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B,.kSIC DATA

Area 38,426 sq. miles

Population
Total (mid-1968) 30.5 million
Growth rate (1968) 2.3 per annum
Density (per sq. mile) 793

Gross National Product
Total (1968) 1,570 billion won
Per capita (1968) $170 equivalent
Growth rate (1968) 13 percent
Growth rate of real GNP (1962-68) 9.8 percent

Industrial Origin of GNT (1968) 100 percent
Agriculture, forestry and fishery 29 percent
Mining and manufacturing 25 percent
Economic overhead and construction 11 percent
Other services 35 percent

Gross Domestic Expenditure (current prices; percentage distribution)

196hi 1967 1968

Consumption 93 89 88
Private 7 77
Public 9 11 11

Gross Capital Formation 15 22 24

Current Deficit and Statistical
Discrepancies -8 -11 -12

Financing of Investment

As Percentage of GNP 1964 1967 1968

Gross Domestic Saving: 7.7 12.8 13.6
Public (-) (3.7) (4.8)
Private (7.7) (9-1) (8.8)

"Foreign Saving" 7 9 11

As a Percentage of Gross Capital Formation:

Gross Domestic Saving: 53 59 56
Public - (17) (19)
Private (53) (42) (37)

"Foreign Saving" 47 41 44
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Public Finance (in billion won) 1964 1967 1968

Current Revenue 68 190 264
Current Expenditure 68 143 181

Surplus - 47 83
Capital Expenditures 32 94 160

Counterpart funds finance 27 34 37

Money, Credit and Prices (annual rate of change in percent):

1964 1967 1968

Money Supply 15 42 29 (Sept. 1967 to
Sept. 1968)

Time and Savings Deposits 7 82 96 (Sept. 1967 to
Sept. 1968)

Total Bank Credit Outstanding: 6 42 54 (June 1967 to
June 1968)

To Central Government - -9 -32 (June 1967 to
June 1968)

To Private Sector 9 51 66 (June 1967 to
June 1968)

Prices:
Cost of Living Index 18.5 10.8 10.l(Oct. 1967

to
Wholesale Prices 21.0 6.4 7.6 Oct. 1969)

Balance of Payments (in million US$)
1964 1967 1968

Merchandise Exports (f.o.b.) 119 320 486
Merchandise Imports (f.o.b.) -365 -909 -1,264

Deficit -246 -589 -778
Receipts from Military Expenditures 64 177 204
Other Services, Net -41 -3 -44

Balance on Goods and Services
Account -223 -415 -618

International Liquidity (in million US;)

Gross Foreign Exchange Reserves 146 356 409
Months' Imports of Goods and Services 14 4 4
ITMF Quota - 24 50
IMF Drawings (outstanding) - - 12.5



Net Inflow of Foreign Capital (in million US$)

1964 1967

Grants 195 225
Loans 24 281
Direct Investment -1 11

Total 218 5L7

Public External Debt (in million US$)

Total Outstanding on June 30, 1968, of which: $1,421
Undisbur sed 634



SUMMARY AND CONCLUSIONS

Features of Rapid Growth

1. Korean economic performance continues to be impressive under
strong political leadership committed to economic growth. In spite of
droughts in the last two years, real GNP grew by 9 percent in 1967 and
13 percent in 1968, largely because of the very high growth rate of the
:industrial sector. Meanwhile, along with the vigorous implementation of

family planning, the rate of population growthl has slcwed down from 3 percent
to 2. percent in a decrde. Consequently, per capita GN?P has increased
eppreciably to About ,170 in 1968. But, ranking below lm.ost three-fifths
of the 100 developing countries, the level is still low.

2. The major impetus to growth have been investment and exports,
with gross capital formation increasing on the average 30 percent annually
and exports of goods and services 40 percent during 1965-68. At constant
prices, gross capital formation rose to 27.5 percent of GNP in 1968. The

bulk of investment has been in the manufacturing sector and the associated
infrastruc-ture. Two-thirds of exports have been manufactured products.
Outpuit of manufacturing and mining increased by 23 percent in 1967 and
26 percent in 1968, accounting now for a quarter of GNP.

3. On the other hand, agricultural performance in the last two
years has been rather disappointing; the 1968 output remained at the
low level of 1967 which was 6 percent below 1966. While poor weather

undoubtedly was a major reason, also a slowdown in agricultural devel-

opment has been noticeable. Considering that most other sectors have

exceeded their Plan targets, the below-target performance in land devel-

opment and use of modern agricultural inputs (e.g. fertilizers, pesticides,

lime, etc.) deserves attention. Being well aware of the problems and the

widening gap between urban and rural incomes, the Government is determined
to speed up agricultural development.

4. Power shortage, a major problem since 1966, is disappearing,
thanks to a 40 percent capacity expansion in 1967-68. Tryensportation
continues to be a bottleneck, but it is improving by further increases

in railway capacity and the expansion of highway and port facilities.
A crash program for building a national expressway system is now pro-
ceeding actively.

The Trade Gap

5. Merchandise exports have increased dramatically from a level

of less than $90 million in 1962-64 to almost $490 million in 1968. The
continuous diversification of export goods and the incursion in new mar-
kets reflect the dynamism of Korea's export industry and trade.
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6. Imports have also expanded rapidly, especially in the last
two years bacause of econoinic expansion, more need for importing food-
grains and trade liberalization. Moreover, Korean industry in general
and exports in particular, depend on imported machinery, intermediate
goods and raw materials. Such imports constitute almost nine-tenths
of total imports. Merchandise imports increased from $910 million in
1967 to $1,260 million in 1968, financed substantially by suppliers'
credits. Concerned with this situation, the Government has adopted
several measures to contain the import expansion, including higher
advanced deposit requirements and tighter import restrictions.

7. Although Korea's exports have grown phenomenally, if viewed
together with import expansion, the balance of payments position leaves
much to be desired. The merchandise trade deficit has increased from
$233 million in 1964 to $780 million in 1968, which far exceeds total
exports, Total deficit on goods and services account increased to
almost $620 million in 1968 from $415 million in 1967, as compared
with i220 million in 1964. This rather imbalanced feature is deep-
rooted in the present production structure of the economy. Korea has
not achieved much depth in its indust;ialization and its dependence on
imports is great. The Mission estimates the annual costs of the foreign
exchange component (including raw materials, depreciation, and interests)
as a percentage of total manufacturingE output may be as high as 40 percent.
A significant improvement of this situation can hardly be achieved in a
short run.

8. At present, the huge merchandise trade deficit is partly covered
by the surplus on service account, totalling $160 million in 1968. Gross
receipts from Vietnam, including remittances from Xorean soldiers and
civilian technicians, sales of goods and services to military forces,
etc. amounted to $140 million in 1967, or one-fifth of total receipts
from goods and services. Such windfall gains are likely to fall sharply
if the war in Vietnam is de-escalated or stopped.

9. For a long-rux solution, Korea has to develop a well-designed
export promotion and import-substitution program. Export promotion is
an important element in Korean development strategy and an array of tax
and credit incentives have been provided. However, despite these con-
cessions, many commodities are exported with difficulties, compensated
only by high profits on domestic sales. There is definitely a need for
improvement in productive and marketing efficiency and containment of
domestic price rises. A more flexible operation of the exchange rate
system should also be considered.

10. Import substitution in intermediate goods generally tends to
result in high cost production which when supplied to export industries
would raise their costs and reduce their competitiveness. Thus, the
selection of economical fields of import substitution is of paramount
importance, and it is in this connection that perhaps the establishment
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of the integrated iron and steel industry may be temporarily postponed
and that the development of a machinery industry be stepped up, espe-
cially those segments of the machinery industry iihich require more labor
and skill than capital and advanced technology.

Development Finance

11. Private saving increase has somewhat slowed down in 1967 due
chiefly to the low agricultural income and increase of private consump-
tion, but regained some strength in 1968. Public savin, rose substan-
tially owing to the dramatic increase in tax revenue, following the tax
reform and the continuous improvement in tax administration. In total,
gross domestic saving stayed at a level of 13.5 percent of GNP in 1968,
almost double the average rate in the early sixties.

12. A sizeable amount of fiscal funds has been continuously chan-
nelled through the Government's special financial institutions to finance
projects in priority fields at preferential rates. It is not sure whether
such credits have been allocated on the basis of rational project selection.
An increase of the preferential interest rates at the low end at least may
help to eliminate some uneconomical projects; the differences between these
preferential rates and the market rates are, in any event, too large.

13. Investment has increased more rapidly than domestic saving and
the saving gap has continued to widen since 1966, reaching 11 percent of
the GNP in 1968. This gap has been filled by foreign capital inflow.
Meanwhile, significant changes in the composition of foreign capital
also occurred. The share of official grants declined and that of loans
increased sharply. Out of the total amount of external loans, private
loans with rather short periods of maturity surged far ahead of official
loans.

14. The Government has followied a policy of active inducement of
foreign capital, granting tax benefits and Government repayment guarantees.
Recently, the Government has been very strict in screening Government guar-
anteed loans and subsequently there has been a large shift towards commer-
cial bank guaranteed loans. Consequently, at the end of 1967 the Govern-
ment changed the emphasis in foreign capital inducement from quantity to
quality, restricting cash loans and seeking diversification in borrowing
at favorable terms. One strong incentive for the Koreans to borrow from
abroad is the wide difference between the domestic and foreign interest
rates and the relatively stable exchange rate. Unless the large dispar-
ity disappers, it may be rather difficult to control the situation.

15. Monetary expansion has been very rapid: 42 percent increase
in money supply in 1967 and about 25 percent in 1968. In spite of this,
the rate of price rise declined in 1967, thanks to large imports. But
followin, the increase of rice prico in late 1968, the general price
level has tended to rise more rapidly than in 1967.
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Growth Outlook

16. Gathering momentum, the Korean economy will continue to grow
rapidly. Given normal weather, GNP may rise by over 11 percent in 1969
as estimated by the Korean planners. For 1970 and 1971, the last two
years of the Second Plan period, it may also grow at 10 percent per
year as officially projected, although the Mission believes agricultural
growth rate may be slower than expected, which however may be compensated
by a more rapid industrial growth.

17. As a first step to speed up agricultural development and to
narrow the rural-urban income gap, the Government has lately raised its
procurement price of rice hopefully to enable the farmers to buy more
agricultural requisites. Meanwhile, in a much bigger way, the Govern-
ment has increased considerably investment allocation to agriculture
beginning in 1969. The Mission feels that great improvement in project
preparation and selection have to be made if such huge funds are to be
efficiently utilized.

18. In transportation, while the bold efforts made in highway and
port construction are laudable, one wonders whether some of the projects
are entirely justifiable by the existing and expected traffic in the near
future, particularly in the construction of expressway and ports in light
traffic areas. Investments in power, transport and heavy industries are
usually large and have a high foreign exchange content. For these reasons,
great care needs to be exercised.

19. The size of the investment program is as important as the allo-
cation of investment. The investment rates achieved and planned (almost
26 percent of GNP for 1970-71) appear too high and the Miission is concerned
that an over-investment situation is now developing. In view of the possible
unfavorable turn in the balance of payments when receipts from Vietnam and
foreign grants will fall and debt service payments will increase, investment
too much in excess of domestic saving can easily carry the economy to an
unenviable position with external payments difficulties and domestic insta-
bility. The Mission projects that gross domestic saving may rise to 16-17
percent of GNP in 1971. Thus, if the investment rate is to increase to 26
percent of GNP, external net capital inflow still has to fill the sizeable
gap of 9-10 percent of GNP, which is considerably higher than the 6.5 per-
cent projected in the 1969 Overall Resources Budget.

20. The resource gap so projected checks with the Mission's projec-
tions of the trade gap, for the Mission is less optimistic about future
exchange earnings from Vietnam and future import expansion than the ORB.

Problems of External Financing

21. Some of the net foreign capital requirements can be met by official
grants, private donation and direct investment. The remainder will have to
be met by foreign loans. At present, Korea has already incurred



almost $1.6 billion external loans, of which about 70 percent are
suppliers' credits. As the repayment periods of such credits are
generally short, the burden of existing debts will increase sharply
in 1970 to almost 20 percent of exports of goods and services from
14 percent in 1968. Burden of new debts will depend on the future
pattern of borrowing. Certainly the continuation of the present
pattern will lead to a situation of concern for it will raise the
debt service ratio to over 33 percent in the late seventies. A
pattern of foreign borrowing bringing doton commercia'l loans to 45
percent and raising official loans to 55 percent of the total will
still not create a very easy situation, but with a debt service ratio
hump of about 25 percent in the late seventies it would be more manage-
able.

22. The Mission therefore suggests that excessive private borrow-
ing abroad should be restrained and that the investment program should
be cautiously managed and kept within a reasonable limit.

23. On the other hand, in view of its high capacity to absorb
foreign capital and general good economic performance, Korea can utilize
productively a large amount of foreign capital. Moreover, owing to the
expected fall in receipts from Vietnam and of official grants, the need
for foreign finance will increase rapidly in the foreseeable future. If
Korea continues to resort heavily to suppliers' credits, the subsequent
increase in debt service obligations will be very sharp. For all these
reasons, Korea should receive as much long term foreign capital from
official sources as possible. While the generally good economic per-
formance would enable Korea to incur conventional loans, such loan
should be made available with a long grace period, in order not to
accentuate the expected external debt service hump. In addition, in
view of its low level of per capita GNP and the large resource gap,
Korea should also receive a reasonable amount of official loans on con-
cessional terms.



I

INLTRODUCTION

1. One can only be impressed by the economic progress achieved in
the Republic of Korea during the past four or five years. Growth performance
in output, capital formation, domestic saving, industrialization, and
exports have exceeded a number of optimistic forecasts and outdated in many
respects the Second Five-Year Plan (1967-1971), two years after its initia-
tion.

2. A basic element in the rapid advance is the relative political
stability and the unequivocal commitment to economic development by the
present Government since it came to power in 1963. A North Korean attempt
on the life of President Park in January 1968 and the stepped-up infiltra-
tion of more sizeable North Korean commando units during the year have
increased tension. As a result, defense preparations were intensified,
although with the U.S. assistance direct national defense expenditures have
so far not been allowed to rise beyond a level endangering the implementa-
tion of the development plan. The investment program has, however, been
somewhat modified possibly due to defense considerations.

3. With an outward looking development strategy, Korea has greatly
enhanced its international economic relations in recent years. A significant
step was taken in late 1965 by the Government in the normalization of
relations with Japan, which had long been an issue troubling Korea t s domestic
and foreign policy. Since then, both trade with and capital inflow from
Japan increased tremendously. Meanwhile, with declining availability of
U.S. aid the Government has been approaching other sources of finance,
including the Bank Group and ADB. Korea is also trading with more and more
countries of the world, particularly the Western European countries which,
in addition to or in connection with trade, have also started to provide
financial resources, mostly private loans, to Korea. With the prospect
that Korea's windfall foreign exchange earnings from the Vietnam war may
decline, the problem of securing more foreign finance has become even more
important, but the problem of debt burden is also imminent.

4. Although the speed of recent growth is impressive, the average
Korean is still very poor by international comparison. Moreover, the high
rate of growth is partly explainable by the very low base. While the
economy is apparently gaining momentum, the future path of growth is by no
means smooth. Some imbalances created by the growth process itself have
to be corrected in due course; agricultural development lags and transporta-
tion are bottlenecks. Furthermore, conditions of external resources'
availability tend to be hardening and exports, although rising rapidly,
are still very small in comparison with imports. The growth of the economy
is apparently entering a new stage in which more careful financial and
investment management is required. It is on these aspects that the report
will focus.
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II

GENhRAL ASPECTS OF GROWTHI/

A. Output, Capital and Employment

5. The Korean economy in the past four or five years has gained
momentum. Accelerated industrial development explains chiefly the general
rapid growth trend of gross national product, while agricultural output
explains the main fluctuations. The growth tempo hastened from an annual
average of 7 percent of real GNP increase during 1962-64 to 10.4 percent
during 1965-66, but was slowed down somewhat in 1967 by a decline in
agricultural production, due mainly to the drought. In spite of a higher
rate of industrial growth, the real GNP growth rate came down to 9 percent
in 1967. The drought extended to the early months of 1968, but the still
better performance of the industrial sector raised the growth rate for
1968 to 13 percent. Thus for the first two years of the Second Five-Year
Plan, the growth achievement has substantially exceeded the target of 7
percent.

6. During 1962-1968 the population growth has slowed down appreciably
and the per capita real GNP rose by almost 6 percent per annum. The recent
growth rates of both total and per capita GNP in Korea are among the highest
in the world. However, per capita GNP in 1968, estimated at slightly below
$17Q.2' ranking near the 60th among the 100 developing countries.

7. The major impetuses of the rapid growth in general, and indus-
trialization in particular, have been capital investment and exports. Gross
capital formation rose at an annual rate of 16 percent during 1962-64 and
surged to about 30 percent during 1965-68; the growth rate of exports of
goods and services accelerated from 15 percent to about 4O percent. In
recent years, the lion's share of newly added capital has been invested
in the manufacturing sector and its associated infrastructure, particularly
power and transportation, and the major Dortion of exports has been manu-
factured products. This indicates clearly that the manufacturing sector
has played a leading role in the acceleration of economic growth.

8. The two dynamic growth factors, investment and export, have
quickly brought about chain effects on all other sectors, resulting in
a general increase in income and consumption. The rate of consumption
increase also accelerated. While the consumption acceleration might provide
further demand stimulus to growth, it could also produce other significant
impacts, e.g., more resources may be directed towards meeting domestic de-
mand, perhaps at the expense of exports, and a slower increase in the
domestic saving rate may necessitate more foreign capital than otherwise.

1/ For details on the growth of the various sectors, see Volume II.
2/ Per capita GNP at current prices divided by an estimated ' trealistic"

exchange rate implied in the EPB calculations.
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Table 1

Growth of Aggregate Expenditures, Output,
Capital and Employment

(Annual rate of growth in percent at
1965 market prices)

1962-6h 1965-66 1967 1968a/

Consumption 5.0 7.7 9.4 12.3
Gross capital formation 16.2 35.5 16.6 28.3
Exports of goods and services L4.6 L6.4 41.4 33.3
Gross National Expenditure =

Gross National Product 6.9 10.L 8.9 13.1
Gross capital formation as
percent of GNP 15.9 19.0 24.3 27.5

Incremental gross capital output
ratio 2.41 1.99 2.96 2.38

Employment growth n.a. 2.7 2.9 n.a.

a/ Prelimi.nary estimates.

