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1. INTRODUCTION

In the early 1960s, South Korea was close to being considered a failed state. It
suffered from political turmoil and economic stagnation. One of the poorest
countries in the world, it had a lower per capita income than North Korea, and its
standard of living was not much higher in 1959 than it had been in 1945. Domestic
savings were virtually nonexistent, and foreign assistance was required to finance
most domestic investment. Exports were less than 1 percent of GDP, and it could
afford imports of about 10 percent of GDP only because of US foreign aid.

Today, South Korea is an economic success story and an export powerhouse.
The key transition period is widely agreed to have been the mid-1960s, when it
began a sustained period of rapid economic growth. Although the many factors
behind the country’s transformation are still debated, the decision to promote
exports is generally accepted to have been a key part of its success. In 1959,
South Korean exports were just 0.7 percent of GDP. A decade later exports were
about 10 percent of GDP, and by the early 1970s they reached 20 percent of GDP.

The contribution of exports to South Korea’s economic performance has
long been studied.’ Less well known are the reasons why policymakers decided
to undertake a policy of export promotion that contributed to the country’s
remarkable transformation. Who were those policymakers, and what were the
motivations for the policy changes they introduced?

This paper examines the policy decisions and policymaking context of Korea’s
shift to export promotion in the mid-1960s. Credit is often given to President
Park Chung-hee, who seized power in 1961 and presided over Korea’s high
growth period, for demanding that exports increase. However, in his first three
years in power, Park did not adopt export-oriented policies, aiming instead to
promote capital-intensive manufacturing through state-led industrial policies. He
also pursued expansionary macroeconomic policies and refused to devalue an
increasingly overvalued currency, which led his government to impose stringent
import controls to stop a precipitous decline in foreign exchange reserves.

The United States opposed the military government’s initial policy stance and
withheld aid to force it to devalue the won and liberalize the foreign exchange
regime. With US encouragement, the previous, short-lived administration of
Chang Mydn had introduced these liberalizing reforms to stimulate exports
and reduce the rent-seeking that came with government allocation of foreign
exchange. Although these changes were deeply unpopular in Korea and resisted
by government officials, the United States wanted a return to those policies and
had enormous leverage because it financed most of the country’s desperately
needed imports. In 1964, the Park government, in a weakened position because
of domestic crop failures, relented and appointed an economic reform team that
was strongly committed to export promotion as a national priority. Expanding
exports was seen as a way of earning foreign exchange to pay for imports and
ending the country’s excessive dependence on the United States.

1 See Frank, Kim, and Westphal (1975); Hong (1979); Krueger (1979); Jones and SaKong (1980);
Westphal and Kim (1982); Haggard (1990); and Kim (1991b), among many other works.
Connally and Yi (2015) suggest that Korea’s trade reforms between 1962 and 1989 can explain
17 percent of South Korea’'s catch-up to the G7 countries in value-added per worker in the
manufacturing sector and that the reforms contributed to investment and productivity gains
through the adoption of better technology.
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This paper seeks to shed light on the political economy of trade policy reform
by examining why and under what circumstances such reforms took place in
South Korea. It is close in spirit to the work of Haggard, Kim, and Moon (1991),
who look at the domestic political economy of Korea’s move toward export
promotion. This paper focuses more on the policies and policymakers themselves
and highlights the role played by the United States, which consistently
pushed successive Korean governments to adopt a realistic exchange rate and
reform the country’s foreign exchange system.? The Korean authorities were
reluctant to undertake these unpopular measures until President Park
became fully committed to an export promotion strategy in 1964-65. Neither
South Korea nor the United States wanted the country to remain so dependent
on American aid; both wanted it to be more self-reliant. South Korea appears
to be a case in which external pressure and encouragement helped activate the
movement toward reform.

This paper is organized as follows. Section 2 provides an overview of
Korea’s foreign exchange policies in the 1950s, which included the deliberate
overvaluation of its currency to maximize American aid along with foreign
exchange rationing. Section 3 examines the tentative reforms under the short-
lived democratic government of Chang Myodn in 1960-61, which presaged
many of the later changes, particularly a significant devaluation to reduce the
political graft associated with the rents from import restrictions and a unified
exchange rate. Section 4 covers the first three years of Park Chung-hee’s military
government, which resisted American advice and was forced to tighten import
controls and return to multiple exchange rates in the face of mounting balance
of payments difficulties. Section 5 turns to the 1964-65 policy changes, which
included a large devaluation, adoption of a unified and flexible exchange rate, the
relaxation of foreign exchange controls, and numerous export promotion policies,
most of which had been urged by US advisers. Implementation of these policy
changes was led by Chang Ki-young, Korea’s leading economic policymaker,
who directed a reform team that was deeply committed to increasing exports.
Section 6 discusses why the reform period came to an end in 1967 and examines
the role played by industrial policy during this period. Section 7 offers some
concluding observations.

2. FLOUNDERING IN THE 1950s

Beginning in 1392, Korea banned private foreign trade, allowing only limited,
government-controlled trade. Known as the “hermit kingdom,” Korea rebuffed
mid-19th century attempts by the West to engage in commerce, choosing instead
to remain economically isolated and avoid Western domination.® Although it
succeeded in avoiding Western domination, Korea failed to avoid domination

by Japan, which forced Korea to open its ports in 1876 and then annexed the

2 This paper draws on earlier studies by USAID officials who worked in Korea in the mid-1960s,
including Cole and Lyman (1971), Brown (1973), Mason et al. (1980), Cole (2014), and others.
The Korea Development Institute (KDI 2016) complied an oral history of many of the Korean
policymakers involved in government at this time. The reminiscences of Kim (1994, 2011) also
provide insights into the reform process.

3 Lee and Temin (2010) suggest that Korea chose economic isolation because engagement
through trade was thought to threaten the country’s political stability.
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country in 1910.# Trade grew to become a significant fraction of Korea’s economic
activity. In 1940, exports were 31 percent and imports 43 percent of Korea’s
GDP (Hong 1979).

Korea regained its independence after World War Il but was partitioned in
1945 into an American-backed South and a Communist-backed North. At that
time, South Korea was significantly poorer than North Korea, which had most of
the peninsula’s industry and natural resources.

The Korean War (1950-53) was a further economic setback to the already
destitute South. Wade and Kim (1978, 246) describe the state of the country after
that conflict:

In 1953, Korea was an extremely poor country in every sense of the term: it was
over-populated, productivity was low, subsistence living standard prevailed,
natural resources were meagre, the economy was primarily agricultural, and
illiteracy was still high; moreover, savings and investment were low, foreign trade
was nil, a comprehensive development strategy had not been formed, public
institutions were arbitrary, inchoate, inexperienced, and both elite and popular
morale was demoralized and often cynical. Few countries in the world offered
fewer ostensible prospects for broad, rapid and prolonged economic development.

South Korea limped through the 1950s with lackluster economic growth
(of about 4-5 percent), high unemployment, large budget deficits, chronic
inflation (of about 30 percent a year), and a persistent balance of payments
shortfall that was filled by US foreign aid. Between 1953 and 1961, US foreign
aid financed about 70 percent of Korea’s imports and 75 percent of its total
fixed capital formation (Haggard, Kim, and Moon 1991). For most of the
1950s, exports amounted to only about 1 percent of GDP; imports were about
10 percent (Nam 1995).

The policies of the government contributed to the lack of developmental
progress. President Syngman Rhee, who was elected in 1948 and served until
1960, neglected the country’s economic development. His overriding goal was to
unify the country through military conquest—reflected in the slogan “march north
for unification”—something the United States strongly opposed.> Rhee sought to
maximize US military and economic assistance to keep the economy going until
the day of reunification arrived. To ensure the continued flow of American aid, he
had a perverse incentive to keep the economy weak.b

Korean economic policy in the 1950s was built around “the three lows”—
low grain prices, low interest rates, and a low price of foreign exchange—and
the controls needed to maintain them. Although the controls led to perpetual
shortages of grain, capital, and foreign currency, each had a rationale. The
government sought low grain prices to keep the cost of living down, relying

4 In lieu of measures of income, Kim and Park (2021) show that biological living standards (such
as measures of height) improved as a result of the opening of trade.

5 The Rhee government had “an unwillingness to build up the South as an independent and
integrated economy. The possibility of unification would again give access to the electric
power and heavier industries of the North was given as a reason for holding down the growth
of such facilities in the South,” Cole and Lyman (1971, 166) observe.

6  The few Korean economists who recommended a different approach were ignored. As Cole
and Lyman (1971, 79, 81) note, “The regime as a whole remained resistant to the ideas of
those within its ranks who had professional economic expertise, blocking their advance in the
bureaucracy and otherwise failing to encourage their work.” This resistance “contributed to
a general sense of despair and pessimism about the prospects for economic growth in the
South, even among advocates of improved policies.”
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on grain imports from the United States made available through PL 480 (food
assistance) grants. The government maintained interest rate ceilings, ostensibly
to help borrowers and promote investment, but negative real interest rates
meant there was little incentive to save, diminishing investment and financial
development. The government kept the price of foreign exchange artificially low
to make imported goods, particularly capital goods, cheaper than they otherwise
would have been.

The low price of foreign exchange meant that the Korean currency was
significantly overvalued and the excess demand for foreign exchange was
substantial. The overvaluation priced Korean goods out of the world market
and kept exports at less than 1 percent of Korea’s GDP for most of the decade.
The overvaluation also made the price of foreign goods very low and fueled a
huge demand for imports. Such imports were needed to maintain South Korea’s
minimal standard of living and keep domestic production going. The dominant
source of foreign exchange came from US grants and loans, which allowed Korea
to afford imports of about 10 percent of GDP.

The shortage of foreign exchange led the government to introduce import
controls to conserve foreign exchange reserves. Import licensing was introduced
in 1946 to impede the purchase of nonessential foreign goods. In 1949, the
Ministry of Finance began preparing a quarterly foreign exchange budget to
determine how export earnings and aid inflows should be allocated in purchasing
imports. In 1954, the government briefly introduced competitive bidding for
foreign exchange. The bidding rate in 1954 was 46-69 won per dollar when the
official rate was 18, but the government soon returned to rationing (Yoo 2020).

To guide decisions about foreign exchange allocation, in 1955 the Ministry of
Commerce and Industry began categorizing imported goods as automatically
approved, a category granted to less than 10 percent of total importable items;
restricted, which required government permission; and prohibited, where local
production could satisfy domestic demand. The government maintained high
tariffs (about 40-45 percent on average), to capture as revenue some of the
rents that accrued to importers, who reaped a large scarcity premium when they
received permission to buy foreign goods.” It also maintained a complicated
system of multiple exchange rates, which differed according to the sources of
export earnings and the uses of the foreign exchange.

These import restrictions were not part of a deliberate plan to promote
infant industries or pursue an import substitution strategy for development
purposes. Rather, the restrictions emerged from an ad hoc effort to manage the
balance of payments.®

7  As Kim (1991b, 36) notes, “Because the domestic currency was almost always overvalued in the
face of rapid domestic inflation, tariffs were not really effective in discouraging imports during
this period even though their rates were reasonably high. For this reason, the government
relied mainly on the system of semiannual trade programs to control imports quantitatively.
However, a complicated system of multiple exchange rates was used to offset some of the
disincentive effects on exports of the won overvaluation.”

