporters
of those goods."2 This provision was elaborated by "The Trade Law
Enforcement Decree™ of March 18, 1958, which was promulgated immediately
after the enactment of the Trade Law.> The main provisions of this

1 For the text of the Law, refer to the Bank of Korea, Laws and
tions ore Trade t lic of Korea (Seoul:
1959 ? pp‘ 8"12.
2 Article XI of the Law.

3 For the text of this Decree, refer to Ibid., ppe 132k



Decree concerning export encouragement are as tollmal

(a) When a'new export market for a certain commodity has been
developed by an exporter, the exporter may be allowed to monopolize
the export to the area:for a certain period of time as may be decided
by the government.

(b) In the allocation of foreign exchange held by the government,
priority for the purchaﬁo of the whole or a part of the foreign exchange
may be given to exporters who have export records.

(¢) Whole or a part of foreign exchange proceeds from exports
or sales of goods to military agencies may be privileged to be used
for the importation of designated goods.?

Thus, such export encouragement measures as direct export subsidies)
and quantitative foreign exchange controls in favor of export proceeds }
became a part of the government's long range foreign trade policy. :

In connection with the discussions of foreign cxchango control
on exports during the period 1955-1958, two more aspects may be worthy
of discussion., One is the developments in the trade with Japan and
the other is the regulations concerning the kinds of foreign exchange
that the Bank of Korea can accept.

As mentioned above, the trade with Japan was absolutely suspended
after the foreign exchange control reform of August, 1955. The impact

1 See chaptoé 6 of the Decree.

2 The military agencies refer to the United Nations Command in
Korea and designated goods refer to those commodities whose importa-
tions are much more profitable than other goods due to the larger
price discrepancies existing between internal prices and foreign
prices. The price discrepancies that occur are due mainly to import
restrictions and relative costs of transportation. !Japanese goods
are the most typical case falling within this category.



1457

of such a measure upon the Korean economy was serious. For instance,
the volume of exports in 1955 shrunk to the lowest level ever recorded
since 1947.% In view of the seriousness of the impact, the Korean
government reluctantly resumed foreign trade with Japan on January 1,
1956, But the trade was reopened on the condition that imports from
Japan would be limited to the amount of foreign exchange aceruing from
exports to the countrys.® This principle, which was maintained through-
out the period 1956-1958, contributed to equilibrating the balance of
trade with Japan and might have served as a retaliatory measure against
the unwillingness of Japan to settle various political issues outstanding.

Such gains, if any, however, must have been too small to offset
the losses that the Korean economy incurred from the restricted trade
with Japan., Restriction of imports from Japan up to the level of
exports thereto meant that Korea had to import a larger amount of
comnodities from markets other than Japan, since the reduction of
imports from Japan did not change the total imports that Korea had to
make. As a consequence, Korea had to divert her large portion of imports
from the logical and economical market to inconvenient and expensive
markets. DMoreover, the drastic reduction of imports from Japan must
have been detrimental to the expansion of Korean exports thereto., Table
43 shows that although exports to Japan did not deteriorate since 1955,
no marked improvements were made as well.

1 Even in 1947 the export was estimated at 22 million dellars in
contrast with 17 million dollars in 1955. See chapter VI, A. The
sudden decrease in exports was, of course, not entirely due to the
worsened trade relation with Japan as mentioned above.

2 See, the Office of Public Information, ope cite, pe 2he



Table 43

Trade with Japan
1954 - 1958
(In Thousand Dollars)

e s e

Export Import Balance
1954 74258 40,468 ~33,205
1955 6,99% 8,082 -1,088
1956 8,092 74486 606
1957 9,258 11,383 -2,125
1958 9,772 14,207 -l o435
Source: 1954-1956 - The B% of Korea, Ec c ew: 1
Pe I~ .
1957-1958 - The Bank of Korea, Annual Economic Review: 1959,
Pe I-109.

Another noteworthy effort made by the government to facilitate
exports during the 3 year period was the addition of Deutsche Mark to
the kinds of foreign exchange that the Bank of Korea may accept. Since
the establishment of the Bank of Korea, Korean exporters have been
required to receive export proceeds only in the currencies designated
by the Monetary Board of the Banke Until March, 1958, the designated
currencies were limited to U.S. dollars, British pound sterling, Hong
Kong dollars and Japanese yen.® On March 27, 1958, the Monetary Board
decided to include Deutsche Mark in those currencies with a view to
encouraging export to West Germany. By the end of 1958 no private
transactions in Deutsche Mark had been recorded. However, considering

- See, "Regulations Concerning Types of Foreign Exchange that
the Bank of Korea may Purchase,” the Monetary Board Regulations of
June 14, 1950, as amended on June 4, 1953, compiled in the Bank of

Korea, Annual Economic Review: 1955, p. I-660.
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the trends that the currency has been firmly stabilized in the recent
years and that the volume of Korean trade with West Germany has been
inereasing, such measures seem to be adequate as well as necessary.

In the discussions above, we have seen that some sound signs
have been developing in the foreign exchange control system with
regard to export encouragement in Koreas First of all the multiple
exchange z-atont which prcvailod during the Korean War and its after-
math were orriﬁially repealed and aceordingly‘ such unfavorable impacts
of the multiple exchange rates upon the economy as discussed in section
B of this chapter could have been eliminated to a large extent.

Secondly, the government paved the way for establishing a long
range export policy through setting forth the Trade Law and concluding
a trade treaty with the United States. The Trade Law was significant
for the expansion of exports in the sense that the Law put the major
emphasis upon the encouragement of exports and stipulated various
measures for the purpose. The "Ireaty of Friendship, Commerce and
Navigation between the Republic of Korea and the United States" was
also of great importance for the promotion of Korean exports, since the
treaty paved the way for the further expansion of the trade with the
United States, which has been and will be the largest trading partner
of Korea.

In spite of these healthy movements, the exports during the
three year periocd revealed a gradually decreasing tendency. (See
table 27.) This was by no means a sound or encouraging sign for the
prospect of exports. Although the volume of exports in 1956 recovered
the level of 1954, increasing from 17 million dollars in 1955 to 25
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million dollars in 1956, the following two years reversed the upward
trend of 1956 again. This was mainly due to the termination of the
tungsten export to the United States and the worsened trade relation
with Japan as mentioned in the preceding section. These experiences
¢learly indicate the limited role of foreign exchange control measures
in promoting exports. Lowering the costs of production through increas-
ing productivity, the normalization of the distorted price and cost
structure and the diversification of export products seem to be the
preconditions for enabling foreign exchange control devices to bring
about a sizable expansion of exports.