Source: Bank of Korea, National Accounts and Economic Planning Board
(EPB), Korea Statistical Yearbook, 1968.

9. Investment in relation to GNP, at constant prices, has risen
impressively from 16 percent of GNP during 1962-64 to more than 27 percent
of GNP in 1968. The extent of output increase depends of course not only
on the newly added capacity but also on the degree of utilization of all
existing capacity and other factors, particularly weather conditions in
the agricultural sector. During 1965-66, the buoyant export demand was
able to be met from utilizing the then sizeable idle capacity and there
was also a bumper crop in 1966. Thus, the high growth rate was achieved
with a rather low incremental capital output ratio of 2. However, the
rapid expansion of the direct productive sectors had subsequently encountered
bottlenecks in the supply of services from economic infrastructure. Power
shortage re-emerged in 1967 and the already meager transport services have
become even tighter. To overcome these bottlenecks, investment in economic
overheads was boosted (largely by the Government) in 1967 by as much as 60
percent. Investment in agriculture, however, decreased appreciably and
in the manufacturing sector slightly, contrary to the past trend. As a result,
the ICOR increased to almost 3. A number of new factories were completed
and began production in 1968. This helped to bring down the ICOR, despite
the poor agricultural crops.

10. The Korean entrepreneurs are willing to make risky investment.
In the fast growing sectors like manufacturing and construction, "gross
fixed capital formation" has been undertaken predominantly by the private
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Grrowth and Structure of iajuor Prodachtion Sectors

(at 1965 prices)

Annual Rate of Increase (,) orosition (4n ?)
( s 1 a62-64 1965-66 1967 1T 9 6 8Yb

,)U ;pT,ut (gross valuce acdded)
G-ross Natilonal Product 6.) 10.4 8.9 13*1 100.0 100.0
The a-ricultural sector 5.4 4.9 -6.0 0.3 43.8 29.0
AininZ and manufacturing 12.4 1i.1 22,5 26.2 14.9 24.5
Economic overheads 13.6 21.5 17. 25.4 6.4 11.1
Othier services 5.3 9.2 15.4 13.0 34.9 35.0

Carital Investment (Gross
fi -;ed capital foimation)
Total 12.6 42.63 21.7 31.6 100.3 100.0
The agricultural sector 8.5 47.4 -16.9 -2.3 12.8 6.2
ilining an;.i manufacturing 17. r 65.4 -3.0 24.3 21.: 25.1
Economic overheads 10.0 44.o 59.9 41.7 32.4 43.6
Other serrices 13.2 20.0 27.1 21.1 33.0 25.1

Employment 1964 1967
All sectors n.a. 2.7 2.9 n.a. 100.0 100.0
T ha. agricultural sector n.a. -0.7 -1.8 n.a. 61.y 55.2
i'iihing and manufacturing n.a. 13.& 21.0 n.a. o.8 12.8
Economic overheads n.a. 6.3 16,7 n.a. 3.2 5.4
Other services n.a. 6.2 3.4 n.a. 26.1 26.6

a! The agricultural sector includes agriculture, forestry and fishery; the economic overheads include
cons.truction, electricity, water supply, sanitary services, transport, storage and communications; other
services include wholesale and retail trade, banking, insurance, real estate, housing, public administra-
tion, defense, etc.

b/ Preliriinary estimates.

Source: Bark of Korea, NationalAccounts and Financial Planning Board, Korea Statistical Yearbook, 1968.



sector; Government direct inves-trent has been minimal. Most Government
investnment is in infrastructure, including power, transportation, irrigation,
education, etc.

11. The expansion of all economic activities has brought more labor
into employment. However, the increase in employment has been rather slow,
although the rate of increase has slightly accelerated from 2.7 percent
per annum during 1965-66 to 2.9 percent in 1967. For the 1965-67 period
as a whole, an annual average increase of 30 percent in gross capital in-
vestment had been able to raise employment by less than 3 percent a year.
While this shows how thorny the underemployment and unemployment problem is,
it also indicates that perhaps Korea can still count for quite a number of
years to come on the comparative advantage of having cheap and abundant
labor whose quality, as mentioned in the previous reports, is quite good.

12. The rapid industrialization has brought about a significant change
in the economic infrastructure. The share of the agricultural sector's out-
put in GNP dropped to below 30 percent in 1968 and the share of the sector's
employment decreased to 55 percent (1967). In contrast, the output share of
manufacturing and minlng in GNP increased to 25 percent and their employment
share rose to 27 percent (1967). Similarly, output and employment shares
of the economic overhead sector increased quite substantially. To some
extent, this structural shift is exaggerated by the poor agricultural crops
in 1967 and 1968, but the general trends are evidently clear that industriali-
zation is proceeding at a high speed and is likely to continue to do so.
(Table 2)

B. Population Growth, Family Planning and Urbanization

13. With a population of almost 30 million, the Republic of Korea
is one of the most densely populated countriesll After the end of the
Korean war population growth had been very rapid, similar to the trend in
other developing countries where a continued high level of fertility is
accompanied by marked declines in mortality. Between the 1955 and 1960
Census, total population increased by 3 percent a year.

14. The trend has changed noticeably since then, with the population
growth showing continuously declining rates, from 2.9 percent in 1960 to
2.3 percent in 1968, with the vigorous implementation of the Government's
family planning program (Statistical Appendix).

15. Since 1962 over 1.2 million women, or 27 percent of married women
aged 20-44, received first insertions of the Lippes loop under the Govern-
ment program. In addition, 111,000 vasectomies have been performed and
150,000 persons have on the average accepted preventive devices every
month. To implement the program, 190 health centers have been established
and 2,400 family planning field workers are presently employed.

1/ Republic of Korea 303 persons per sq. km. in 1967, as comApared to 365
per sq. km. in the Republic of China (Taiwan), 31 in Belgium, 375 in
the Netherlands, and 270 in Japan.
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16. The implementation of the family planning program was greatly
facilitated by the absence of social and religious taboos, by the high
literacy rate, and by the well-developed media of communication. The
initiation of the program at a time when incomes were still low but fast
rising and the population had become aware of birth control (as reflected
by induced abortions and higher average age of marriage) has apparently
been another favorable factor. In addition, foreign technical and financial
assistance has been available from the U.S. Population Council in New
York, the Swedish International Development Agency (SIDA) and more recently
also U.S. AID. Total external assistance was estimated at $250,000 for 1967
and $985,00o for 1968. U.S. AID and SIDA assistance in 1969 will amount to
about US$1.1 million.

17. The main problem for the family planning program has been the
high drop-out rate from the program of women who had received the loop.
At the end of 1967 there were 34 percent drop-outs from over 1 million
starters since 1962, 17 percent of them had returned for reinsertion,
which is very good by international comparison. In addition, women who
rejected the loop want generally to continue family planning by other
methods. Nevertheless, the further reduction of the birth rate will in
the long run depend on whether the loop acceptance rate can be kept high
and the loop insertion program can be supplemented by other measures.
Total financial allocations were Lemporarily reduced in 1967 and 1968 when
the Government prograrr aiming at a reduction of the natural increase below
2 percent by 1971 was already substantially ahead of schedule.

18. Another demographic development has been the continuing influx
of rural population into the urban areas. The share of urban in total
population increased from 28 percent in 1960 to 34 percen-t in 1966,
following the trend of employment shift from agriculture to industry and
the service sector. The largest addition in population occurred in the
Seoul municipal area where population had grown at an annual average rate
of 6.7 percent between 1960 and 1966 as compared to the national rate of
2.7 percent. The growth of urban population has seriously aggravated the
already poor housing conditions.
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III

EXTERNAL TRA4DE

A. Export Performance

Recent Trends

19. Exports - a main factor in the acceleration of economic
growth - have performed dramatically in recent years in both total value
and commodity structure. The overfulfillment of earlier targets led the
Government to raise repeatedly its export targets. Merchandise exports 1/
have increased from an average of $87 million in 1962-64 to $486 million
in 1968, or at 40 percent per year. The share of merchandise exports in
GNP has increased from below 3 percent in 1962-64 to 8.5 percent in 1968.

20. The rapid increase in exports has been accomparned by a
significant change in the commodity composition, reflecting the demand
from abroad, Korea's comparative advantage and the direction of economic
development. Between 1962-64 and 1967, with the exception of tobacco,
the highest rates of increase of 95-90 percent annually were registered
in clothing, footwear and "miscellaneous manufactures" (largely human
hair products). This was followed by an 85-80 percent increase for
electrical machinery and appliances (chiefly electronics products) and
miscellaneous metal manufactures and a 60-50 percent increase for non-
electrical machinery, wood manufactures (chiefly plywood), and textiles.
The increase in exports of other commodity groups has been below the
average and exports of cereals and cereal preparations have actually
temporarily declined because of increasing food shortage. During the
first eight months of 1968 items the exports of which increased at rates
above the average rate include clothing, wood manufactures, electrical
machinery and agpliances, miscellaneous light manufactures and
miscellaneous metal manufactures, in that order. The general export
growth pattern has been maintained, except that exports of fruits and
vegetables accelerated, and fish exports declined (Statistical Appendix).

1/. Excluding exports to military forces in Vietnam.
2/ Tobacco exports skyrocketed in recent years because of the drop in

Rhodesian tobacco exports.
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Table 3

Sunmar l of E Trends and Structure

Annual Rate Percenta,e Composition (%) Amount
Commodity of Growth (%) (in mil. Uss)

(1962-64 to 1967) 1962-64 1967 1962-64 1967
(Ave .7)

Food 14 25.3 11.8 22 38
Raw Materials 21 32.6 18.7 28 60
Manufac ures 57 41.6 67.2 36 215
Others;_b/ 90 0.h 2.3 - 7

Total 39 100.0 100.0 87 320

v Food includes SITC 0; raw materials, SITC 2,3, and 4; manufactures,
SITC 5,6,7, and 8; and others, SITC and 1 and 9.

b/ Largely tobacco.

Source: Statistical Appendix.

21. A large number of new commodities join the list of exports
every year. In 1967, 34 new commodities were exported for the first tine,
and in the first ten months of 1968, 20 new commodities were exported,
the largest being filters, followed by binoculars and artificial flowers.
Although the weight of these new exports in the total export value is as
yet relatively unimportant, they nevertheless indicate the intensive
exploitation of export opportunities that has characterized Korean industry.

22. As a result of the widely divergent growth rates among different
export commodities in the past decade or so, the share of food and rawf
materials exports declined from 58 percent in 1962-64 to 30 percent in
1967 and that of manufactures and semi-manufactures increased from 42 percent
to 67 percent, which compares strikin7ly with the average of 20 percent for
all developing countries. More dramatic change occurred in the group
of "miscellaneous manufactured articles" (SITC 8) consisting of clothing,
footwear and human hair products, whose share in the total exports jumped
from 8 percent in 1962-64 to 30 percent in 1967. The most important
exports in 1967 were clothing (including sweaters, other knitted clothing,
and shibori - Japanese silk sashes), textiles, plywood, miscellaneous light
manufactures, fish and fish preparations, and metals in that order. The
combined exports of these six sub-groups accounted for about 70 percent
of the total export value in 1967.
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23. The United States and Japan are the two largest markets for
Korean exports. The United States market has grown particularly rapidly,
at over 50 percent per year between 1962-64 and 1967; while exports to
Japan have increased at less than 30 percent per year. As a result, the
share of the U.S. in Korea's total exports rose from 27 percent to 43 percent
and that of Japan fell from 35 percent to 29 percent during the same period.
This change has been associated with the different export commodity patterns:
exports to the United States are largely (856 percent in 1967) manufactured
goods, while those to Japan are mostly food (fish, fruits and vegetables)
and raw materials (mineral ores, metal scrap, raw silk, other raw fibers,
and other crude materials) (67 percent in 1967). These export commodity
patterns conform with Korea's comparative advantage as manufactured exports
are largely labor intensive light manufactures in which the supply of
cheap and skilled labor gives Korea a competitive edge particularly vis-a-vis
the high labor cost country like the United States on the one hand, and
on the other hand the transportation costs of these light articles in rela-
tion to their value are relatively small, compensating the long distance
to the U.S. Regarding Japan, the relative wage advantage of Korea is not
so great but the short distance and the small transportation costs justify
Korea to ship heavy food (some perishable) and raw materials articles to
the large industrial heighbor. Moreover, on many manufactured goods, Korea
is competing with Japan, e.g. electronic products. The demand pattern in
the U.S. and Japan is also somewhat different, e.g. shibori and laver are
consumed only in Japan and wigs largely in the U.S.

24. On the whole, the remarkable export performance has been based,
to a large extent, on the supply of relatively cheap and skilled labor
and imported materials and equipment. It is estimated that the imported
raw material content of manufactured exports was 58 percent in 1967 1
appreciably higher than the average of 45 percent estimated for the manu-
facturing industry as a whole.2/ A number of major export commodities have
on the whole a rising world demand with somewhat stable price structure
(e.g. plywood, silk) with a few exceptions (e.g. tungsten and some other
minerals). Consequently, as distinguished from primary exports from many
other developing countries, any sudden and large erosion of Korea's
export prices is rather unlikely.

25. The danger of exposure to fluctuations in demand in the U.S.
and Japan from the geographical concentration of exportsis reduced by the
fact that the Korean share in total Japanese and U.S. imports has been
very small indeed (only 0.7 percent and 0.5 percent respectively in 1967).
Hlowever, although Korea's exports in the total exports of its respective
trading partners are small, the share of Korean exports in the imports
of certain commodities in these countries is much larger. For example,
in 1967 Korea supplied 26 percent of silk, 61 percent of woven silk
fabrics, 31h percent of tungsten and 40 percent of vegetables, imported
into Japan. In the same year, Korea supplied 42 percent of raw silk,

1/ Estimated by Ministry of Commerce and Industry.
2/ See next section on Imports.
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21 percent of plrnood, 11 percent miscellaneous manufactures (chiefly
human hair products), !.' percent oL clothi-ng and 4.4 percent of electric
lamps and bulbs imported iiito the United States. Korea is also an
important supplier of sweaters to some northern European countries. Once
a Korean export commodity becomes important in the total imports of that
commodity in the importing country, trade resistance arises. Thus, the
Korean exports are vulnerable to the commercial policies of these
countries. According to the bilateral agreement between the U.S. and the
Republic of Korea, extending through December 1970, Korean exports to the
U.S. of specified categories of cotton textiles (including clothing) are
severely restricted. During 1967 the level was 32.2 million square yards
equivalent, rising only slightly to 35.O7 square yards equivalent in 1968.
Canada also has quotas on imports from Korea on certain kinds of textiles
and metal products. West Germany imposes import restrictions on Korean
sweaters and Japan on laver and fresh live fish. Norway and Denmark have
Korea on their list of non-free trade nations and regulated imports from
Korea.

26. Another uncertain factor in the export picture is exports to
Vietnam. Commercial exports to Vietnam averaging $6.7 million in 1962-64
increased to $14.8 million in 1965 or 8.4 percent of total exports. Since
then, they have, however, decreased to $7.4 million in 1967, largely
because of the "buy American" policy in view of the U.S. balance of pay-
ments proble;ns. Exports to the military forces in Vietnam, on the other
hand, have been increasing. These are not included in the export figures
of this Section and wTill be discussed in connection with invisible trade
in Section C.

Export Promnotion

27. Exports have been given a high priority in Korean planning and
export promotion is one of the most important elements in the development
strategy. The devaluation and the adoption of the flexible exchange rate
system in 1964 has put the export sector in a much better competitive
position than before. In order to strengthen further the export industries
in competition abroad, the Government has, since 1965, introduced an array
of additional incentives. Without such vigorous promotion measures,
Korea's export performance would have been much less successful.

28. The most important export promotion measures have been tax and
credit concessions .j Concessions on power and freight rates are important

iL/ Fiscal incentives include essentially (a) exemption of business tax,
(b) a reduction by one-half of income and corporation taxes on earnings
from exports, and (c) the exemption of commodity tax and custcm duties
on imported raw materials. Credit incentives include (a) cheap short-
term credits for financing of production of export commodities or of
raw materials used for export production at about 70 percent of the value
at 6 percent interest rate as against the present market rate of around
26 nercent, (b) cheap short-term credits for financing the importation
of raw materials to be used in export production to the full amount of
imports at 6 percent interest rate, and (c) cheap medium- and long-term
credits for financing the exoort production facilities at 70 percent of
the value of machinery and equipment imports at 6.5 to 7.5 percent
interest rate.
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only in some specific cases and, technical and marketing assistance has
just begun to show some results. All these concessions have been generally
extended in scope and increased in amount since their introduction. More-
over, there have recently been increases in many domestic tax rates which
make export tax incentives stronger. It is estimated that total fiscal and
financial concessions for export promotion amounting to 1 percent of export
value in 1965, increased consistently to 23 percent in 1967.

29. Of all the concessions, customs duty exemption is the largest,
(9.1 percent) followed by domestic tax concession (7.6 percent) and credit
concessions (6.3 percent) in 1967 (Table 4). A major factor in the sharp
increase of credit concessions is the introduction in 1967 of Korean
foreign exchange loans of 38 million at 7.5 percent interest rate. (This
incidentally raises a problem of foreign exchange reserve management.)
Subsidized freight and power charges are generally insignificant, but freight
subsidies are important for mineral products like talc, fluorspar, silica
sand and metallic mineral. Generally speaking the value of all incentives
for exports are the highest for manufactured products like various kinds of
textiles, plywood, tires and tubes, radios, etc. where import contents are
large.

30. Exemptions of custom duties and commodity tax on imported
materials permit the Korean producers to enjoy the benefits of free trade
on the production side. The situation amounts to countries sending raw
materials for processing in Korea without paying import duties and then
importing the product to enjoy the benefits of cheap labor. This is
particularly relevant for the trade between Korea and the United States
and Japan. Electronic products are a notable case in point. The same
policy is followed in the Republic of China and many other developing
countries in realizing their comparative advantage for export promotion.
Domestic direct tax concessions appear not very important, being only 3
percent of export value.

31. Cheap export credit is considered by the Korean authorities as
necessary because Korean exports have to compete internationally and the
domestic interest rates are too high above the international level; although
in many cases exports should be already competitive, when the comparative
advantage in labor abundance overweighs the comparative disadvantage of
capital scarcity with high interest rate. Such interest concessions amount
to 6.3 percent of export value.

