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I

The Newly Industrialized Countries

There are very few countries in the world who ?y their sheer
economic performance and development experience, make their
presence. felt and have profound influence on the concepts of
development theory. The market-oriented East Asian economies Hong
Kong, Republic of Korea (also referred to as South Korea or
simply Korea), Taiwan ahdvsingapofe—are such countries. With
their  remarkable economic performance, combined with the
relatively dismal record of other economies, which stuck more
closely to the inward-looking policies prescribed universally in
the 195@'s and 1960's, they ushered in a new thinking in modern
growth and development economics. The experience of these “Gang
of Four', as they are ‘respectably' labelled and commonly called
Newly Industrialised Countries (NICs), was initially interpreted
as positive proof that competitive markets operating on classical
principles would generate high levels of economic efficiency and
rapid self sustained growth, even in developing countries. There
is no doubt that the NICs are examples of spectacular
development. Not only that, they have performed exceedingly well
for long periods of time. No doubt these economies differ in many
important respects. Nonetheless, they all share several common
features, most vital being high and rising levels of education
and above all an outward-orientation. Moreover, these economies
are regarded as successes as much for the efficient ways in which
they have transformed their economic structure as for the rapid

rate of growth that was maintained during the process.
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A glance at the superlative growth record of the East Asian
NICs along with that of the near NICs' can be had from Table 4.1,

What transformed such initially slow economies into models
of stupendous economic ‘miracles' has remained a question that
has put forth many theories. This chapter is an attempt to shed
light on certain related aspects explaining the NICs external
bearings particularly related to the choice of a development
strategy, role of trade policies, foreign capital and direct

investment and contribution of external indebtedenss. The chapter

begins with a brief review of the NICs as a whole and then moves

? .
on to a detailed study of the economic performance of Korea and

Brazil in particular.

4.1 International Trade as the Engine of Growth

International Trade has been the pulse of the East Asian
NICs' growth performance. It is generally expected that the
trade—income ratio would be inversely related to the size of the
economy, though there is no fixed relationship that exists
between size and importance of trade. In this respect it is quite
remarkable that - expérts have continued to rise in relation to
income in these economies. The trade policies used by them in
order to speed up growth rates of income and industrialization
became increasingly export-oriented. These export-oriented East
Asian NICs have achieved great success particularly in income-
growth equity and flexibility of adjustment in response - to
external shocks among other successes. They made the transition
to export-led growth based on labour-intensive manufactured
goods such as textiles. clothing, processed food and electronics,

by the late 1960's and in the 70's and 8@'s had very high trade-
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Table 4.1

Average annual GDP and GNP per capita growth:

1950-83 (Percentage)

Per capita GNP Per
GDP growth growth capita GNP
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ (US% 1983)
1950-65 1963-83 19508-65 1965-83
Singapore . 5.5 16.3 5.5 3.4 6620
Hong Kong 10.1 8.7 5.5 6.2 6000
Taiwan 5.7 B.9 4.9b 6.7 2677
Korea,Republic of 5.7 8.6 3.3 6.7 2010
Low-income develo- } ) <
ping countries 4.0 5.3 2.0 2.7 260
Middle~income dev-—
loping countries 5.2 5.8 2.4 3.4 1310
Industrial coun-
tries 4.6 3.4 3.4 2.5 11060
Source : Hughes, Helen (1988).
Table 4.2

Exports and imports of goods and services of
countries,United States and Japan as percent
1982-83)

Asian developing
of GNP(1970-71 &

Exports Imports
Country/Group 1970~71 1982-83 19786-71 1982-83
NICs
Hong Kong 68.9 76.1 80.5 84.1
Singapore 79.9 138.3 127.8 182.7
Republic of Korea 15.0 42.0 25.3 45.8
Taiwan 32.6 48.9 31.3 42.5
Scuth Asia
India 4.3 6.8 4.8 10.4
Nepal
Pakistan 7.6 9.8 19.4 20.3
Sri Lanka 2.9 30.4 22.9 48.4
United States 5.3 8.1 5.6 9.4
Japan . 11.8 16.3 19.0 14.9

Source : Same as Table 4.1
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income ratios (See Table 4.2)}.

During the 195@'s, two of the NICs, Taiwan and the Republic
of Korea adopted and implemented policies planned to protect the
domestic market through the use of multiple exchange rapes and
import controls. However, soon enough they realized that import
substitution was a self-limiting process given their narrow
domestic market. Once the»domesfic markeés for consumer goods are
exhausted, industrial growth will slacken and adjust to the
expansion of domestic demand unless tﬁe expansion can be extended
over to foreign markets. As a result, once the first phase of
import substitution in 1958s reached completion, these economies
ushered in a major policy ghange which provided relatively equal
opportunities for expansion of all economic activities. Abolition
of exchange controls and reduction of tariffs were the beginning
as both the countries moved on towards export-—oriented growth.

During most of the 1968@s and 1970s, the prominent features
of government intervention in industrial development in the NICs
was the encouragement of sectors that -exported a substantial
share of production. Hong Kong followed a relatively free-market
approach whereas Singapore had a brief period of import
substitution in the first of the 1960s, after which it followed
Hong Kong in adopting a free market approach.The transition to
trade liberalization for Korea and Taiwan was more gradual. In
other words, except for the city state of HongKong, where
industrialization began in the frame work of an open economy, in
the protected domestic markets of South Korea, Singapore and

Taiwan, export-promotion policies were generally introduced after
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some degree of import substitution.In fact, the experience of
HongKong indicates that export may expand rapidly without a
previous import-substitution phase. Rather, with the increased
sophistication of its industrial structure brought about by the
expansion of exports, ‘natural' import-substitution has taken
place in éongKong in several industries under free trade
conditions in the sense that no authoritative measures‘needed to
be imposed by the government to implement the policy. The
economy, facilitated by generous export revenues, was able to
generate investments in creating such‘in&ustfiés that produced
domestically the goods that were previously imported thereby
substituting them.

The adoption of a neutral policy stance between production
for domestic and for export markets 1led to increases in
HongKong's per capita income at an average annual rate of 6.6%
between 196@ and 1973 far in excess of the per capita growth
rates attained in countries that followed inward-oriented
policies which grew at relatively slow rates of 2 to 3 percent.

Even during its import-substitution phase, in Singapore. the
level of protection was lower than in other developing economies
that feollowed such policies. In contras£ to most other developing
countries, protection 'was considered temporary since it was
mainly aimed at establising domestic industries serving the home
market. As such this phase of import-substitution lasted as short
as roughly between 1965 and 1967 after which it came to an end.

Taiwan's import-subsgstitution phase ran through much of the
1858s., wherein the primary emphasis was given to the protected

domestic market characterized by a multiple exchange rate system
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and strict import controls. However, once it was recognised that
only an outward~106king or export-oriented industrialization
policy could sustain a high rate of economic growth in such a
small island economy, a series of poliéy reforms w&sv undertaken
during 1950-61. The highly overvalued currency was devalued. and
the complicated exchange rate structure was simplified and
finally unified in June 1961.

Thus, by about 1960, South Korea and Taiwan had completed
the initial “easy' stage of import substitution so that imports
of non-durable consumer goods and their main direct inputs were
replaéed by domestic production. At this time, both chose to
adopt outward-oriented policies based on their desire “to
accelerate economic growth in a situation where continued import
substitution in the framework of domestic markets would have
proved increasingly costly. The similar incentives provided to
exports and import substituéion were such that exporters enjoyed
a freewtradé regime in both the countries under which they were
free to choose between domestic and imported inputs.