8  “There was little conscious effort on the part of the government to formulate economic policies
from a strategic perspective,” according to Lim (2004, 9). “Import substitution in Korea was
more a result of crony capitalism than a strategy for economic development.” The government
was also not trying to use selective policy to promote infant industries. As Hong (1979, 96)
notes, “In the actual execution of import controls, this concept of infant industries seems to
have been used in the vaguest possible way in Korea. Instead of selecting an infant industry
and protecting it, any protected industry seems to have been regarded as an infant industry.”
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Of course, a devaluation to establish a realistic exchange rate might
encourage exports and discourage imports, thereby relieving the balance of
payments problems. But the Rhee government resisted any devaluation, because
it benefited from the overvaluation of the won. Under the “advance agreement”
reached just after the outbreak of the Korean War in 1950, Korea would advance
won to the United Nations Command for its expenditures in Korea and be
reimbursed by the United States in dollars. The Korean government had a strong
financial incentive in keeping the domestic currency price of the dollar as low as
possible, to maximize the dollars received from a given won advance (Yoo 2017).
For example, a disbursement of 100,000 won to support American military
operations in Korea would yield $10,000 if the exchange rate was 10 won to the
dollar but only $5,000 if the exchange rate was 20 won to the dollar.?

The Rhee government also benefited from the overvalued currency because
import controls helped build domestic political support for the regime. Those
granted access to foreign exchange earned scarcity rents by importing goods at
artificially low prices and then selling them at a high scarcity premium at home.
The government’s control over foreign exchange allowed the Rhee government
to distribute favors to businessmen and other favored constituencies that would
provide kickbacks to the Liberal Party.!°

However, the artificially low Korean exchange rate meant that the United
States was paying more dollars than necessary for every won spent for local
expenses. At a time when Congress was seeking to reduce the foreign aid
budget, US economic advisers repeatedly pressed the Korean authorities to
devalue their currency. The goal was not simply to economize on American
foreign aid expenditures but to stimulate Korea’s export earnings, so that it
would be less dependent on foreign assistance in paying for imports. The
overvalued currency had a devastating effect on the country’s merchandise
exports, which declined from $40 million in 1953 to just $16 million in 1958, a
year in which imports were $370 million. Korea did little to promote exporters
aside from a variety of haphazard measures, such as partial and selective export
subsidies to compensate for the overvaluation and tariff exemptions on some raw
material and intermediate goods imports.™

9  As Yoo (2020, 4) notes, “The agreement determined the direction of the exchange rate policy
from the rest of the decade. Throughout the 1950s, despite rampant inflation, the official
exchange rate was kept low and devaluation was delayed as long as possible, obviously to
maximize the dollar receipt for a given amount of won advance. The lower the won-dollar
exchange rate, the greater the amount of dollars received.”

10 See Lim (2004). Haggard, Kim, and Moon 1991, 855) argue that “the government was poorly
insulated from the demands of the private sector and was penetrated by patron-client
networks. The economic bureaucracy was subject to political interference from both the
executive and the ruling party.”

11 A more significant change was the introduction of an export retention scheme in which
exporters had the right to retain foreign exchange earnings at the official exchange rate.
Another tentative step in the direction of liberalization was the 1959 tariff exemption on
imports of some raw materials and intermediate goods to help exporters.
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To the frustration of US officials, the Rhee government ignored repeated calls
for a devaluation.”? In 1957, for example, the official exchange rate was 50 won
per dollar when the equilibrium rate was thought to be 80-100 won. Rhee
issued a directive that “all necessary economic adjustment” be made to keep
the exchange rate at its current level. The “defense of the overvalued exchange
rate seemed almost a matter of life and death for the Rhee government,” Woo
(1991, 64) observes. The government argued that increasing the price of foreign
exchange (a devaluation) would raise the cost of imported goods and thereby
fuel inflation. The unstated Korean concern was that a more realistic exchange
rate would reduce the aid dollars flowing in from United States.

In 1957, Congress decided to reduce spending on US foreign assistance and
shift from military aid in the form of grants to economic assistance in the form of
loans. US aid to Korea was pared back from $383 million in 1957 to $222 million in
1959 (Brazinsky 2007). American officials were particularly concerned about the
reluctance of the corrupt Rhee government to take steps to improve its stagnant
economy. South Korea was the largest recipient of US foreign aid and was often
disparaged as a corrupt sinkhole.”™ Officials worried that South Korea would
never become a self-sustaining economy and would always be dependent on the
United States. For US officials worried about Cold War competition, the fact that
North Korea’s economy appeared to be in better shape than South Korea’s was a
particularly alarming development.™

American advisers began to increase pressure on the Rhee government for
policy changes, not just to stop the endemic corruption but to increase exports
and close the enormous gap with imports. Despite US pressure, Korea kept
delaying consultations on the matter. In January 1960, the US Embassy in Seoul
unilaterally changed the exchange rate at which it would reimburse expenses to
65 won per dollar. The government reluctantly made the exchange rate official the
following month.

The aid reduction and devaluation threatened Rhee’s domestic political
position. He responded not by embracing economic reforms but by engaging in
political repression.

12 The top US economic adviser in Korea from 1956 until 1960, Edwin Cronk (1998, 7), recalled,
“The exchange rate was way, way off a realistic limit. . . such that there was no money to be
made in exporting anything, because with the official exchange rate you wouldn’t end up with
enough to pay for your raw materials or your labor. But millions could be made by importing
anything; anything that was usable—say rice, or cement, or any of the basics. If you were one
of the lucky ones to get an import permit, which was of course issued by the government,
you were an instant millionaire! It was this distortion of the exchange rate which was one of
the central problems, and we couldn’t do anything about it. Now, | felt then—and | feel even
more strongly now—that if we had just laid the law down, and said, "You either [adjust] the
exchange rate, or we're going to cut the AID program back to the very bone, and let you take
the consequences.” We could have been tougher, much tougher.”

13 A US Comptroller General (1962) report expressed concern about widespread corruption
in Korea related to the foreign exchange allocation. See Krueger and Ruttan (1989) for an
evaluation of US aid to Korea.

14 As Kim and Baik (2011, 60) state, “The North Korean threat . .. was psychological and
political, making the South look like a hopeless case of poverty, social anomie, and political
instability that was destined to lose the inter-Korea competition to become the sole legitimate
government of the entire Korean peoples. In 1961, North Korean per capita GNP stood at $160,
twice that of the South, and the gap in economic performance was rising.” On relations with
the US during this period, see Lee (2006).
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3. TENTATIVE REFORMS UNDER THE CHANG MYON GOVERNMENT

Mass student protests against political repression and the blatant rigging of the
March 1960 national elections forced Syngman Rhee to step down. In July 1960,
an election brought the Democratic Party, headed by Prime Minister Chang
Mydn, to power.

The Chang government was committed to a more open and liberal political
and economic system. Rather than hold out hope for Korean reunification, it
vowed to focus on economic development and root out political corruption.

The objectives were closely related: The Democratic Party had long called the
low exchange rate a “disguised subsidy” for cronies who were close to the
government (Yoo 2017, 17). The new finance minister was in favor of liberal
market reforms as a way of ending corruption stemming from the nontransparent
allocation of foreign exchange and government loans.

The United States was relieved that Rhee was no longer in power and
pledged to support the new government in its reform effort.” Under-Secretary of
State Douglas Dillon offered $35 million in assistance if the government agreed to
raise the exchange rate (devalue) and increase transport and electricity rates (to
reduce costly government subsidies and shrink the budget deficit), among other
conditions. Of that sum, $20 million was earmarked to deal with the fallout from
a devaluation, $10 million was set aside for the purchase US agricultural products
to keep food prices from rising, and $5 million was additional defense support.’®

The “Dillon Package” was set out in an October 25, 1960 letter from Dillon
to Chang, with the requirement that the reforms be implemented by March 1,
1961. Although officials worried about the political fallout from these policies,
the Chang government desperately wanted American backing and agreed to the
proposal, working quickly to meet the deadline.” The government devalued the
won in two steps. In January 1961 it devalued from 65 won to 100 won per dollar.
A month later, it devalued to 130 won per dollar. The February 1961 devaluation
was made in conjunction with a major reform of the foreign exchange system.’
The government rationalized the complicated multiple exchange rate system and
began to relax import controls, paving the way for a fully unified exchange rate in
June of that year.

15 As an August 20, 1960 telegram from the State Department to the US Embassy in Seoul
stated, “We have been pleased to note that the Democratic Party recognizes the need for
basic exchange reform. US has long believed that establishment of a realistic unitary rate
system is essential to sound development and stability of Korean economy. US govt attaches
so much importance to this that we expect discuss subject in detail with ROKG [Republic of
Korea Government] in near future” (US State Department 1994, 688).

16 National Security Council document 1068, dated November 1960, stated that a primary US
goal was to ensure that Korea would become a self-supporting economy. To do so, the United
States should press for “reforming the foreign exchange system so as to reduce the tendency
to import and stimulate domestic production for both export and domestic use; normalizing
commercial relations with Japan; eliminating excessive bureaucratic controls; reforming the tax
structure, improving business practices and rationalizing utility rates” (US Department of State
1994, 702).

17 “Having witnessed the influence of the threat of withdrawal of US aid on the collapse of the
Rhee government, the new government’s first concern was to secure American backing by
being highly solicitous of American interests and advice,” Kim (1975, 212) notes.

18 On the politics behind the devaluation, see Ryu (2017).
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The devaluations of 1960 and 1961 significantly reduced the overvaluation of
the won. The black-market premium dropped from near 180 percent to about
30 percent (figure 1), increasing the profitability of exporting. The payoff came
quickly, with exports jumping from $19.8 million in 1959 to $32.8 million in
1960 and $40.9 million in 1961, finally surpassing their 1953 dollar value.” More
importantly, nontraditional labor-intensive manufactured exports started to grow
rapidly in 1963 (Yoo 2017).

The Chang government devalued mainly as part of its anti-corruption
campaign, as it sought to eliminate the rents associated with the currency’s
overvaluation and the government’s allocation of foreign exchange. There was
some hope that the devaluation would stimulate exports but no inkling that it
could fundamentally transform the economy into an export-led growth model.?°

However, the immediate impact of the Dillon package was short-term pain.

In the first two months of 1961, prices rose 15 percent, and industrial production,
which depended on cheap imported intermediate goods, fell.?! The devaluation
hurt the political fortunes of the deeply divided government, which went through
several major cabinet reshuffles during its short period in power and never
enjoyed strong public support. The government was widely seen as inept, and
public dissatisfaction with the country’s situation led to protests.??

19 The main driver of exports was the devaluation, as the exchange rate went from 65 percent
of its realistic value to 98 percent in 1961, according to Brown (1973). Yoo (2017, 14) suggests
that the foreign exchange reform of early 1961 was the initial trigger for the rapid expansion of
exports that continued over the next decade: “It is highly likely that the reform made it possible
for those who had not been in the export business to see for the first time the profitable
export opportunities, which had been hidden behind the veil of complex and distorted foreign
exchange system.”

20 According to Yoo (2017, 17), “The Democratic Party for years had labeled the unrealistically
low official exchange rate a ‘disguised subsidy’ to their cronies by those in power. For instance,
if a politician, by exercising some influence on the relevant ministry, had a certain amount
of government-held dollars be allocated to his political supporter(s) at the official exchange
rate, far below the on-going market rate, it certainly would be an egregious example of
corruption. The Democratic Party had promised to eradicate this source of wide-spread
corruption, if it seized the power. Apparently, it was not even dreamed that the reform would
start the rapid export expansion that eventually led to the great economic transformation
called ‘East Asian Miracle.” Daily newspapers of those days carried no report to the effect
that Democratic Party anticipated or promised an increase in exports, creation of new jobs,
progress in industrialization, and so on as the economic effects of the reform. It seems certain
that the reform of foreign exchange system was meant to be, more than anything else, an anti-
corruption measure.”

21 According to Kim (1975, 212), “The results were disastrous. When the exchange rate changed,
the cost of imports on which the economy depended doubled, producing panic and spiraling
inflation.”