32. However, even with all the concessions and assistance, it appears
there are commodities whose domestic sales are much more profitable than
export sales. This points to the need for further improvement in productive
and marketing efficiency, containment of domestic price rise, and even more
flexible operation of the exchange rate system.

3:3. Another point that should be stressed in export promotion is
the importance of net rather than gross foreign exchange earnings. The



- 12 -

Table 4

Tax and Credct Benefits for Exports

1965 1966 1967

A. Won per each US $ of Exports

Domestic Direct Tax
Concessions 3.8 3.6 8.2

Domestic Indirect Tax
Concessions 9.2 11.9 12.5

Custom Exemptions 15.4 21.3 24.6

Interest Concessions-/ 8.8 ]2.0 16.9

TOTAL 37.2 48.8 62.2

Exchange Rate
(Won per US $) 265J4 271.3 270.6

Exchange rate plus
Tax and Credit Benefits 302,6 320.1 332.8

B. As percentage of 10 Wlon of Export Value

Domestic Direct Tax
C-tncessions 1.4 1.3 3.0

Dcmestic Indirect Tax
Concessions 3.5 4.- 4.6

Custom Exemptions 5,8 7.9 9.1

Interest Concessions 3.3 4j4 6.3

TOTAL 14.0 18.0 23.0

a/ Calculated on the basis of export credits at interest rates differences
between the market rates and the concessional rates for each respective
type of credits.

Source: M4ission estimates.
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export promotion effort has succeeded in raising rapidly the total export
value. However, owing to the high import content, the size of net exchange
earnings from such exports is far smaller. Assuming imported raw materials
and intermediate goods used for exports products are one-third of the export
valuel/ then every $100 million of exports will bring in only $66 million
of net foreign exchange earnings. In fact, taking only raw materials and
intermediate goods into account one could underestimate the import content,
for the cost of capital goods, most of which are imported from abroad and
financed by external sources, is usually neglected in the calculation.

34. In order to find some indication of the magnitude of both
materials and capital costs, the Mission has made some estimates on the
basis of data made available by the Korean Reconstruction Bank. The KRB
conducted a survey of 183 enterprises established with the assistance of
foreign loans, regarding their costs and sales. Among them the Mission
selected 68 for which the imported cost components as distinguished from
domestic costs can be identified, regarding plant and equipment, raw materials
and capital finance. Annual depreciation of capital equipment for these
enterprises in different industries is estimated on the assumed life of
plant based on U.S. Internal Revenue Services publications and interest
cost of foreign loans is estimated at 8 percent per annum. The result shows
that if raw materials alone gre considered, the import contents of total
output value are 32 percent2/ but depreciation will add another 7.7 percent
and interest payments 7.4 percent, with a total of 47.2 percent of the total
gross value (Table 5). The last two cost items have to be paid one way or
another in foreign exchange and the net foreign exchange earnings will be
reduced further by another 15 percent, and become a little more than one-
half of the total export value. In the case of firms in chemicals, because
of less than full operation, total foreign exchange costs even exceeded
total gross value of production. Miscellaneous manufacturing - the main-
stay of Korean exports - has a very high total import content of 57 percent.
Granting the sample is small and may be biased, the result (apparently on
the conservative side) nevertheless is sufficient to show the importance
of import content of both raw materials and capital, and how difficult it
is to increase net foreign exchange earnings even with a high rate of
expansion in the total export value.

1/ The Korean Productivity Center estimates that for all export commodities
the imported raw materials contents are 32 percent and for manufactured
exports, 52 percent. The MCI estimates give 40 percent and 58 percent
respectively.

2/ This is considerably lower than the MCI and KPC estimates of over 50
percent for manufactured exports, for the gross value of production is
overstated at domestic market prices and some of the high-import
content industries like plywood are not included.
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Table 5

Foreign Exchange Costs as Percentage of
Gross Value of Production (%)

Industry a/ Raw Materials Depreciation Interest Total

Food and beverage (4) 36.3 2.6 2.4 41.3

Textiles (26) 27.3 7.3 7.1 41.7

Paper and paper products (6) 19.8 3.2 3.0 26.0

Chemicals and chemical
products (7) 41.9 69.7 61.3 172.9

Oil Refining (1) 48.P 2.0 2.5 52.5

Clay, stone and glass
products (4) 2.7 5.1 5.7 13.6

Basic metal and metal
products (6) 64.6 4.0 4.3 73.1

Machinery (8) 15.3 2.0 1.9 19.2

Miscellaneous (6) 54.8 C.9 0.9 56.6

Total (68) 32.1 7.7 7.4 47.2

a/ Figures in brackets indicate number of firms.

Source: Mission estimates, based on data supplied by
Korean Reconstruction Bank.
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B. Imports and Import Policy

Trends of Imports

35. The level of imports used to fluctuate widely, depending on the
availability of foreign exchange and the need for keeping domestic prices
from rising sharply. Since 1964 when imports came down to a very low
level following the strict implementation of the stabilization program, the
import level has been accelerating, along with rapid economic expansion and
recently with foodgrain shortage and trade liberalization. While total
imports rose by only 15 percent in 1965, they surged to an annual rate of
over 45 percent afterwards up to 1968. The ratio of merchandise imports
to GNP has increased from 12 percent in 1962-64 to 22 percent in 1968.
This has caused concern to the Korean authorities and some steps have
already been taken to contain the swift import expansion.

36. The sharpest increase in imports was registered in machinery and
transport equipment which reached $310 million in 1967 or &.5 times that
in 1964 and leaped again by four-fifths during the first eight months of
1968 over the corresponding period of 1967. As a result, the share of
machinery and transport equipment in total imports increased from 17 per-
cent in 1964 to nearly 38 percent during the first eight months of 1968.
The increase in machinery and capital equipment imports is necessitated by
the need for development in economic infrastructure (mainly power and
transport) and industryl/ Such imports have been an important factor in
the upsurge of capital formation; their ratio to gross domestic fixed
capital formation has risen from 17 percent in 1965 to 32 percent in 1967.
The chief sources of supply of capital goods have been Japan, followed by
the United States with less than one-half of those from Japan; the two
together supplied about four-fifths of Korean imports of machinery and
transport equipment in 1967.

1/ Of the total imports of machinery and equipment in L965-67, 35 percent
were transport equipment (16.5 percent were ships and boats, aimed at
increasing invisible earnings and developing fishing exports, 3.6 per-
cent road transport equipment and 2.7 percent railway equipment).
Imports of machinery for power generation and distribution were about
L3.5 percent of the total. Imports of textile and leather machinery
and equipment were 12.5 percent and imports of metal working machinery
3 percent.
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Table 6

Summary Analysis of Import Trends and Structurea/

Annual Rate Amount
of Growth (%) Percentage Composition (%) pillion UST)

Commodity Group 1962-6L to 1967 1962-64 1967 1962-64 1967

Consumer Goods 6.2 19.1 11.2 89 112
Raw Materials and

Intermediate Goods 18.7 62.5 57.7 289 574
Machinery and Trans-
port Equipment 38.5 18.4 31.1 85 310

Total 21.2 100.0 100.0 463 996

a/ Consumer goods consist of SITC groups 0,1,8 and 9; Raw materials and
intermediates, SITC groups 2,3,h,5 and 6; and machinery and transport
equipment is identical with SITC group 7.

Source: Statistical Appendix.

37. Owing to the rather poor endowment of natural resources and the
still early stage of industrialization, Korea relies heavily on imported
raw materials and intermediate goods to feed its rapidly growing industries.
Available data show that in 1966 the import contents of raw materials and
intermediate goods in the gross value of manufacturing production (for both
exports and domestic sales) was about 28 percentI' Rising at nearly 20
percent per year, between 1962-64 and 1967, raw materials and intermediate
goods impor-ts increased nore or less at the same rate as the increase in
industrial production. The United States is the leading supplier of crude
materials other than fuels, and Japan is the major supplier of chemicals
and other intermediate goods.

38. Consumer goods imports have been predominantly cereals. Such
imports were relatively small and s-table, but rose substantially in 1967
due to larger imports of wheat and rice because of drought and of other
consumer goods because of trade liberalization. Imports of cereals and
cereal preparations in January-August 1968 were $95 million as compared
to $34h million in the corresponding period of 1967. The imports of miscel-
laneous manufactured articles (consumer goods) increased from $9 million
in the first elght months of 1967 to $22 million in the corresponding
period of 1968.

1/ Imports of raw materials and intermediate goods excluding manufactured
fertilizers are treated as imported raw materials and intermediate goods
used in the manufacturing sector; this was in turn compared with the gross
value of the manufacturing sector as shown in the 1966 census. This ratio
refers to total manufacturing production for both exports and domestic
sales which is different from the ratios mentioned in Section B, referring
only to exports and their import contents.
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39. Among the import suppliers, Japan's position has been enhanced
considerably in recent years at the expense of the United States. The
United States supplied slightly raore than one-half of Korea' s imports
during 1962-64, but only 31 percent in 1967, largely following the decline
in U.S. aid. In contrast, Japan's share increased from 27 percent to almost
45 percent, following normalization of relations between the two countries
in 1965 and -the subsequen-t increase in Japan's loans (and to a small extent,
official aid and relief) to Korea.

40. The availability and sources of foreign exchange have been an
important factor in shaping the level, structure and direction of Korea's
imports. The sharp increase of export earnings since 1964 has provided
more Korean foreign exchange to finance imports with greater flexibility
in commodity purchases. "Korean foreign exchange imports" (Kfx imports)
increased from an average of less than $200 million in 1962-64 to $57h
million in 1967, and their proportion in total imports increased from 43
percent to 68 percent. Correspondingly, the importance of imports financed
by official aid, external loans, relief and others has fallen. Moreover,
among these imports there has been a significant shift from imports financed
by official aid to imports financed by external loans. The bulk of foreign
loan imports have been capital goods which accounted for Lb percent of total
capital goods imports in 1967. Apparently, the availability of external
loans has been crucial for Korea to boost its capital formation and
industrial growth.

Import Policy

4l. Following the remarkable increase of exchange earnings since l965,
import restrictions have been gradually relaxed and eventually a negative
list system was adopted in July 1967. Prior to the introduction of the nega-
tive list system the number of prohibited imports had already been reduced
by stages from 356 in thae second half of 1966 (under the old trade classifica-
tion) to 244 and the number of restricted items from 134 to 92. Under the
negative list system, all commodities may be imported freely (the import
license being automatically granted) except those included in the negative
list. Commodities in the negative list are either prohibited or restricted,
because they are either luxury goods, or undesirable for non-economic
reasons, or for the purpose of protecting domestic industry. Along with the
change, trade items were also reclassified and therefore it is impossible
to determine precisely the degree of the imoort liberalization. In any
case, any new import item not in the negative list will now be automatically
allowed to be imported freely, rather than automatically subjected to
positive control as under the previous system.

42. In the first half of 1968 the restricted items recommended by
the various Ministries were further reduced; indicating continuous import
liberalization, with less than two-fifths of total Kfx imports under
restrictions.
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43. Recertly, being alarmed by the extraordinary import expansion,
the Korean authorities began to tighten import restrictions, by an increase
of the number of restricted items and a reduction of the number of auto-
matic approval items for the second half of 1968. Meanwhile, the Govern-
ment, in July 1968, raised the advance deposits on imports to 150 percent
on 202 SITC items of raw materials and equipment imports which are presently
subject to custom duties of more than 50 percent and on 48 items as luxury
goods.

44. The tariff reform as analyzed in the last Mission report has not
resulted in any appreciable change in the average rate of import duty-I but
the rate of tariff revenue (including special custom duties).! to imports
has improved. It reversed the declining trend and increased the revenue
collected on total imports from 9 percent in 1966 to 10 percent in the first
five mcnths of 1968. As an important export incentive, import duties on
raw materials for making export goods are exempted. Also duties on equip-
ment and raw materials imports for some designated basic industries are
exempted; some of these are export industries. However, these two exemptions
totalling 15 billion won in 1967, accounted for only 46 percent of the total
duty exemptions; the rest which are fairly large are apparently granted
for non-economic reasons. Total customs exemptions during the first five
months of 1968 accounted for 18.3 percent of total import valueSA

L5. The rather indiscriminate duty exemptions allowed on raw materials
and capital goods have apparently discouraged domestic production of those
competing items which can be eventually produced economically in the country.
The slow growth of domestic capital goods industry in the face of rapid
demand for capital formation is a case in point and worthy of study. It is
interesting to note that the Ministry of Commerce and Industry announced
recently that beginning from 1969, 21 new items of machinery designated
for domestic production wTill be banned or restricted from imports, thus
bringing the total items so designated to 89. This seems to reflect the
Government's new intention of encouraging the development of the machinery
industry.

C. The Trade Gap

46. One distinct feature in the Korean balance of payments is the
large deficit on merchandise trade. While exports have performed remarkably
well, one should not overlook the fact that imports have also increased
very rapidly. This is natural, for the import content of Korean exports

l/ Of the total imports in 1967, nearly 55 percent were items paying duty
at 5-20 percent rates, 26.5 percent were items paying duty at 25-50
percent rates and 5.3 percent commodities paying duty at 60-250 percent
rates.

2/ Special custom duties are imposed on restricted import items for siphoning
off excess import profits.

3/ Thus, if there were no exceptions, all custom duties together would amount
to 28.6 percent of total imports during the first five months of 1968
(as compared with 21.2 percent in 1967).
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is very high. In addition, as analyzed above, the country also needs a
large amount of imported inputs for making its manufactured goods to meet
domestic demand which is far larger than exports. As a result. during
1964-68, merchandise imports substantially expanded at an annual
rate of 36 percent, as compared with the rate of export increase of 40
percent. The merchandise trade deficit; amounted to almost $590 million in
1967, 2.4 times that in 1964.

W7. Because of the dependence on imports, export performance should
not be viewed in isolation in terms of its own rate of increase, but con-
sidered together with imports. This is different from the primary exporting
countries where exports are based largely on domestic resources and have
very small import content. For a manufacturing exporter like Korea, such a
simple criterion can be misleading. Moreover, it should also be borne in
mind that Korea started with a very small base amount of exports which makes
it statistically easy to show a high rate of growth. Korean exports, if taken
as a percentage of imports should have increased only from 33 percent in 190`
to 38 percent in 1968. While this rising trend is encouraging, one should
not neglect the fact that exports are still small in size, paying for less
than two-fifths of imports.

48. The relatively small amount of export is worth noting, particularly
because it is often obscured by another distinct feature of the Korean balance
of payments, namely, the extraordinarily large armiount of receipts from
foreign military expenditures, totalling over $200 million in 1968.
If these receipts are excluded, the service account is no more in surplus.
Therefore, without the extraordinary receipts, Korea really has not any
sizeable surplus in its service account to fall back on.

49. In a sense foreign military expenditures can be regarded as
exports of Korean goods and services, for if not supplied for military
purposes they could be exported for non-military uses and still earn
foreign exchange. However, this would depend on the extent to which such a
siift of markets can be achieved without much difficulty.

50. Receipts from Vietnam include sales of goods and services
offered, remittances from Korean forces, civilian technicians and workers
stationed in Vietnam, and insurance income. Not counting commercial sales,
all these added together amounted to abou-t $140 million in 1967, or 22
percent of total receipts from goods and services. In view of the sizeable
amount and the uncertain nature, any change in such receipts can have
considerable effects on Korea's balance of payments.

51. Regarding other invisible earnings such as those from tourism,
shipping and insurance, Government's efforts to increase them have yielded
moderate results. Their influence on the total earnings has been over-
shadowed by Vietnam. Payments for services increased at an average
annual rate of 32 percent and reached $200 million in 1968, due mainly to
the increase in freight and insurance payments.
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52. All considered, the trade deficit (the balance of exports and
imports of goods and non-factor services) has increased from $223 million
in 1964 to $618 million in 1968, or from slightly below 7 percent of the
GINP to almost 11 percent.

Table 7

Balance of Goods and Non-Factor Services Account

(In million US dollars)

a!
1964 1965 1966 1967 1968

Receipts b 207 286 449 633 847
Goods (f.o.b.)-/ b/ 119 255 320 U
Military expenditures- 64 74 101 177 204

Other non-factor services 24 37 98 136 157

Payments -430 -482 -773 -1 048 -1,465
Goods (f.o.b.) -36 Zb71 -777 -909 I- ,967
Non-factor services - 65 - 66 - 93 -139 - 201

Trade Gap -223 -196 -324 -415 - 618

Goods -246 -241 -430 -589 - 778
Non-factor services 23 45 106 174 160

Receipts as % of Payments 48.1 60.9 58¢1 60.4 57f.8

a/ Preliminary
b/ Sales of goods to military forces in Vietnam are excluded from goods

exports, but included in military expenditures.

Source: IMF, Balance of Payments Yearbook and EPB.
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IV

FOREIGN CAPITAL

A. The Changing Pattern

53. In recent years, the rapid growth of investment has outpaced
the increase in domestic saving. As a result, foreign resources in the
form of grants, loans, and investment have increased both absolutely and
in proportion to GNP to fill the widening gap, and contributed greatly
to the continuous high rate of capital formation and output growth. On
a net basis, total foreign capital inflow increased from $324 million in
l9E6to about $600 million in 1968.

54. Significant changes in the composition of foreign capital also
occurred in recent years. The share of official grants declined and that
of loans increased sharply. Out of the total amount of loans, private
loans surged far ahead of official loans.

55. The gross grants from the U.S. Government to the Korean Central
Government declined sharply from $198 million in 1963 to $94 million in
1966, and stayed slightly above that level in 1967. However, Japanese
Government grants under the Property and Claims (PAC) Funds started off
in 1966 with $29.3 million and increased to $37.4 million in 1967.
Meanwhile, there have also been some increases in private donations.
Thus, the absolute amount of all grants has remained at a level slightly
above $200 million in recent years. But, because of the large increase
in foreign loans, the stare of grants in total net capital inflow
dropped from 89 percent in 1964 to 44 percent in 1967 and that of loans
increased from 11 percent to 54 percent. Direct investment has also
risen, but the amount is still very small (Table 8).