CHAPTER VIII

FOREIGN EXCHANGE CONTROL AND THE PROBLEM OF PRIVATE
FOREIGN INVESTMENT IN KOREA

Until very recently the problem of indueing private foreign
capital to Korea has been of little importance for the Korean econony
due to the existence of sizable foreign economic aid and to the unfeas~-
ibility of the Korean economy to attract private foreign investment.
As shown in chapters I and IV above, foreign economic aid mainly from
the United States has played an essential role in the reconstruction
of the Korean economy from war destruction through providing the means
!of closing the enormous gaps between the payments and receipts in
international transactions. Indeed, it has been owing mainly to the
foreign economic aid that Korea could maintain a relatively stable
level of foreign exchange holdings against the background of enormous
deficits in the visible trade accounts since 1953. (See table 44s)
Thus, the foreign economic aid mitigated the necessity of private
foreign capital for the rehabilitation of the Korean economy after
the Korean War.

In the meantime, private foreign capital has not been able to
bear any significance for the Korean economy since such capital has
been beyond the reach of the countrye. As mentioned in chapter I,
the social, political and economic conditions in Korea must have been
too unfavorable to induce the interest-oriented private foreign capital
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Table 4l

Gold and Foreign Exchange Holdings
of the Bank of Korea
1953 - 1958
(In Thousand U.S. Dollars)

I ]

Gold® Fo 3
U.Se Dollar  Sterling® Others® Total
1953 1,436 107,144 139 29 107,312
1954, 2,328 98,465 6,937 53 105,455
1955 1,241 89,932 4,616 291 94,839
1956 1,335 95,319 1,518 400 97,237
1957 1,457 112,628 1,113 367 114,108
1958 1,619 143,240 1,232 391 Ly 863

as Calculated from the total weight of the gold holding at
US $35.00 per troy ounce.

b, The foreign exchange under this item includes Hong Kong
dollar, German mark and Japanese yen.

bsce The figures shown in these items are converted into
U.S. dollars at the following exchange rates:

&l = US ‘208’ HeKe ’l = S '00175, Mark L.Z = US ‘l’
'360 = US ‘lo

Source: The Bank of Korea, Annual Economic Review: 1959, p. III-223,

to the country. In Korea, almost every conditiqn necessary for attract-
ing private foreign capital seems to have been lacking. First of all,
the prospect for a reasonable rate of profits has been poor because
markets are limited both at home and abroad, and because a large portion
of capital needed in Korea is for social overhead investment. Secondly,
general economic situations have been extremely uncertain in Korea.

The hyper-inflation during the Korean War and its aftermath alone

might be sufficient to account for the uncertain economic situation of
Koreas We have already seen how the inflation disrupted the price
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mechanism and distorted the relation between costs and prices in Korea.
Political instability mainly due to the threat of communist invasion
from the northern part of Korea must represent another impediment to
the movement of private foreign capital of Korea. The political
instability, while enabling the Korean economy to enjoy a sizable
economic aid from the free world, is one of the greatest obstacles to
the inducement of private foreign capital. No other factors could have
been, however, more directly impeding the flow of private foreign
capital into Korea than the excessive foreign exchange control on
capital movements without any special measures to immunize such controls
on private foreign investments. Moreover, the overvalued and unstable
foreign exchange rates made it extremely unfavorable for private foreign
investors, if any, to undertake businesses in Korea.

Private foreign investment, while having been insignificant for the
Korean economy in the past because of the existence of the sizable
foreign economic aid and the generally unfavorable climates for inducing
private foreign capital, will be essential for the economic development
of Korea in the future considering the following points:

(1) There is no guarantee that foreign economic aid will continue
until the Korean economy attains a self-sustained level., In practice,
the amount of economic aid has been decreasing since 1958, It is, indeed,
not hard to foresee in the near future that the time will come when
foreign economic aid is no longer available in significant size.

(2) 4s we have seen in chapter I, foreign economic aid, while
playing an essential role in reconstructing the Korean economy irom

war destructions in the past years, seems to be not adequate and sufficient
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to cover the gap between the capital requirements for undertaking
developmental projects to attain the self-sustained level and the
private domestic savings, even if assuming that the same level of
foreign economic aid as Korea received in the past will be maint@incd
in the future. It was shown in chapter I that the portion of foreign
economic aid that really contributed to the real capital formation in
Korea in the past was relatively small, accounting for less than
30 per cent of the total foreign economic aid.

(3) The capacity to earn foreign exchange through exports is
extremely limited in Korea, as we have seen in chapters IV, VI and
VII. It is hard to expect any sizable expansion of exports in the near
future. Moreover, domestic savings are, as shown in chapter I, extremely
limited as in the case of underdeveloped countries in general. To
make matters worse, the heavy expenditures on national defense have
been making it impossible even for the government to save domestic
capital in significant amounts for economic development. In spite of
the relatively high level of tax revenues in Kofna, the government
revenues have been by no means sufficient to meet even the general

government expenditures including national defense expenditures.

F GN _EXCHANGE CONTROL ON CAPITAL MOVEMENTS IN KO
SINCE 1953
As discussed in chapter VI, inflow as well as outflow of capital
funds in any form has been under strict control in Korea since the
liberation of Korea from Japanese rule in August, 1945. The Military
Ordinance No. 93 of July, 1946, and the Law for the Prevention of
Capital Flight of April, 1950, are the major laws that prohibited the
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capital movements in Korea. The strict controls over capital movements
remained unmitigated throughout the peried from 1953 to 1958. As we
have already made ample discussions over controls of capital exports in
Korea in the preceding two chapters, discussions in this chapter shall
be limited to the aspect of foreign exchange control over capital
imports in Korea.