22 As one former official put it, “We had simply let the people shout for political reforms and
further democratization: We didn’t have the time to address domestic political demands while
the entire cabinet was focused so heavily on implementing the Dillon memo” (Satterwhite
1994, 329).
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Figure 1
Black market premium on the Korean won, 1956-70
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Source: Carmen Reinhart, based on Pick’s Currency Yearbook, https:/carmenreinhart.com/exchange-
rates-official-and-parallel.

4. THE INITIAL STANCE OF THE PARK REGIME

After renewed political unrest and street demonstrations by students, a military
coup overthrew the nine-month-old Chang Mydn government on May 16, 1961.
The military authorities under General Park Chung-hee declared martial law and
pledged to oppose communism, eliminate corruption, seek unification, and build
a self-sufficient economy.?*

The military leaders believed the state should bring discipline, stability, and
order to the country. They believed economic development was an essential
priority and brought energy and a sense of urgency to the task. At the same time,
the military leaders “had only the vaguest notions of economics and politics,”
according to Samuel Berger, the US ambassador to Korea at the time (1966, 4).>*

The military government pushed forward with two unfinished initiatives
from the previous administration. In June 1961, it established the Economic
Planning Board, an economic super-ministry designed to streamline economic
policymaking and bypass the old corrupt bureaucracies. A month later, it
released the First Five-Year Economic Plan, which updated the targets and goals
for the Korean economy developed by the previous administration.?®> The new

23 See Kim (1975, 227). Among the many detailed assessments of Park’s government and its
economic policies are Kim (2004), Kim and Vogel (2011), Kim and Sorenson (2011), and Cho
(2019).

24 “The junta’s leaders were bold, nationalistic, and determined to improve conditions in their
country,” Brazinsky (2007, 128) writes. “But at the same time they were truculent, autocratic,
and mistrustful of American advice.”

25 The EPB played a coordinating role above the various ministries that were responsible for
executing policy. According to Kim (2011, 213-14), “It is important to emphasize that the
significance of economic planning lay less in offering a technical master plan of industrial
growth, with intricate modeling of targets and instruments, than in establishing institutional
channels of communication and cooperation and institutional procedures for systematic
agenda formation, resource mobilization, and policy feedback among the EPB, the MoF, the
sectoral ministries, and the auxiliary ministries on an ongoing basis.” Cole and Lyman (1971, 218)
suggest that “the real significance of economic planning was not technical but political,
authorizing the EPB to intervene in other ministries’ affairs and inculcate society with Park’s
brassy ‘can do’ spirit and his daring ‘grow-at-all-costs” strategy.” Even as late as 1964, “planning
as such was definitely not a well-established or influential process in the Korean government.”
It soon became important.
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plan did not emphasize export expansion but “called for constructing a self-
reliant economy through inward-looking import-substitution industrialization”
(Kim and Baik 2011, 75). The government envisioned state investment to build up
heavy and chemical industries to increase national security and end the country’s
dependence on US aid and foreign sources of supply. Given Korea’s enormous
trade deficit and tiny export base, the government thought it easier to replace
imports by expanding domestic production of those goods rather than to try
to make up the gap by exporting more. The plan was to make the country self-
reliant in its ability to pay for its imports, but the plans were formulated “without
due consideration of South Korea’s short supply of capital and technology,” as
Kim and Baik (2011, 75) note.?®

The plan ran into stiff US opposition. American advisers worried that large-
scale investment in capital-intensive production was the wrong strategy for a
poor, low-saving country that had an abundance of unskilled labor and a severe
shortage of capital. US advisers had long argued that Korea should focus on
increasing productivity in agriculture and promoting labor-intensive export
industries. Although they did not envision an export-led growth model for Korea,
they did not think that import substitution was appropriate, given the country’s
circumstances.?

Korea’s military leaders did not just ignore the American advice; they did
not want even to hear it. The US-Korean Economic Coordination Commission
failed to meet from 1961 to 1963. President Park was just as stubborn as Rhee
had been when it came to accepting economic guidance from the United States.
“They were strongly nationalistic and resentful of their dependence on the United
States,” Ambassador Berger (1966, 5) recalled. “They recognized that Korea must
tolerate the Americans, but they resented our advice as interference.”?®

The United States stood in the way of the military’s attempt to pursue
an industrialization strategy based on heavy industry.?° Korea abandoned
a plan to construct an integrated steel mill after the United States refused
to provide financing and blocked a potential loan from West Germany. The
military government tried to bypass the United States and raid the supposed
“idle cash” in Korean banks by freezing all accounts in June 1962. The theory
was that massive unused funds in the banking system could be directed to
state-supported investment projects. US advisers in Korea had not been given

26 As Kimiya (2011, 67) writes, “The military junta initially adopted an autarkic industrialization
strategy known in Korean as ‘inward-looking industrialization.” According to the memoirs
of the people who played an important role in drafting the original five-year economic plan,
“they had the clear intention to construct a self-reliant national economy by investing huge
sums of capital in basic industries.” The export projects were wildly optimistic, and “it is
doubtful that the planners had much of an idea as to how the targets might be achieved,”
Cole and Lyman (1971, 211) observe. “While the original plan mentions the desirability of and
some policy measures for export expansion, it explicitly states that the policy’s priority was
import substitution,” notes Yoo (2020, 23). “Simply, the government did not consider export
promotion as a development strategy in 1961”7 (Yoo 2017, 15).

27 “Rather than directly dictate an export-oriented industrialization strategy, the United States
only voiced its opposition to the inward-looking deepening strategy,” Kimiya (2011, 69) notes.

28 A June 1961 presidential task force on Korea noted that “the new regime will be tough,
determined and difficult to deal with. Its authoritarian and nationalistic stamp suggests
that it will not be readily receptive to US guidance and will seek to a search South Korea's
independence in military, economic and political affairs” (Presidential Task Force on Korea 1961,
35-36). See Park (1999) and Brazinsky (2005, 2007) for the changes in US foreign policy with
respect to Korea during the early 1960s.

29 “Among the various factors that led to the failure of inward-looking development, the most
important was the US government’s opposition,” notes Kimiya (2011, 71).
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advanced warning of the plan, thought it was a terrible idea, and immediately
stopped the disbursement of aid until the government unfroze the bank
accounts, which it soon did.

The military government also considered initiating the local assembly
of automobiles, television sets, and watches through the use of imported
components and assembly kits. These plans were shelved, because they would
have required large amounts of foreign exchange. Not only would the final
products have been of insufficient quality to be exported and earn foreign
exchange, but the imported components would have been expensive and cost
foreign exchange. As a result, the projects would have been a net drain on the
country’s scarce reserves.3°

The military government departed from the US-backed stabilization program
and began to run up deficit spending. As a result, inflation began to pick up, with
wholesale price inflation jumping from 6 percent in 1962 to nearly 30 percent
in 1963 (Yoo 2020). With the value of the won having been fixed since the 1961
devaluations, the Korean currency once again became overvalued, as indicated
by the rising black-market premium (shown in figure 1). The stimulus to domestic
demand led imports to soar, from $316 million in 1961 to $560 million in 1963 (Yoo
2020). With US aid being curtailed, the growing gap between export receipts
and import payments was financed through the steady depletion of foreign
exchange reserves, which fell from $214 million in March 1962 to $107 million by
September 1963.

A food crisis exacerbated the situation. A barley crop failure in the spring of
1963 compounded the effects of the poor rice crop in 1962, putting the country
on the brink of famine. The country lacked the resources to buy sufficient food
from the rest of the world, increasing its dependence on the United States.

Despite the growing balance of payments problems, the government ruled
out any devaluation; the public unrest after the 1961 devaluation was still a recent
memory. To conserve foreign exchange, the government turned to various export
promotion schemes to boost export earnings and more stringent import controls
to restrain spending on foreign goods. In September 1961, it introduced export
subsidies of 3-8 percent, later expanding them to compensate exporters for
the growing currency overvaluation.®' It reduced the tax on export earnings by
30 percent in 1961 and another 50 percent in 1962. In May 1962, it established the
Korea Trade Promotion Agency (KOTRA), to collect and disseminate information
on foreign markets in order to help exporters overcome the difficulty of entering
foreign markets.

30 As Luedde-Neurath (1986, 55, 86) note, “What all these projects had in common was that they
were prestigious, foreign exchange intensive, and likely to neither save nor earn significant
amounts of foreign exchange, while arguably not being urgently necessary. . .. The purpose of
citing the above examples is to show that in its early days at least, the Korean government did
start off down the road towards a questionable form of industrialization involving inessential
projects, excessive commercial credit, questionable technology transfers, and above all a
massive foreign exchange burden.” These projects were quickly terminated because of their
costs rather than perpetuated despite their costs, as might have happened in other developing
countries.

31 “Although it started to promote exports in the face of declining foreign aid, most of the export
promotion measures adopted during that period had the characteristic of ad hoc measures
to offset the disincentive effect of an overvalued exchange rate on exports,” writes Kim
(2019, 13D).
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As the balance of payments situation worsened in 1963, the military
government started clamping down on imports. The government reintroduced
multiple exchange rates through an export-import linking mechanism in which
exporters would earn nontransferable rights to use a portion of their foreign
exchange earnings to buy imports. This mechanism was a way of automatically
tying imports to exports and thus eliminating the need for the government
to allocate foreign exchange among importers. It was also an indirect subsidy
to exports, because the imports could be sold in the domestic market at a
premium.®? However, by the second half of 1963, exporters were allowed to keep
only 20-25 percent of their foreign currency earnings; they had to turn over the
remainder to the government at the official exchange rate. In the first half of
1963, the government slashed the number of automatically approved imports.

In the second half of the year, it suspended the automatic approval system
altogether, so that all imports needed official permission. In November, it required
a 100 percent advance deposit on goods imported on credit.

As Korea’s economic difficulties mounted, relations with the United States
deteriorated. US advisers were dismayed by the economic policy choices being
made by the military government. Even before the problems of 1963 emerged,
the United States was frustrated by the lack of progress Korea had been making
in improving its economy, in particular its inability to become self-reliant.3?

The Kennedy administration came into office prepared to take a tougher
line with Korea, including scaling back aid (Park 1999). The US Operations
Mission (USOM) in Korea reduced economic development grants to Korea from
$178 million in 1961 to $92.5 million in 1962 (Brazinsky 2007).3* Furthermore,

a June 1961 presidential task force noted that “experience has shown the
effectiveness of sanctions based upon withholding of increments of economic aid
as a means of ensuring Korean performance. Accordingly, US influence should be
reinforced by making economic development assistance (as distinguished from
supporting assistance) available in increments which can be withheld in the of
Korean failure to carry out agreed programs” (Presidential Task Force on Korea
1961, 35-36).%°

At the US Embassy in Seoul, Ambassador Samuel Berger and USOM director
James Killen, a tough labor negotiator, were prepared to implement the proposed
strategy of withholding aid. Korea’s precarious economic situation in 1963 put the
United States in a particularly strong position to influence Korean policy. Berger
and Killen began to use aid as leverage to force the military authorities to take

32 As Cole and Lyman (1971, 189) note, “The linking rights in addition gave exporters special
access to import licenses for the most restricted, and therefore the highest profit, imported
goods. These two types of subsidies made possible continued rapid growth of exports in 1963
and 1964, despite the increasingly overvaluation of the exchange rate and the high levels of
domestic demand associated with the inflation.”

33 “Throughout the tenure of Killen and Berger, US pressure for stabilization remained high, which
provoked strong resentment from South Korean officials,” according to Kim (2011, 77). For
American attempts to educate Park on economic policy, see Brazinsky (2005).