56. A dramatic thrust of foreign loans into Korea's private sector has
occurred since 1966. Such loans on disbursement basis totalling only '16
million in 1965 jumped to $170 million in 1966, j`266 million in 1967, and
over t3OO million for the first nine months of 1968. Thus, the proportion
of net loans received by the Korean private sector rose from 33 percent
of the total loan amount received in 196) to 95 percent in 1967.

57. The sudden large influx of foreign capital during 1966-67 was
in fact more than sufficient to fill the trade gap. As a result, gross
foreign exchange reserves increased substantially by an average of about
$100 million each year during this period reaching $351 million at the
end of 19671,/ or 35 percent of total 1967 c.i.f. imports. The gross

1/ The disbursements of foreign exchange loans extended by Korean Exchange
Bank to the private sector are not included. The outstanding amount of
such loans was $127 million at the end of July 1968. Borrowings from
foreign banking institutions by Korean :.xchange Bank are also not
included.



Table 8

External Transfers and Capital Inflows
(in million US $

January-September
1964 19065 1966 1967 1968

1. Grants 19149 203.3 219.6 225.2 148.9
(U.S. Government, gross) (139.7) (134.8) (94.2) (95.8) (67.5)

2. Loans 214.14 -2.5 207.8 280.6 333.3
Loans to the private

sector 8.1 16.3 170.2 266.4 308.3-
(Long and Medium Term) (12.5) (39.4) (163.8) (180.5) (176.4)a/
(Short Term) (-4.4) (-23.1) ( 6.4) (85.9) (131.9)
Loans to the Government 16.3 -18.8 37.6 114.2 25.0_/

3. Direct Investment -O.8 0.3 13.4 11.3 15.5

4. Total Net Capital Inflow
(1 to 3) 218.5 201.1 4140.8 517.1 497.7

5. Use of Monetary Assetsb/ 3.6 -4.9 -117.6 -111.1 21.2

6. Errors and Omissions -1.1 -2.0 -0.2 11.1 -16.5

7. Total Transfers and Capital
Account (14 to 6) 221.0 194.2 323.0 417.1 502.4

8. Investment Income 2.1 1.4 o.6 -1.8

9. Trade Gap (7 + 8) 223.1 195.6 323.6 415.3

a/ Estimated
b/ (-) indicates increase
Source: =lF, Balance of Payments Statistics
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reserves increased further to $406 million at the end of 1968, or 30
percent of the estimated 1968 c.i.f. imports.

58. Out of the total gross foreign exchange reserves, a sizeable
portion is offset by short-term liabilities with less than one year
maturity. If such short-term liabilities are excluded the net exchange
reserves were at $185 mL:.lioa± at the end of September 1968.

1/
B. External Debt-/

Miedium- and Long-Term Loans

59. In external debt management, the Korean Government distinguishes
medium- and long-term loans with a maturity of three years and over from
shorter-term loans with a maturity below three years. The total amount of
medium- and long-term loans contracted as of November 30. 1968 is about
$1,368 million, of which $&63 million have already been disbursed. Out of
the total committed loans, about 65 percent are extended by foreign private
lenders and the rest by foreign official lenders. Up to 1966 commitments
of loans from foreign official sources had increased very rapidly. However,
the picture has changed since 1966, and in 1967 while the official loan
commitments in the year fell, private loan commitments rose by almost 5G
percent. During the first 11 months of 1968 while the official loan
commitments further declined drastically, private loan commitments in-
creased dramatically to $436 million. Another change worth noting is the
sharp increase of private loans extended with commercial bank guarantees
and without guarantees on the one hand and the considerable decrease of
private loans with Government guarantees reflecting the Government's
cautious policy of incurring external debts on the other.

60. The recent surge in foreign lending to Korea has been accompa-
nied by some changes in the lending pattern. First, regarding the United
States, official loans have increasingly replaced grants up to 1966, and
private loans have increased very sharply since 1967. Secondly, after
the normalization of relations with Japan, Japanese official loans
started in 1966, in addition to already sizeable private loans from Japan
that began to be contracted in 1965. Thirdly, private loans from the
Federal Republic of Ger.iany and several other European countries increased.
Up to June 30, 1968, out of the total committed amount, the United States
has provided the bulk of the official loans (about 70 percent) and Japan
the largest amount of private loans (31 percent of total). (Table 10)

1/ For details on external debt management see Appendix.



Table 9

Inflow of Foreign Medium- and Long-Term Loans a/
(!_in7TaT5on US -)

Cumulative
Jan-Nov. Total as of

1962 1963 196h 1965 1966 1967 1968 Nov.30, 1968

A. Cormiitments /

1. Official Loans c/ 72.8 9.5 37.9 76.3 152.9 80.5 h8.3 h78.1

2. Private Loans c/ 1.8 54.1 51.8 78.9 lo44.7 151.7 h3 .)4 889.5
(a) Goverrnent guaranteed - .1 $60.1 74.8 93.7 32.3 21.8 336.8
(b) Commercial banks guarantee - - - - 9.0 102.3 359.9 471.2
(c) W,ithout guarantee 1.8 - 1.8 4.1 2.0 17.1 54.7 81.5

3. Total 74.6_/ 63.6 99.7 155.2 257.6 232.2 48h.7 1,367.6

B. Arrivals (disbursed)

1. Official Loans _/ 7.3 42.6 11.5 5.7 72.8 106.2 68.7 314.9

2. Private Loans c/ - 23.6 11.9 36.1 109.8 122.6 2h4.3 548.3
(a) Government guaranteed - 22.0 11.7 3L.3 101.5 6. 7.3
(b) Commercial bank guarantee - - - - 5.2 39.0 72.9 117.1
(c) With guarantee - 1.7 0.5 1.8 3.1 17.3 37.9 62.2

3. Total 7.3 66.9 22.h ho.5 182.7 228.8 313.0 863.2

a/ Including loans with original maturity of 3 years or longer.
b/ Based on loan agreements signed for official loans and the opening of letters of credits or letters

of guarantee for commercial private loans.
c/ Based on the status of the lender.
d/ Includes $20.5 million contracted during 1959-61.

Source: Economic Planning Board



Table 10

Inflow of Fzreign Medium- and Long-Term Loans by Sources
(in billi.n US $ on commitment basis)

Cumulative
First Half Total up to

1959-63 1961 1965 1966 1967 1968 June 30, 196B

U,S.A. 93=3 37.7 i9.~.2 5471L2.5 503.0
Public 59.5 31l4 71.5 95.5 33.2 30.0 321.1
Private 33.8 6,3 4h1 3.7 21e5 112.55 181.9

Japan - 4 70.8 112.0 7bj7 76.0 330.9
Public - - - 44.9 35.3 - 80.2
Private - 0J4 70.8 67.1 36.4 76.0 250.7

PI)

Federal Republic of Germany 250. 20.1 .8 3312 32. 3h148 150.7
Public 8.8 5,2 4.8 12.5 - - 31.3
Private 16.6 14-9 - 20.7 32.4 34.8 119.4

Others 19.4 41,6 h¢1 13,2 73.3 132.8 291.h
Public l4k0 1.4 - - 11.9 5.0 32.3
Private 5e4 40o2 4*1 13.2 61.4 134.8 259.1

All Sources 138.1 299. 155.3 257.6 232.1 393c1 1,276.0

Source and notes: Same as Table 9,
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61. The sharp increase of private loans from all sources is due
to a variety of reasons. The good economic performance, the slowdown
of inflation and the rapid growth of exports have made Korea an in-
creasingly attractive borrower. The Government's active policy to
induce foreign capital, particularly in granting Government guarantees
and tax concessions, has provided attractive advantages to the lenders.
The wide differential between domestic and foreign interest rates and
the stable exchange rate gives great incentive to the Korean borrowers.
lMeanwhile, there has been in general a change of practice in inter-
national finance for developing countries from public loans to private
loans, partly based on suppliers' credits as a measure to promote exports
of the creditor countries.

"Short-Term" Credits

62. External "short-term" obligations, including trade credits and
cash loans of less than three years maturity, also increased sharply
since 1967,. The total outstanding amount was $335 million at the end of
September 1968, almost five times higher than at the end of 1966. The
increase of short-term credit with a maturity of 1-3 years was particu-
larly fast, being $211 million at the end of September 1968. During 1967,
more than one-half of the increment in short-term credit of $170 millien
was incurred for the financing of 240,000 tons of rice needed for relieving
foodgrain shortage caused by the poor harvests. Most of the other credits
were related to the financing of imports of raw materials, parts and com-
ponents or even light machinery. The wide difference between foreign and
domestic interest rates apparently gives a strong incentive for such
borrowing. The sharp increase in short-term credit (especially cash loans)
has contributed to the accumulation of foreign exchange reserves and the
expansion of domestic liquidity. In this connection, a maximum limit on
such short-term obligations has been included in the Korean stand-by
agreement with the IMF.

Conditions of Debt Servicing

63. The average terms and conditions of official loans are of course
much more favorable to Korea than those of private loans. Weighted by the
respective amounts of loans committed, the comparison is as follows:

Official Loans Private Loans

Interes; rate (%) 2.1 5.8
ChargeV'(%) 0.06 °.4

Total -6.2
Grace period (years) 1.4
Repayment period (years) 26.0 7.7

a/ Including commitment charges, guarantee charges, etc.

Source: Based on data supplied by EPB.
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Table 11

Foreign Short-Term Credit
(Outstanding amount in million US $)

Dec. June Dec. June Sept.
1966 1967 1967 1968 1968

1. Import Credit by D/A Bills 29.0 46.8 61.1 63.7 68.7
Less than 1 year ... 17-72 57.7 589 T87
1 to 3 years ... 2.6 3.4 4.8 h.9

2. Import Credit Under L/C 29.0 81.5 169.2 243.8 258. 4
Less than 1 year ... 71.7 30.6 53.0 60.2
1 to 3 years ... 4o.1 138.6 190.8 198.2

3. Cash Loansa/ 1 to 3 years 11.6 10.3 9.7 7.8 7.7

4. Total 69.6 138.6 240.0 315.3 334.8
Less than 1 year ... 85.6 88.3 111.9 124.0
1 to 3 years ... 53.0 151.7 203.4 210.8

a/ Includes principal and interest but excludes certain banking lines of
credit negotiated by the Korean Exchange Bank.

Source: BOK
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64. During the first half of 1968, there were no significant changes
in the terms and conditions of official loans. The U.S. AID loans have,
as they have had for the past few years, 10 years of grace and 30 years
for repayment at an interest rate of 2.5 percent (one percent during the
grace period). The IBRD loan extended to Korea Development Finance
Corporation carries varying grace and repayment periods with a maximum
of 18 years.

65. Regarding private loans, there has been some hardening of terms
and conditions. As to interest rates, the number of loan contracts at 5
percent declined to one in 1967 and none in 1968, while those with an
interest of above 7 percent increased. However, there was a slight im-
provement in the average repayment period, owing to some decrease in cases
with repayment periods under 5 years, and also some improvement in the
average grace period because of a decrease of cases without any grace
period. But the downpayment requirement became tighter, with substantial
shift from none to 10 percent and the repayment guarantee must be more
costly because of less Government guarantees granted and more commercial
bank guarantees used.

66. Information on the terms and conditions of foreign short-term
credit is not readily available. The repayment schedule for the short-
term debt outstanding at the end of September 1968 called for payments
of principal and interest of $89 million during the remainder of 1968,
$60 million in 1969, $94 million in 1970, and $90 million in 1971. If
credit with a maturity of less than one year - which can be regarded as
normal trade credits - is excluded the amount mould of course be smaller.

67. For medium- and long-term loans, actual repayments including
interests, are estimated at $53 million for 1968. Adding this to debt
servicing on the short-term loans with 1-3 years maturity estimated at
$60 million, the total debt burden would be around $115 million, or 13.6
percent of the total exports of goods and non-factor services.

C. Direct Investmen-t

68. Recently, a policy of encouraging direct foreign investment has
been followedV! with direct investment being considered more desirable
than loans. However, owing to the balance of payments difficulties, the
foreign capital regulations of the U.S., while permitting investment in
Korea, appeared to have some discouraging influence on U.S. private in-
vestment. The administrative restrictions on investment on Japanese
capital.have been relaxed since 1967 in an effort to encourage Korean-
Japanese joint investment projects, but the results have not been very
significant.

1/ See Appendix.
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69. By the end of November 1968, Korea had received about $85 million
direct investment from foreign countries which is rather small as compared
with external loans. The bulk of direct investment has come from the United
States followed by Japan; others are negligible. About four-fifths of
.foreign direct investment has taken place in the manufacturing fields,
especially labor-intensive consumer goods industries, by taking ad-
vantage of low labor cost in Korea. Investment in fertilizer and oil
refinery is also sizeable, and in power and some transportation fields began
to emerge since 1967.



- 30 -

V

DOMESTIC RESOURCES MOBILIZATION

70. The high marginal domestic saving rate of over 30 percent
achieved in 1966 was hard to follow in a drought year of 1967 when agri-
cultural income and saving were adversely affected. Meanwhile, there was
a large increase in private consumption, reflecting a delayed reaction to
the continuous increase of income in the previous years. However, the
average domestic saving rate of 12.8 percent in 1967, though slightly
below the previous peak in 1966, lags still on the longer run rising
trend. In 1968, along with a higher GNP growth rate, the average do-
mestic saving rate recovered and reached a new high of 13.6 percent,
with a marginal rate of 16 percent.

7L. The share of public savings has risen sharply from 15 percent
in 1965 to more than one-third in 1968, due mainly to the substantial
increase in the Government's tax collection. The increasing absorption
of saving by the Government has obviously reduced the share of private
sa vi nr.

A. Public Finance

Public Revenue and Tax Efforts

72. The rapid increase in Government revenue has been the major
factor in the remarkable performance of public saving in recent years.
Since 196h, total public current revenue (at current prices) has in-
creased at almost 30 percent per annum, much faster than the rise of
the general price level times the growth of real GNP. As a result,
the proportion of current revenue to money WiP (or GNP at current
prices) increased from 10 percent in 1964 to 15 percent in 1967.
Total current revenue in 1968 is estimated to increase by a pheno-
menal 39 percent amounting to 264 million won, or 18 percent of the
estimated money GNP.

73. The bulk of Government revenue is from taxes. Monopoly
surpluses, net profits from Government enterprises and other non-tax
revenues contributed only about one-fourth of total current revenue.
Revenue from monopoly surpluses had increased rather slowly up to
1967,but following the increase in cigarette prices, they rose steeply
in 1968 by more than three-fifths. The percentage of tobacco mono-
poly revenue (the major contributor) transferred to the Central Go-
vernment to tobacco sales rose from 32 percent in 1967 to 41 percent
in 1968. Incomes from Government enterprises had not grown so well
as other revenue up to 1967, but they were boosted in 1968, particularly
due to the increase in railway fares and telephone rates.
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Table 12

C 2oposition of Savings
(at current market prices)

1962-64 1964 1965 1966 1967 1968a,

Amount (in billion won)

Gross Domestic Capital Formation 78.8 101.2 118.5 223.1 272.2 38h.0
Foreign trade deficit b/ T Ti-7.6 52.0 87.9 112.3 170.8

Gross Domestic Saving 32.4 53.6 66.5 135.2 159.9 213.2
Public sector c/ 0.1 10.2 2h.2 45.9 74
Private sector 36.6 53.5 56.3 111.0 111.O 138.6

As percent of GNP

Gross Domestic Capital Formation 15.4 14.5 14.7 21.6 21.8 2h.5
Foreign trade deficit b/ 9.1 6 -7 *.5 9.0 10.9

C'rross Domestic Saving 6.3 7.7 8.2 13.1 12.8 13.6
Public sector c/ -0.9 - 1.3 2.3 3.7 T.T
Private sector 7.2 7.7 6.9 10.8 9.1 3.8

As percent of Domestic Capital Formation

Foreign Trade Deficit b/ 59 7 44 39 41 4_

Gross Domestic Saving 41 53 56 61 59 56
Public sector c/ I7 - I9 17 19
Private sector 46 53 47 50 L2 37

a/ Preliminary
b/ Deficit of the nation on goods and non-factor services account,
c/ Public sector savings are National Accounts estinates, which are somewhat

diffelent from those in Table 13 based on fiscal data.

Source: Based on EPB data.
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?4. Tax revenue has increased at more or less the same pace as
total revenue. As a proportion of GOiP it rose from 6.6 percent inJ.964
to 11.5 percent in 1967 and is estimated to reach 13.4 percent in 1968.
Including fiscal monopoly profits - which may be considered as a sub-
stitute for indirect taxes - the combined revenue is estimated at 14.5
percent of GIW in 1968. Thus, within only a short span of four years,
Korea has succeeded in climbing from almost the lowest end of the inter-
national "tax effort" ladder to cross the lower one-third mark, approach-
ing the position of Turkey and the Republic of China.-/

75. The tax revenue growth is concentrated in the Central Govern-
ment; local Government taxes on the other hand are growing slowly in
absolute terms and declining as a percentage of GNP. The Central Govern-
ment's tax performance has been particularly impressive in respect to the
administrative improvements in tax collection. The comprehensive tax
reform took effect only in early 1968 and in that year only 13 percent
of the total tax revenue increase can be attributed to the tax reform,
the other factors were the growth of money GNP and the improvement in
tax administration, which includes discovering new taxpayers and raising
the assessments of old taxpayers closer to their actual incomes. Since
the potentials of such revenue increase will gradually be exhausted and
the marginal tax/ONP ratio will thereby tend to decline, it is important
that further attempts be made to maintain a satisfactory growth of reve-
nues by continuously strengthening the tax structure, and hence improving
the income elasticity of the tax system.

76. The 1963 tax reform by itself has increased revenue from indirect
taxes, but decreased revenue slightly from direct taxes. Nonetheless, owing
to the continued improvement in income tax collection, total revenues from
direct taxes increased by 41 percent in 1968. At the same time, revenues
from indirect taxes increased by 47 percent, temporarily raising their
share of total tax revenue to three-fifths.

77. The 1968 tax reform succeeded in raising revenue.:~ There are,
however, still weaknesses in the tax laws which could be corrected with
beneficial effects on resource allocation and equity as well as on further
increases in revenue. For example, the treatment of dividend and interest
income remains unsatisfactory. Both are taxed at a flat 15 percent rate,
as compared to 12 percent and 10 percent before the reform, which is still
too low relative to the tax rates on corporation, business, and personal
income. Moreover, interest income from bank deposits and dividends from
open corporations are still tax-exempt. .2 The discrimination in favor of
debt financing7 has not been eliminated.-

1/ See Joraen R. Iotz and Elliott R. Morss, "Measuring 'Tax Effort' in
Developing Countries". IMF, Staff Papers, November 1967.