Ads of 1953, inward movements of capital were controlled in the
following ways in I(om.l

(1) Foroigﬁ exchange imported by foreigners including the dip-
lomatic missions and United Nations organizations in Korea was sub ject
to deposit in a General Account at the Bank of Korea. The foreign
exchange under this category included those registered at the customs
upon entry, received from abroad through remittances and acquired as
remunerations for services rendered in Korea.? The dispositions of
such foreign exchange were restricted to the following purposes:
(a) transfers to other general accounts; (b) payments for goods pur-
chased and services rendered in Korea; and (c¢) donations to Koreans.
Uses of such foreign exchange for other purposes were subject to the
prior approval of the Korean govonmmt.3

(2) Foreign exchange imported by a Korean was subject to deposit
in a Special Account at the Bank of Korea and the disposition of such

1 See, chapters 2 and 3 of "Regulations Governing Deposits and
Dispositions of Foreign Exchange Held under Private Foreign Exchange
Accounts,”™ the Monetary Board Regulations No. 51 of November 16, 1950,
as amended on February 19, 1953, compiled in the Bank of Korea,

Annual Economic Review: 1955, pe I~650.
2 Section 1, chapter 2 of the regulations.

3 Section 2, chapter 2 of the regulations.
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foreign exchange was much more restricted than that of foreign exchange
deposited in General Accounts. The foreign exchange in Special Accounts
was either to be surrendered to the Bank of Korea or to be used for
such purposes as might be authorized by the government, case by can.l
As mentioned in the preceding chapter, these regulations were
reformed in August, 1955, in such a way that Special Accounts were
integrated into General Accounts and the discrimination against the
foreign exchange imported by nationals was oliminat.d.z Under the new
regulations foreign exchange moving into Korea either by foreigners
or by nationals was subject to the same control, i.e., subject to
deposit in General Accounts at the Bank of Korea.> The foreign
exchange deposited in General Accounts was allowed to be used only for
such purposes as surrenders to the Bank of Korea, payments of remunera-
tions to foreign employees for their services rendered in Korea, and

remittances abroad with the approval of the govornmnt." Uses of the

1 Chapter 3 of the regulations.

2 See, "Regulations Governing Deposits and Dispositions of Foreign
Exchange Held under Private Foreign Exchange Accounts,™ the Monetary
Board Regulation No. 33 of August 24, 1955, compiled in the Bank of

Korea, Annual Economic Review: 1956, p. II-142.

3 The importation of foreign exchange could be done through
(a) remittances, (b) persons, carrying the foreign exchange into Korea
and (¢) transmissions by mail. Until August, 1955, there was no regu-
lation governing the control of the importation of foreign exchange by
mails On September 16, 1955, the "Regulations Governing Foreign Exchange
Transmitted by Mail" was established by the Ministry of Finance Instruc-
tion Cheri No. 5415« Since then, the foreign exchange imported by mail
has been subject to the same controls as those upon (a) and (b) above,
which were controlled by General Accounts. See, the Bank of Korea,
Law and Re ti Gove Fo e in the Republic of Korea:

-w' PPe 34-35.

L Diplomatic missions in Korea, United Nations organizations,
ambassadors, ministers or persons of any such diplomatic status were,
however, allowed to make remittances abroad freely. See, Article 5,
(b) of the regulations.
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foreign exchange for other purposes than those prescribed above were
only feasible through obtaining prior approvals therefor from the
government, case by case.

Considering the fact that these were the only regulations econ=- -
cerning the capital movements into Korea during the period 1955-1958,
it is not hard to understand how private foreign investments were
discouraged by foreign exchange control in the past. Aside from other
unfavorable conditions including the absence of the legal basis for
the protection and encouragement of private foreign investments, the
strict foreign exchange control alone could account for the nonexistence
of private foreign investment in Korea until 1958. First of all, under
the regulations described above, there was no assurance that foreign
investors would be able to transfer earnings or to repatriate invested
capital in the same currency in which the investment was made, since
such capital outflows were possible only after acquiring an approval
from the government. Unstable and unrealistic foreign exchange rates
at which foreign investors had to convert foreign exchange into local
currency for local expenditures might have been another serious obstacle
to private foreign investment. Thirdly, the precarious and unsettled
foreign exchange control system must have been a principal factor
which discouraged the inflow of private foreign capital into Korea.
Indeed, during the period 1953-1958, it was hard to foresee how the
foreign exchange céntrol system would be changed even within a year
in Korea.

In reality, no private foreign capital had been available to
the Korean economy by the end of 1958, except a certain amount of
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loans from the Development Loan Fund. In 1958, DLF approved three
loans for the development of Korean industries.l They were 1.5 million
dollars for the designing and engineering of a hydro-oloef.ric power
plant, 3.5 million dollars to improve the telecomnmunication system and
2.14 million dollars for expanding a cement plant. Taking account of
the fact, however, that loans from DLF should be considered as indirect
economic aid from the United States, it is safe to say that private
foreign investment had been nil in Korea by the end of l§58.

B, FOREIGN INVESTMEN

Keenly feeling the growing necessity of inducing private foreign
capital into Korea as the amount of foreign economic aid sta.x'bod' to
decrease, on the one hand, and the need for undertaking developmental
projects increased as the Korean economy emerged from the rubble of
war destruction, on the other, the Korean government set forth the
"Foreign Investment Encouragement Law® by Law No. 532 on January 1,
1960.% It might be unlikely that any sigable foreign capital will be
induced in the near future by the mere establishment of such law.
Nevertheless, the promulgation of such law must be of great signifi-
cance for the development of the Korean economy in the sense that the
law certainly provided the momentum with the Korean government to
start pursuing policies which will eventually make it possible to
induce private foreign capital to Korea.

1 The Bank of Korea, Annual Economic Review: 1959, p. I-127.

2 The text of the law was published by the Ministry of Finance,
the Republic of Korea, by a pamphlet under the title of "Foreign
Investment Encouragement Law, Law No. 532, promulgated on January 1,
1960." Seoul, 1960.
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The law provides foreign investors with fairly wide areas in which
they can make investments and engage themselves. The benefits of the
law can, however, be extended only to those foreign investments that
are for productive purposes and for such purposes as will contribute
to the economic development of Korea. These are clearly stated in the
purpose of the law cited below:

Article 1. (Purpose) The purpose of this Law is to invite,
encourage and protect the investment by foreign nationals of new

capital seeking to initiate, expand or improve development of
industrial, mineral, agricultural, forest or fishing resources,
s0 as to advance the standard of living of the people and to
promote the economic stability of the country.
The first step a foreign investor who wishes to engage himself
in business in Korea, has to take is to file a detailed listing of
the "foreign capital base®™ with which he is going to start business
and to make proﬁts.l The "foreign capital base"™ means the sum of
the values of capital in the form of (a) foreign currencies or foreign
exchange; (b) intangible rights, such as patent rights and trade marks;
(¢) capital equipments to start operation during the first six months;
(d) expenses for technical assistances in installing equipments and
(e) raw materials and spare parts necessary for the operation during
the first six months.® Accordingly, the "foreign capital base® indi-
cates the total amount of the initial investment as well as to the type

of business a foreign investor is going to undertake.