In mid -~ 197@s the. NICs again readjusted their
industrialization stratégy{ The slow growth of world trade and
increasing protectionsim combined with the decreasing
competitiveness due to rising wages in these countries forced the
governments to adopt policies aimed at diversifying ‘industrial
exports. These policies were based on the assumption that the
negative effects of the new protectionism in developed countries
and a loss of competitiveness due to increasing domestic wages

could best be avoided by shifting the emphasis of industrial
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production towards heavy and technology-intensive industrial
activities.

In sum, after the first stage of import substitution, the
NICs were quick to establish a free trade regime for exports made
necessaf& with the adoption of the outward-oriented policies.Non-
traditional exports were favoured wiéh additional incentives.
Overall on the average import-substitution and exports were
provided sfmiler comparable incentives. Same also was the case
for primary and manufacturing activities. Over time, considerable
stability in incentives was assured.

The early and timely switch-over of policies in the NICs
explains the fact that they achieved faster export growth than
any othef developing economy. Table 4.3 bears out the comparable
figures.The incentives greatly influenced export performance in
the NICs in terms of rate of growth of exports and changes in
export output ratio's during the 1960-66 period which were the
most rapid in these countries simply by virtue of adopting
outward-oriented strategies in the early 19608s.

These policies also explain why in 1968-66, the NICs had the
highesf incremental export-output ratios in manufacturing. These
ratios further increased, as their export-promotion efforts
increased, from 28.1 to 42.6% in Singapore, 19.2 to 49.9% in
Taiwan, and from 13.9 to 40.5% in Korea, However, the ipcreasing

share of manufactured exports did not adversely affect exports of

primary commodities. This fact can be again observed in Table 4.4,

The 1970s experienced rapid expansion of trade in the three
economies which turned into the most dynamic exporters during the

time amongst all developing countries including other NICs and
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Table 4.3 149 g
NICs , SICs and India : Exports,Imports,Manufactured
Output, and GNP (Percent)

Argentina Brazil India Korea Mexico Singapo:r

Share of Manufactured

Exports in Manufactu-

red Output

1960 2.8 2.4 9.7 2.9 2.6 11.2
1966 2.9 1.3 9.4 13.9 2.9 20.1
1973 3.6 4.4 8.6 40.5 4.4 42.6
Incremental Ratio of

Manufactured Exports
"to Manufactured

Qutput :
19602-66 4.0 3.8 8.9 24.8 3.2 28.4
1966-73 . 6.5 5.6 7.7 45.7 5.5 47 .5
Share of Manufactured

Imports in Total Use

of Manufactured Goods

1960 14.6 1.8 19.3 24 .4 19.6 56.2
1966 6.3 7.5 16.5 26.5 16.2 53.2
1973 5.4 13.@ 9.5 35.9 15.2 64.3

Incrementai Ratio of
Manufactured Imports to
Use of Manufactured Goods

1960-66 ~-3.9 -3.0 10.4 31.9 11.7 49.2
1966-73 4.4 15.7 -@.4 40 .4 14.4 67.8
Ratio of Total Exports’

to GNP

196@ 8.9 6.1 4.2 1.5 6.4 9.9
1966 7.3 7.1 4.2 6.5 5.4 26.6
1973 8.1 9.8 4.3 26.1 4.3 44 .6
Incremental Ratio of

Total Exports to GNP

19608-66 ‘ 5.3 12.3 4.1 13.0 4.3 52.0
1966-73 9.0 11.5 4.3 34.8 3.3 52.0
Ratio of Total Imports ’

to GNP

1960 10.3 7.1 7.5 16.0 9.0 65.4
1966 5.2 6.1 7.4 18.7 7.2 62.5
1973 5.5 11.1 4.5 34.3 8.6 91.5
Incremental Ratio of

Imports to GNP

1968-66 -1.3 2.9 7.3 22.2 5.1 57.9
1966-~-73 6.0 14.2 -0.3 41.3 9.7 183.6

Source . Balassa. B. and Associates (1982)
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141

semi-NICs like Argentina, Brazil, Greece, Israel, Portugal, Spain
and Yogoslavia.Total exports, grew at an annual average of more
than 25% between'197@ and 1979. During this period manufactured
exports also grew particularly rapiﬁly. which in 1972, accounted
for 70% of the total exports of the Asian NICs. Between 1978 and
1979 it maintained an averége annual growth rate of almost 30%
(Table 4.5). The share of East-Asian NICs' in total manufactured
exports of all NICs increased from 51% to 61% from 197@ to 1979,

The growth rate,however, slackened in the 1980s and actually
became negative in 1982 owing to severe recession. Nonetheless,
by 1984, exports regained the high rates of growth. The vigorours
economic expansion in the US that began in late 1982 continuing
through 1984 had a favourable impact on the growth of
manufactured exports of the NICs. On the other hand, import
demand fér manufactures and intermediate goods spurred due to
high rates of economic growth during the 1970s. The effects of
increased export earnings can be also noted from Table 4.3 in the
continued rise of the share of imports in the GNP in Korea,
Singapore and Taiwan. Moréover, the NICs diversified exports in
the 1970s, thereby reducing vulnerability to price and demand
fluctuations in individual products. Thus, to say that
manufactured exports have been an important source of growth for
the NICs since the 196@s, would not be an exaggeratfon.

Moreover, despite an increase in non-manufactured exports
(raw materials, agricultural and food products) from the NICs to
other countries in the Pacific region, there was a relative

decline of these products in the 1970s. However, one-fifth of
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NICs total exports were accounted for by primary commidiities. In

any case what should be noted is that traditional and mostly
labour—-intensive exports including primary commodities still
accounted for more than half of the exports of the NICs.

The above discussion should not overlook the fact that there
wefe certain differences in the strategies pursued by the NICs.
The strategy adopted in the Republic of Korea emphasized the
development of bggyy industry py providing credit gp artific;ally
low interest rates, strengthening direct government intervention,
through state-owned companies and by introducin§ import controls
in addition to tariff protection for selected goods. Such
policies, on the one hand encouraged private investment to reach
an unprecedented level in 1979 while, on the other also
accelerated domestic inflation during a period in which growth of
output slowed down and even turned negative, particulgrly in the
early 1980s.

Meanwhile Taiwan and Singapore chose a different development
strategy mainly aimed at-sustaining export—-led growth through
expanded productiocin of standardized products involving fairly
high levels of skill and technology inputs. Taiwan facilitated
the inflow of advanced technology supporting its implementation
rather than direct intervention in capital markets and foreign
trade and the Singgpore government opted to intervene in the
labour market.

Nonetheless, it can be aptly concluded that the better
performance of the NICs is related to a combination of more
thorough and timely adoption of outward-looking market-oriented

policies. Since they lacked the natural resource wealth and had

140



little beyond abundant labour with which to begin their
dirve towards modernization ., they were in a way forced by
circu@;tanqes to adopt the policies that they followed.

4.2 %Foreign Capital : Its Significance and Contribution to NIC

‘Growth.

Foreign <capital flows to the NICs of East Asia during the
past three to four decades have been considerably varied.
Although the NICs represent a growing economic entity in the
world economy, more notably Qiéh respect to trade, as far as
global capital flows a;e concened, till recently or at least till
mid - 198@s, they have been a “small eeonomy'l. However, the
large wvolume of literature available on foreign capital inflows
into East Asian NICs, has not led to any clear hypothesis about

the role of foreign capital in the NICs growth or

industrialization. An attempt is made here basically to assess

[

the contribution of foreign capital inflows, especially those of
the principal components-—development aid flows, direct foreign
investment, and debt or foreign borrowing-all of which have had a
direct bearing on growth and development of these economies.