2/ For a fuller account, see last Mission report, appendix on "Fiscal
Reform".



Table 13

Consolidated Public Revenues and ExPenditures-/
(in billion won)

1964 1965 1966 1967 196&/

1. Current Revenue 68 91 138 190 264

2. Current Expenditure 68 81 112 143 181

3. Savings on Current Account
(1-2) - 10 25 47 83

1I. Counterpart Funds 27 33 36 34 37

5. Other Capital Resources - -1 4 -3 15

6. Budget Deficit = Met Borrow-
ing, domestic and foreign 5 -2 11 17 24

'7. Total Fiscal Funds = Capital
Expenditure (3 to 6) 32 41 75 95 160

8. Total Expenditures (2+7) 100 122 187 238 341

a! Figures in this table are based on fiscal data which are consistently
slightly smaller than the corresponding figures in the national accounts.

b/ Estimated by Bank of Korea on the basis of revised budgets of Central
Government. Transfers from Central to Local Government in excess of
Local Government's expenditure in the preliminary budget are included
in public savings and capital expenditure.

Source: Statistical Appendix
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Table 14

Tax Revenue
(in billion won)

1964 1965 1966 1967 1968/

Total Tax Revenue 46.2 65.9 103.7 143.0 202.2
Direct Taxes 17.6 23.5 40.5 57.5 76.7
Indirect Taxes 28.6 42.4 63.2 85.5 125.5

Central Government 37.4 54.6 87.7 128.9 186.9

Direct Taxes 14.0 19.1 34.3 52.1 73.7
Personal Income Taxes 8.6 11.7 20.3 31.0 727
Corporate Income Tax 4.1 5.7 10.9 15.9 24.7
Other Direct Taxes 1.3 1.7 3.1 5.2 6.4

Indirect Taxes 23.5 35.5 53.4 76.8 113.2
Commodity Tax 3.3 7.0 1O.4 15.7 22.5
Petroleum Tax 2.0 3.2 3.7 4.6 10.7
Business Activity Tax 3.2 4.4 7.3 11.6 16.6
Liquor Tax 2.9 3.8 6.3 8.1 11.6
Customs Duties 8.2 12.5 17.6 25.4 34.0
Other 3.9 4.6 8.1 11.7 17.8

Local Government 8.7 11.2 16.0 14.1 15.3

Direct Taxes 3.6 4.4 6.2 5.4 3.0
Indirect Taxes 5.1 6.9 9.8 8.7 12.3

Total Tax Revenue as % of Money GNP 6.6 8.2 10.0 1l.5 13.5

a/ For Central Government includes supplementary budgets; for local
Government primary budget only.

Source: Second Supplemental Budget, 1968; Outline of Korean Taxation,
prepared by Office of National Tax Administration.
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78. Attempts to combine the incomes from all sources for any
individual and impose an overall income tax could be strengthened
as an important revenue raising device, because the progressivity
in personal taxation would apply to the combined income. But the
present methods can not be expected to serve this purpose fully
because of the various exemptions.

79. Considerable scope remains obviously for increases in the
tax rates on luxury consumption goods. The reform added about 2 billion
won to commodity tax revenues, but in view of the continued stress on
restraining "unsound" private consumption as well as the need for addi-
tional sources of revenue, the list of taxed commodities should probably
be expanded with higher rates on commodities whose income elasticities,
but not price elasticities, of demand are high.

Current Expenditure and Public Saving

80. Current expenditure of the public sector increased by 27 percent
during 1967 and the same rate of increase is expected in 1968. The wages
and salaries component of total expenditure rose by 24 percent in 1967;
a 33 percent increase was budgeted for 1968. This is part of the Govern-
ment's policy to raise until 1971 salaries of Government employees and
teachers from their rather low base.

81. Central Government's current expenditure, including current
transfers to the local governments, makes up the bulk of public current
expenditure. A breakdowin of the current expenditure by functional
categories shows that spending increases have occurred mainly in the
fields of education, economic services, and transfers to local govern-
ments for general purposes. Current education expenditures, almost
one-fifth of total current expenditures, have expanded by 27 percent
in 1967 and a 44 percent increase was budgeted for 1968. Current
expenditures on economic services had not increased in recent years,
but leaped by more than 80 percent in the 1968 budget, although their
share in total current expenditure is still rather small (6 percent).
Defense expenditure have accounted for more than one-third of total
current expenditure and remain the most important item. They have
grown at about the same rate as current expenditure as a whole, even
after the recent defense alert.

82. In spite of the rapid growth in current expenditure, public
saving has continued to expand impressively, due primarily to the sharp
increase in tax revenue.

Sources and Use of Fiscal Funds

83. In addition to public saving, the Government's other sources
for financing its capital expenditure have been foreign grants and domes-
tic and foreign borrowings. In 1964, when public savings were negligible,
the bulk of capital expenditure was financed by counterpart funds. Since
then the importance of public saving as a source of funds has increased
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to one-third of total capital expenditures in 1966, one-half in 1967,
and probably over one-half in 1968. Out of the 160 billion won total
capital expenditures budgeted for 1968, about one-third will be financed
by counterpart funds and 15 percent from domestic and foreign borrowings.
The latter amounted to 17 billion won, or 9 percent of total current
revenue, represents a budget deficit. Domestic borrowing, negligible
during 1962-64, increased from 5.3 billion won in 1966 to 19 billion
won in 1968 revised budgets.

84. Government capital expenditure requirements are essentially
determined in the planning process, which is closely coordinated with
budget preparation in charting out the availability of funds. These
funds coming from the various sources described above are used in three
ways for financing development: by direct Government grant or investment
in development projects, by investment in public enterprises, and by lend-
ing through a complex of Government and semi-Government financial interme-
diaries. As such Government investment and loan expenditures account for
over two-fifths of gross investment in the economy, the apparatus in di-
recting and channelling these fiscal funds constitutes a powerful instru-
ment in implementing the Plan and shaping development strategy.

85. Available information for 1968 indicates that about 11 percent
of total Government capital expenditures are channelled through financial
intermediaries, one-half of the remainder is invested directly by the
Government through budget allocation and the other half invested in Govern-
ment enterprises. Fiscal funds channelled through the special institutions
while accounting for a rather small portion in total Government capital
expenditure, constitute a quite significant part in the total fuuids chan-
nelled through the banking system. This will be discussed further in the
section dealing with financial markets.

B. Private Saving

86. After the interest rate reform in 1965, private saving
increased quite impressively; in 1966, at current prices, it doubled.
But it is uncertain to what extent this increase can be attributed to
the higher interest rates. The 1966 bumper crop and the resulting large
increase in agricultural income may have been a more important factor.
This is particularly relevant, for in a poor agricultural year like 1967,
private saving remained stagnant and declined in relation to G\P. In 1968,
the rate fell slightly further.

87. The rather disappointing performance of private saving in 1967
and 1968 is a matter of growing concern. The marginal propensity to con-
sume out of gross private disposable income, excluding changes in stocks,
was .76 in 1966, 1.03 in 1967 and, based on the latest available estimate,
.94 in 1968. It is quite reasonable to regard the 1967 consumption pattern
as abnormal as a cluster of special events coincided. It is quite possible
that private consumption, slow in response to rising income, finally caught
up in 1967 and adjusted itself to a higher living standard. Some of the
pent-up demand for imports of former years may have been satisfied in 1967
by the large imports allowed. In rural areas, the high consumption
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propensity is mainly a result of reduced disposable income caused
by the drought. On the whole, household saving estimated at 42.1
billion won in 1966 fell sharply to 12.5 billion won in 1967. In a
rapidly growing economy with significant structural changes, it is
difficult to speak of "normal" level of private savings, but the 20
percent increase in absolute amount at current prices in 1968 is
encouraging.

88. Government fiscal policy has great influence on private
savings. The intensified collection of direct taxes has, of course,
reduced disposable income and therefore savings of the private sector.
This is perhaps the main factor for the shift from private saving to
public saving. As the enforcement of tax collection has concentrated
on areas of highest tax yield, namely high income individuals and
larger business enterprises, the effects on private saving must have
been substantial, for these groups have generally the highest propen-
sities to save.l/

89. In the 1968 tax reform, the important changes were an increase
in consumption taxation on luxury goods, gasoline, and some fuels, and
a decrease in the rate of taxation on lower income taxpayers. The latter
by itself has already decreased revenues from direct taxes and therefore
tends to have a favorable effect on private saving, but it is so small
that it has been overshadowed by negative effects caused by the intensi-
fied tax collection. The increases in indirect taxes have both income
and price effects on private consumption expenditure which are, however,
very difficult to ascertain and predict.

C. Financial Markets

90. Along with the quick tempo of economic growth, the financial
markets in Korea have also expanded rapidly. Their development has been
particularly helped by the slowing down of inflation since 1964, the inter-
est rate reform in 1965 and the continuous enlargement of the fiscal funds
being channelled through the banking system. The phenomenal growth of
time and savings deposits can be atributed chiefly to the sharp increase

1/ This adverse savings effect of "tax policy" is self-correcting.
At present, the marginal tax/income ratio for their high savings
groups consists of the marginal rates implied in the tax schedules,
plus a large increment consisting of arrears, tax penalties, and
first effect taxation of previous evaders. Each year a greater
percentage of potential taxpayers is taxed effectively and the
remaining slack in the system declines. Hence the increment due
to administrative improvement will decline over time, and the
marginal rate will approach the rate implied in the tax schedules.
Thus the unfavorable effect on private savings will in the longer
term be diminished to a minimum.



Table 15

Interest Rates on Deposits of Banking Institutions
Tpercent per annum)

T i m e a n d S a v i n g s D e p o s i t s Installment Savings
3 Month 6 Month 12 Month 18 Month Deposits

Legal Legal Legal Legal Legal
Effective Maximum Actual Maximum Actuala! Maximum Actual i Maximum Actuala/ Maximum Actuala/

From: Rate Rate Rate Rate Rate Rate Rate Rate Rate Rate

3/16/64 9 9 12 15 15 15 15 15 10 10

9/30/65 30 18 30 24 30 26.4 30 30 30 15

4/01/68 27.6 15.6 27.6 20.4 27.6 26.4 27.6 27.6 28 15

10/01/68 25.2 14.4 25.2 19.2 25.2 25.2 25.2 25.2 25 15

i Actual rates agreed by the Korea Banking Association.

Source: Bank of Korea
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in deposit interest rates in 1965. Since then, the banking system
has offered a variety of rates depending mainly on the duration of
the deposits. SDme of the highest deposit rates were reduced in 1968
(Table 15), partly for the purpose of bringing them below the highest
lending rates, thus eliminating the ne-ative margin for the banks.

91. Total time and savings deposits, almost stagnant in 1963 and
1964, more than doubled each year in 1965 and 1966. The rate of increase
declined in 1967, but the 82 percent increase is still remarkable; in
the twelve month period ending September 30, 1968, it went up again to
96 percent (Table 18). As a percentage of GNP, time and saving deposits
increased from 2 percent in 1964 to more than 10 percent in 1967, showing
a substantial expansion of the organized financial markets at the expense
of the unorganized financial markets.

92. Out of the total time and savings deposits the proportion
absorbed by the special financial institutions increased more sharply
in 1967 and 1968 - they absorbed about one-third by the end of September
1968 as compared with less than one-fifth in 1966.

Table 16

Time and Savings Deposits and Cred;ts
alof Financial Intermediaries-.

(Outstanding amount in billion wJon
at the end of period)

Sept.
1963 1964 1965 1966 1967 1968

Time and Savings Deposits 13.2 14.8 31.7 71.8 130.8 229.6
Commercial banks b 11.1 12.3 26.3 39.3 87.6 152.1
Other banking institutions-/ 2.1 2.5 5.h 12.5 43.2 77.5

Credits 77.3 86.0 108.9 1l7.6 229.2 335.6
Commercial banks c/ 22.8 23.1 37 57.9 104.6 160.3
Other banking institutions- 54.5 62.9 71.5 89.7 124.6 175.3

a/ Includina all primarily banking institutions, excluding Bank of Korea.
b/ Derived as a residual: total time and savings deposits of all banking

irstitutions less time and savings deposits of commercial banks.
c/ A summation from the statements of conditions of the specialized insti-

tutions, published in the Monthly Statistical Review.

Source: Bank of Korea, Monthly Statistical Review.

93. Total bank credits outstanding (including loans, discounts and
advances) also increased rapidly but much more slowly than the growth of
time and savings deposits. While betwreen the end of 1964 and the end of
September 1968, time and savings deposits rose 14.5 times, credits increased
by less than 3 times. This has been partly due to the stabilization measuros
adopted by the monetary authorities to sterilize some liquidity of
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the banks through higher reserve requirements, the introduction of the
Stabilization Account, and the sale of Stabilization Bonds. In contrast
to deposits, commercial banks credits have increased faster than credits
extended by special financial institutions.

94. However, the special financial institutions lend much more than
the amount of their time and savings deposits ( 3 times at the end of 1967)
as compared with the commercial banks (only 1.2 times). This is because
the special financial institutions have, in addition to the "banking funds"
also "fiscal funds" made available to them by the Government. The size
of such fiscal funds is usually very large in comparison with credits
extended by the special financial institutions, being almost two-thirds in
1967. In 1967, the largest portion was received by KRB, followed by the
Central Federation of Fisheries Cooperatives. The amount received by the
other institutions are smaller and they have to depend more on "banking
funds", i.e. deposits. In 1968, however, the amount received by National
Agricultural Cooperatives Federation (NACF) was greatly increased because of
drought relief and the Government's ermphasis on agricultural development. This
trend is likely to continue for some years to come.

95. Commercial banks lend mostly at market interest rates to manu-
facturing, commerce, real estate, and the services sectors (Statistical
Appendix) and predominantly for short periods, typically for
one year, with the possibility of rolling over the credit. At the end
of July 1968, about 85 percent of commercial bank loans were at interest
rates of 24 percent or above - with the weighted average at 23.6 percent.

96. The special financial institutions lend largely to their special
sectors, normally at market interest rates when using banking funds and at
preferential rates for Government funds. These preferential rates range
from 3.5 percent to 18 percent p.a., dependlng on purpose and maturity,
and are determined by the monetary authorities. (Tab-te 17 ) They lend in
fields not generally interesting to the commercial ba.lcs, e.g., irrigation,
mining, heavy industries, public utilities and transportation, but there
are some areas, like working capital to manufacturing industries, which
are interesting to both.

97. Allocation of funds to important fields of economic development
is cLosely coordinated with the Plan and the annual Overall Resources Budget
where the investment priorities are outlined. For more specific lendings,
most of these loans have to be applied for and recommended by the Ministries
concerned and EPB, although the specialized banks also evaluate the financial
feasibility of the projects. As the interest rates for such loans are much
lower than the market rates, demand for finance far exceeds supply and
administrative rationing becomes very important. It is in this sense that
domestic financing of economic development is substantially planned and
administered. The trend is to channel more fiscal funds for financing
investment and production into infrastructure, basic industries and the
export sectors.



- 41 -

Table 17

Interest Rates and Maturities on
Selected Types of Loans Extended by Banks

Interest
Rate Maturity

Irrigation Loan Fund 3.5% 35 years

Export Finance Funds 6p 90 days

Korean Foreign Exchange Loan Fund 7.5% 30 months to 5 years

Special Equipment Loan Fund of a/
Korea Reconstruction Bank 7.5% Long term -

Equipment Funds:
K.R.B. 10% Over 10 years
K.R.B. 12% Less than 5 years
Medium Industry Bank (fiscal

source) 11% 5 years
Medium Industry Bank (banking

source) 15% Long term_/

Working Capital Funds (K.R.B.) 18%

Ordinary Commercial Bank Loans 25%

Commercial Bank Discounts 26%

a/ Varying maturities. K.R.B. loans under this heading are for plants
and equipment of basic heavy industry, e.g., shipbuilding, electricity
and coal mining; MIB loans, for smaller industries.
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98. Apparently these prefarential rates, not any accounting interest
rates, have been used by t e various agencies to calculate the costs and
benefits of the projects .if This naturally results in large demand for
fiscal funds(to finance even those projects which otherwise would not
be economically justified) and much in excess of supply and therefore
administrative decisions have to be applied widely. The 'Piission feels
it is time to reconsider the wqhole problem of preferential interest rates,
particularly whether the rates at the lowest end of the spectrum should not
be raised, so as to narrow the wide range of rates and reduce the hidden
subsidies to achieve a better allocation of resources. Also, it should
be examined whether accounting interest rates should be introduced for a
more rational cost-benefit calculation of the projects in the process of
selection. In addition, attempts should be made to develop private finan-
cial markets essentially through a reform of the commercial banking system
by allowing commercial banks to extend credits of over one year and lend
more to manufacturing industries, with less rigid collateral requirements
and more emphasis on the earning power of the borrower. Even term loans
could be introduced. All this would not impair banking liquidity because
the commercial banks are in any case rolling over their credits and their
time and savin-s deposits of over one year are large and rising.

D. Money and Prices

99. MIney supply increased by an alarmingly high rate of 42.5 per-
cent in 1967 as compared with about 30 percent in 1966, due mainly to the
increase of foreign exchange assets. Althou-h credit expansion to the
private sector increased sizeably, it only regained the 1965 level. In
the first nine months of 1968, money supply continued to expand, but at
a slower rate. For the twelve month period ending September 30, 1968,
the increase was 29 percent. Again, the increase of foreign assets was
the major factor. But the public and private sectors' borrowings from
the banking system also caused monetary expansion, each accoLnting for
one-eighth of the total increase in money supply.

1/ It is interesting to note that the most capital abundant country of
the wzorld - the United States - has recently raised the interest rate
for evaluating wqater projects. The U.S. Budget Bureau announced in
late 1968 that in evaluating the benefits and costs of water devel-
opment projects a higher rate will be applied. liater projects may
not be built unless their benefits exceed their costs calculated on
the basis of the new interest rate. The new rate will be based on
the average yield, during the preceding years, of U.S. Governmait
securities having 15 years or more to maturity. Ifashington Post.