1 Article 2 of the law.
2 Article 12 of the law.
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Upon approval of the "foreign capital base™ by the Foreign Invest-
ment Encouragement Committn,l the foreign investor becomes a regis-
tered investor and can undertake a business in Koroa; enjoying the
privileges and protections to be provided by the Korean government as
described below.

ae Tax Exemptions - The incomes accruing from investments made by
registered foreign investors under this law are exempted from obliga=-
tions for paying the personal income tax and the corporate income tax
for five years from the date of commencement of the business.? Moreover,
the tax rates in the sixth and seventh years from the date of commence-
ment are one third, and those in the eighth year are two thirds, of
the total tax rates stipulated in the personal income tax law and the
corporate income tax law rcapcctivoly.:" The same principles of tax
exemptions and reductions apply to the incomes aceruing from technical
assistances of foreign nationals, whose contract may be concluded with

1 The Foreign Investment Encouragement Committee consists of the
Ministers of Finance, Reconstruction, Foreign Affairs, Commerce and
Industry, and Agriculture and Forestry, of the Korean government, the
governors of the Bank of Korea, the Korean Reconstruction Bank and the
Agricultural Bank, and the president of the Chamber of Conmerce.

2 Article 19 of the law.

3 The present personal income tax law classifies personal incomes
into six major categories: real estate income, enterprise income,
dividend and interest income, capital gains, wages and salaries, and
miscellaneous incomes. These incomes are subject to each prescribed
progressive rate of taxation. Real estate income, for instance, is
taxed at a progressive rate which ranges from 19 per cent to 57 per
cent with 8 brackets. See "The Personal Income Tax Law of 1951, as
amended in 1954," compiled in the Bank of Korea, Annual Economic Review:
1956, pps II-3-8. The corporate income tax rates are 32 per cent flat
on normal corporate profits and 27 per cent flat on special corporate
profits. See "The Corporate Income Tax Law of 1949 as amended in 1955,"

empu‘d in Lgido. PPe II"ll"lL.



registered foreign investors or Korean nationals.® In the ‘meantime,
income taxes to be levied upon dividends or surpluses distributed to
foreign investors abroad by registered enterprises in Korea are also
exempted for the first five years from the date of registration and
are reduced to one half of the total tax rates for the following three
years from the expiration date of tax omptim.z Income taxes to be
levied upon romuﬁmtiom (salaries, bonuses, amuities and so on) to
téroi‘gn' nationals engaged in the operation of enterprises registered
under this law are also exempted for the first five years and roduod
to one half of the total tax rates for the following five yoars.3

be Exemptions of Import E&iagh -~ Under the law, no import duties
are to be levied upon the commodities imported as the "foreign capital
base" or for the purpose of rehabilitating or enlarging the existing
facilities of the registered enterprise in accordance with the instal-
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lation plan indicated in the application for the registration of invest-
mente. Machineries imported for maintaining the existing facilities are

exempted from customs duties for five years from the date of conmencement

of the business. Customs duties are, however, not exempted for commo-
dities imported for personal consumptions and for such commodities as
are produced in Korea in sufficient quantity.

1 articles 16 and 20 of the law.
2 Article 22 of the law.
3 Article 23 of the law.
b prticle 27 of the law.
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¢« Repatriation of Capital and Transfer of Profits' - Under the law,
repatriation of capital is permitted after two years from the date of

original investment in the same currency in which the original investment
was mades The maximum amount of the annual repatriation of capital is
20 per cent of the "foreign capital base.* The government may, however,
approve shorter terms for the repatriation in cases where enterprises
are going into liguidation due to failures As to the transfer of
foreign infosbmont income, the law stipulates that the foreign investor
may transfer profits up to a maximum of 20 per cpnt of the "foreign
capital base" per year. In case the profits earned in any year amount
to less than 20 per cent of the foreign capital base, transfer of such
profits may be reserved for not more than three years and may be trans-
ferred together with the profits earned thereafter.

de Other measures to protect foreign investments - Under the lnw;
the Korean government guarantees protections of foreign investors from
(a) compulsory expropriations of their assets or any form of compulsory
transfers of ownerships, except appropriations by the government for
public purposes and (b) requisitions of their property, except in the
event of a state of war or national mrgmcy.z In the event of expro-
priations or rcquisitions; the Korean government guarantees to pay a
fair and just compensation therefor and to enable the foreign investors
eoncerned to remit the compensation in the foreign currency in which the
original investment was made.

1 7he provisions for the repatristion of capital are stipulated in
article 28 of the law and those for transfers of profits, in article 29
of the laws

’ Articles 32 and 33 of the law.
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Another significant measure for the protection of foreign investors
under the law is the prec¢lusion of competitive businesses operated by the
government to exclude unfair compotitions.l The government guarantees
that no government business which will compete with registered foreign
investments or enterprises is to be establisheds, In the meantime, foreign
investors are treated equally with Korean nationals, except when they
are subject to the special treatments or protections under the Lav.z

. Thus the Korean government, for the first time, has laid down a
legal groundwork for attracting private foreign capital to Korea. Even
if it is hard to expect that the law will solve the problems of develop-
ing broader markets for Korean products at home or abroad and of improv-
ing the prospect for a reasonable rate of profits, the establishment of
such law will, without doubt, play an essential role in eliminating
such serious obstacles to private foreign investments as fears of
foreign investors over the possible excessive controls on or arbitrary
treatment of foreign investments, fears of confiscations or requisitions
without just compensations, absence of legal basis nmbling foreign
investors to repatriate their capital or to transfer a reasonable rate
of earnings to their own countries, double taxations, and so on, The
measures to mitigate these obstacles are extremely essential for inducing
private foreign capital to Korea, considering the particularly unstable
political situations the Korean economy has to face because of the
historical and geographical reasons as long as the east-west political

1 srticle 40 of the law.
2 prticle 38 of the law.
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tension persists. Indeed, the establishment of the law for the encour-
agement of foreign investment must be highly significant and essential
for the development of the Korean eccnomy in the future even only in
the sense that the law provided the momentum to the Korean eccnomy to
set. out positive efforts to improve the general climates for the
inducement of foreign capital.