34 The USOM oversaw US Agency for International Development (USAID) operations in Korea.

35 A US Comptroller General (1962, 1) report agreed that “the present state of Korean political
and economic sophistication and the history of the aid program over the past years do not
offer any reasonable basis for believing that the formidable task of carrying through the hard
internal measures vital to Korean economic development . .. is within the capability of the
Korean Government without cooperative guidance, forceful support, and effective surveillance
by the United States.”
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two steps they did not want to take: (a) hold democratic elections and return to
civilian government and (b) adopt policies to stabilize the economy and lay the
foundation for growth so that Korea could become self-sustaining.

The first objective was political. The United States did not support the 1961
coup and had long pressed the military to step aside and hold elections to
transition to a civilian government. In March 1963, General Park surprised and
dismayed the United States by announcing not an election date but a referendum
to determine whether the military should stay in power. Berger immediately
suspended aid. A few weeks later, the announcement was rescinded, the election
was scheduled, and the aid was released.

To get the stabilization program back on track, Killen also withheld economic
aid from Korea, including PL480 food assistance at a time when food was in
desperately short supply. In April 1963, Korea agreed to a new stabilization
program to reduce the budget deficit, in the hope of bringing inflation under
control. The government also agreed to dismantle trade controls and eventually
adopt a floating exchange rate. Aid was released, but by July it was clear the
government was not living up to the agreement. Therefore, Killen requested
and received authorization to stop the scheduled disbursement of $15 million
stabilization assistance and to suspend approval of new development assistance
if an August review was not satisfactory.

The International Monetary Fund (IMF) echoed US concerns about the
direction of Korea’s economic policy. In October 1963, after an August staff
mission to Seoul, it suggested that the complex export subsidy and import
control measures were not a long-term solution to the balance of payments
problems, hinting instead that an exchange rate adjustment was needed. “A
more lasting solution to Korea’s payments problem lies not in these piecemeal
incentive measures, but in the attainment of internal financial stability through
sound monetary and fiscal policies, including the establishment of a unified
[exchange] rate at a realistic level,” IMF (1963, 14) staff concluded.*® Korean
officials conceded that the exchange rate was too low for exporters but said
there were no plans to devalue the won because, they argued, doing so would
simply fuel inflation.

Park was narrowly elected president in October 1963. He campaigned
on a “Korea first” policy that recognized that as long as it was dependent on
American aid, the country was not fully sovereign. In a campaign book, The
Country, the Revolution and I, Park (1963) set out his vision for Korea to become
a modernized, industrialized nation. Korea was only “nominally” independent, he

36 The IMF (1963, 16) concluded in a diplomatic way, “While appreciating the constructive efforts
made by the Korean authorities, particularly as regards stabilization, the staff team noted that
in order to serve the economy well, the exchange rate should be fulfilling more adequately the
purposes of promoting exports and restraining imports. . .. The staff team observed further
that the present restrictive system appeared to be too complex and tended to cause various
economic distortions. ... As more significant expansionary pressures have been generated,
the resulting price movements have tended to make the [exchange] rate less representative of
the true price relationships between the country concerned and the rest of the world. In this
sort of situation and in the absence of a large cushion of international reserves, it is difficult to
maintain an exchange rate solely by tightening restrictions [on imports] and by using special
devices [to support exports].”
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wrote, because half of the government’s budget came from the United States.?”
As he put it (Park 1963, 21):

Just imagine one person depending on another for half, or more, of his living
expenses for ten years or twenty years; having no other reason for so doing than
that the other person once helped him or is still helping him or that he has no
ability to help himself. ... For twenty years we have kept our house in this manner!
One full generation has passed! Are we to sit down and spend our livelong days
like this forever? Are we to stand by and watch, without any resolution or courage,
this process with indifference? What would we do if US aid were cut off tomorrow?

Park (1963, 22) confessed that “our government would have to instantly
close down if US aid were withheld or withdrawn.” Something had to be done
to “preserve our self-respect as a sovereign nation.” Park (1963, 35) believed
that the construction of “an independent economy and to achieve economic
self-sufficiency” was “a task that must be accomplished, at all costs.” By self-
sufficiency, he did not mean autarky but simply that the country could pay for
the imports it needed with export earnings rather than US aid.

5. THE 1964-65 POLICY CHANGES

In January 1964, a new civilian government under President Park took over, with
the hope of addressing the country’s seemingly intractable problems: rising
inflation, a dire food shortage, and falling foreign exchange reserves, all of which
reinforced the country’s dependence on American assistance.

Having ensured the return to a civilian government, US officials were now
ready to push Korea into making what it saw as long-overdue changes in
economic policy. A January 21, 1964 telegram from the US Embassy in Seoul to
the State Department stated, “We are forcing or trying persuade ROK [Republic
of Korea] Govt to make number of difficult decisions during first half this year: A
tough economic stabilization program alongside reduced US aid; a ROK-Japan
settlement; and devaluation.”%®

In February, the government revised the First Five-Year Plan and noted the
importance of increasing manufactured exports. A few years earlier, the idea
of expanding such exports would have seemed farfetched, but it now seemed
feasible, in light of their rapid growth after the devaluations of 1960-61.3° The
attention paid to exports reflected recognition not just of their contribution to
the economy but of their political importance as well. Because Korea’s ability

37 Park (1963, 21-22) wrote, “Though nominally independent, the real worth of the Republic of
Korea, from a statistical point of view, was only 48 percent . ... In other words, the US had a
52 percent majority vote with regard to Korea, and we were dependent to that extent.” Kim
(2004, 98) notes, “In campaigning for Korea’s autonomy, free from US intervention linked to
foreign aid, Park set about systematically eliminating US influence on Korean Government
affairs.”

38 See https:/history.state.gov/historicaldocuments/frus1964-68v29p1/dl. On February 13, 1964,
the embassy reported, “In the economic sphere, the primary goal for 1964 should be the
pursuit of sound monetary and fiscal policies and the stabilization of price levels. The exchange
rate will have to be adjusted to a realistic level some time not later than mid-summer 1964.”

39 As Yoo (2017, 15) notes, “The government did not consider export promotion as a development
strategy in 1961. . .. This revision of the First Five-Year Economic Development Plan is clear
evidence that the policy switched to export promotion was inspired by the rapid export
expansion that had begun earlier.”
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to import still depended on US aid, the United States had been able to use
its economic leverage to force the military government to step down in 1963.
President Park wanted to ensure that the government would never be in such
a position again, which meant increasing exports enough to pay for imports.
Korea’s exports had been growing rapidly since 1960, but they started from a
very small base and still only generated enough foreign exchange to pay for
15-20 percent of the country’s imports.

Despite the growing overvaluation of the won since the 1961 devaluation,
the Park government still resisted any devaluation, on the grounds that it
would exacerbate inflation. But with foreign exchange reserves having fallen to
precariously low levels and the United States holding back tens of millions of
dollars in potential aid, the Park government could not avoid having to make
some adjustments to policy.

In March 1964, President Park, Ambassador Berger, and Director Killen
agreed to establish a joint task force to design a new exchange rate system.*® Of
course, the two sides disagreed on the details. The United States wanted a large
devaluation, from 130 won per dollar to something like 285 or even 300, followed
by the adoption of a floating exchange rate.! The Koreans wanted a much
smaller devaluation to a new fixed rate.

At the end of March, Berger and Killen held up another tranche of economic
aid but offered additional support if policies were changed, much like the Dillon
letter of 1961. If Korea devalued its currency and adopted a flexible exchange
rate, the United States promised $30 million in immediate assistance and release
250,000 tons of wheat. At the end of April, Korea agreed to do so.#?

On May 3, 1964, Korea announced a devaluation from 130 to 255 won
per dollar, somewhat less than what American officials had proposed. It also
notified the IMF that it was planning on adopting a floating exchange rate.*?
Secretary of State Dean Rusk praised the devaluation as “an important step
toward the strengthening of Korea’s foreign exchange earning capability and
the establishment of equilibrium in her external accounts. ... A new basis now is
being laid for investment in industry, expansion of exports, rising employment,
and the broad economic and social progress which Korea’s energetic and
capable people can achieve” (US Department of State 1964, 809). In Korea,

40 Joo (2017) provides an excellent account of the negotiations and discussions on the Korean
exchange rate during this period.

41 In January 1964, Professor Irving B. Kravis of the University of Pennsylvania completed a report
for USAID on economic reforms in Korea, indicating that it should revise its exchange rate to
240 won per dollar to account for inflation since the 1961 devaluation (MacDonald 1992, Joo
2017). C. Fred Bergsten, then a young staffer at the Department of State, made the exchange
rate calculation.

42  This outcome was largely the result of negotiations by James Killen. As Cole (2014, 148-
49) recalled, “Killen had negotiated a very tough stabilization program with the Korean
government. He had forced the Koreans to agree to a large devaluation in May and a very
tight money supply target for the end of the year. One of his bargaining chips was to hold
up shipments of PL480 food supplies in the face of a severe food shortage following below
normal rice and barley crops.”

43 The Korean statement to the IMF noted, “Although recognizing as the ultimate goal, the
establishment of a realistic fixed unitary exchange rate, we believe that Korea’s present
circumstances require a flexible rate system for the time being. These circumstances are the
need to substantially increase our export and other external earnings in order to maintain
the necessary imports for a reasonable level of economic growth and to adjust to a gradually
declining volume of foreign assistance” (IMF 1964, 1).
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however, the devaluation was widely denounced—in the press, in business circles,
and in the National Assembly. “A major South Korean newspaper contended that
the devaluation would lead to a ‘vicious price spiral,” Brazinsky (2007, 145-6)
reports, “while members of the assembly called the decision a ‘complete mistake’
and contended that it would cause the people great hardship.”+*

The 1964 devaluation was the first step in what proved to be a decisive shift
in Korean economic policy. US pressure also got Korea to open negotiations
on normalizing relations with Japan. Even though normalization promised
to increase bilateral trade and bring in investment, such a step was deeply
unpopular in Korea because of resentment of Japanese colonialism in the past
and fear of Japanese domination in the future. When news of the negotiations
was made public, massive anti-government demonstrations led to the suspension
of the talks and the declaration of martial law.

With protests in the street and his government beset by political factions
jockeying for power, Park reshuffled the cabinet. Whether by luck or by design,
he brought in reformers who would change the direction of economic policy. On
May 9, 1964, less than a week after the devaluation, Park offered the position of
deputy prime minister and minister of the economic planning board to Chang Ki-
young. The chief executive officer of the newspaper Hankook /lbo and a former
director of research and deputy governor of the Bank of Korea, Chang had just
led the delegation that had been negotiating with Japan. Although he lacked any
formal training in economics, Chang was a highly effective administrator who was
known as “the Bulldozer” for his ability to get things done.*®

In offering him the position, President Park asked, “What are the problems
of the Korean economy now and how should they be resolved?” Chang replied,
“Give me one night to think about it” (KDI 2016, 181). Chang immediately reached
out to Kim Chung-yum, an economist and a former vice minister of finance
(1962-63) who had worked with him on the March-April mission to Japan.*®¢ At
one point during the Japan trip, Chang suggested that Kim prepare a report on
the future of the Korean economy. Kim wrote a paper arguing that Korea needed

44 As Kim (1991, 107) reports, “When the exchange rate reform was announced in 1964, some in
the business community, particularly powerful, large business groups, expressed opposition
to the reform. Although both export and import-substitute industries could gain by the
devaluation, large business groups opposed it because they preferred to operate under
extensive controls rather than under a realistic exchange rate and relatively free-market
situation.” Some businesses highly dependent on imported raw materials also opposed the
devaluation.