With increasing developmenf o% international capital markets
foliowing the Second World War, the supply of capital for
international flows was mainly determined by the industrial
countries. The NICs began to coAtribute as lenders as well as

borrowers to and from the international capital markets. But

e s s i I . S o i, . ha i i i St A SO bl i, A I8 . WA ol A AT A St P s Wt M S . i . S, B S, St S S s e B M S e A Sk B S W i ot B S S o " " i

1. Total annual capital inflows into developing countries
accounted for less than 10% of the total capital flows.
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these economies have mainly been capital importers and price
takers in these markets. The volume of capital they have
attracted has been particularly determined by their demand for
foreign capital whjcﬁ has in turn,’-been determinded by their
domestic policies.

Typical of developing countries, early inflows of foreign
capital to tpe“NICs mainly took éhé form of aid and short-term
credit. In tﬁe‘£9505. as the economies of the NICs strengtﬁénéd.
they became more creditworthy for commercial capital flows and
began attractipg suppliers’' credit and direct investment.lBy- the
end of the 1960s they were strong enough economically to utilize
other kinds of capital 1like Dbank flows and to a small
extent.portf&lio investment.

Assessing the contribution of foreign capital in East Asian
growth, development and industrilization requires study.of each
of the principal components individually which follows.

4.2.1 Foreign Aid

Aid flows were gquite substantial at the beginning of the
NiCs' development effort. However, since the early 1978s, with
Hong—-Kong, %aiwan, and Singapore having effectively ‘“graduated’
from aid flows, these became limited. The main components of aid
included all official concessional flows in the form of grants,
concessional loans and technical assistance from bilateral _and
multilateral sources. The various indicators of aid flows are
shown in Table 4.6.

The main donor of aid was the US which made substantial
military and other “aid' contribution to Taiwan from 19508 to 1965

financing about 40% of its imports of goods and services and to

140
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the Republic of Korea which peaked at about $250 million by
1963 .Hongkong's economy was subsidized by the UK wuntil the
196@'§§ The NICs also took advantage of the US military presence
in Sgﬁth—east Asia. Japan also paid‘feparations to most of the
East 'Asian countries and assisted them thfbﬁgh concessional
lenéing.

In the late 1940s and uptp early mid;lgsﬁs, aid to the NICs
initially took the form of gr;ﬁfé for budget support both.,to the
colonial administrations at first, and then to the newly
independent governments. Durin§ this periéd aid accounted for the
bulk of foreign inflows, since private capital was mainly limited
to short-term credit.

Aid enabled the countries of 3East Asia, particularly

Republict]of Korea and Taiwan, not only to , expand social 'and

physical infrastructure but also to pursue subsidized import’

substituting pro-urban industrialization policies at the cost of

agricultural development. Moreover, the problems of this kind of

industrialization were worsened by aid flows in the form of

overvalued local currency. In any case, the currency tended to

14

move in that direction because of the monetary and fiscal

policies that accompanied the development policies implemented at

the time. However, these economies moved ahead in using

-

multilateral‘concessional gsources of funds ahead of other

developing countries and used IMF facilities more intensively. In
the 196@8s, aid ~to—- GDP ratios fell and aid became less
concessional as aid flows to East Asian countries reached a

plateau. With the exception of Krueger's analysis of aid in the
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Republic of Korea (Krueger:1979), the role of aid flows in East
Asian growth remains to be analysed.
4,2.2 Direct Foreign Investment .

Direct Foreign Investment as a ”broportion of cgpital
formation and ‘iq total import of capital has assumed fa?f less
importance in Taiwan and the Republic of Korea and multinationals
have had a small bresence in relation to their economies as a
éiwhole as compared to Singapore where it has assumed relative
importance over the period 1970-83. The potential impact of
direct fo:eign investment (DFI) has been recognized to have been
significant in several areas for the’ developiné Eaét Asian
economies. Amongst the important areas for these NICs in view of
the increasing emphasis on export-based industrialization, trade
has been one such important area involving its link with DFI. The
role of DFI in the growth of exports of the NICs, particularly
manufactured export, and thereby its role and significance on
their development process has been of considerable importance,
though the role varies for different types of exports as well as
in. different markets. Parry reports the share of direct
multinational enterprises exports in the total manufactured

exports of several developing countries as estimated by Nayyar

2
(1978)
Republic of Korea 15 percent Singapore 79 percent
‘"Taiwan 2@ percent India 3 percent
Hong Kong 1@ percent Pakistan 18.15 percent

2. Parry T.G.,"The Role of foreign capital in East Asian
Industrialization, Growth and Development"” in Hughes Helen
(ed.) ,"Achieving Industrialization in East Asia"”, Cambridge
University Press, Cambridge, 1988,Pp.112.
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%
In Taiwan, over the 197@s, foreign investment accounted for

about Q% of investment in manufactures, lesser in the Republic of

Korea'.
A

WS

domééﬁic markqt.Somehqy,? by one or bfher means they have been

.More importantly, they have had restricted access to the
[

) 5
i

directed towards exports.

Multinational enterprises have located manufacturing

facilities oriented to export markets in the East Asian region-

Hon§ kong, Korea, Singaﬁore, and Taiwan. The importance of DFI in’

the expoft of manufactured products varies. In Hong Kdng. foreign
firms were active in exporting manufactured products such as
clothing, textiles, plastic products, electronics and toys.
However, the marketing advantages enjoyed by foreign firms over
local firms in éﬁé marketing of these éroducts was negligible. On
the other hand, in Singapore, foreign fifms, particularly
~Japanese and US based, were dominant in exporting manufactured
products including the traditional products still being
.manufactured.

In Korea, certain sectors were prominent for the role of

foreign firms in exporting. In areas such as petrochemicals,

electric machinery and electronics and textile industries,foreign
firms operating wvia joint ventures have been identified as

playing an important role in exports. In fact, the role of DFI in

exporting seems to be proportionately more important than its.

role in the overall ecconomy . The proportion of total commodity
exports directly accounted for by foreign firms increased from
6.2% in 1971 to 17.6 in 1975 (Westphal et. al. 1981) and to over
20% in 1978. The most important role of foreign firms in Korean

exports has been in textiles, electrical and electronic products,
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with extension of provision of production know—how»ai& cnit§§§%t§f
inputs in the latter (Westphal et. al. 1981). a‘:{ (/
The . cases of Singapore and Korea provide a stark ‘%%éggggﬁ:;wﬁf
with iﬁéépect to DFI. While in the Republic of Korea, around 75%
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of the: overall licensing agreements during ;973-8@ were
negotiated by iocally owned firms (IMF : 1985a), almost gll
transfer of technology to Singapore takes place through DFI.