CHAPTER IX

SUMMARY AND CONCLUSIONS

Ae_SUMMURY

1, In the preceding analysis, efforts have been made to answer
the two broad questions: (1) what are the major problems faced by Korea
in the course of her economic development, which brought about a funda-
mental disequilibrium in her balance of payments? and (2) what kinds of
foreign exchange control measures were adopted to combat the particular
problems reflected in the balance of payments and to what extent such
measures contributed to the solution of the ?mblm?

2, Factors impeding the development of the Korean economy, numer-
ous as they are, are mainly represented by (a) insufficient sources of
capital, (b) population pressures, (c) limited natural resources, (d)
chronic inflationary pressures and (e) inadequate governmental policies
for economic development. The seriousness of these basic problems
were generated to a large extent and intensified by two factors: the
partition of Korea into south and north in 1945 and the Korean War
in 1950, Indeed, except the availability of a relatively large amount
of foreign economic aid provided by free world nations, especially by
the United States and a fairly high standard of education, Korea is
short of almost every condition necessary for uhdort.o.king economic

development.
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3. Among other things, capital deficlency stands out as the most
fundamental obstacle to the economic development of Korea, particularly
in view of the fact that the problem of capital formation lies at the
core of the problem of developing the Korean economy. Various data
on private savings in Korea reveal an extremely low level of private
savings available for capital formation. By all reasoning, the real
amount of private savings that can contribute to the financing of
economic development in Korea must be no more than 2 per cent of the
GNP in the recent years. It is, however, expected that, as there are
considerable disparities in the income levels among various :l.ricemo
recipients, some groups receive real incomes high enough for a substan-
tial saving. It is supposed, however, that such potential savings are
often directed to non-productive investments. Mobilization of such
savings for developmental investments is of vital importance. Thil;
under the present circumstances, seems only possible through enforced
savings by the government.

In practice, the Korean government has been maintaining a rela-
tively high tax burden which ranks one of the highest imposed by other
countries in the same stage of economic development. Newrtheless, the
present level of tax yields in Korea is not adequate and sufficient to
meet even the general government expenditures chiefly because of the
abnormally heavy expenditures on national defense, which account for
almost 50 per cent of the total government revenues and 7 per cent of
the GNP in the recent years.

Foreign sources of capital, mainly U, S. economic aid have been
the essential factor enabling the Korean economy to achieve a sizable
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growth in the midst of the extremely low level of domestic capital
since 1953, During the period from September, 1945, to the end of 1958,
a total amount of 2,468 million dollars has been received by Korea as
foreign economic aids Foreign economic aid, while playing an essential
role in assisting Korea to overcome the shortage of consumption goods
during the Korean War and its aftermath, seems, however, not sufficient
to meet the capital requirements for undertaking developmental projects
to attain the self-sustained economy in Korea. The share of foreign
economic aid that contributed to the real capital formation in Korea
has been less than 30 per cent of the total. loreover, the volume of
foreign economic aid has been declining lately.

Le Human resources are evidently more burden than asset to the
Korean economy. Korea is suffering from overpopulation which largely
resulted from the vast inflow of refugees, from the northern part of
Korea after the partition of Korea in 1945, and during the Korean War,
seeking freedom. Indeed, the problem of resettlement of huge numbers
of refugees in the totally destroyed economy, which was already suffer-
ing from population pressures, was one of the major post-Korean War
problems. A total number of 4 million psople flowed into South Korea
since 1945. A4s the result, the rate of population increase in Korea
accounted for almost 2 per cent per annum. Moreover, the natural rate
of population increase since 1953 in the absence of the flow of the
refugees has been approximately l.7 per cent per year. 4s it is hard
to expect that any decline in the rate will occur in the future, the
total output of Korea should expand by about 2 per cent per year simply
to maintain the present level of per capita income.



Korea, however, possesses one strikingly favorable element with
regard to population problems. The rate of illitsracy is conspicuously
low in Koreas This strongly indicates the potentiality of the Korean
workers to raise productivity if other necessary conditiocns are present.

5+ Without doubt, it is not the mere size of land or the ratio of
population to land but the real productivity of the land that determines
the potentiality of economic development of an economy. Land for agri-
culture, supporting more than 60 per cent of the population as it is,
represents only 21 per cent of the total land because of mountainous
character, Rice is the main crop, accounting for more than 60 per cent
of the total agricultural products.

Forest land covers more than 70 per cent of the total land of Korea.
This; however, does not render any significant contribution to the nat-
ional income because of denudation which accounts for 45 per cent of the
total forest land as of 1957.

Korea is maritime in character due to the economy being surrounded
by sea on three sides. In spite of such potentiality, the productivity
of fishery industries in Korea has been low due mainly to the shortage
of capital and skills.

One of the greatest blows of the partition of Korea to the Korean
economy was the separation of the vast mineral resources as well as
the hydro-electric power resources in the northern part of Korea from
South Korea., Before the partition, 90 per cent of the total minerals
including coal and iron ore and 89 per cent of total electric power
were produced in the northern part of Korea. Moreover, making the
situation worse, the Korean War destroyed 41 per cent of all power
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generating facilities and 50 per cent of all coal mining installations.

6+ The Korean economy has been plagued by a chronic inflation for
almost two decades. When Korea was liberated in 1945, the dormant
inflationary pressure existing under the Japanese controlled economy,
turned ‘into open inflation. After the outbreak of the Korean War the
inflation developed further into a hyper-inflation. During the period
1947-1957, the price index of Korea Jumped more than 200 times. Although
such severe inflationary pressure has been suppressed in recent years,
a considerable degree of inflation is still under progress without
being completely checked.