45 For example, in 1963, when food shortages pushed domestic prices up, Chang managed
to import 100,000 tons of wheat from Japan and use some of the profits to fund Park’s
presidential campaign (KDI 2016). Chang had also worked to turn the Bank of Joseon into the
Bank of Korea, the country’s central bank, and worked with Professor Arthur Bloomfield from
the University of Pennsylvania on the transition.

46 Kim began his career at the Bank of Korea, where he helped set up the bank’s New York office.
He received training at the Federal Reserve Bank of New York and later earned a masters’
degree in economics from Clark University in Worcester, Massachusetts.
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to “promote export-led industrialization, like Japan, in order for our economy to
survive” (KDI 2016, 430).4

After meeting the president, Chang called Kim and asked him the same
question that Park had asked. Kim promised to prepare a brief memo and
meet him at 6 a.m. the next morning to discuss it. In the memo, Kim repeated
his view that Korea needed to stimulate export growth and adopt market
liberalization policies to receive IMF support and other foreign loans.*® As Kim
(KDI 2016, 181) recalled:

the problems with the Korean economy at the time and the proposed

solutions were identified quite clearly in the IMF report. ... The IMF’s policy
recommendations for Korea included rationalizing exchange rates and interest
rates, trade liberalization, and lowering tariffs. In other words, it recommended an
economic restructuring that suited the market. Even though the policy changes
were needed, the ministries were too afraid to drive them forward. Because of
opposition by businessmen and the media, the Ministers could not carry out any of
the IMF’s recommendations.

Chang was referring to the previously discussed IMF staff report from
October 1963, which called on Korea to scrap its complex system of import
controls and export subsidies and adopt a unified exchange rate.

In essence, Kim believed that the government would have to get rid of “the
three lows”—the low exchange rate, the low interest rate, and low grain prices—
as well as reform the foreign exchange system. The devaluation had already
raised the exchange rate; getting rid of low interest rates and low grain prices
would be deeply unpopular. Kim warned Chang about the political challenges of
implementing such policies: “Raising interest rates will anger firms that borrow a
lot, raising the exchange rate will anger importers, and lowering tariffs will anger
domestic manufacturers,” Kim warned (KDI 2016, 18). “Eventually, the entire
business world will protest the policies. Plus, the National Assemblymen will join

47 As Kim (2011, 122-23) recalled, “While | was in Tokyo for a month during the negotiations, |
met Chang Ki Young nearly every day to talk about the ongoing negotiations. Between our
meetings, we talked about Japan’s economy, and the future of Korea’s economy. During one
of our conversations, Chang thought that it would be a good idea if | prepared a report on
the future of Korea’s economy, which he would cite during a meeting with President Park. In
thinking about the report, | reflected on the economies of the US and Japan as models. . ..
Korea was like Japan, having similar economic characteristics as Japan. It only made sense
that Korea’s economy should go in the way of Japan’s. It was not enough to develop industries
through import substitution. Korea had to pursue an export-oriented industrialization policy,
focused on development of its own heavy and chemical industries to foster high tech
industries.”

48 As Kim (2011, 124) wrote, "At the time, the IMF was pushing for market liberalization policies
that sought to lower trade barriers, liberalize foreign exchange and interest rates, and
deregulate trade. But the government pushed back, since it knew the economic impact of
such policies would be widely felt, leading to a backlash from business. But | believed market
liberalization policies were necessary despite the challenges to improve the industrial base, to
promote export-oriented industrialization, to enhance global competitiveness, and ultimately,
to drive economic development. So | prepared a report focused on liberalization policies.”
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them and intelligent media editorialists will criticize the policies . .. it will be very
difficult.” Chang replied, “Mr. Kim, | will do it. | will be sure to get it done.”#®

Chang then briefed President Park about the importance of promoting
exports and implementing market liberalization policies that were “urgently
needed but also were difficult to implement due to the possible adverse effects
of liberalization on protected domestic industries.” Chang also warned the
president, “It is imperative that you do not change your mind about the policies
after we embark on this process. If you stop the reform because business and
industry protest it, it will be better not to have started at all.” Park is reported to
have replied, “Absolutely. | will do as you say to the end” (KDI 2016, 18).

Chang accepted the positions as deputy prime minister and head of the
Economic Planning Board (EPB) and dominated economic policymaking over
the next three years.>° His ability, charisma, and self-confidence won the strong
support of President Park and made the EPB the powerful epicenter of economic
policymaking. Chang reported directly to the president and controlled all
major appointments to the economic agencies, most importantly the Ministry
of Commerce and Industry, where export policy and import policy would be
developed and implemented. Chang recruited an economic reform team to help
introduce sweeping policy changes. Two key members of the team were Park
Chong-hoon and Kim Chung-yum, who were appointed minister and deputy
minister of commerce and industry, respectively.”

Export Promotion

After the cabinet reshuffle in May 1964, the country’s top economic officials all
agreed on the overriding importance of promoting exports. Many of them had
experience working in Japan and saw that country’s export success as a model
to emulate.®? Once in office, Park Chong-hoon, who became known as “the

49 Chang told him, “I am only willing to join the president’s cabinet as deputy prime minister, not
as a minister. I am also not willing to join the cabinet unless certain conditions are met. | need
to be given full control over economic policy matters, and allowed to pursue my economic
policy agenda. If | am given unfettered authority, | am sure that | will successfully implement
the market liberalization policies you suggested” (Kim 2011, 125).

50 According to Cole and Lyman (1971, 46), Chang was “practically given carte blanche in shaping
and directing economic policies over the next few years.” Kim (2011) and Rhee (2019) examine
some of the bureaucratic and institutional reforms pertaining to economic policy during this
period.

51 After returning to Korea from Japan, Kim Chung-yum became a professor at Yonsei University.
He was scheduled to teach courses on foreign exchange and international trade in the spring
semester of 1964. “On June 12, while | was busy preparing my lecture for my new teaching
post at Yonsei University, | was unexpectedly appointed as the Vice Minister of Commerce and
Industry without any prior information or notice,” Kim (2011, 127) recalled.

52  “Watching Japan, one of our closest neighbors, achieve remarkable growth through exports,
we referred to its export promotion polices a lot. The fact that Japan was right next to us, and
became a model of growth from the ashes of war, was helpful to us,” noted Hong Sung-jua,

a former deputy minister of commerce and industry who was one of the main figures who
implemented the export-led strategy (KDI 2016, 432).
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export minister,” began speaking of an “export first” strategy. In June, he urged
President Park to lead the country in an export drive.5?

The reform team immediately went to work to sustain the growth of
exports. In June 1964, the Ministry of Commerce and Industry announced a
“Comprehensive Export Promotion Program” to help exporters sell more in
foreign markets. Of course, what really helped boost the competitive position of
exports was the May 1964 devaluation. The Park government had set the goal
of reaching $100 million in exports in 1964, up from $87 million in 1963. Within
government circles, the target was $120 million, which seemed an unrealistic
reach. Government clerks worked feverishly with abacuses tabulating the closely
monitored incoming data on export sales to see if the target might be met.

On November 30, 1964, South Korea’s exports hit the $100 million mark. The
next day, the commerce minister reported the news to President Park, who shed
tears at the achievement. (Ever since, November 30 has been commemorated
as “Export Day,” although it was renamed “Trade Day” in 1986 to acknowledge
the importance of imports.) A month later, on December 31, Chang called the
president to report that the goal of $120 million in exports had been reached.

This achievement convinced President Park that an export promotion
strategy could work. He therefore committed himself to that strategy. In a
January 1965 address, he announced that the three highest national priorities
were increasing production, increasing exports, and increasing construction.

He urged the country to take exports to a new level, not only because of their
economic importance in generating foreign exchange but as the best way to
secure political and economic independence. The government began promoting
slogans such as “exports alone promise a way to economic self-reliance”

and “exports as the yardstick to measure the sum of our national strength”

(KDI 2016, 432).

On Commerce Minister Park Chong-hoon’s recommendation, the government
upgraded a longstanding export promotion committee to a high-level export
promotion and expansion committee. Its first meeting was held in February 1965;
President Park presided over the two-hour export promotion meetings, convened
at the Blue House, the president’s office and official residence, every month
thereafter, until Park’s assassination, in October 1979. The meeting included
representatives from government agencies (including the economic ministries,
the central bank, and the Korea Trade Promotion Agency) and executives from
major businesses (industrial firms, chambers of commerce, and banks and

53 He reportedly pleaded with President Park that “exports are the only means to save us.
| believe, from now on, we as a nation must strive to implement the export-first policy by
designating it as the supreme priority of the nation. And | urge you, Mr. President, that you
lead us as the Supreme Commander. | also urge you to encourage us as well to eradicate
bottlenecks [to facilitate exports]” (Kim 2004, 115). As Kim (2011, 130) recalled, “When | was
appointed the Vice-Minister of Commerce and Industry in early June 1964, export-oriented
industrialization polices were needed to compete in the global economy. It was imperative for
countries to overcome the limits of small and saturated domestic markets. The implementation
of import substitution-based protectionist measures such as an overvalued exchange rate
policy, restrictions on foreign trade or foreign exchange, differential duties, and subsidized
interest rates, made import-substituting industries more profitable than export industries. This
was the main reason for the weakness of export industries. Therefore, market liberalization
policies including exchange rate and interest rate liberalization, import liberalization, and
lower tariffs, were required to increase exports by selecting the technologies and production
methods appropriate for the economic conditions characterized by abundant labor and
inadequate capital, thereby, securing a comparative advantage in labor-intensive products.”
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financial institutions). Its main purpose was to exchange information about the
state of exports. Businesses would report on the problems they had exporting,
which government officials were expected to solve. Officials would discuss
various export promotion policies, including reducing red tape and improving
infrastructure to facilitate exports, and report on whether export targets

were being met.

The participation of President Park in these monthly meetings demonstrated
the importance and urgency of the export drive as a national goal. His presence
sent a strong signal to other government officials and top business leaders
about the overriding importance of increasing exports.>* The government set
up “indicative targets” to encourage and pressure exporters to sell more. High
export achievers received prestigious awards presented by the president himself.
“The Korean government was successful in creating a social atmosphere in which
contributions to exports were considered to be something good for society and
even patriotic,” SaKong (1993, 39) notes.>®

Of course, official targets and presidential exhortations to “export more”
could only go so far without concrete measures.>® The government unveiled
a series of export incentives between January and March 1965 that gave a
concerted push to the export drive. The most important policy was special credit
for exporters at discounted interest rates. At the time, the commercial lending
rate was 16.5 percent while that for exports was set at 6.5 percent, a spread that
later grew.”” The government also introduced “wastage allowances”—allowing
exporters to import more raw materials and intermediate goods than needed
for exports, allowing them to resell the extra amount at a premium in the
domestic market—as another way of increasing the profitability of exports. These

54 In evaluating the reasons for the success of Korea’s export-oriented policy, Hong (1979, 58)
argues that “one should not fail to note that the single most important factor has been the
leadership, determination, and devotion of President Park to the cause of ‘nation-building by
export.”

55 Cole and Lyman (1971, 190-91) note that “all parts of the Korean government apparatus that
could be of any help work recruited for the export drive. Political leadership made it clear that
performance would be judged and what an individual or an agency had contributed to the
growth of exports. In a relatively authoritarian, achievement-centered bureaucracy such as
Korea’s, these can be powerful stimuli. ... Not only are the Korean exporters always get the
immediate and close attention of the president, but the successful ones are regularly honored
with merit medals. As a result, anyone who has accumulated wealth via export activities is
almost considered a patriot and is assured that he has the blessings of the government. This
has an immense psychological impact in a society which still caries remnants of traditional
Confucianism. This honor and encouragement bestowed on exporters has undoubtedly helped
channel the best of the entrepreneurial class in Korea into export activities.”