Another aspect of DFI in the NICs has been intra-regional
trade which has been an important source of DFI in the East Asian
NICs and has also been associated with significant flows of
production technology and know~how. The intra-regional transfer
of technology has been particularly important in the case of Hong
Kong. Korea and Taiwan. Hong Kong has tended to export know-how
embodied in DFI emphasizing on production design, management and
marketing know-how. Taiwan's main technology exports have been
embodied in equipment exports rather than DFI which itself has
been directed towards securing raw materials and maintaining its
market share. The Republic of Korea's technology exports has been
embodied in its outward DFI and overseas construction, technology
licensing and exports of machinery and equipment independent of
DFI3
4.2.3 Medium-and Long-Term Capital Flows

In the 1950's in combination with aid or DFI,governments and

private enterpreneurs in the East Asian countries were often

3. Westphal L. et. al. ,"Export of Capital goods and Related
Services from the Republic of Korea,'" World Bank Staff
Working Paper 629, World Bank, 1984, Washington D.C.



first‘ eligible for suppliers' credit. However, by the
1960‘s,unlike many other developing countries,the NICs' policy
framework strongly oriented towards exportg_enabled them to avoid
débt‘ problems arising out of suppliers' credits at.a time Wﬁen
countries with devastated economic policies contrisuted to wiéé—

spread ‘“debt crisis’'. By the mid—-68's the East Asian countries
also began ‘to make use of baﬁk loans as their ecqnomies
s%réngthened further and ﬁupply of capital increased.“?aékages

of DFI, suppliers' credit and bank loans bec&me increasingly
”éémmon. In the short but sharp recession of 1975, some East Asian
governments started borrowing more broadly for budgetary purposes
to offset declining exports and fall in income follqwipg the rise
in petroleum prices. ‘

Capital inflows, short— medium- and long-term began to
emerge within the region in the 196@s. Hongkong was the first to
become an international capital market location. Singapore
followed in the mid 1970s. With the exception of Korea, East
Asian countries have traditionally been fairly modest borrowers
among’ developing countries.The debt obligation of East Asian
countries are relatively modest particularly in relation to heavy
borrowers in Latin American countries. Most of the debt problems
arise from the ratio of debt-to-exports rather than debt-to-GNP
since export earnings signify the debt serving capacity of a
country. It in is this sense that the obligation of the East
Asian countries becomes relatively modest. In fact, despite its
relatively higher indebtendness amongst East Asian nations, Korea

was able to manage the debt because of its strong export

performance.

19
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Though all the East Asian NICs started the post-war period
with some < opposition to the idea of foreign capital and its
participatiecn in their economies, it was h%ecognized ultimately
that industrialization would:£ave been mére difficult to achieve
without foreign afd ,foreignlloans or DFI. Though official aid and
loans were the most acceptable as compered to DFI on political
grounds, the countries {eceived a substantial inflow of foreign

funds in one form or another.



II
The Republic Of Korea

_____________________________ O ——
Growth With Increasing Outward Orientation

Korea attained independence from first the“ghinese;cnq;then
Japanese Coléﬁization in 1945, but truely speaking. the :years
following independgnce were extraordinarily difficult which
influenced the pattern of subsequent political and economic
-'évents. With the establishment of the Republic of Korea following
partition in 1948, considerable economic progress was made in the
first two' years.

Adjustments first to partition and then to dislocations
caused by the Korean war in June 195@ left the ‘South' Korean
economy ip 1953 in much the same shape as it had been at the end
of Japanese occupation. Manufacturing accounted for only 8% of
GNP in 1955 whereas primary sectors accounted for almost half of
the GNP. Export contributed only 1.4% to the GNP and manufactured
exports were almost non-existent. The above facts are brought out
in Table 4.8.

4.3 The Interplay of Trade and Incentive Policies

Referring back to Table 4.8 the industrial expansion of
Korea from 1955 to early 196@s was geared particularly towards

the home market. A major role was played by import substitution

.in  light manufactured and non-durable consumer goods. In 1956,

exports accounted to less than half their value in 1950, the
beginning of the Korea war. In the late 50s, however, growth of
exports began to accelarate slowly. By 1968, their real wvalue

surpassed that of 1950 by almost 16% though in absolute terms as
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well as in relation to GNP, they remained small. The share of
total exports in GNP at current prices was only 3.3%.

Manufactured exports beginning from a small base, rose
rapidly in the eérly 1960s. Around 1965 the real turning point in
botg export and industrial growth occured. It was the end of a
period of trade liberalization and other major policy reforms. In
the following decade manufactured export growth coupled with
rising domestic demend, fueled industrialization much faster than
before. Within the decade 1965-75, the ratio of total exports to
GNP more than trebled ;nd the share of GNP originating 1in the
manufacturing sector more than doubled. Manufactured products
constituted 42% of total exports in 1965 and 74% in 1975. As
observed in Table 4.8 almost every indicator of development
performance improved remarkably after the mid - 60s..

Korea's trade and industrial incentive policy structure
during the latter half of the 1950s was predominantly one of
import-substitution. Large-scale purchases of the Korean currency
(Won) at the official exchange rate by the resident UN military
organization served to maintain an overvalued exchange rate. In
‘fact, the history of Korean development strategy and policy
changes 1is one of continued, though sometimes intermittent,
movement towards an increasingly open economy marked by major
liberalization in the mid-1960s. During the late 1950s, a
multiple exchange rate system and impart controls heavily
protected +the domiestic market. High tariffs were imposed on
imports for which close substitutes were domestically produced.
Products, mainly finished consumer goods without substitutes, had

lower tariffs. Serveral major import substituting industries were



exempted from tariffs on import of machinery and intermediate
goods. To offset greater overvaluation of the Won, quantitative
restrictions on imporis were imposed increasingly. .Qﬁotas were
the main tool for controlling imports.

Regarding exports, the discrimination was not as great as
might appear. Export earnings were convertible in a free market
and commanded a substantial premium. Moreover, direct cash
subsides to exporters were also provided.

Fueled by import-substitution in non—-durable consumer goods,
the growth of industrial output was quite rapid-12% per
annum during the period. However, as opportunities for ‘“easy'
import substitution diminished rapidly in the early - 606s
industrial growth began to falter.

Policy makers came to recognize and accept the view firmly
that répid economic development depended wupon export-oriented
industrialization. Their argument for such on opinion was the
very poor natural resource base. Also, further opportunities for
import substitution were to be found only in intermediate and
durable goodsL for which the limited domestic market would not
justify eatablishing large plants and would involve increasing
inefficieﬁcy. Beginning in 1961, with the temporary establishment
of a unified exchange rate, a number of attempts were made at
policy reforms and liberalization and in 1964-65 a number of
reforms were successfully implemented.

A major complimentary policy change was the lasting
establishment of a uniform exchange rate in 1964 when the Won was

devalued to 285 to the US dollar. It was designed mainly to

107



simplify the exchange rate regime and offset domestic inflation
éather than to increase export 1incentives. Since 1964,
ndévaluations continued at discrete intervals with continued
intervention by th; Bank of Korea to maintain stability of the
nominal rate between the intervals.

Trade controls were gradully relaxed after the 1964
devaluation following an increase in the number of items eligible
for unrestricted imports. In 1967, the system was fﬁrther
liberalized with the replacement of the ‘positive' list by the
‘negative' 1list under which commodities not listed in the trade
program were automatically approved for import. Moreover, th?
tariff system remained practically unchanged wuntil 1967 when
minor changes were implemented, but the overall impaét remanied
negligible. All in all, the net result of these policy changes
was the establishment of a system that generally favoured exports
over import substitution.

4.3.1 Relative Importance of Export-Led Outward Orientation and
Import Substitution

Many authors have argued, and some Jjustifiably so, .that
Korea's trade orientation was responsible for its phenomenal
industrialization success. Considerable evidence shows that

promotion of manufactured labour - intensive exports helps
4
industrialization
4. Westphal L. and Kim K.S5.(1982)-"Korea",in Balassa B. and
Associates, "Development Strategies in Semi ~ industrial
Economies”, M.D.., Baltimore, John Hopkins University Press,
Published for the World Bank, 1982, Pp.212-274.
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In Korea, government policies succeded in attaining a high
and sustained vrate of growth through industrialization. Table
4.9-A shows the high rates of growth recorded in production
especially in manufacturing as well as in employment and foreign
trade. ’

Investment and exports were the two major expansionary
forces in the economy. In the first phase of the .period i.e.
1961-69, these grew at about the saﬁe rate but during 1970-78,
the second phase, exports grew at a significantly greater rate
than investment. Table 4.9-B also reports the same facts, albeit
in a different form.