4ds the pressure of inflation grew sharply, the Korean economy was
plagued by every bad impact that inflation can briung about. Inflation
encouraged hoardings, speculation, capital flights and flagging morals,
and discouraged the desire to save, incentive to work and private
foreign investments. Inflation disrupted the price mechanism and
distorted cost-price relations. It also resulted in serious inequities
in the distribution of income and extreme hardships among the general
people. Certainly, inflation has been one of the major obstacles to
the economic development of Korea. These situations, of omn;
deprived the Korean government of the chance for undertaking defiecit
financing of economic development, completely.

7« Until recent years, an integrated comprehensive programming
for economic development has been lacking in Korea, except one prepared
by the United Nations agency in Korea, in spite of the fact that the
establishment of the government?!s development policies and programs
is an essential precondition for the achievement of economic development
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in the light of tremendous obstacles to the spontaneous economic growth
in Korea.

8. Despite these numerous, extremely unfavorable, conditions, the
Korean economy has been growing fairly rapidly since 1953. The rate
of growth in GNP during the 1953-1958 pericd recorded approximately as
high as 6 per cent per annum. This stands out as one of the highest
growth rates in the free world. Behind this is, however, concealed an
extremely gloomy aspect of the economy, which is clearly reflected in
the balance of payments.

9« The Korean balance of payments, balanced as they are without
depleting the foreign exchange reserves, are fundamentally in a serious
disequilibrium. The most striking characteristics of the Korean balance
of payments have been the persistent enormous import surpluses, on the
one hand, and huge amounts of donations, on the other. The enormous
imbalances in visible trade accounts have been attributable to (a) the
absolutely small size of exports depending upon the limited exports
goods and markets and (b) heavy domestic demands for foreign goods for
consumption as well as for investment due to the large and persistent
imbalance between the domestic capacity to produce and the domestic
demand. Indeed, during the period 1953-1958, the proportion of imports
financed by exports to the total imports accounted for far below 10 per
cents This in turn indicates that more than 90 per cent of the total
imports (inclusive of aid imports) has been import surpluses. To make
the situation worse, gaps between visible exports and imports have been
widening in Korea since 1953. The only encouraging aspect in the Korean
balance of payments during the same period was found in invisible trade
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accounts which recorded sizable export surpluses each year. Such
surpluses have, however, been derived not from such ordinary items of
1nv101b1§ accounts as transportation, travel or insurance, but from the
government transactions with the United Nations forcei in Korea.

10. Against these backgrounds discussed above, our diacuuiom
proceeded to the analysis of the overall foreign exchange control
policies adopted by the Korean government to combat the particular
problems of the Korean economy, The foreign exchange control was first
introduced in Korea as early as 1945 when she was liberated from Japan-
ese rule, The major purpose of foreign exchange control during the early
period covering from September, 1945, to August, 1948, during which Korea
was under the rule of U, S. Army Military Goverrmment, was the prevention
of capital flight rather than the control of foreign trade. This,
however, did not imply that foreign exchange control upon foreign trade
was milder than that on capital movements. Foreign exchange control
during the period was the strictest one that Korea has ever experienced.
The Korean ford.gn‘trado during the period was absolutely small in
gige and primitive in nature, and this was the reason why the foreign
exchange control on foreign trade was insignificant. It was, however,
found that the strict foreign exchange control was in turn a great
obstacle to the sound development of foreign trade in Korea.

11, The foundations of the present Korean foreign exchange control
system were laid down after the establishment of the new Korean govern-
ment in August, 1948. Since then, the foreign exchange control policies
of the Korean government pursued mainly the following specific purposes:
(a) prevention of capital flight; (b) maximization of foreign exchange
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receipts chiefly from the United Nations Command in Korea through
maintaining an overvalued foreign exchange rate; (¢) encouragement of
exports through special types of multiple txchango rates; (d) suppres-
sion of inflation through the sale of foreign exchange to Korean import-
ers; and (e) political retaliation against Japan,

12, The strict control over capital movements was introduced by
the Military Ordinance No. 93 of July, 1946, and the Law for the
Prevention of Capital Flight of April, 1950, Under these laws, every
outflow of éapif.al funds was subject to prior approval of the authority.
Such strict control remained unmitigated and as a major objective of the
Korean foreign exchange control throughout the period 1953-1958.

Inward movements of capital were also subject to fairly strict controls
which enforced such capital to be deposited at the Bank of Korea for
restricted ﬁns. These measures, while essential for the preservation
of the national foreign exchange reserves, represented one of the major
obstacles to the inducement of private foreign capital to the country.

13. No other foreign exchange control policies of the Korean
government, however, brought about more serious and controversial issues
and unfavorable impacts to the Korean economy than the policy of main-
taining overvalued exchange rates particularly with regard to the
transactions with the United Nations Command in Korea. In view of the
low capacity of the Korean economy to earn foreign exchange through
exports and the bottomless requirement of foreign exchange for the
economic development, it is quite understandable that the Korean govern-
ment tried to maximize the foreign exchange receipts from UNC through
maintaining exchange rates as high as possible in terms of local
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eurrency, since UNC had to procure a certain amount of goods and services
from Korea at any costs. The cost of maintaining an unrealistic official
exchange rate was, however, too expensive compared with the gains there-
fromes The long delay of repayments by UNC for their local currency
borrowings from the Korean government during and immediately after the
Korean War due to the unsettled negotiations between the Korean govern-
ment and UNC over the exchange rate wis one of the major factors
contributing to the hyper-inflation during the same period. Moreover,
the maintenance of the overvalued official exchange rate was the main
factor that led the Korean government to adopt various particular
miltiple exchange rates in the foreign exchange control system. The
overvalued official exchange rate also stimulated the development of
black market transactions among foreigners as well as Koreans, enlarging
the loopholes for smuggling and capital flights.