100. Tho planned maximum limit of money supply increase for 1968
is 25 percent. While the recently adopted measures to curb foreign
short-term capital inflow and the suspension of approval of foreign
exchange cash loans may help to contain the increase in the money
supply, the increase of payments for Government's rice procurements
at higher prices will be expansionary. On the whole, it seemed not
so easy to keep money supply below the planned maximum limit.

101. Price rises continued to slow down in 1967, but tended to
beccme faster again in 1968 and to exceed the planned limits. The
wholesale price index and the Seoul consumer price index increased by
6.4 percent and 10.8 percent respectively in 1967 as compared with
8.8 percent and 12.1 percent respectively in 1966. The 1968 target
limits are 6 percent and 10 percent respectively, but in November, the
wholesale price index wvas already 9 percent and in October the consumer
price index 10 percent higher than in the corresponding months in 1967.

102. The slowing down of the price rise in 1967 was particularly
noteworthy, in view of the very large expansion in money supply. The
relatively small price rise can be explained mainly by the rapid
expansion of supply from both domestic production and imports. The
rate of import expansion was particularly large following trade
liberalization. In addition, these imports were purchased at a stable
exchange rate. In fact, the import price index declined slightly, in
contrast to the rising trend of prices for domestic products.

103. The improved supply situation extended in 1968; imports
increased by more than 45 percent, while real GNP increased by 13 percent.
However, the poor rice harvest has caused a shortage of foodgrains. In
addition, the Government raised the rice procurement price by 17 percent
in October. Thus, the wholesale price index of grains increased in
October 1968 by 18 percent over October 1967.



Table 18

Money SuppY and Price Movements
(rate of increase in percent

1965 1966 1967 1968

Real GNP 7.4 13.4 8.9 13.9-a!

Money Supply 33.1 30.1 42.5 28.9 (Septemberl968;
over September
1967)

Time and Savings Deposits 11h.2 126.5 82.2 96.2 (Same as above)

Wholesale Price Index 10.0 8.8 6.4 9.1 (November 1968
over November
1967)

Consumer Price Index (Seoul) 13.6 12.1 10.8 10.1 (October 1968
over October
1967)

a/ Preliminary estimate.

Source: BOK, National Accounts Statistics and Monthly Statistical Review



VI

GROW1TH OUTLOOK

A. Growth, Investment and Strategy

Overall Growth Rate

104. In the first two years of the Second Five-Year Plan period, the
general economic performance has exceeded the Plan targets. The growth
rates of GNP at 8.9 percent in 1967 and 13.1 percent in 1968 were appre-
ciably higher than the 7 percent originally planned. As a general guide
of Plan implementation, the EPB continues the practice of compiling currently
the annual Overall Resources Budget, now for 1969. Meanwhile, in view of
the over-achievement, the Plan itself has also been adjusted upward.

105. For 1969, the GNP growth rate is now projected at 11.7 percent,
and for 1970 and 1971, 10 percent annually. Thus, for the whole Second Plan
period, the annual average rate newly adjusted is expected to be about 10.5
percent, compared to 7 percent in the original Plan. The higher rate of
growth projected for 1959 is due to an expected high growth rate (8.2 per-
cent) in the agricultural sector. This is possible because the drought has
resulted in a very low level of agricultural production in 1968, and given
normal weather conditions, agricultural output can rebound substantially.
For 1970-71, however, the 6 percent agricultural growth rate newly adjusted
may be too high, but growth in the manufacturing and "other services"
(commerce, finance, public administration) sectors may do better than the
rates projected in the Overall Resources Budget (ORB). On the whole, the
overall growth rate projections of the Economic Planning Board appear
reasonable.

The Size of the Investment Program

106. An important factor in the over-achievement of the growth target
is the over-achievement of the investment target. At constant prices, the
absolute amount of gross investment increased by about 17 percent in 1967
and 28 percent in 1968. The rate of gross investment to GNP in the original
S,econd Plan for 1968 was subst,antially surpassed; at current prices, it
reached a peak of 24.5 percent. In view of this high rate realized, the
EPB now projects that the gross investment rate in 1969 at current prices
will rise further to almost 26 percent of GNP, as against 24 percent planned
in the 1969 ORB. This is exceedingly high and the IMission is concerned that
an over-investment situation is apparently now emerging in the Korean economy.
In view of the possible unfavorable turn in the balance of paymrients when
receipts from Vietnam and foreign grants will fall and debt service payments
will increase (which will be discussed later), investment too much in excess
of domestic saving can easily carry the economy to an unenviable position
with unbearably heavy external debt burden and domestic instability.

107. The over-investment situation has certainly been promoted by the
easy supply of foreign suppliers' credits and Korea's enthusiasm for over-
shooting the Plan targets. The Mission feels it is now time to be less



Table 19

EPB Projections of Growth Rates and Investment

Actual Projected
1967 1-968a/ 1969 1970 1971

At 1965 Prices

Growth Rate in Real Terms (%)
GNP 8.9 13.1 11.7 10.0 10.0
Agriculture, forestry and

fisheries -6.o 0.3 8.2 6.o 6.o
Mining and manufacturing 22.5 26.2 20.0 18.0 18.5
Social overhead and con-

struction 17.8 25.4 18.5 14.1 14.3
Other services 15.4 13.0 6.5 5.5 4.1

GNP (in billion won) 995 1,125 1,257b/ 1,383 - 1,521b/

Gross Investment in ORB
rin billion won) 242 310 332 352 388

Incremental Capital Out ut Ratio
Actual (1962-66 2.41) 2.96 2.39
ORB 2.50 2.53 2.81 2.81

At Current Prices At 1 969 Prices

GNP (in billion won) 1,245 1,570 1,911 2,102 2,312

Gross Investment (in billion
won) 272 384 494b/ 47 C/ 520S/

_ ~~~~~~~~~~~~~(443)-/
Rate of investment (as % of GNP) 21.8 24.5 25.9Y
ORB rate of investment 24.8 24.0

a/ Preliminary.
l/ Latest EPB projections after the publication of the 1969 ORB.
c/ 1969 ORB projections.

Source: EPB
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"target-mindedt" and more "tcost-conscious1. It hopes that the Government
will try hard to contain the investment program for the rest of the Second
Plan period to the amount planned in the ORB, if not bring it below that
level. The total amount of gross investment at 1965 prices for 1969-71 in
the adjusted Second Plan is already two-thirds higher than the corresponding
amount in the original Second Plan. At 1969 prices, the gross investment
for 1969-71 is estimated in the adjusted Second Plan at 1,431 billion won, of
which 28 percent or $1,466 million will be in foreign exchange, averaging
WP490 million a year. These magnitudes will be discussed again later, together
with domestic saving and external gap.

108. In containing the investment program, the Mission feels that great
caution should be exercised in the selection of projects and in the phasing
of investments through time. All this will help not only to achieve "growth
with stability"? - the Korean development motto - but also "growth with
solvency"t.

Development Strategy

109. Regarding development strategy, the last Mission has, after identify-
ing the lag of the agriculture and the economic infrastructure sectors, sug-
gested that development in these sectors should be stepped up in order to
achieve a more balanced growth. Unfortunately, partly because of the bad
weather, which was unfavorable for investment in agriculture, and partly be-
cause of the shortcomings in agricultural development planning and implementa-
tion, real capital formation in the broad agricultural sector fell further by
2.3 percent in 1968. Prompted by the disappointing grain production and the
widening income gap between urban and rural areas, the Government is now
determined to accelerate investment in agriculture, accompanied by an expected
high incremental capital output ratio (ICOR) of 1.90. Granting the ICOR is
especially untrustworthy for agriculture, such a high ratio (higher than that
in the manufacturing sector) and the large investment program have to be sup-
ported by the availability of sufficient absorptive capacity and worthwhile
projects.

110. Power development has been more successful, with real investment in
power doubled in 1Q67 and increased again by 87 percent in 1968. Power short-
age is expected to be overcome soon and further substantial increases in new
investment are planned for 1969-71 to catch up with new demand.

111. Capital formation in transportation also increased appreciably (32
percent in 1Q67 and 28 percent in 1968) and will continue to increase rather
sharply in 1969 and 1970 and remain at the high level in 1971. However, again
great care has to be exercised in project evaluation; priorities in the
construction of the various segments of the expressway system should par-
ticularly be well established.

112. Imnport contents are the highest in investment in power (L7 percent),
manufacturing (45 percent) and transportation (40 percent). For 1969-71, the
adjusted Second Plan envisages 64 percent of the total investment will be in
these three sectors, which consists of $1,253 million, or 85 percent of the
total foreign exchange requirements. In view of the scarcity in foreign
exchange, the selection of the right projects in these fields is particularly



Table 20

EPB Projections of Investment Allocation
(in billion won)

Foreign Exchange
Requirement

Compo- Amount in Za of Total
1967 1968 1969 1969 1970 1971 1969-71 sition % million $ Investment

At 17957prices A9t 19C p r i c e s

Agriculture, forestry
and fisheries 34.4 43.9 52.8 70.3 83.2 106.0 259.5 18.1 90.5 9.5

lManufacturing 72.7 73.2 78.0 104.4 107.6 116.0 328.0 22.9 543.8 45.3
Power 24.0 30.6 41.8 55.9 65.5 63.6 185.0 12.0 317.8 h6.9
Transportation 39.0 63.8 68.5 83.4 90.6 90.5 264.5 18.5 391.9 40.4
Construction 32,8 42.7 42.3 57.6 58.5 59.8 175.9 12.3 40.3 9.6
Others 40.5 43.8 48.1 71.7 64.7 82.0 218.h 15.3 81.8 11.0

Total 443.3 470.1 519.9 1,h31.3 100.0 1,466.1 28.0

Total (at 1965 prices) 243.4 298.0 331.6 331.6 351.6 387.4
0310.1)W/ ( 3 7 6. 9 )L"

a/ Preliminary estimate.
b/ Latest EPB projection.

Source: EPB
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important. For example, such large projects as the integrated iron and
steel plant and its associated infrastructure (including roads and port)
and some other minor ports may be postponed. In the direct productive
sectors namely agriculture and manufacturing, continuous high priority
should be given to export production. To avoid excess investment in local
currency, the expressway construction in light traffic areas may also be
postponed until traffic growth justifies it. More detailed discussion on
the prospects of various sectors is given in Volume II.

B. Domestic Saving and Resources Gap

Government Saving

113. Government saving at current prices increased by more than 60
percent in 1968, owing chiefly to the unusually large increase in Government
revenues, following the tax reform and continuous improvement in tax
collection. Moreover, Government current expenditures were slightly lower
than projected. Such good performance is not likely to be repeated in 1969-71.
Assuming G \TP grows as projected by EPB, the ORB's projections for
total Government revenue at current prices to increase by 16-17 percent in
1969 over 1968 is somewhat on the low side but acceptable. For 1969-71,
the EPB projects an average annual increase at constant prices of 11-13
percent, somewhat higher than the real GNP growth rate, which seems also
reasonable.

114. In the 1969 ORB, Government current expenditures at current
prices are expected to increase by 24 percent in 1969. This is slightly
below the trend line of the recent past. For 1970-71, it projects a rate
of increase of 12-13 percent at constant prices, which again seems reasonable.

115. Some modifications in the ORB projections should be made because
of the now larger absolute amount of GNP for 1968 than previously est mated
in the ORB. But since the change is not very large and there may be other
margins of errors in related estimates in the opposite direction, no adjust-
ments are made. Thus the results may represent rather conservative estimates.
But any underestimation will be made up to a large extent by a related over-
estimation of private saving as implied in the method of estimation; it
would not affect significantly total domestic ;aving. As a percentage of
GNP, public saving is expected to fall during 1969-70 but regain its level
of 4.8 percent in 1971.

Private Saving

116. Private saving has a tendency to recover continuously from its
temporary x1cwdown in 1967. Given normal agricultural income again and no
further increases in tax rates, there will be in 1969 a relatively more
rapid increase in private saving than in public saving.

117. The ORB emphasizes the inducement of "sound consumption" patterns.
It is true that there is considerable scope both for reduction of
traditional consumption (e.g., the costly ceremonies of weddings and the
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excessive celebration of holidays and birthdays) and for channelling
rapidly growing incomes away from luxury goods. But the traditional
consumption patterns are deeply ingrained and will change only slowly.
Little effect will be noticeable in the next year or two. Containing
consumption of luxury goods might be more successful in the short run.
To some extent it coincides with the policy to restrain consumer goods
imports and some personal savings could also result from the unavailability
of goods caused by export promotion.

118. On the other hand, however, there is at least one factor opera-
ting in the opposite direction, that is the 17 percent rise in the Govern-
ment procurement price of rice. This tends to change income distribution
in favor of the low income rural group, whose propensity to save is lower
than that of the urban sector. This transfer appears quite large, estimated
at about 2-3 percent of private disposable income, or about 14 percent of
the expected increase in such income for 1969. It is conceivable that it
might reduce the private sector's propensity to save by as much as 1 percent
of disposable income.

119. All considered, it is assumed that the ra-tio of private consumption
to GNP will fell gradually from 75. percent in 1968 to 72 percent in 1971.
A falling average private consumption rate has also been observed in the
Re,ublic of China, another fast growing economy. Since private saving is
derived from estimates of several other GNP components, the resulting marginal
rate of private saving does not deserve much attention.

Resources Cap

120. Adding private saving to pubLic saving, the total gross domestic
saving is expected to increase from 13 percent of GNP in 1968 to 15 percent
in 1969 and thereafter rising more slowly to 16 percent in 1971. These are
lower than the 15.9 percent for 1969 and 18.3 percent for 1971 projected in
the adiusted Second Plan. Our estki^ated marginal rate of domestic saving is
around 20 percent in 1970-71.

121. Assuming the 1969 investment rate at current prices will be as
high as 25.9 percent as newly projected, but assuming the Government will
maintain a somewhat modest investment program for 1970-71 by sticking to the
ORB investment rate, the resource gap will be 10.8, 10.2 and 9.7 percent
of GNP respectively for 1969, 1970 and 1971. These are appreciably higher
than the resource gap calculated on the basis of the original projections
of the 1969 ORB.



Table 21

Projections of Domestic Saving
(in billion won, at current prices for 1967 and 1968;

at 1969 prices for 1969-71)

1967 1968 1969 1970 1971

A. Public Savinpa/

I. (urrent Revenues 190 264 309 349 394

II. Current Expenditures, of which 143 181 22h 252 284

(a) Government consumption_/ (132) (175) (208) (241) (276)

III. Public Saving (I-II) 43)C/ 83 85 97 110

(46) - (75)

B. Private Saving

IV. GNP 1,245 1,570 1,911 2,102 2,312

V. Government Consumption and Saving 179 250 293 338 386
(II(a) + III)

VI. Gross Private Disposable Income (IV-V) 1,066 1,320 1,618 1,764 1,926

VII. Private Consumption (minus factor
income payments abroad) 954 1,184 1,L14 1,535 1,666

VIII. Domestic Private Saving (VI-VII) 112 136 204 229 260

(continued on next page)



Table 21 (continued)

1967 1968 1969 1970 197

C. National Saving

IX. Gross Domestic Saving (III + VIII) 159 211 289 326 370

D. Rate of Savings and Consumption

Gross Domestic Saving as % of GNP 12.8 13.4 15.1 15.5 16.o

Public Saving as % of GNP 3.7 4.8 4.5 h46 h.8
Private Saving as % of GNP 9.1 8.6 10.6 10.9 11.2

Marginal Rate of Domestic Saving 15.9 22.9 19.6 20.6

a/ The projections of Government revenues, expenditures and saving are based on the
BOK reclassified data which are different from the ORB figures.

b/ The rest is transfers to households, etC.
c/ Figures in the brackets are national accounts figures which are used in the

subsequent calculations.

Source: EPB 2nd Mission's calculation.



- 53 -

Table 22

Investment and Saving

1967 1968 1969 1970 1971

A. Amount (in billion Won) /

Gross Investment, I b/ 272 384 h43 470 520

Gross Investment, II_/ 494 540 594

Gross Domestic Saving 159 211 289 326 370

Saving Gap, I 113 173 154 144 150

Saving Gap, II 205 214 224

B. As percentage of GNP (%)

Gross Investment, I 21.8 24.5 23.2 22.4 22.5

Gross Investment, IId/ 25.9 25.7 25.7

Gross Domestic Saving 12.8 13.4 15.1 15.5 16.0

Saving Gap, I 9.0 11.1 8.1 6.9 6.5

Saving Gap, II 10.8 10.2 9.7

a/ At current prilces for 1967-68 and 1969 prices for 1969-71.

b/ Absolute amounts are the same as given in the 1969 ORB.

c/ Calculated by applying the percentage of investment to GNP
as given in the 1969 ORB to the newly projected GNP.

d/ Investment rates are the same as given in the ORB.

Source: EPB and Mission's calculation
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PROSPECTS OF EXTERNAL TRADE

122. The preceding review of investment requirements and domestic saving
possibility points to a larger need for net foreign capital inflow in the
rest of the Second Plan period than the amount projected in the 1969 ORB.
This, however, has to be checked by an independent assessment of the required
net foreign capital inflow from the viewpoint of the probable deficit of the
nation on iLts international trade account. As will be seen below, our esti-
mated "external', gap is fairly close to our projected "resource" gap. The
main difference of out projections from those of the ORB is that we are
less optimistic regarding the domestic saving performance and the future
foreign exchange receipts relating to Vietnam and that we think imports have
been underestimated in the ORB.

123. After cross-checking the net foreign capital requirements, we shall
proceed to estimate the gross foreign capital requirements. Financing Korea's
future development will be dealt with in the last chapter.

A. Export Prospects and Problems

Projections of Merchandise EXcports

12h. The dynamism of Korean exports has led to several upward revisions
of export targets. The 1971 export target (including military exports to
Vietnam) in the Second Plan was originally set at $550 million, but was
revised to $750 million in the 1968 ORB, and raised further to $1 billion
($973 million excluding military exports to Vietnam) in the 1969 ORB. The
revised $1 billion export program for 1971 remains the most comprehensive
statement of export targets and strategy. Upward revisions of export
targets for other years have been made within its framework. Exports for
1969 were set at $650 million. However, recently the Ministry of Commerce
and Industry (MCI) has formulated an even more ambitious export program,
raising the 1969 export target to $700 million and attempting to achieve the
$1 billion export target a year earlier. There is no doubt that the Korean
Government is following a policy of "export first".