An interesting observation that emerges from the remarkable
economic transformation of'%he the‘Korean economy is the relative
importance of export expansion and import substitution over time.
The figures given in the table below show the total percentage
contribution of each, i.e. export expansion and import
substitution, to the growth of aggregate output for each
sub—periods

1955-60 1960-63 1963-66 1966-68

Export Expansion (EE} 12.9 6.3 31.4 21.3
Import Substitution (IS) 18.2 -6.9 8.9 -@6.6

As the table shows, for each sub-period, the contribution of
EE is much more than of IS5, the greatest during 1963-66.
Obviosuly so , since it was the period when Korea initiated ma jor
policy reforms and began on its path of rapid growth. For the

5. ibid, Pp.258.

40y
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Table 4.9 .
Korea : Selected Indicators of Growth

A. Average Annual Compound Rates of Growth at Constant
Prices,1961-1969 & 1970-78 (Percent)

: 1961-69 197¢-78

GNP ' 8.5 9.7
Agricultural production 5.0 2.8
{Includes forestry & fishery)
Manufacturing production 16.5 19.0
Employment 2.8 4.1
- Agricultural -2.8 2.9
— Non-Agricultural 7.8 6.8
— Manufacturing 11.8 190.4
Gross domestic capital formation 25.4 13.4
Exports of Goods & Services 29.6 24.1
Imports of Goods & Services 19.3 17.5

B. Indicators of Structural change during 1961-78 (Annual Average
in percent}

1. Share in GNP ( at constant market prices)

- Agricultural production 45 34 19
- Manufacturing 8 16 25
Gross Domestic capital formation 8 28 33
Exports of Goods and Services 2 12 31
Imports of Goods and Services 12 27 39
2. Share in Exports (at current market prices)

- Agricultural 29 8 8
- Marketing ' 39 7 1

- Manufacturing 32 85 91

Source : Eprime, Eshag (1991).
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earlier period (1955-63), primary export and import substitution
in manufacturing were the chief characteristics. After 1968,
growth of exports was dominated by manufactures and there was
relatively much less import substitution in the 1960s as a whole
as compared to the late 1950s. The total contribution of exports
between 1955 and 1968 was Zecpercent, most of it attributable to
growth of manufactured exports wihch accounted for 75% of the
cﬁange in total exports.

The overall contribution of import substitution was
negative, albeit near zero. Whatever modest contribution to
manufacturing growth, was offset by the rising import shares in
other sectors of the economy.

Also telling are the figures in the table below which show
éhe direct percentage contribution of export expansion and import

substitution to the growth of manufactured output in each sub-

6
period
1955-60 1960-63 1963-66 1966-68
Export Expansion (EE) 5.1 6.2 29.4 13.0
Import Substitution (IS) 24 .2 2.9 14.1 -22.1

During the late 1950s, exports played a ;elatively minor
role in industrialization whereas there was extensive import
substitution in consumer non-durables énd light industry
intermedlate products. As a result, EE contributed only 5.1

"percent to manufacturing during the period 1955-6@. Once again

6. Adapted from the same source as in (4).
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the greatest contribution of EE was during 1963-66, the period of
major policy reforms. Thus, in aggregate terms, export expansion
contributed more than import substitution to Korean economic
development.

During the late 1950s, exports played a rélatively minor

role in industrialization whereas there was extensive import
substitution in consumer non-durables and light industry
:intermedlate products. As a result, EEM contributed only 5.1
percent to manufacturing during the period 1955-60. Once again
the greatest contribution of EE was during 1963-66, the period of
major policy reforms. Thus, in aggfegate terms, exﬁort expansion
contributed more than import substitution to Korean economic
development.
Ancother aspect of the role of import substitution in Korea is the
absence of large-scale and widg spread import substitution that
can be explained in part by a backward-linkage effect realized
from exports to the domestic production of intermediate imports,
in the form of increased demand for domestically produced
increased inputs and foreign—exchange effect due to increased
production made possible by the foreign exchangé earned (through
exports) or saved (through import substitution). The backward
linkages were responsible for almost a tenth of the growth of
manufactured output and more than 15% of the growth of primary
output.

The large contribution of export growth to Korean
industrialization and the selective exploitation of backward
linkages from exports explains the lesser role played by import

substitution. Moreover, the rapid growth of foreign exchange



earnings from exports has been a main fgctor in allowing
selective import substitution. Owing to abnormally small shares
of both exports and imports in GDP at the end of the Kofean war
and also in ofder to pursue its comporative advantage, Korea was
obliged to increase these shares to exceptioﬁally high levels.
Thus, by effectively harnéssing its abundunt supply of
skilled 1labor fér manufactured export production and through
successfull trading, Korea., in the 196@s, was successful in
overcoming its acute scarcity of natural resources and sweeping
aside the constraints that a small domestic market could impose
on growth. Moreover, Korea's longer~term trade strategy has, of
late ,received.an added twist from the difficulties encountered
in raising funds abroad. Exports are seen as not only the engine
of growth but also as a means for closing a burdensome current
account deficit. By shifting strategies that did not work, Korea
acieved gains through realizing their comparative adevantage.

4.4 Foreign Capital and The Growth in External Debt :

T e —— s S e e S S

An important aspect of capital inflows into Korea was that,
large infloﬁs of capital provided breathing space during the
years of‘its recovery which enabled it to revive growth pefore
undertaking any policy action. From early 1950s through mid-
196@s, substantial deficits in Korea's current account were
financed mainly by foreign aid. The social and economic upheaQal
caused by the war combined with Korea's poor economic endowment
forced greater reliance on foreign assistance. Programmes for
reconstruction of infrastructure and industrial plants ravaged by

the civil war were completed by 1957 with financial assistance

1t9



flowing in from abroad. Foreign aid totalling around $2.3 bilion
was provided and the foundations of the industrial sector were
laid. During the next few years the economy registered a fairly
respectable rate of growth with industrial expansion providing
much of the impetus.

As noted earlier, foreign aid, which financed persistent
external deficits, played a key role. US aid accounted for nearly
all the aid réceiyed and consisted mainly of grants given in the
form of project and non-project assistance, technical support and
under PL ~ 488. In fact, Korea is argued to have been a success

story mainly because of the large amount of foreign aid it

1t 4

received in the beginning of its development process which enabled

it to create an industrial base and grow relatively faster than
other developing nations at the time.

The importance of aid in laying the ‘foundations of
industrialization can be judged by the proportion of imports it
financed. Foreign aid financed 75% of commodity imports for the
entire period 1953-60, 87% in 1957 alone when aid was the highest
at $383 million. In the 1960s with rapid growth in exports,
foreign aid played a relatively less important role in finaneing
imports, though certainly not insignificant by any means.