Finally, the dispute over the foreign exchange rate was settled
by the foreign exchange control reform of August, 1955, in which the
exchange rate was set at the realistic level of 500 hwan to 1 U.S,
dollar. Although the immediate impact of the reform upon the Korean
economy was fairly serious due to the drastic reduction of the foreign
exchange receipts from UNC, the foreign exchange receipts gradually
resumed the pre-reform level as the volume and scope of UNC trans-
actions increased remarkably,

14+ The backbene of the Korean foreign exchange control on foreign
trade has been the encouragement of exports since the establishment of
the new Korean government. In order to implement this poliey, while
maintaining overvalued official exchange rates, the Korean government
introduced various multiple exchange rates devices, such as "favorable
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treatment of export proceeds,” "retention quota system™ and "foreign
exchange special loan system.® These various schemes, without doubt,
provided the exporters with strong incentives to expand exports through
enabling them to oﬁjoy special privileges, such as the privilege to
import semi-luxury goods or certain highly profitable goods, the privi-
lege to sell the export proceeds to other importers at the black market
rates and so on. 4side from the unfavorable impacts of multiple exchange
rates in general, the special forms of multiple exchange rates systems
in Korea, however, contained a seriously harmful element t§ the sound
economic development of Korea. For instance, the privileges of exporters
to use a part of the whole of the export proceeds for, the importation

of highly profitable goods or Wsemi-luxury™ goods were, w:l.thouﬁ doubt,
contradictory to the objective of export encouragement. Moreover, the
complicated exchange rates resulting from these schemes were evidently
great obstacles to the development of a sound domestic price and cost
mechanisms and to the elimination of price disparities existing between
domestic and foreign markets.

With the foreign exchange control reform of 1955, the multiple
exchange rates devices were repealed and replaced by the system of
direct export subsidy. The single exchange rate system, however, could
not survive for long due to the continuous loss of the local currency
value, although the Korean government did not have to introduce any
particular multiple exchange rates devices for export encouragement by
the end of 1958,

15. Since the cessation of the hostilities in Korea, foreign
exchange control policies in Korea has been mainly pursuing the objective
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of counteracting the inflation -~ the major post-Korean War economic
problem, This policy was first put into practice through providing
Korean importers with ®special foreign exchange loans,” aimed at reduc-
ing the quantity of money circulating among the public, on the one hand,
and increasing the supply of goods through stimulating imports, on the
other. This system was replaced by the dollar auction system in Octo-
ber, 1954, which was again superseded by the foreign exchange sale at
the official rate in August, 1955.

The continuously falling value of the local currency, however, made
it impossible for the government to continue the foreign exchange sale
for long. Eventually, a new form of foreign exchange auction system
was introduced with the promulgation of the Provisional Foreign Exchange
Special Tax Law in August, 1958. With this new system the original
intention of the foreign exchange control reform of 1955 -- the estab-
lishment of a single exchange rate system -- resulted in failure,
starting to introduce another multiple exchange rates structure in Korea.

These various systems of foreign exchange allocations for imports
seem to have achieved their major objectives, namely, the suppression of
the inflationary pressures. It is, however, doubtful if the precious
foreign exchange was efficiently utilized. Among other things, the
suddenly inoruud supply of consumption goods under these systems was
a great blow to the development of import competing domestie industries.
Moreover, the artificial exchange rates applied to the sale of foreign
exchange were a great obstacle to the normalization of the disorganized
domestic price mechanism and distorted cost structures.

16, Foreign exchange control measures have been employed by the
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Korean government as a retaliatory measure against the unwillingness of
Japan to settle various political issues outstanding since the third
Kom-ﬁpan conference was broken off in 1953 Since 1953, one of the
major foreign exchange control policies of the Korean government has
been directed to discouraging the trade with Japan, m, to discourag-
ing imports from Japan and to encouraging the exploration of mw export
mrkch in other areas than Japane At the outset, this policy was

put‘ into practice through suspsnding the foreign exchange allocation for
import from Japan and depriving the export proceeds from Japan of the
various privileges that exporters could, otherwise, enjoy. The most
stringent measure was adopted in August, 1955, when Korea absolutely
suspended the trade with Japan. In view of the seriousness of the
impact of such extreme policy upon the Korean economy, the Korean
government reluctantly resumed the foreign trade with Japan in January,
1956, The trade was, however, reopened on the condition that imports
from Japan would be limited to the amount of foreign exchange aceruing
from exports to the countrys This principle remained unmitigated
throughout the period 1956-1958.

B._CONCLUSIONS

On the basis of the analysis above, it is now possible to draw
the following conclusions and some recommendations with regard to the
role of foreign exchange control in the course of economic development
and to the possible solutions of the particular problems related with
the economic development of Korea.

1. Foreign exchange control is an important and effective means to
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hdp the underdeveloped countries to attain their economic development
nowadays, chiefly because their processes of economic developments are
viry likely to be accompanied by balance of payments difficulties.

The balance of payments difficulties are attributable to both the demand
side and the supply side of foreign exchange in those countries. The
demand side is characterized by a huge need for toroign' oxehangc- not only
for the importation of capital goods but also for that of consumption
goods. With the likely inflationary pressures, the demand for caimption
goods is likely to be intensified, Foreign exchange control is, without
doubt, a most certain, rapid and effective measure to control selectively
such unbalanced demand for imports. The supply of foreign exchange is
limited in those countries not only because of the generally low capacity
to produce exportable goods but also because of the international forces
operating unfavorably against the primary products. Foreign exchange
control is an essential measure to stimulate economic development in
these countries through enabling the government to control the foreign
exchange receipts from exports so that the scarce foreign exchange may

be most effectively utilized for developmental purposes. | Moreover,
foreign exchange control is an important measure to maintain and expand
the level of exports. Multiple exchange rates seem to be the most
effective device for this purpose. Another vital role of foreign exchange
control in the development of underdeveloped countries is the control

of capital flight., Foreign exchange control for this purpose is of

great importance in view of the high propensity of small demestic

capital to flow out of the country and in view of the effectiveness of
foreign exchange contrel in checking such capital flows.
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These genord propositions seem to be applicable to the Korean
economy almost without exception even though Korea possesses some peculiar
aspects which make it necessary for the Korean government to make: some
ad justments in the implementation of these propositions.