125. The program envisages merchandise exports will increase at 30 per-
cent per annum during 1967-71, rising from $350 million in 1967 to $1 billion
in 1971. Since the export achievement in 1967 ($335 million) fell slightly
short of the target, the implied growth rate up to 1971 will have to be
slightly higher, at about 32 percent per annum, which, however, is still
appreciably below the 39 percent annual rate of increase achieved during
1962-67. As will be examined below, even this slightly raised growth rate is
likely to be reached, although by no means without difficulties.



126. The bulk of the increase (83 percent) is expected to come from
manufactured exports, in line with the trend towards further industrializa-
tion. Among manufactured exports, chemicals and machinery are expected to
grow much faster than total exports, but exports of light manufactured goods
will be slower than the overall rate.

127. Light manufactured exports, the mainstay of Korean exports, have
already reached sizeable amounts; further growth cannot be expected to be
as fast as in the past. Moreover, they are likely to encounter more
competition from other exporting countries and restrictions in the importing
countries, as the Korean export quantities will soon make some impacts on
their markets. As a group, light manufactured exports are expected to in-
crease at 28 percent per annum up to 1971 and the present major light
manufactured exports (with the exception of clothing) such as plywood,
cotton textiles, and human hair products are expected to grow even more
slowly. But this may be too conservative, and in view of recent good per-
formance, the 1971 export target for plywood has lately been raised from
the original $58 million to $70-75 million and may be raised even further.
Also, clot;hing exports almost doubled in 1968 and look far more promising
than the projected growth rate of 34 percent per year which is only about
one-third of the rate achieved during 1962-67. Korean clothing appears to
be able to compete with similar products from Taiwan and Hong Kong.

128. Exports of cotton textiles are expected to grow at more or less
the same rate as they did during 1962-67. However, the maintenance of the
23 percent growth rate would face difficulties, chiefly because of the
existence of restrictions in many major importing countries. The quotas
on cotton textiles imports by the United States - Korea's major customer -
will determine to a large extent whether cotton textile exports can be
trebled between 1967 and 1971. Res-trictions on woolen and synthetic fabrics
appear to be less serious, and the projected large increases in export can
perhaps be achieved if domestic production capacity can be sufficiently
expanded.

129. The highest rates of increase are projected for silk fabrics and
non-metallic mineral manufactures, including cement, glass and ceramics.
The export value of both groups is very sinall at pre-Žnt and the market
prospects are extremely good, particularly for silk 1idcrics and ceramics in
the U.S. markets. Raw silk exports are also expected to increase rapidly,
but the achievement of the 1971 export targets of both raw silk and silk
fabrics will depend mainly on the success of the sericulture program, which
appears somewhat ambitious (see Volume II).

130. The projected sharp increase in chemical and machinery exports
reflects the Government's policy of advancing industrialization to a higher
stage. However, here the task appears more formidable. In chemical and
petrochemical exports, over one-half of the increase is expected to come
from plastic materials, synthetic resins and fertilizers. But Korea's
competitiveness in these products will remain unfavorable in the foresee-
able future as commented in Volume II.



Table 23

Projections of Merchandise Exports
(amount in millon dollars)

P 1 a n n e d Actual Annual Planned

Annual Growth Growth Rate % Increment 1967-71

1967 1971 Rate % 1962-64 to 1967 Value Share (%)

Food, of which: 60.4 157.2 27 11 96.8 14.9

Fish and fish preparations 37.1 2. )2 53.8
Fruits and vegetables 12.8 47.2 38 25 24.4 3.8

Beverages and Tobacco 7.1 33.2 47 135 26.1 4.1

Crude Materials Excluding Fuels, of which: 54.4 108.3 19 23 53.9 8.3

Raw silk 14.3 59.9 70 33 7.0

Chemicals 2.5 37.9 97 30 35.4 5.4
. ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ________ __________

Manufactured Goods Classified by
Material, of which: 118.4 322.2 28 41 203.8 31.14 U

wood and cork manufactures 740.3 7TE.14 10 18 2.8

Cotton fabrics 15.0 35 0 23 22 20.1 3.1

Silk fabrics 0.5 20.0 150 8 19.5 3.0

Woolen fabrics 4.5 23.0 50 119 18.5 2.8

Fabrics of synthetic fibers 10.0 34.0 36 118 20.0 3.1

Fabrics not elsewhere stated (Shibori) 5.0 30.0 57 - 25.0 3.8

Non=-etallic mineral manufactures 2.0 29.5 96 5 27.5 4.2

Machinery and Transport Equipment, of which: 23.2 115.2 49 52 92.0 14.2

Machinery other than electric 1i.1 12.L 31 -O 80 1.2

Electrical machinery and equipment 17.6 97.1 54 85 79.5 12.2

Miscellaneous Manufactures, of which: 83.0 224.9 28 92 141.9 21.8

Clothing 1T7T 149.0 379 103.0

Footwear 8.9 23.0 26 90 14.1 2.2

Human hair, wigs, and other goods 20.0 30.0 11 115 10.0 1.5

Total 350.0 1,000.0 30 39 650.0 100.0

Source: MCI, Revised Export Program for the Second Five-Year Plan



131. Exports of machinery are projected to increase slower than the rate
achieved in the recent past. Machinery building generally can be quite labor
intensive and therefore offers Korea a good chance to realize its comparative
advantage based on cheap and easily-trainable labor. The bulk of the increase
is rightly planned to come from electronic equipment. Production and marketing
problems are to be tackled by establishing subsidiaries of foreign firms or
joint enterprises with them. Even though the target implies very high rates
of growth over present levels, it still seems feasible.

132. The increase in exports of food, beverages, tobacco, and raw
materials is expected to account for only 27 percent of the total export
increase during 1967-71. Exports of tobaccol! rawi silk, and to a lesser
extent fruits and vegetables, are to rise rather sharply, but exports of fish
and fish preparations and other raw materials will increase much slower than
the overall rate. In fish exports, much effort will have to be made in
solving marketing and supply problems. Restrictions of fish imports in Japan
is another handicap. Regarding vegetable exports, it has become difficult
to expand domestic production of quality mushrooms competitive with such
established suppliers as those in Taiwan and to penetrate foreign markets
because of new import restrictions in the EEC countries.

133. On the whole, the Korean export projections seem reasonable in the
majority of items, but somewhat conservative on plywood, clothing, and human
hair products, and too optimistic on chemical and fish exports. Considering
also the dynamism of Korean exporters in exploiting export opportunities for
new products, the overall target of $1 billion in 1971 seems attainable.
However, there are still some problems common to most exports that need to be
overcome, particularly if the Government decides to raise further export
targets.

Problems and Policy Implications

13h. The first problem is whether such magnitudes of exports will
permit a balance between domestic demand and supply without causing con-
siderable price rise. The export target implies that the ratio of merchandise
exports to GNP would increase from 7.5 percent in 1967 to 13.8 percent in
1971. Also, according to MCI estimates, the export target implies that
exports would absorb over 37 percent of the export industries' output in 1971
as compared to 27 percent in 1967. This means that about h7 percent
of the output increment in these industries during 1967-71 would be channelled
into exports. In certain commodities this percentage is even much higher.
For example, for textile and knitted goods 90 percent of the proposed incre-
ment in production would have to be exported. Regarding certain textile and
knitted goods that are exported, the MCI projections imply that per capita
consumption would remain practically constant. Whether the Government,

1/ Tobacco exports have only in recent years been boosted because of the
international embargo on Rhodesian exports. When Rhodesia re-enters the
world market, Korean tobacco imports may decline.



confronted with growing domestic demand, will be able to secure this diver-
sion to exports is a crucial factor. In the past, the great emphasis on
exports, with all the incentives offered, has ensured that export demand has
had priority over domestic demand. If this trend is further intensified,
can the Government also achieve at the same time another major policy ob-
jective, namely, price stability? Perhaps the production targets in some
export industries will have to be increased to meet export targets and rising
domestic demand. Recently the Government has been paying more attention to
expanding capacity in export industries, but this has to compete with demand
for investment in other fields.

135. Secondly, the growth of exports requires a large increase in
imports. In this respect there may again arise a conflict in Plan objectives.
The Government has been concerned with the high import contents of exports
and emphasized the necessity to increase net export earnings. Thus, though
gross export earnings are projected to increase at 19 percent per year
between 1967-71, net earnings are projected to grow at 39 percent per year.
This implies further progress in import substitution in intermediate and
capital goods. While import substitution has been progressing with some
emphasis on intermediate goods (e.g. the development of chemical fiber
production), the high cost domestic-made intermediate goods are largely used
for the production of finished goods for domestic markets. Raw materials
for export production have been imported freely, and this has sheltered
export producers from the high cost implications of the development of
local import-substituting industries. The 1969 ORB emphasizes that import
substitution in raw material and intermediate goods is to proceed with
greater vigor. This tends, in turn, to affect adversely the production costs
of manufactured exports. The export plan envisages a decline of the import
contents of manufactured exports, particularly in textiles and metal goods
industries, reflecting the planned development of petrochemical, iron and
steel, and machinery industries. Increased domestic production of machinery,
particularly of the kinds requiring relatively large labor inputs, is
economically justifiable, though there is some doubt about the degree of net
import substitution that it may bring about. The cost effects of domestically
produced steel and intermediates for textiles are, however, likely to be
unfavorable. There is little doubt that if an attempt is made to attain
the import content targets it will be at the expense of attaining the export
targets, for high domestic contents tend to reduce the competitiveness of
Korean exports.

136. A crucial element underlying the whole export problem is, of course,
the exchange rate. Fortunately, Korea has a flexible exchange rate system
which is supposed to play an important role in the allocation of resources
between domestic use and exports. However, the exchange rate has been quite
stable since the adoption of the flexible exchange rate system in 1964, moving
on the average within a range of less than plus and minus 2 percent during
1965-68.
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137. This is particularly surprising because the deficits on Korea's
goods and services account have been large and rising. The support of the
exchange rate comes from no other sources but the large capital inflow. The
excessively large inflow of foreign capital even increased foreign exchange
reserves and caused monetary expansion.

138. As discussed earlier, one strong incentive for foreign capital
inflow is the wide margin between domestic and foreign interest rates.
Such strong incentive is supposed to be offset to some extent by the foreign
exchange risk, i.e., the possible currency depreciation. Since this has
not occurred, the interest rate incentive remains very strong. Meanwhile,
the exchange rate determined by the total supply of and demand for foreign
exchange on the market may not necessarily be an appropriate exchange rate for
the country's trade account. This is a dilemma facing any flexible exchange
rate system. For the long-term benefit of achieving a viable balance of
payments and indeed, a desirable pattern of resource allocation, these inter-
woven problems of export promotion, import substitution, foreign capital
inflow, exchange rate, interest rates and prices have to be comprehensively
examined and solved.

Invisible Earnings

139. At present, foreign exchange receipts from services are exceptionally
large in Korea, almost as large as merchandise export earnings in 1967. Such
receipts are at present swollen by incomes in connection with the Vietnam
conflict. The 1969 ORB assumes that receipts from Vietnam will, during
1967-71, remain at the same level as in 1968, but the EPB is prepared to
revise the estimate in case there is any significant de-escalation in the
Vietnam situation.

1h0. As peace prospects appear now more promising than in the autumn
of 1968 when the 1969 ORB was prepared, it may be more realistic to assume
some decline in the receipts from Vietnam in the coming years. The Mission
feels sales of goods and services to the military forces, remittances from
Korean forces and income from non-merchandise insurance in Vietnam are
likely to fall gradually beginning in 1969. Remittances from civil tech-
nicians in Vietnam may fall considerably in 1969 and 1970 assuming military
construction will decline substantially, but may rise again slightly after
1971, in view of the expected large economic reconstruction work there.
For these reasons, our projections of receipts from "Government and other
services" are less optimistic.

141. Regarding tourism income, considering the lack of tourist fa-
cilities and the unfavorable geographical location of the country off
the main air routes, a 30 percent annual rate of increase in the ORB pro-
jections, may be too optimistic.
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B. Projections of Imports and Trade Gap

Projections of Imports

142. The growth of imports during recent years has been much faster
than envisaged in the original Second Plan, reflecting essentially the
faster growth of GNP and exports. But there are also certain other special
factors affecting imports, such as unexpected large import requirements
of foodgrains in the wake of droughts, the move towards trade liberalization,
and the building up of stocks of imported raw material in anticipation of
more strict import policy and currency depreciation. There has also
appeared a change in the consumption pattern towards more consumption of
imported items and domestically produced items with high import contents
(e.g. synthetic textiles).

143. The future trend of imports depends mainly on the Government's
development strategy and economic policy measures. Facing a rapidly rising
deficit in the trade balance, the 1969 ORB emphasizes import substitution
by promoting domestic production of food, raw materials and machinery and
advocates a policy of "sound consumption" by discouraging the consumption
of entirely imported and high import contents luxury goods. In the nea
estimates for up to 1971, the "development of appropriate restraints on
imports are assumed" in the ORB. Considering also other factors, as will
be explained below, the 1969 ORB projects a significant decline of import
expansion from over 30 percent in 1967 and 1968 to 13.2 percent in 1969,
7.7 percent in 1970 and 11.9 percent in 1971.

Table 24

ORB Projections of Merchandise Imports
(c.i.f. value in million dolLars)

1966 1967 1968 1969 1970 1971

Grains 61 77 109 117 56 60

Consumption Goods 64 97 115 116 116 117
Intermediate Goods 419 512 650 790 930 1,114
for export production (75) (150) (200) (260) (320) (400)
for domestic production (344) (352) (450) (530) (610) (714)

Capital Goods 172 310 435 459 494 496
Total 716 996 1,309 1,482 -1,597 1,787

(Rate of Increase of Total
Imports in Percent) 54.6 39.0 31.4 13.2 7.7 11.9

Total Value (f.o.b.) 680 909 1,198 1,356 1,461 1,635

Source: EPB
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1hL4. The 1969 ORB import projections are made on the basis of four
import equations, one for each of the four major commodity groups, with
coefficients derived from past data. The results have, however, been
modified by other considerations. Thus, projections of foodgrain imports,
based on domestic supply and demand estimates, were adjusted according to the
known import agreements. For 1969 particularly, foodgrain imports are
already largely committed and consequently the projections are fairly firm.
Such imports are expected to rise slightly above the 1968 level, reflecting
the need for replenishing the stock. They are expected to fall by almost
one half in the following year and remain at approximately that level in
1971, hoping domestic production with assumed normal weather will be higher
than in 1968. The grain gap in 1971 would be more or less the same as in
1966 - a bumper crop year.

145. However, after the projections were made, 1968 turned out to be
another poor crop year. The further decline in domestic cereal production
necessitates larger imports of foodgrain in 1969 than those projected.
Assuming normal weather for 1970 and 1971, foodgrain imports will be reduced,
but still will not be as low as projected in the 1969 ORB.

146. Imports of consumption goods are assumed by the 1969 ORB to stay
almost at the same level as in 1968, reflecting the Government's intention
of containing consumption of imported goods. In view of the extraordinarily
large stock of manufactured imports (11.3 billion won at 1965 prices in 1967
as compared with the previous peak of only 5.6 billion won in 1964) built
up after the trade liberalization, the projections for 1969 may not be too
low, but with rapidly growing income and the Government's intention to
keep price stable, the projected amount for 1971 (and to some extent for 1970)
may be on the low side.

147. Projections of imports of intermediate goods are more complicated.
There appear some shortcomings in the import equation, but obviously the
results derived from the equation have been modified in the ORB. The
final ORB projections of intermediate goods imports show a fairly reasonable
annual rate of increase, averaging 20 percent up to 1971.

148. The estimates for imports of machinery and equipment based on a
regression equation relating these imports to gross investment give the
first approximation. (The marginal propensity to import so derived from
past data is around 0.Lt.) The final ORB figures, however, depart somewhat
from these estimates by making adjustments to take into account the deviation
of the actual arrivals in the greater part of 1968 from the regression trend,
the progress in foreign loan agreements and the implementation of projects.
The results yield a drastic decline in the annual rate of increase of capital
goods imports from 80 percent in 1967 to 40 percent in 1968, around 7 percent
for 1969, 1970, and negligible for 1971. This reflects an increased import
substitution in machinery. Recently the ratio of capital goods imports to
gross investment has increased sharply from 16 percent in 1964 to 34 percent
in 1967. The ORB projections of capital goods imports and gross investment
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give a ratio of around 37 percent for 1969-70 and 34 percent for 1971.
WIhile these implied assumptions sound reasonable, two other projections done
by private experts give considerably higher figures. One by using a re-
gression function for each of the 12 commodity groups of all imports results
in an estimated capital goods imports at $7MO million for 1971, as compared
with ORB's $500 million. Another simply extrapolating the past trend
by commodity groups gives a corresponding figure of $900 million.

1h9. It is rather unfortunate that the more comprehensive and elaborate
projects from the input-output model could not be done for the 1969 ORB, be-
cause the new input-output table was not available when the ORB was being
prepared. While we have no firmer base to question the ORB projections, we
feel that foodgrain and consumer goods imports and perhaps also to a snaller
extent, capital goods imports, may have been underestimated, although the
projections of imports of intermediate goods seem reasonable. On the whole,
imports projected for the rest of the Second Plan period seem rather low,
particularly because the actual figure for the base year - 1968 - turned out
much higher than that projected in the ORB. If the f.o.b. merchandise imports
are now projected higher, transportation and insurance in connection with
merchandise imports should also be adjusted upward. The Mission's projections
are given in Table 25.

Prospects of Trade Deficits

150. Gathering up the estimates in Table 25, a picture emerged for
Korea's external gap. These projections show that receipts from goods and
non-factor services will continue the trend of deceleration from a 41 per-
cent and 34 percent increase respectively in 1967 and 1968 to an average
annual rate of about 18 percent for 1969-71. Meanwhile, imports of goods
and non-factor services will also expand but at a slower rate, averaging
annually at about 12 percent, as compared with over 30 percent during 1967-68.

151. The trade deficit estimated at $618 million in 1968 is expected
to increase to $748 million in 1969 and then decline to a range of $660-685
million until 1974 when further significant decline will begin. But
proportionally Korea's ability to pay current foreign exchange expenditures
by current foreign exchange receipts will increase from 60 percent in 1967 to
67 percent in 1971.