The government's willingness to run persistent deficits in
the current account balance and its determination to fill any gap
that arose between planned investment and domestic savings made
possible to follow a basic peolicy of importing as much capital
as was required for implementation of its programmes. In order to
finance the wide gap between investment and domestic savings that

arose because of the severe deterioration in the terms of trade



caused by the first oil shock of 1974, the Korean government was
ready to borrow abroad heavily. As noted before,US aid was the

major and perhaps the sole source of foreign capital during the

initial period of Korea's development process. Over time, by the

1968s, Korea was ready to accept foreign loans alsc and finance

its imports through long-term trade credits.

us assistance continued through the 1960s. With the
overthrowing of the Rhee regime in 1960, there was a pronounced
policy change and the new government began to promote inflows of
foreign' resources of all kinds. Prior to 1960, foreign capital
inflows was entirely in the form of lcans and trade credits. As a
consequénce of the policy changes in 1960, a rapidly increasing
diversification of sources of foreign influence characterized the
period since then. Over time, however, the share of capital
inflows in total investment steadily fell, though éven as late as
1972-76, the period of Korea's Third Five~Year Plan, it was 20
percent. Moreover. Korea also made efficient use of these foreign
capital inflows. Its gross incremental capital - outpu? ratio
during 1965-75 was almost 2.4,very low compared with that of
other developing countries.In fact, it accepted a temporary
decline in growth so as to limit reliance on foreign loans and
used the proceeds of the loans in productive investments. Though
its reliance on borrowing was éuite heavy, it was sﬁbsequently
able to reduce the reliance for the same reason.During the 1960s
much of the capital inflow was commercial <credit, including
private publicly guaranteed loans (See Table 4.10). Besides the

US, private loans have flowed also from Japan and Western Europe.

10



Table 4.19
Net Foreign Capital Inflows

{million of dollars in current prices)

6.

136.

89,
39.

Y

NOON

1bv

~
[y
s o VRSO

247 .4
44.2
283.2

-19.
161.

Item 1662-66
1. Public and guaranteed loans
Multilateral 13.7
Bilateral 261.0
Type
Suppliers credit 143.7
Financial institutions 9.6
Bonds 2.0
Governments 187.7
2. Private loans 13.
Multilateral 0.9
Bilateral 13.4
Type
Suppliers credit 13.4
Financial institutions 2.0
Governments ’ 9.0
Unclassified 0.0
3. Direct foreign investment 1
United States 1

Japan

United Kingdom

Germany ({Federal Republic)

[SEE N )
WWere

1,730.
818.
446 .

90.
72.
302.
444,
2,261.2

foreign

[y

NNOe D

%]

Wy

2,905.

1,325.
693.
271.

69.

Oorhowm

544 .

11.

D )

3,733.7

economic aid

Other
4. Total foreign loans and investment 304.8
Multilateral 13.7
Bilateral 291.1
United States 13e.7
Japan 84.8
United Kingdom . 0.3
Germany (Federal Republic) ) 37.0
Other 38.3
Grants / a 832.8
5. Total net foreign capital inflows 1,137.6
a excludes military grants - figures refer
received,.

Source

: Westphal L., Rhee Y.W., Pursell G.{1981).
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4.4.1 Foreign Debt

One of the problems of Korea's outward-looking strategy as
pointed ou£ Ey Park (1988) is that it has been burdened with a
large foreign debt7. As seen in'Table 4.13 more than half of
Korea's GNP was committed to its debt.

The size of the-debt has made the country more wvulnerablse
than before to external shocks. The reason given by Park for such
an accumulation of foreign debt is Korea's development policy
which placed growth ahead of other objectives. The availability
of foreign funds gave policymakers a free hand to continue with
their growth priority and choose an adjustment path to external
shocks ‘ that required 1little sacrifice of growth. Korea's
dependence on foreign resources was expected to be reduced
through rapid growth through export promotion. Though this has
happéned only to an extent, domestic savings has not Dbeen
sufficent to sustain this rapid growth so that Korea's current
accodnt deficit has peréisted and has been the principal cause of
its debt accumulation.

Korea's reliance on offical and commercial external capital
began in the 19608s. Although private savings improved
substantially during 1965-75 reliance on external borrowing
continued to be high, the primary reason being large increases in
investment and substitution of borrowing for 'grant assistance
formally provided by the US. Foreign savings financed about 15%

7. Park Yung-Chul,'"Korea" in Dornbusch and Helmers (eds.),"The
Open Economy",EDI series in Economic Development, Oxford
University Press for the World Bank, 1988.,Pp.343.

1bo
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of total investment in 1973. But with the rise in import cost and
scarcity of resources in 1974 and 1975, foreign savings ratio

increased sharply and was more than 40% on an avefage. The direct

result of this was a substantial increase in Korea's external

obligations. (See Table 4.14)

In 1971, outstanding and disbursed debt reached 27% of GNP and
the debt-service ratio reached a level as high as 22%.
Outstanding debt continued to rise faster than GNP owing to the
BoP crigis in 1974 and 1975 but the debt-service ratio declined
sharply Dbecause of the -rapid increase in export eqrnings. As a
result, servicing of external debt did not prove to be an
excessive Dburden for South Korea. In 1976, the foreign savings
ratio to GNP declined to 7% ,the lowest in Korea's recent
history.

The level of external capital was high in relation to GNP and
investment through most of the period of 1962-76 (Table 4.15).
During the First Five-Year Plan period, 1962-66, the proportion
of foreign savings in total investment was 54.3% on an average,
39.5% during the second term 1967-71 and 4?.7 during 1972-76. 1In
1966, the character of foreign savings changed. Earlier, the
proportion of borrowing in foreign savings was negligible. But in
this period.the net foreign borrowing as a proportion of total
foreign savings began to rise-about 1/3rd in 1966. This was due
to,insufficent féreign assistance for implementation of the plan
so that a number of projects became dependent on foreign loans
particularly Japanese capital which flowed into Korea rapidly.
Grant were a significant source for financing the substantial

deficits 1in the BoP, with the US virtually the sole source of

16y
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Table 4.15
A. Growth of Investment (1953-78) 1953 1957 1961 1966 1970
Total Investment (billion won) 7.69 14.41 38.79 223.11 712.48
Ratio to GNP (%) 12.9 11.9 16.5 26.7
Financing of Investment
{(Billion won)
- Domestic Savings 4.54 -2.07 11.32 121.32 417.50
- Foreign Savings 3.15 16.48 25.2¢9 87.63 249 .32

B. Growth of Foreign Savings in relation
to Investment and GNP { % based on

current prices) (1962-76) 1962-66 1967-71 1972-76
Ratio of Gross Investment to GNP 16.6  26.3  27.0
Ratio of Domestic savings to GNP 6.9 14.8 17.0
Ratio of Foreign savings to GNP 8.7 10.4 11.8
Ratio of Foreign saving to 54.3 39.3 43.7

Gross Investment
Source : A. Ichimura, Shinichi (1974).
B. Same as Table 4.14



grant aid until mid-1960s. (Table 4.16-A)

Net current transfers and capital grants equalledl nearly
40% of the total deficit during 1965-75. They declined frém 188%
in 1965 to 50% and 11% in 1973 and 1975 respectively. All capital
" grants ceased with improvement iﬁ Korea's trade prospects in
1974. As observed earlier, private foreign direct investment
represented a rel;tively small proportion of inflows of external
capital. It averged less than 10% of the total-$35 million on an
average annually between 1968 and 1975. It reached a peak of more
than $140 million in 1973 and totalled around $37@ million during
1972-75.