56 As Krueger (1979, 98) notes, “The targets were implemented in a variety of ways. In the first
instance, fulfillment was the responsibility of the Ministry of Commerce and Industry, and an
‘export situation room’ was established to monitor export performance. Targets were signed
to industrial associations, firms, and regions on exports were at or above their target levels,
few changes were initiated. If, however, exports begin lagging for particular sector, efforts
were initiated to rectify the situation. Measures extended all the way from the threats (and
presumably implementation) of sanctions to provision of additional incentives and government
measures to remove bottlenecks.”

57 As areport by the Korea Development Institute (KDI 2016, 107) indicates, “An almost
unlimited supply of short-term credit to exporters at such a preferential interest rate was an
enormous incentive for exporters in the economy in which credit was tightly controlled by the
government and access to banking institutions was not easy.”
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incentives were provided in a neutral matter across all exporting industries. All
exports were considered good and policymakers adhered to what Krueger and
Yoo (2002, 608) called an “export theory of value.”

The United States, which had always wanted Korea to export enough to pay
for its imports and end its dependence on American aid, strongly encouraged
these efforts. The relationship between the Korean government and US economic
advisers improved dramatically after the May 1964 devaluation and cabinet
shakeup. Policy changes in Korea, and personnel changes on both sides, helped
create a new atmosphere of collaboration, and the relationship shifted from
antagonism and criticism to cooperation and encouragement. On the Korean
side, the cabinet reshuffle that brought Chang Ki-young to power also led to the
replacement of military officials with civilian technocrats in economic positions,
many of whom had been educated in the United States (Cole and Lyman 1971).58
In August 1964, Joel Bernstein, who had earned a Ph.D. in economics from the
University of Chicago in 1956, replaced James Killen as USOM director. The
new US team was less concerned about stabilization, such as meeting inflation
targets, and more interested in longer-term structural reforms.>® With Korea
having devalued its currency and begun to focus on exports, the two sides were
in basic agreement about the direction of Korean policy. As a result, the US
stance changed from one of withholding aid to force Korea to change its policy
to offering additional aid when Korea moved in a direction that the USOM team
approved.®® The US advisers and Korean officials forged a close partnership on
economic policy.®

In particular, the United States welcomed the government’s efforts to boost
exports. For three years, Amicus Most, an American consultant hired by USOM,
worked on export promotion in Korea. He believed that “correcting the balance
of payments situation is of such paramount importance that a major effort to

58 Brazinsky (2007, 132) reports that “under intense pressure from the United States, the Park
government replaced many of its more nationalistic economic advisers who came from military
backgrounds with civilian economists, many of whom were Western trained and who worked
well with American advisers in Seoul.”

59 The USOM built up a strong team of advisers to work with their Korean counterparts in
formulating economic policies. The brought in leading American academic economists as
short-term consultants, including Edward Shaw and John Gurley from Stanford and Hugh
Patrick from Yale on financial sector development. Other advisors included Richard Musgrave
on tax policy, Peggy Musgrave on trade policy, Ronald McKinnon on tariff policy, Robert Aliber
on exchange rate policy, and Gustav Ranis and John Fei on labor market policies.

60 “Instead of berating them for their incompetence, we began to encourage their best efforts
and praise their accomplishments. Instead of insisting on better performance on their part so
that US assistance could be reduced, we said that ‘if you will do more we will try to do more
and get others, such as the Japanese and Europeans, to contribute more also,” David Cole
testified (US House of Representatives 1978, 45). See also Cole (2014).

61 “The EPB’s building was next door from the USOM in downtown Seoul, and the geographic
proximity of the two institutions facilitated interaction between their personnel,” writes
Brazinsky (2007, 142). “The assistant director of the EPB credited American advisers with
introducing concepts such as present value and the floating exchange system ‘to the extent
that we were adept and skilled it was from the beginning because we were next to our family
teacher the USOM. One American called them ‘blood brothers.”



WP 21-14 | SEPTEMBER 2021

23

increase exports is essential” (Most 1966, 1).52 US advisers did not object even to
some unorthodox policies, such as the low interest loans to exporters.®®

President Park and his top economic leadership were thus united in their
determination to increase exports. With US advice and assistance, the Koreans
formulated the policies to do so and implemented them.®* The growth of exports
after the 1960-61 and 1964 devaluations gave Korean officials confidence that
sustained export growth was possible. As Yoo (2020, 23) points out, at least in
the beginning, export growth led to the adoption of the export promotion policy,
not the other way around.

Foreign Exchange and Import Liberalization

The export drive was relatively uncontroversial; the process of opening up
the foreign exchange market and easing import restrictions was much more
politically sensitive and therefore more contentious. This process was drawn out
over four years, 1964-67.

In his memoirs, Kim (1994, 39) explains how he, as deputy minister of
commerce and industry, helped simplify the foreign exchange allocation system:

| started by canceling the export-import link system that was in effect at the

end of 1964. Next, | increased the number of automatically approved import
items, which stood at zero in June 1964, to 8.0 percent of total items approved
for import during July-December 1964 and to 62.7 percent in December 1965.

| delegated the administration of import approval to the Bank of Korea. In
November 1964 | eliminated many import quota items to lay a foundation for the
single floating exchange rate. Finally, in January 1965, as a preliminary measure
for the implementation of the floating exchange rate, | eliminated outdated

62 “Korean businessmen had little or no contact with the outside world, and were unfamiliar
with markets, market research, and methods of doing business abroad,” Most (1966, 5)
reported. “Korean industry, with some exceptions, was inexperienced in the requirements
of quality, design, packaging, specifications and price that would enable them to compete
internationally.” Most introduced Korean exporters to potential foreign buyers and helped
educate them about how to produce the higher-quality products that were in demand in
foreign markets.

63 According to Cole (2014, 157), Bernstein invited his friend Amicus (Mickey) Most to advise the
Koreans on export promotion. “Mickey worked with the Ministry of Commerce and industry
to formulate a program that called for quickly available low interest bank loans and easy
access to raw materials for exporters as a stimulus especially to manufactured exports. When
I went over to the Ministry of Finance to meet with the minister and senior staff to discuss the
proposed program | asked if they had any problems with it they indicated that they did not. . ..
| later learned that the Ministry of Finance was surprised that we had approved to low interest
loan aspect. They had counted on us to reject it, as the previous USOM leadership would have
done, and so rather than taking a position that might be unpopular with the president or the
DPM they have not indicated their opposition to me. . .. | personally believe that an all-out
program to promote exports was a good thing for their next few years and that credit and raw
material provisions were key components of its success.”

64 “Rather than a product of foreign technical advice, the national export promotion drive was
a result of internal Korean perceptions of their need to become economically independent
and to avoid too much reliance on the United States,” Steinberg (1982, 99) notes. Bernstein
emphasized the following point: “No one but Koreans could or did do the job—from
the establishment of policies and programs through their execution. The United States
did, however, provide financial, technical, and moral support that was a critical factor in
encouraging and supporting Korean actions. Such supportive action by a foreign agency can
only succeed in its purposes if there is a wide measure of common understanding and support
for the operational goals involved and also adequate levels of mutual confidence” (US House of
Representatives 1978, 41-42).
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policies, including export subsidies, the import-export link system, and the barter
system with the exception of barter specified in trade treaties. The floating
exchange rate was finally implemented on March 22, 1965, when the conditions
were deemed right.

A slew of regulations and previous policies of import repression, all motivated
by the need to conserve foreign exchange, were swept away or relaxed in moving
toward a more open (if still restricted) system related to foreign exchange. Even
so, US officials believed that Korea was moving too slowly toward a flexible
exchange rate after the 1964 devaluation (Joo 2017). The IMF provided technical
assistance to facilitate the transition and approved $9.3 million in standby credit
at the time of the devaluation.

In March 1965, the government unveiled an open market for foreign exchange
certificates and the adoption of a flexible exchange rate, which had been
promised a year earlier. Under the system, exporters would turn over their foreign
exchange earnings to the Bank of Korea and receive certificates of equivalent
value that were fully tradable at a market-determined rate.

The price of exchange certificates immediately depreciated from 255 to 272
won per dollar. The black-market premium completely disappeared (see figure
1. The government announced that the won could depreciate further but would
not be permitted to appreciate (i.e., fall below 255 won per dollar). However,
the government never really accepted a pure floating rate and soon intervened
to stabilize the exchange rate at 270 won per dollar. It did not, however, return
to a hard peg, allowing the won to depreciate steadily in line with higher
Korean inflation.

Under the new system, exporters could retain or sell all of their foreign
exchange earnings at a competitive exchange rate. The move marked a big
change from the export-import linkage in which only exporters had access to a
limited amount of foreign exchange at an overvalued rate. Henceforth, exports
were to be promoted by indirect policies, including easy access to credit, duty-
free imported raw materials, and tax exemptions rather than export subsidies or
preferential access to foreign exchange, both of which were abolished.

As a result, the government no longer regulated imports by controlling the
allocation of foreign exchange; the quarterly foreign exchange budgets, which
made allocations to particular importers for particular products and amounted
to specific quantitative restrictions on imports, were no longer necessary.®®
Jones and SaKong (1980, 96) argue that the change in incentives that came with
ending privileged access to foreign exchange was an important factor behind the
acceleration in economic growth:

If you can make 100 percent in a few months with little risk, through privileged
access to foreign exchange, there is little point in devoting effort to the difficult
and complicated task of exploring export markets and putting together

65 “Since import control by QRs [quantitative restrictions] had tightened severely during the
previous two years of foreign exchange crisis, the initial loosening in 1965 was not much more
than a return to the pre-1963 level of import control,” notes Kim (1991b, 46).
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internationally competitive productive combinations. The exchange rate reforms
closed out the zero-sum sources of rent, reduced opportunity costs, and drove
rent-seekers into productive positive-sum activity.®®

As Cole and Lyman (1971, 89) put it, the simplification of the foreign
exchange regime “signaled the government’s willingness to provide incentives
and opportunities for the private sector as a whole and to dismantle the complex
set of controls and licensing system that had played such an important part in
the corruption of government and business under the Rhee regime.”®” As a result,
the incentives for business activity shifted from securing rents to earning profits.
These administrative policy changes had large incentive effects for exports.

Initially, major businesses denounced the exchange rate reform. “When the
exchange rate reform was announced in 1964, some in the business community,
particularly powerful, large business groups, expressed opposition to the reform,”
Kim (1991c, 107) notes. “Although both export and import-substitute industries
could gain by the devaluation, the large business groups opposed it because
they preferred to operate under extensive controls rather than under a realistic
exchange rate and relatively free-market situation.”

Under normal circumstances, the Ministry of Commerce and Industry might
have been expected to resist reform because of its close ties to businesses
that benefited from the status quo and feared import liberalization. But the
top economic officials rarely consulted business in making key decisions and
largely ignored these concerns.®® To the extent there was a problem it was within
the bureaucracy. Kim (1994, 40) recalled his efforts to explain the rationale
for the more open policies and change attitudes of staff at the Ministry of
Commerce and Industry:

| was filled with a sense of accomplishment practicing those policies | believed

in. To solve the inherent conflicts [within the ministry] | held directors’ meetings
every morning, explaining to them the background theories for trade liberalization
as well as the founding motives, goals, and functions of the International
Monetary Fund and the General Agreement on Tariffs and Trade. | emphasized
that we needed to take a step toward liberalization despite the uproar within the
business sector.

The 1965 initiatives—the depreciation of the won, the more open foreign
exchange market, the provision of cheap credit to exporters—helped push

66 The new policies changed the rules of the zero-sum game under the Rhee government, “with
the elite seeking access to the limited foreign exchange that would allow them to become
wealth”; under Park “it was a positive-sum game, because there was a virtually unlimited
supply of investment opportunities” (Steinberg 1982, 98).