152. By applying an implicit exchange rate (see Table 25, footnote d/),
we can compare the trade figures with the GNP figures. As a percentage of
GNP exports of goods and non-factor services will increase from 15 percent in
1967 to 18 percent in 1971, and imports of goods and non-factor services
will rise from 25 percent to 27 percent during the same period. The external
trade gap as a proportion of GNP will be over 10 percent during 1969-70 but
decline to about 9 percent in 1971. This external gap so estimated is quite
close to our projected resource gap. If net foreign capital inflow will be
sufficient to fill up the gap, Korea, with the projected domestic saving,
will be able to satisfy the ORB investment program and, by utilizing the
resources efficiently, it can achieve a 10 percent growth of GNP.



- 63 -

Table 25

External Trade Prospects
(in million $

1967 1968 1969 1970 1971

Exports of goods and non-factor
services 633 847 1,032- 1,18L 1,380

Merchandise (f.o.b.) 320 473 636 788 988
Transportation, insurance, travel 34 13 60 81 97
Government and other services 279 331 336 315 295

Imports of goods and non-factor
services 1,048 1,465 1,780 1,850 2,055

Merchandise (f.o.b.) 909 1,264 1,555 1,616 1,795
Servicesa/ 139 201 225 234 260

External Trade Gap 415 618 748 666 675

Exports as percent of imports 60.4 57.8 58.0 64.0 67.2

As percent of GNP.E/

Exports of goods and non-factor
services 14.8 15.1 16.2 16.9 17.9

Imports of goods and non-factor
services 24.6 26.1 27.9 26.4 26.7

External Trade Gap 9.7 11.0 11.7 9.5 8.8

(Resource Gap)dZ (10.8) (10.2) ( 9.7)

a/ Estimates based on new EPB projections.
b/ For 1969-71, assuming payments f&r non-factor services will amount to

-14.5 percent of merchandise imports - an average rate for 1965-68.
c/ For 1969-71, an arbitrary implicit exchange rate of 300 Won to one

U.S. dollar is used for conversion.
d! Projected in Chapter VI.

Source: Mission estimates
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1.53. The estimated total amount of net foreign capital inflow required
for the rest of the Second Plan period, i.e. 1969-71, will be about $2
billion which is one-third higher than the amount of $1,350 million projected
by the 1969 ORB. This foreign capital requirement can also be compared with
the foreign exchange component of $1,470 million in the investment program.
We shall now proceed to discuss the external financing and debt servicing
problem.



VIII

EXTEINAL FINANCING REQUIRETS

154. The external trade gap indicates only the net foreign capital
requirements. In addition, Korea will also have to increase its foreign
exchange reserves and service existing and new debts. Thus, by including
these items, the required gross foreign capital inflow will, of course, be
larger and the difference represents additional claims, not only on the
country's total resources, but more specifically on that part of the
resources which can be transformed into foreign exchange. Moreover,
future borrowings will depend greatly on the lender's confidence in the
debtor country's ability to service the loans in foreign exchange.
These are the reasons why the external debt servicing problem is important.

155. In order to identify the probable magnitude of the external debt
problem, we shall first try to size up all other claims and sources of
foreign capital and then estimate the required net inflow of foreign loans.
Then we shall assess the gross foreign loan requirements and the debt
service burden under varying assumptions.

Projections of Net Loan Requirements

156. Korea will in the future need some increase in its foreign
exchange reserves along with the rising volume of international transactions.
As foreign exchange resources are extremely scarce, a level of reserves at
approximately 25 percent of imports of goods and services is assumed.
Following this assumption Korea should add each year foreign exchanges to
its reserves as indicated in Table 26.

157. Some of the required foreign funds will be continuously supplied
by private transfers, official grants, and foreign direct investment. The
EPB envisages a flat level of net private transfers of slightly below $100
million a year during 1969-71. Net official grants are expected to decline
from $150 million in 1968 to about $90 million in 1971. The U.S. Govern-
meut intends to phase out "supporting assistance" by the end of the Second
Plan period. But availability of grants of surplus agricultural commodities
under PL-480 is expected to be larger than what was originally envisaged in
the Second Plan. Japanese official grants will be 330 million a year.

158. Foreign private direct investment is small at present and the EPB
does not expect a substantial increase in the near future. Such investment,
responding to Government policy and investment climate, can, however, in-
crease rather abruptly, as evidenced recently by the experience of the
Republic of China. In terms of balance of payments pressure, profit remit-
tances on direct investment are obviously less demanding than servicing of
loans.

159. After having subtracted the above-mentioned items from net external
capital requirements the remainder is the required net inflow of external
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loan capital. By further deducting the estimated amount of short-term
credits of less than one year, open account credits, etc., we arrive at
the net requirement of medium- and long-term foreign loan with a maturity
of more than one year. The required net inflow of external medium- and
long-term loan capital is expected to increase from $400 million in 1968
to a level around $500 million during 1969-71, due mainly to the expected
decline in incomes from Vietnam and in official grants.

Table 26

Projections of External Financing Requirements, 1969-71
(in million dollars)

1968 1969 1970 1971

Net External Capital Requirement
("Trade Gap") 618 748 677 675

Add: Increase in Foreign Exchange Reserves 53 47 14 50
Minus: Net Private Transfers 96 95 97 96

Net Official Grants 120 113 96 75
Direct Investment (net of profits) 15 15 19 19

Net Inflow of External Loan Capital 440 572 479 535
Minus: Short-Term Credits,J Open

Accounts, etc. 37 25 12 17

Net Inflow of Medium- and Long-Term Loan Capital
(One year and over) 403 547 467 518

a/ Less than one year.

Source: Mission calculation

160. The base for projecting the trade gap and foreign capital require-
ments beyond 1971 is of course less firm and bold assumptions have to be
made. We assume for 1972-76 an annual GNP growth rate of 9 percent and for
1977-86 a rate of 8 percent. Exports of goeds and services may increase at
an annual rate of 14 percent and 12 percent respectively for 1972-76 and
1977-86 and imports of goods and services by 9.5 percent and 8 percent
respectively for 1972-76 and 1977-86. We also assume a continuously modest
increase in foreign exchange reserves, no increases in, private transfers,
but fairly rapid increases in direct foreign investment. On this basis, we
project net foreign loan capital requirements which, after some minor
fluctuations, show a gradual declining trend after 1973, and become
negligible after 1980.



- 67 -

Projections of Debt Burden

161. Korea has already contracted a rather large amount of foreign loans,
the disbursements of which will fill part of the gap of the net foreign
loan requirements. The remainder will have to be filled by new borrowings.
Both present and future debts will have to be repaid, and such interests
and amortization will also have to be covered by additional borrowings. Terms
and conditions on present debts are shown in Chapter IV. The composition
of such debts as of October 1, 1968 is as follows:

External Loans Committed
(as of October 1, 1960)

Amount (in Composition
million US $) Percent

Concessional 471.6 29.9
Conventional 5.4 0.4
Commercial (3 years and above) 889 56.3
Commercial (1 to 3 years) 211 13.4

Total 1,578.0 100.0

Source: EPB

162. Based on these data and the known disbursement schedule, service on
present debts is projected, which showqs that even without any new debts
the debt service as a ratio to exports of goods and services will rise
from the present level of 14 percent to a peak of 20 percent in 1970,
because of the relatively short repayment periods on the average of present
debts.

163. Service on future debt depends on the amounts of debts to be incurred
on various terms and conditions. The likely interest rates, grace periods
and repayment periods for different types of loans are assumed in the
following table. Five different patterns of future debt composition have
been assumed and the corresponding debt service calculated; three of them
have been selected. Variant A assumes the future debt incurred will be
on more or less the present pattern. Variant C assumes the pattern
modestly improved, essentially by an increase of conventional loans from
1 percent to 15 percent of the total, with a slight reduction in the pro-
portion of commercial loans, offset however by a slight reduction of
concessional loan proportion. Variant E assumes that the proportion of
commercial loans will be substantially reduced to 45 percent of the total
and that of conventional loans increased to 30 percent; the weight of
concessional loans will be the same as in Variant C.
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Composition (%) T e r m s

Interest Grace Repayment
A C E Rate % Period Period

Concessional loans 30 25 25 2.8 8 25

Conventional loans 1 15 30 6.5 5 15

Commercial loans
(3 years and over) 56 55 45 7.0 1 8

Commercial loans
(1 to 3 years) 13 5 0 7.0 0 2

100 100 100

164. The results show that if Korea continues to borrow according to the
present debt pattern, its debt service ratio will rise sharply to 30 percent
in 1971 reaching a high plateau of 34 percent during 1977-78 and only there-
after beginning to decrease. The situation would improve modestly if Korea
could reduce its proportion of commercial loans in new borrowing to 60 percent,
but would improve appreciably if such loans can be brought down to 45 percent
of new borrowings. In the last case, the debt service ratio would rise to
a level of 22-25 percent in the early 1970's, slightly over 26 percent in the
late 1970's and then falling to about 17 percent in the mid-1980's. Although
this would not be a very easy situation, it would be more manageable.
(see charts).

165. The gross inflow of fore4.n capital required to support the assumed
rather high growth rate, even under the assumed favorable debt pattern
(Variant E) would be around $800 million in 1971 and about $1.4 billion
annually in the late 1970's.

Implications

166. Korea's economic performance has generally been good and growth
trends are favorable, but servicing of the external debt has become more
onerous. It has been indicated that even if future debts are incurred on
rather favorable terms, the debt service ratio will rise sharply in the
near future and remain at a high plateau of over 22 percent for a decade
or so. Certainly the continuation of the present pattern of external
borrowqing will lead to a situation of conoern, and the Korean Government
would be advised to try hard to manage its external debt with great care,
especially in restraining excessive private borrowing abroad by applying
not only administrative control but also some cost restrictive policy
measures. In this connection, the investment program should also be kept
to a reasonable size with proper phasing. Meanwhile, for more efficient
utilization of resources, cost benefit comparison should receive more
attention in the selection of projects and use of foreign and domestic
fiscal funds. Thus a smaller amount of investment may still achieve the
same high rate of growth. The Mission believes it is now time to be less
"target minded" and more "cost conscious" in the economic management of
Korea.
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167. It should, however, be understood that the Korean economy has
a high capacity to absorb foreign capital in both public and private
sectors and the country has made productive use of its earnings from exports
and invisibles. Great efforts have been made in realizing large Government
savings, and in mobilizing private savings through the modern banking sector,
but with rising capital output ratio the resource gap will still be sizeable
and the country will continue to rely on foreign capital for supporting its
future growth. Further inflow of foreign capital will be particularly important
for Korea in the seventies, in view of the expected fall in receipts from
Vietnam and of official grants on the one hand and the continued high import
contents of exports on the other. If Korea continues to resort heavily to
suppliers' credits, the subsequent increase in debt service obligations will
be very sharp. For all these reasons, Korea should receive a substantially
increased amount of long-term foreign capital from official sources. While
the general good economic performance would enable Korea to incur conventional
loans, such loans should be made available with a long grace period, in order
not to accentuate the expected long hump of external debt service. In addi-
tion, in view of its low level of per capita GNP and the large resource gap,
Korea should also receive a reasonable amount of official loans on conces-
sional terms.
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KOREA: GROSS AND NET iNFLOW OF MEDIUM AND LONG TERM LOAN
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KOREA: PROJECTED RATIO OF DEBT SERVICE TO EXPORTS OF GOODS
AND SERVICES
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APPENDIX ON EXTERNAL DEBT MANAGEMENT

(Prepared by Vinod Dubey)

1. In view of the decline in U.S. grants, the widening deficit in
the current balance of payments and the increasing demand for foreign
equipment and materials in economic growth, the Government has followed
an active policy in inducing the inflow of foreign capital. The Foreign
Capital Inducement Law promulgated in August 1966 provides a number of
incentives to foreign capital and at the same time tries to ensure that
it will flow into the priority projects. The priority projects are
defined as those which greatly contribute to the improvement of the
balance of payments and the development of key industries or public
enterprises, and they are included in the Second Plan.

2. For foreign medium- and long-term loan capital which includes
cash and equipment loans of over three years and technological inducement
contracts over one year, the inducements offered are essentially tax
benefits and Government repayment guarantees. Interest, or other income
accruing to the lender from a "cash loan contract" or a "capital goods
inducement contract" is not subject to income or corporation tax, while
income from "technological inducement contract" is exempted fully for 5
years and 50 percent for another three years. Imports of capital goods
under authorized inducement are fully exempted from customs duty.1/ The
most attractive incentive is apparently the Government repayment guarantee
for "cash loan contracts" and "capital goods inducement contracts".
According to the law, this guarantee is only available where inducement
would be difficult without Government guarantee and for priority projects
"deemed necessary for economic development". In practice, these limits
appear to have been interpreted rather broadly. The Minister for the
Economic Planning Board formulates for every year a draft Government
guarantee program indicating the amount of Government guarantees to be
issued for each project, and presents it for approval to the National
Assembly. Any changes in the program in the course of the year have also
to be approved by the Assembly. Within the broad annual guarantee program
cases where Government guarantee is made have to be approved by the Minister
of the Economic Planning Board who in turn shall obtain an approval from
the President through deliberation by the State Council Meeting.2/

1/ In order to encourage the use of domestic machinery in foreign invested
firms the capital inducement law has a provision that where capital goods
are purchased in Korea for more than 50 percent of the total contract
amount for constructing the plant, the application would get prior approval
and the borrower will be exempted from income tax for 3 years and 50 per-
cent of income and corporation taxes for another 2 years.

2/ When giving guarantee, the Government acquires collateral for the equiva-
lent amount. Once the Treasury guarantee is issued, the KRB issues its
own guarantee and on thin basis the Korean Exchange Bank guarantees re-
payment to the lender. For private borrowings from abroad that do not
require Government guarantees, applications have to be submitted to the
Ministries concerned and the application and recommendation of the con-
cerned Ministry would be reviewed by the Foreign Capital Deliberation
Coammittee presided octer by the Deputy Prime Minister.
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In order to prevent building up of heavy debt burden, the law provides:
"The amount of principal and interest to be repaid every year under Govern-
ment Repayment Guarantee actions . . . should not exceed nine (9) percent
of the total receipts of foreign exchange estimated for the current year."

3. The Government repayment guarantee provides a powerful incentive
to the lender by reducing his risk to the minimum, for such guarantee is
offered to the full amount of the loan. In 1967, however, while the
amount of disbursement of Government guaranteed loans was larger than that
of commercial bank guaranteed loans, the amount of loan commitments under
commercial bank guarantees jumped to over $100 million and further to
over $360 million in 1968; they were much larger than the amount committed
under Government guarantees. This change reflects the stricter screening
of Government guaranteed loans. However, since most commercial banks are
more than one-half Government owned, foreign lenders seem not much dis-
couraged by the change. Further, it is quicker to secure commercial bank
guarantee since obtaining a Government guarantee is rather time consuming.

4. The rapid increase in the flow of foreign capital has, however,
created implications regarding expansion of imports, future debt service,
and domestic monetary stability. Thus, towards the end of 1967, the
Government announced "Overall Guidelines for the Rationalization of Foreign
Capital Inducement", changing the emphasis in foreign capital inducement
from quantity to quality. New criteria for the selection of eligible
projects have been added to the effect that the project must be profitable
and that in the case of commercial bank guarantee the bank must make sure
that the prospective borrower is financially sound and able to raise the
local funds required for the project.l/ Cash loans have particularly become
more restricted in their approval, the release of local currency, and the
interest rate. In order to diversify the sources of loans, measures will
be taken to ensure that private borrowings from any one country do not
exceed 50 percent in total private borrowings. The Government will encourage
borrowings from member countries of the International Consultative Group
for Korea as well as from international financial institutions. In addi-
tion, it plans to do the following: (L) to actively participate in the
negotiations for private loans in order to ensure more favorable terms,
(2) to borrow from commercial sources itself and relend to Korean borrowers
through special financial institutions, (3) to refund already-induced
foreign loans with unfavorable conditions, and (4) to supervise more care-
fully the use of foreign loans.

1/ In order to discourage private borrowings on unfavorable conditions,
the prospective private borrower is required to comply with a number
of conditions: the most important ones are that the borrower must
have a paid-in capital equivalent to at least 20 percent of the
foreign loan and that he must deposit local currency in the amount
of 3 percent of the foreign loan with the financial institution ren-
dering the guarantee.
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5. The Foreign Capital Inducement Law does not cover short-term
borrowings. In view of the recent sharp increase of short-term obligations
in the form of import credits and cash loans which has created problems
of rapid expansion in imports and domestic liquidity, the monetary
authorities began to curb them by several measures. Beginning July 9,
1968, ceilings had been imposed on documents of acceptance at $120 million,
and on usance credits at $125 million for 1968. Documents against pay-
ments and bonded warehouse transactions for the importation of items on
which 150 percent deposit margin is applied were not allowed to be
contracted for the rest of the year. For all these short-term trade
credits to finance imports, margin deposit requirements of 5-30 percent
are necessary. Meanwhile, Korean foreign exchange loans are no longer
allowed in order to keep them at the present amount of $80 million for
1968. Another important restriction is the increase in advance deposits
for non-essential imports from 100 percent to 150 percent (see Chapter III,
section on import policy). It is expected that the adoption of these
measures will succeed in limiting the increase of such short-term credits
to $96 million during the period of the current stand-by agreement with
the IMF, over the outstanding amount of $2h0 million at the end of 1967,
except for $20 million covering the import of foodgrains from the U.S.
on 35-month credit terms. The basic guideline regarding short-term debt
is to control through the banking and import regulations, and to keep the
annual total amount within the limit of about 30 percent of the annual
imports.

Direct Investment

6. In the Foreign Capital Inducement Law, incentives are also
offered to foreign direct investment. Within the broadly specified
priority fields, there is no limitation on the proportion of equity in
an enterprise that can be held by foreign investors. Remittances of
dividends earned by foreign capital is guaranteed and repatriation
of foreign capital is generally allowed up to 20 percent of total
investment each year, after 2 years from the start of operations of
the enterprise. Reinvestment of profit or dividends in the same enterprise
or other foreign invested enterprises is allowed up to the amount of the
original investment. Reinvestment in excess of this amount or in enter-
prises other than foreign invested requires Government approval. Tax
privileges are granted to foreign investors: for investments in equity
they do not have to pay income, corporation, property and property
acquisition taxes for 5 years, and they receive a 50 percent exemption
for another 3 years.
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