Korea's case, in fact, provides an example of a transition
towards a high savings rate financed by initial large foreign
borrowing (See Table 4.16-B). The extermely large current account
deficts-9.1 and 6.8 percent as averages for the Gés and 7@s-show
how much of the growth was financed by drawing on external
resources. As a vresult of high per capita in;estment rates,

income growth was high. The growing per capita ‘income in turn

provided increasingly the resources to finance investment. By -

1986-87, the current account had turned towards surplus and debt

started to be retired.
Table 4.16 B

Kor?an Investment & Foreign Savings (% of GDP)

Period Investment Foreign Savings % per capita
income growth

1960-69 18.2 9.1 6.4
197@-79 27.6 6.8 7.9
1986-85 30.7 6.7 6.1
1985-86 30.7 2.2 7.3

Source : Chenery, H. and Srinivasan T.N.(1989), Vol.II, adapted,
PP. 1411

AW
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Table 4.16
A. Sources of External capital, 1966~76 (million$ in current przces)

f Item 1966-71 1972 1973 1974 1975 1976
- Sources,of which ‘ 658 8@z 999 2452 2776 2332
Capital Grants 119 87 61 64 - -
Net prlvate direct Investment 36 74 137 183 53 76
Medium & long~term Capital (Gross) 472 . 78B4 828 1329 1773 1816
Net short-term Capital 137 =16 84 -45 680 6@2
IMF 1 -1 -18 156 130 97
Bank Borrowing 34 -53 -953 580 180 131
Other -141 -73 2. 265 ~4@ -128

Year Commitment Disbursements Debt Net Debt Bervice
Service Transfer Ratio
1962 141.2 11.2 2.3 18.9 8.2
1963 78.1 60.7 5.5 55.2 3.7
1964 68.6 28.1 5.9 22.2 3.2
1965 143.2 53.2 9.7 43,5 3.8
1966 331.7 201.5 18.6 182.9 4.7
1967 551.9 252.3 43.2 209.1 8.1
1968 721.9 527.0 92.6 434.4 12.2
1969 853.7 604.0 113.9 490.1 11.4
1976 500.9 591 .4 218.5 372.9 17.9
1971 755.5 658.1 325.2 332.9 22.2
1972 887.1 784 .1 430.7 353.4 20.8
1973 1285.7 827.9 518.90 309.9 13.1
1974 2091.9 1329.2 646 .1 683.1 12.6
1975 1442 .2 1772.6 717.8 1854.8 12.6
1876 3704.9 1816.9 8940.0 876.0 19.3

Source : Same as Table 4.15



4.4.2 Debt Service

A}

Korea's debt service burden was not significant until 1968

1Y

(Table 4.16~C) largely as a résult of the increase in total}

borrowing during 1967-69, debt repayment rose rapidiy duriﬁg the
early 1970s. Net transfer of external capital which had been
increasing until 1969, declined in 19780 & 1971, despite
continuing increase in the gross capital inflow. The debt burden
was moderated in 1978s because of the rapid expansion of export
earnings. As a proportion of GNP,debt—serviée payments averaged
6% during 1972-76. Debt-service on private‘debt was about 7% of
total debt service during the pgriod.

Although the debt-service rafio declinéd from the peak level
of 12% in 1971 to less than 12% in 1975-76, debt service as a
proportion of GNP increased.

As mentioned earliér, many of these 1lcans have been
suppliers credits of one form or another. This availability of
private foreign capital has mainly been in response to Korea's
good export performance.The adjustment to the o0il shock of 1873~

74 was reflected mainly in the large current account deficits

in the BoP of Korea-$9.5 billion during 1974-79. Following the
second ¢il shock, borrowing rose to $8.4 billion in 19886 in order
to finance the resultant domestic savings gap of 10.2%. The
current account deficit is important since it mirrors the demand
for forgign savings and the current investment levels in Korea

are being sustained by relatively large current account deficits
(6.8% of GNP) which are not viable in the long run.Nontheless,

continued capital inflows and booming exports and output played a
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key role in reviving sustained growth,particularly after 1980.
All in all, foreign aid and borrowing made a relatively

substantial contribution to the Korean development as compared to

' foreign direct investment. Such discrepency owed itself more to

the country's deliberate policies than any other factor.

4.5 Direct Foreign Investment

As regards foreign investment policy. the technological
development of Korea provides an illustrative example of
protection and learning. There was, until very recently, little
DFI. The Koreans undertook to do only what they themselves could
and with strong demand facilitated by its export biases of policy,
the entrepreneurs had strong incentive to push hard to find to
ways to increase output. They 1learned step by step. Korean
government policy actively encouraged the development of 1local
technological capacity (esp. production technology) and in many
industries, limited the degree to which foreign proprietary
technology could be imported. DFI was thus limited to selected
industries. Nonetheless, with a high degree of reliance on
technology through imported inputs, by the 197@s, there was
already considerable indigenous technological capacity. Foreign
buyers and sellers continued to be the important source of
technology for the growing and increasingly outward-oriented
industrial sectqr.However, whatever the role of DFI, manufactured
export marketing was undertaken primarily by foreign firms.
Contact with foreign® buyers also generated significant technology
transfers in the form of guidance ranging from product design to

management techniques.

b\
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During the post-policy reform period of 1961-78, direct
investment Qas discouraged-its value estimated to have amounted
only to about 5% of the outstanding ex;ernal lcans in 1978. One
of the reasons for such a policy was the relatively low cost of
loans bompared to that of direct investment. Having started with
a low debt~se{vice ratio and success in promoting exports, Korea
had easy access to foreign loans on relatively favourabie terms.
Another reason was the reluctance of the authorities to--share- the
ownership and control of the Korean enterprises with
foreign firms, especially Japanese. This ﬁrompfed the Korean
government to impose formal and administrative barriers against
‘the inflow of DFI.

The first instance of DFI in the post-war period was
observed in 1962. Initially. the inflows were small averaging
only slightly more than $3.5 million a vyear during 1962-66.
Thereafter, DFI though rapidly increasing, remained - modest.
During 1967-71, +the annual average rose to almost $2@ million
and to more than $110 million during 1972-76. Japanese investment
also flowed into Korea after 1965 which alone was responsible for
39% of total DFI in 1967-71 gnd 71% during 1972-76. On an
average, however, between 1966 and 1971, overall DFI, though
increasing in absolute terms, remained less than 4% of total
foreign capital inflows.

Prior to 197@, cumulative direct foreign investment in Korea was
less then $100 million in current prices. In total,foreign firms
were vresponsible for only a small fraction of Korea’'s exports;
11% in 1978 and 14% in 1971. Since 1971 the share of DFI in total

foreign capital inflows .increased to an avérage of nearly 20% in

i7v



the succeeding years. This was mainly due to increase in Japanese
investment %ollowing relaxation of Japanese government's
restrictioﬁ‘Aon foreign capital outflows. From 1978 to 1975
Korea's cumulative DFI was agééoximately $706 million.

The manufactgring sectofs have always been the principal
destination for DFI in Korea. They received four-fifths of the
qumulative inflow through. 1978. By the end of 1976 the cumulative
gross inflow of DFI into Korea amounted to around $815 million of
which 61% was from Japan and 19% from the US. Table 4.11 shows
comparable data on- DFI for Korea and other developing
countries.As observed in the table, DFI as percentage of net
foreign capital inflow-into Korea was the lowest. One factor that
might- serve to partly explain the low percentage of DFI in Korea
is its poor natural resource endowment. Secondly, much of it has
been approved on the condition that it involves exports. The
initial inflows of DFI into Korea were for import substitution
and as such were oriented exclusively toward  the aomestic
market. DFI virually made no contribution to the expansion of
exports during the period between 1962-66 when export expansion
replaced import substitution as the main engine of Korean
development. Only during the period of 1967-71 did DFI began
flowing into the export sectors albiet in modest volumes. As such
foreign firms accounted for only 6% of Korea's total commodity
exports in 1971. (Table 4.12)

After 1971, the accelerated inflows of DFI led to a rapid
rise in the proportion of exports by foreign firms since most of

the DFI was directed towards exports during this period. By 1975

474



foreign firms were responsible for almest 18% of Korea's
commodity exports.

In other words, DFI started to have some importance in
Korea's export drive only after export-led industrialization had
become established as the predominant strategy. Moreover, only
about one-~fourth of manufactured export growth during thg 1970s

was agsocated with operation of foreign firms. Also, the

170

involvement of foreign firms-—in most of the products, that - were °

among Korea's exports was limited or none at all. Nonetheless,
foreign firms have helped to initiate the production of some
intermediate inputs used in exports.