67 “The restrictive system of import quotas and the manipulation and control of scarce banking
resources had together formed the backbone of a mutually corrupting and mutually profiting
system of cooperation between a limited number of businessmen and government officials,”
Cole and Lyman (1971, 93) note. “In the reforms of 1964 and 1965, both of these systems
collapsed, to the vain cries and behind-the-scenes maneuvering of those who had long lived
by them.”

68 As Brazinsky (2007, 142) notes, “US and Korean economists made crucial decisions about
economic policies with little or no popular input.”
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exports from $120 million in 1964 to $175 million in 1965.%° While it is difficult to
quantify the impact of each policy change, much of what was done in 1964-65
was simply improving the incentive to export.”? “The export success of the 1960s
and 1970s was basically due to the removal of impediments to trade, namely, the
complicated foreign exchange system and the negative effects on export of the
protectionist import policy,” Yoo (2020, 27) concludes. “Once the impediments
were removed, the economy began realizing its huge export potential, which had
been left unexploited until then.”

Two other major policy changes in 1965 supported the export drive: the
normalization of relations with Japan and the liberalization of interest rates. Both
were unpopular at home but supported by US advisers. Both ultimately proved
beneficial to the Korean economy.

In June 1965, Korea concluded an agreement with Japan to normalize
diplomatic relations. As a result, bilateral trade grew rapidly, and Japanese loans
and investments gave Korea access to more foreign exchange. The United States
had long supported this step and rewarded Korea with $300 million in additional
aid and $200 million in credit assistance.

In September 1965, Korea lifted interest rate controls that had depressed
savings and financial development. The cap on deposit rates was lifted from
15 percent to 30 percent and that on loan rates was raised from 16 percent to
26 percent, though the rate on export credit remained 6.5 percent. The result
was a dramatic increase in private savings, which were channeled through
the banking system and produced an astonishing increase in investment that
further propelled exports. Gross domestic investment rose from 15 percent of
GDP before the reform to more than 25 percent of GDP after, reaching nearly
30 percent by 1969.”

Further trade policy changes came in 1966. When Kim became minister of
finance in January of that year, he sought to reduce tariffs and gain Korea’s
admission to the General Agreement on Tariffs and Trade (GATT). Korea’s tariff
code had not been revised since the 1950s, because duties had not been an
important source of revenue or a way of protecting domestic industries. However,
as the quantitative controls on imports were eased, tariffs became more

69 The range and destination of Korean goods sent around the world also expanded. For example,
in 1960, South Korea exported 65 products to 20 countries. Five years later, it exported
621 products to 76 countries. In those five years, the share of manufactured exports in total
exports rose from 18 percent to 62 percent (Most 1969).

70 Cole and Lyman (1971, 191) note, “It is difficult to estimate the real value of the various export
incentives and even more so the significance of direct government efforts to promote exports.
The combination of low interest rates, easily obtained loans, no restriction in imported inputs,
tax exemptions and reduced public utility rates, which are available to the exporter producer,
would all have to be compared with the actual or imputed costs incurred by nonexporters.
These are not accurately measurable. Any result would most likely be misleading and less
useful than a simple suggestion that the incentives and encouragement given to exports were
sizable and effective.”

71 See Kim (1991c, 152). Westphal and Kim (1982, 215) argue that “these reforms were instrumental
in financing the higher investment rates required to accelerate GNP growth.” The financial
reform originated in a report from three leading US academics—Edward Shaw, John Gurley,
and Hugh Patrick. Their June 1965 report recommended raising interest rates and relaxing
credit controls. A meeting between Edward Shaw and Chang Ki-young in late September 1965
helped convince Chang to endorse the recommendations. He then sold these ideas to the
president and the National Assembly, and the reforms were implemented by the end of the
month (see Cole and Park 1983).
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important. Here, US advice ran up against strong domestic opposition and was
not ultimately taken. Ronald McKinnon of Stanford University, on contract from
USAID, proposed a uniform across the board tariff of 20 percent, with a limited
number of industries protected at 90 percent. Domestic industries, particularly

in agriculture, protested that such a step would bring irreparable harm; exporters
did not push for tariff reductions, because they already had duty-free access to
foreign-produced inputs. Opposition by business groups led to a stalemate in the
interagency tariff-setting process, and duties were reduced only slightly.”?

Korea also gained admission to the GATT, ensuring that it had
nondiscriminatory, most-favored nation (MFN) trading status in other markets.
The decision to seek admission encountered strong resistance from the
Agriculture-Fishery Committee in the National Assembly, but the cabinet
approved the application in May 1966 (Shim 2010). It then took nearly a year to
win approval from other countries. Although questions were raised about Korea’s
import restrictions, the contracting parties of the GATT did not require any
specific changes in Korea’s trade regime as a condition of entry, and it officially
joined in May 1967.73

After serving as finance minister from January to September 1966, Kim was
appointed minister of commerce and industry from March 1967 until October
1969, during which time he oversaw an incremental liberalization of imports. In
July 1967, the ministry shifted from a “positive list” system of import control (in
which most imports were restricted or prohibited unless specifically allowed)
to a “negative list” (under which most imports were allowed unless specifically
restricted or prohibited). The number of automatically approved imports had
progressively increased from 1965 to 1967, leading up to the adoption of the
negative list (Kim 1991b). In July 1966, the authorities increased the number
of commodities under the automatic licensing category from 1,450 to 2,259,
reducing the scope of restricted imports. The number of automatically licensed
goods rose from about 30 percent in 1964 to 79 percent in 1965 and then to 84
percent in the 1966 program. The positive list consisted mainly of essential raw
materials, energy products, and capital and intermediate goods.

Figure 2 shows the discrete jump in the share of imports subject to
automatic approval in 1966-67 and the relatively unchanged level of duties.
However, the shift to a negative list did not constitute a radical change in
import policy, increasing imports by only about 5 percent, to $27 million in the

72 The duties on nondurable consumer goods fell somewhat, from 74.2 percent in 1966 to
43.2 percent in 1967 (Kim 1991b). As a result of this political pressure, the tariff decline that the
government was able to undertake was very modest. However, because so many importers
were exempt from tariffs, the formal rates give a misleading indication of the tax burden on
those purchasing imported goods. The average tariff collected fell from 46 percent in 1960
to 9 percent in 1966, mainly because of the elimination of a foreign exchange tax and tariff
exemptions and rebates. (Frank, Kim, and Westphal 1975). “The clear distinction between
imports for export production and imports for domestic use. The former were allowed freely so
as to ensure the ability of domestic exporters to compete in the international market. The latter
were strictly controlled prioritized and frequently made conditional upon a contribution to the
national export drive,” notes Luedde-Neurath (1986, 87).

73 A delegation was sent to Geneva to negotiate with other countries over admission. The Korean
government was so poor that the delegation lacked enough money to buy three meals a
day. It was not possible to approach the GATT members freely to establish networks without
any money. The task force team therefore asked the Korean government to send it money to
develop social connections with GATT members. After President Park heard this request from
his aides, he told them to advance his salary and sent it to the delegation (Shim 2010).
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final five months of 1967 and $68 million in 1968 (Brown 1973). The decision
nevertheless encountered stiff domestic opposition. “Large parts of Korea’s
business community and bureaucracy reacted strongly against the liberalization
plan,” Brown (1973, 156) recounts. “No one wanted protection for his industry
lowered, of course, and those businessmen benefiting most from protection
banded together to oppose any extensive liberalization.” There was an extensive
public debate about how quickly Korea should expose protected industries to
foreign competition.

Figure 2
Average tariff and share of automatically approved imports in South
Korea, 1955-70
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In sum, Korea completely changed the direction of its commercial policy
between 1964 and 1967, from import controls to export promotion. Its policy
changes included establishing a realistic exchange rate and a market in foreign
exchange, which enabled the government to dispense with the old system based
on an overvalued exchange rate and associated policies of foreign exchange
rationing, export subsidies, and import repression. Joel Bernstein, the director
of the US economic mission in Korea from 1964 to 1967, described the process
as “a radical shift from a typical ‘closed economy’ characterized by pervasive
market shortages, tight import, licensing and quantitative restrictions, tight credit
rationing, and various other direct economic controls to a relatively open economy
in which most of these direct controls were swept away.”’”* At the same time, the
government provided abundant credit to exporters and enforced export discipline.

The shift toward export orientation involved unshackling exports rather than
liberalizing imports, at least imports that were not used for exports. Korea did not

74 “This was essential for a number of reasons, which included the need to allocate limited
productive resources more efficiently; to provide greater opportunities for small businessmen
to gain access to raw materials and credit; to reduce the corruption and sapping of morale
and initiative that is typically associated with large scale licensing; to strengthen competitive
pressures for increasing productivity and pursuing imports rather than concentrating
entrepreneurial attention on getting licenses needed to operate; and to help control inflation”
(Bernstein, testimony in US House of Representatives 1978, 41-42).
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significantly open its domestic market to foreign competition. Although it imposed
few restrictions on the importation of raw materials, intermediate goods, and
capital goods and equipment for domestic producers and exporters, other imports
for the domestic market—particularly finished consumer goods—remained tightly
controlled.” The liberalization process was a managed one in which importation
was often linked to export performance. As Westphal (1990a, 58) notes:

Import liberalization was not an important element of the reforms that put Korea
on the path of export-led development. But the rules of the importing game were
nonetheless radically changed. Prior to the reforms, rent seeking in relation to
import licensing and tariff exemptions had provided a major source of revenue for
businessmen and government officials alike.

With the reforms of the mid-1960s, the import regime that was rife with rent-
seeking was gone and exporting was a rewarded activity.

6. THE END OF REFORMS

The reforms of 1964-65 began a remarkable transformation of the Korean
economy, including rapid export growth and industrial development, particularly
in labor-intensive manufactured goods. By 1967, in stark contrast to the despair
of 1963-64, the Korean economy was growing rapidly. The country’s economic
success translated into political success for President Park, who was reelected
president in a landslide in May 1967.7¢

The foreign exchange situation improved dramatically, and shortages were no
longer a constraint on growth or a concern for policymakers. Foreign exchange
reserves rose thanks to the expansion of exports, an increase in remittances
from Korean workers in Japan, and increased inflows of foreign capital. The
percentage of imports financed with Korean foreign exchange rose from
30 percent in 1964 to 79 percent in 1965 and 84 percent in 1966 (IMF 1966),
giving the government to freedom to operate without dependence on US aid or
the advice that came with it.

Partly for this reason, 1967 also marked the end of economic reform. The
reform team, which had been assembled three years earlier, fell apart when Chang
Ki-young was dismissed as deputy prime minister in October. The driving force
behind the reforms, Chang alienated many groups inside and outside government
and eventually fell out with President Park.”” Still, he lasted more than three years
in that crucial position, providing continuity at a time when the norm was a rapid

75 As Westphal (19904, 44) notes, export promotion was not achieved “by the conventionally
prescribed approach, which is to reduce greatly (if not eliminate) the domestic market’s
insulation from import competition. Instead, they accomplished it by insulating export activity
from the otherwise adverse consequences of policies motivated by other concerns. A virtual
free trade regime for export activity was established, so that capital and intermediate inputs
used in export production could be imported without tariffs and outside the quotas which
applied to imports for other purposes; regardless of their source, tradeable inputs were exempt
from indirect taxes.”

76 “Park had staked his political legitimacy on economic growth, and by producing it he created a
compelling reason for the public to support him,” Brazinsky (2007, 148) writes.