2, The experiences of the Korean economy in foreign exchange control
clearly indicate that foreign exchange control, a necessary means as it
is to protect the balance of payments, has serious limitations in its
role to facilitate economic development in Korea. The major limitation
seems to lie in its role of encouraging exports. Attempting to stimulate
exports in the short run, the Korean government adopted both multiple
exchange rates and quantitative control devices. The results were almost
negligible in both cases. These experiences prove that foreign exchange
control measures can expand exports only (a) when the capacity of a
country to export is fairly large and stable, i.e.; the elasticity of
domestic supply for exports is larger than unity and (b) when both the
foreign demand for the country's exports and the world prices of the
export goods are fairly atabln.‘ In Korea, where both of these conditions
are absent due to the absolutely low productivity which was further
depleted by war destructions and due to the concentration of export goods
on a few raw materials such as foodstuffs including rice and some
minerals, it is natural that foreign exchange control could not bring
about any sizable results in the export encouragements.

Another major limitation was found in the control of capital move-
ments. If the preservation of domestic capital is one of the necessary
conditions for a successful economic development, the inducement of
private foreign investuent represents another indispensable factor for
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that. Particularly in Korea, where the need for private foreign capital
has been conspicuously growing as the foreign aid fund started to decrease
without any new sources of foreign exchange to offset the reduction, the
foreign exchange control over capital movements cannot help but to
undergo a drastic modification. Furthermore, the simultaneous development
of black markets inevitably limited the role of the foreign exchange
control in the prevention of domestic capital flight.

3. l}(ormor, it is very likely that the cost of maintaining toroign
exchange control may prove to be greater than the gains that can be
derived from foreign exchange control unless it is handled with the
utmost care. This may be the most important lesson that the practice
of foreign exchange control in Korea in the past years provides. Although
it is impossible to cai_l.culato exactly the benefits from and the costs of
maintaining various foreign exchange control measures in Korea in the
past and to compare them precisely to determine which was greater, it is
clear that the costs were generally substantial and, in some cases, the
cost definitely outstripped the benefit. The attempt to maintain a
high overvalued official exchange rate to maximize the foreign exchange
receipts from UNC (a), the introduction of the complicated multiple
exchange rates structure to encourage exports (b), and the utilization
of foreign exchange control policies for the political retaliation
against Japan (¢) were the cases in which the cost was evidently greater
than the benefit.

The direct cost of (a) was its contribution to the hyper-inflation
during the Korean War and its aftermath, and its indirect costs were
various unfavorable outcomes originating from the maintenance of



overvalued exchange rates, such as the inevitable introduction of the
complicated exchange rates structures, which in turn impeded the normal-
ization of the distorted domestic price and cost mechanisms and the
elimination of the price disparity between domestic and foreign markets.
The benefit derived from (a) was the receipt of a certain amount of
foreign exchange from UNC as repayments for local currency advanced to
them at the overvalued exchange rate after the more than 3 years delay.
The cost of (b) was also highs It not only disturbed the normalization
of the disrupted domestic price and cost mechanism but also wasted the
precious foreign exchange proceeds from exports and encouraged the black
market transactions. Against these unfavorable incidents, the gain was
negligible due to the reasons mentioned in the preceding paragraphe.
No foreign exchange control policies of the Korean government were,
however, more costly than (¢), since the gain from (¢) was nil from
the economical point of view, whereas its cost was enormous due to the
fact that it enforced the Korean economy to undertake much more mivo
import than that Korea, otherwise, would have undertaken. Indeed,
without a careful weighing of the advantages to be derived from the
adoption of a foreign exchange control policy against the possible
disadvantages arising therefrom, it is hard to expect that foreign
exchange control will contribute to economic development.

ke These failures of the Korean foreign exchange control policies
seem to be mainly attributable to the fact that the foreign exchange
eontrol policies have never integrated with a long range national
economic developmental policy. This has been partly due to the lack
of a definite governmental economic development policy and partly due
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to the absence of a stable long run principle for foreign exchange
econtrol.  The long range national guiding prineiple for the foreign
exchange control being absent, the system of foreign exchange control
in Korea could undorgoi changes any time to meet an immediate short run
need or just for convenience sakes The fact that the method of foreign
exchange allocation for imports alone underwent fundamental changes

5 times during the period 1953-1958 is a good example.

5+ On the basis of the conclusions drawn above, it is now clear
that the following measures are highly recommendable for the development
of the Korean economy.

(a) The foreign exchange control law based upon the long range
national ecconomic development policy should be established as soon
as possible. .

(b) Foreign exchange rates system should be simplified, The
preconditions for this are numerous, but the maintenance of the official
exchange rate at the realistic level seems to be the most essential
conditione Without doubt, the maintenance of realistic exchange rate
can hardly be expected without the stabilized economy, especially the
stable price levels This clearly indicates that foreign exchange
eontrol policy should be supplemented by other economic policies in
order to achieve satisfactory results.

(e) 1In view of the nature of foreign exchange control and in view
of the peculiar economic situations in Korea, the emphasis of foreign
exchange control on foreign trade should be placed more on imports than
on exportse Introductions of foreign exchange control measures for
export encouragement are likely to lead to the waste of foreign exchange
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reserves. At the present stage, it is certain that the efficient
utilization of the available foreign exchange for imports and the
minimization of the demand for imports through inecreasing the produc-
tivity of import competing domestic industries and through enforeing
austerities among the people are more effective measures to improve
the balance of payments situations than the effort to expand exports.

(d) 4s to the export expansion, direct subsidies from the govern-
ment?s budget to marginal export industries, economic developmental
polici‘a to diversify export industries and to stabilize the export
prices and the improvement of the general conditions and eircumstances
for exports including the active exploration of new markets abroad are
preferred to foreign exchange control measures including multiple
exchange rates dcvicos.l

(e) Private foreign capital should be induced actively. The
Korean government should see to it that foreign exchange control will
not constitute an obstacle to the capital movement. The first target
of this policy might be the capital owned by Koreans abroad, parti-
cularly in Japan.

(f) The political animosity and prejudice of Korea toward Japan
should not jeopardize the trade relation of Korea with Japan. Until
the Korean economy grows strong enough to compete with Japanese

1 As discussed in chapter VII, these were the major export
encouragement policies followed by the Korean government during the
period 1955-1958, The Korean government, however, reintroduced
multiple exchange rates devices for export expansion, such as

"petention quota™ system in 1959, BSee, IIfF, %vj-_nth Annual Report
on Exchange Restrictions (1960, (Washington: 1960), p. 231.



economy, Korea should avail herself of the maximum benefit that can
be derived from the trade with Japan. MNoreover, the private invest-
ment from Japan dhculd be encouraged as well.
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