77 “Chang’s authoritative and unusual leadership style and his disregard for the internal order
of the public service gave many public officials a hard time. Consequently, sentiment against
Chang grew,” according to a KDI report (2016, 182). His colleagues gave him a plaque that
read “The EPB men will remember your 1,241 days of hard work and no rest.” President Park
intervened twice, in 1965 and 1966, to stop “no confidence” votes against him in the National
Assembly. When he began to fight with the president, however, he was let go.
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turnover of officials. On the US side, the Bernstein USOM team dissolved, as
personnel were assigned to other countries. With Korea no longer as dependent on
the United States, the influence of US advisers became much weaker.

An explosion of imports also contributed to the end of reform. Although
exports were growing rapidly, imports grew even more rapidly, soaring from
less than 15 percent of GDP in 1964 to more than 20 percent of GDP in 1968.78
By 1968, the merchandise trade deficit had grown to nearly 15 percent of GDP
(figure 3). The gap was no longer financed by American aid but by massive
foreign loans, which Korea now found easily accessible. (Korea did not record
a trade surplus until 1986.) The capital inflows led to an expansion in domestic
credit, which led to more inflation. With the government adjusting the value
of the won at less than the rate of inflation, Korea’s currency strengthened
in real terms. By one estimate, it was overvalued by about 9 percent in 1968
(Westphal and Kim 1982).

Figure 3
South Korea’s exports and imports as a share of GDP, 1953-75
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Some segments of the business community pointed to the rapid growth
in imports and opposed any further steps to open the domestic market.” The
government’s failure to maintain a competitive exchange rate was another factor
preventing additional import liberalization. Resistance to depreciation also
remained strong, not based on the old argument that it would increase inflation

78 On Export Day in 1969, President Park announced that “the government will achieve at any
cost the $1 billion export goal” in 1970 (Kim 2004, 117). The $1 billion target was reached,
an incredible achievement given that just six year earlier the goal had been $100 million.
Nontraditional export items accounted for less than O.1 percent of exports in 1961 but had
grown to comprise 42 percent of exports by 1970 (Yoo 2020).

79 USAID official Gilbert Brown (1973, 145) thought that monthly export meetings “increased the
exposure of the president to special pleading by business grounds . .. and may partly explain
why Korea moved away from liberalization and a realistic exchange rate from late 1967 until
mid-1969.”
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but on the new grounds that it would make it difficult for firms and banks to
service their burgeoning foreign debts.&°

In the 1964-65 transition period, the key policy changes were the
devaluations, the intensification of export incentives (particularly through
the provision of credit and reduction in taxes on exporters), the creation of
an open foreign exchange market, the partial liberalization of imports, and
the liberalization of interest rates. Not everyone believes that these policies
were important, however. In her 1989 book Asia’s Next Giant: South Korea and
Late Industrialization, Alice Amsden argues that government intervention and
“getting prices wrong” (through protectionism, subsidies, and coercion) were
critical factors behind Korea’s industrialization. “In or around 1965, the Korean
won was devalued, interest rates were raised, tariffs were lowered, and taxes
were increased,” Amsden (1989, 141) acknowledges. But she views these policy
changes as being unimportant for the growth that followed. In her view, “the
logic driving Korean industrialization was not the freeing of markets” and
“liberalization amounted to nothing more than a footnote to the basic text of
Korean expansion.”®

This assessment is not accepted by most scholars of the Korean economy
of the 1960s. Larry Westphal (1990b, 1736), a leading Korea expert who is
sympathetic to the idea that industrial policy promoted economic growth,
responded: “My knowledge of the Korean economy does not in any way support
this interpretation.” For example, in concluding that government intervention
was the key factor behind the country’s industrialization, Amsden believes that
exchange rates were unimportant. “In Korea, exchange rates were not grossly
distorted, but they did succeed in stimulating exports only when they operated
in conjunction with other policies,” Amsden (1989, 144) asserts. “Exports have
been heavily subsidized and coerced, so inside the range of reasonableness, the
relative price of foreign exchange has been altogether irrelevant.” The statement
that the exchange rate was not grossly distorted must refer to the periods after
the 1961 and 1964-65 devaluations, not before 1961 or in 1963 when they were
highly distorted (see figure 1). Her book does not discuss the period before 1961,
when the overvalued won posed an insurmountable obstacle to most exports.8?
As Westphal (1990b, 1736) points out in his review, “The book has many more

80 According to Kim (1991a, 132), “This failure to make progress in import liberalization was at
least partly attributable to the unsatisfactory performance of exchange-rate management by
the government.”

81 “If one believes that Korea began to grow rapidly in the 1960s as a result of ‘liberalization,
then its adoption of relatively freer prices must be attributed to an embrace of market theory
by Korean policymakers, coached by foreign experts. Yet an examination of cotton textiles
suggested that the policy regime that Korea eventually adopted evolved out of a complex
process in which the interests of opposing groups were reconciled, not out of theoretical
conviction,” Amsden (1989, 78) writes. “Therefore, it may be said that growth has been faster
in Korea not because markets have been allowed to operate more freely but because the
subsidization process has been qualitatively superior.” In her view, “to attribute Korea’s growth
and industrialization to these market-policies rather than the government’s dual policy of
discipline and support is to misrepresent a fundamental property of the most successful cases
of late industrialization.”

82 Westphal (19904, 45) argues that “the most important incentive [for exports] apart from the
exchange rate was the virtual free trade regime [for exporters], which accounted for more than
two-thirds of total export incentives in 1968” (emphasis added).
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perceptive things to say about what drove Korea’s industrialization in the 1970s
and 1980s than it does about what caused its takeoff in the early 1960s, when
neither the chaebol nor heavy industry were prominent.”

The reform era of 1964-67 was also not a period in which industrial policy—
selective support for particular industries—was a prominent feature of Korea’s
approach to trade. That term becomes more appropriate with the launching of
the Heavy and Chemical Industry (HCI) drive in 1973, which channeled capital
investment into the production of iron and steel, nonferrous metals, shipbuilding,
machinery, electronics, fertilizers, oil refining, and cement. These industries were
much more capital intensive than the labor-intensive industries that had emerged
as Korea’s main exports in the 1960s and 1970s. President Park may have wanted
to promote heavy industries ever since he attempted to do so in 1961-63; he
had the opportunity to do so in the early 1970s without American interference,
ostensibly on grounds of national security (Horikane 2005).

The role of industrial policy in Korea’s development has been controversial.
Many Korean economists believe that excessive capital investment was forced
into heavy industry, leading to the stagnation of Korea’s labor-intensive
manufactured exports.t® The problems associated with the HCI drive led to its
abandonment in 1979. Other observers, such as Amsden, argue that industrial
policy was the key to Korea’s industrialization in the 1970s and 1980s. This paper
does not address the debate over industrial policy, as its main purpose is to
examine the origin of key policy changes of the mid-1960s that contributed to
Korea’s export orientation.

7. CONCLUSIONS

Throughout the 1950s, an overvalued exchange rate suppressed South Korea’s
exports and led to foreign exchange rationing for imports. Firms had little
incentive to export and earn foreign exchange; rather, there was a large financial
gain to be had in obtaining import permits and foreign exchange from the
government to purchase cheap imports and sell them at high prices in the
domestic market. This process amounted to classic rent-seeking and was rife
with corruption and graft.

The chronic shortage of foreign exchange due to the overvalued exchange
rate meant that Korea could only import as much as it did because of massive
US aid. The United States wanted to reduce Korea’s dependence on foreign
assistance and enable the country to become self-sustaining, in the sense of

83 The HCI “scarred the Korean economy for years,” according to Nam (1995, 162), because it
created excess capacity in unprofitable industries while depleting investment funds that could
have been used to support other exporting industries. (By 1979, the HCls accounted for almost
70 percent of fixed investment.) The government also relied on foreign borrowing to finance
investment and consumption. As a result, external debt grew from $16.8 billion in 1978 to
$40.1 billion in 1983 (Nam 1995). Stern et al. (1995, 190) ask, “Did the government’s industrial
policy of the 1973-78 period do better than what an unfettered market economy might have
accomplished? The answer would appear to be no.” Auty (1992) argues that the HCI was useful
for technological catch-up but strained implementation capacity by trying to do too much. For
a more favorable assessment, see Kim (2019). Lane (2019) provides quantitative evidence on
the lasting effects of the HCI drive on Korea's industrial structure.
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earning enough foreign exchange from exports to pay for its imports. Toward
that end, the United States consistently pushed successive governments to
devalue the won and liberalize its foreign exchange controls.

When the military government of Park Chung-hee came to power, it shared
the US objective of Korean self-sufficiency but initially struggled to achieve that
objective. Under duress from a potential famine in 1963-64 with food aid being
withheld by US authorities, Korea finally began to alter its trade and foreign
exchange policies.®* It initiated the shift away from a closed, aid-dependent
economy with a major devaluation in May 1964, after which a new reform team
led by Chang Ki-young seized upon the newly emergent possibilities for export
growth and pushed forcefully for a broad range of export promotion and import
liberalization measures.

The cornerstone of the new export promotion stance was maintaining a
realistic exchange rate, a policy augmented by low-interest loans and reduced
taxes for exporters, easy importation of raw materials, intermediate goods, and
machinery needed to produce exports, and the removal of many bureaucratic
obstacles to exporting.®> These incentives were not selectively applied to
targeted industries but generalized to all exporters as long as they proved
capable of selling abroad and earning foreign exchange. However, it was not
a liberalization in the sense of removing all controls and price distortions or
allowing foreign firms to compete in Korea’s domestic market.

These policy changes marked an historic turning point in Korea’s economic
development. Despite the rapid growth that ensued, the policy changes
were bitterly opposed at the time, especially by those businesses that had
benefited from the old system of discretionary government allocation of import
licenses.®® Yet the Korean policymakers were insulated from these political
pressures and largely ignored the complaints. The support of Park Chung-hee
was crucial to the government’s strong commitment to the policy. He embraced
export promotion as a way to both achieve rapid economic development
and gain economic independence and reduce dependence on US aid, and its
susceptibility to US economic pressure and interference in its domestic affairs.

The Korean story is a fascinating one for what it reveals about the underlying
nature and causes of this often-cited transformational policy change. Discussion
of Korea’s policies has sometimes become embroiled in debate over whether
policymakers were following standard neoclassical economic prescriptions or
a heterodox mix of liberalization and state intervention. At least initially, the
most important policy reform was simply eliminating an overvalued exchange
rate to give firms an incentive to export and allowing exporting firms access to

84 As Cole later testified, “It is my belief that this experience in 1963-64 convinced the Koreans
they should broaden their sources of support and reduce their overwhelming dependence on
the United States” (US House of Representatives 1978, 45).

85 A critical part of East Asia’s economic success, as Hughes (1988) put it, was unshackling
exports that they themselves had shackled.

86 “The reform and redirection of economic policy were carried out amidst strife and opposition,
over the often loud cries of special interest groups, and in the face of continuing and
widespread pessimism and mistrust,” Cole and Lyman (1971, 92-93) recall. “Almost every major
economic reform of this period encountered doubt and skepticism at the outset.”
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inputs at world prices, even if the domestic market was still protected. But this
was accompanied by other interventionist measures that distorted prices and
provided additional strong incentives to all exporters.

The views of the main parties, the Korean and US governments, were initially
divergent as to the path that economic policy in Korea should take. The Korean
authorities wanted to get out from under American dominance and intervention
while the US authorities wanted to reduce the level of grant assistance to Korea.
When exports rose significantly after the initial devaluation in 1961, both the
Korean and US authorities gradually began to see the benefits of an export-
led economic development strategy. Their interests converged on the set of
policy measures that reinforced that strategy and their relationship moved from
antagonism and conflict to agreement and cooperation.
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