In summary,although Korea relied heavily on inflows of
investment resources from abroad,these have been largely in the
form of debt rather than equity. Technology has been acguired
from abroad largely through means other then DFI. Although
foreign resources have continued to make substantial contribution
since early 1968s, the transactions in the use of foreign

resources have been at ‘arm's length'.



ITI
BRAZIL ’
___________________________________________________ .
The Case of Successful Import - Substitution Growth
Import substitution has been an important aspect of
Brazilian industrialization both as to impetus and as  to

structure and sequence. In most of the p?esentiy developed
countries, gradual industrialization was the basic element in
growth and structural change. Brazil is an outstanding example of
aA:_different form of rapid development through‘ import
substitution. However, the economic policies followed by Brazil
ﬁo promote growth and trade from 1950 through 1980, were believed
to be controversial in the sense that analysts felt that they
were highly unorthodox because though the result was impressive
growth rates, the policies were never accepted to be 'appropriate
for the country. Others argue that because of its dynamic
economy. Brazil could afford to make any grandiose policy error.
What follows 1is a modest attempt to review Brazil's economic
performance from 1950 to the decade-end of 1980 and analyse the
various factors that have gone behind Brazil's impressive growth
rates. Whether the policies followed by Brazil were really not
fit for it is a question left open. The section traces Brazil's
economic development through the three major phases of initial
import-substitution, outward orientation and a return to import-
substitution. Thereafter, it assesses the contribution of foreign

8. Most of the estimates in this section are adapted from World
Bank (1983}, "Brazil:Industrial Policies and Manufactured
Exports", World Bank Country Study,Washington D.C.
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capital and the relative 1mportance of inward and outward

orientation in Brazil's impressive growth performance.

4.6 The Intiation of Industrialization and The Post-World War II
Scenario: ’

181

Brazil's industrialization began in the last decade of the’

19th century and by the beginning of the decade of the 197@s, it
had a well established industrigl sector anq had achieved
considerable. import-substitution with-an overall import'GNP ratio
of 36 percent. The industrialization spurts which took place in
the early decades of the twentieth century were caused mainly of
external shocks which consisted either of interruption of
sppplies from abroad due to wars or of reductions in imports due
to declines in foreign exchange which could not finance imports
beéause of weakening international markets for Brazil's principal
exports. The: was was a powerful stimulant to further
industrialization of Brazil due to the drastic curtailment of
imports following the decline in foreign exchange. This caused
internal shortages. The lower supply and unchanged demand caused
‘substantial rise in the relative price of such goods thus
creating an incentive for increased domestic :production of
Brazilan import competiting industries. Consequently, the phase
of import-substitution industrialization was initiated.

However, 1t was only after the World ‘War 1I1I that a
deliberate and sustained industrialization drive was embarked
upon by Brazil which markedly transformed ﬁhe structure of its
economy. Although difficulties with the éxternal sector was the

immediate cause for the post-World War II industrialization
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spurfs, the main dirrerence was its change from a stop-gap
effort into a determined policy. However, manufacturing- output
grew more slowly between 1919 and 1932-about 1..5% per annum on
an average. The poor performance of the manufacturing sector

during this period could be attributed to the wavering

application of principal economic policy instruments, whose chief

concern was the operation of the coffee price support program at
the cost of pgglecting other sectors. Nevertheless, the
importance of the exchange rate policy during this period seems
to have been gquite <considerable which is indicated by
manufactured output growth that accompained the currency
depreciation period, 1921-23.

Until the 1930@s, there was little attempt'by Brazil to plan
economic development, especially industrial developmeht. In
1933, a new period of rapid industrial growth began. From 1932 to
1939, manufacturing output grew at -an average annual rate of 1 to
8 percentage. By, 1939, the ratio of imports to total supply of
manufactures had dropped to 20 percent. Industrial growth
continued during World War II although at reduced rates,
averaging 5.4% per annum, as a result of the lack of access to
raw materials and particularlf, capital goods. In the two _|years
after the end of war, foreign trade liberalization and the
overvalued foreign exchange rate resulted in large flow of
imports, particularly of capital goodsj Thus, when import
controls were reestablished in 1947, the industrial sector had
been able to renovate a large part of its obsolete equipment.
Thus, the first instances of government participation in

industrial production was seen in the 1940s.

Do



4.6.1 The Controversial Period of Rapid growth : 1945-1964

That Brazil was heavily dependent on the foreign market for
its well being at the end of the war is obvious. In the decade
and a half during the post-war period from the late ;1940s until
the early . 1960s, the Brazilian economy underwent substantial
structural changes owing to the government's industrialization
policies. During the period, contribution of agriculture to thé
GDP fell from 27 percent in 1947 to 22 percent‘in 1961 (in 1947
constant prices). On the other hand, 1industry's contribution
increased from 21 to 34 percent in ‘the same period.
Simultaneously. Brazil experienced one of the highest real growth
rates in Latin America.

It has glready been noted earlier that the post-World War II
industrialization was more a result of a determined policy rather
than a mere stop-gap effort. The basic reason behind this was the
realization of the policymakers that Brazil could not attain a
high rate éf growth in the. future by relying mainly on the export
of its principal primary commodities that were experiencing a
shrinking world market. In the past, as so much in the persent, a
small handful of primary commodities.madé up Brazil's export
list-coffee, cocoa, cotton and tobacco. The commodity imports was
not so one - sided with each commodity sharing a fairly large
proportion of total imports. The drastic fall in manufactured
goods imports between the immediate post-war period and early
sixties was to the tune of 10.9 percent in 1938-39 to 9.7 between
1948~-56 to 1.5 in 1961. This reflects the import substitution

measures adopted by Brazil. The overall relative importance of

180



foreign trade during the same period also decreased so that the
ratio of exports and imports to GDP (at constant 1953 prices)
declined from 11.2 to 8.9 % between 1947 and 1961.

In the initial stages of Brazil's industrialization, import
substitution was encouraged as an ad-hoc response to balance-of-
payments problems caused by trade disruption during the OCreat
Depression and, as seen earlier, by external supply shortages
during World War IIi Nonetheless, the policy enabled Brazil to
avoid the impact of the Great Depression. Real GNP fell by about
5 percent betweén 1929 and 1932, but thereafter quickly
recovered. The overall growth rate of GNP was 4.5 % . Compared to
those in other industrial countries, these rates were Dbetter.
Between 1939 and 1945, the growth rates again declined owing to
supply shortages. (See Table 4.18-A)

The drastic decrease in imports and the boom of Brazil's
export during the war resulted in a substantial increase of the
country's foreign exchange reserves from $71 million- just before
the war to about $800 million in 1946. In 1946, the government
established a foreign‘excﬁange regime without any restrictions
and import controls were abolished-no quantitative restrictions
existed. However, the cruzeiro was kept at its pre-war value of
CR18088 to the dollar which was claimed to be a deliberate policy
by Brazil since it was keen to spend tﬁe war—-time accumulated
reserves 1in order to meet the pent-up demand for imports. The
result was a deliberately overvalued exchange rate so that
reserves were depleted within just a year and a half.Table 4.18-B
shows c¢learly the end result of a.completely control - free

exchange regime. Import quantum increased by 40% and dollar value
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Table 4.18

A. Average Annual Rates of Growth of Real GNP (Percent)
Period Agriculture Inustry Total GNP
1920-29 4.0 ) 5.3 5.2
1930-39 2.0 7.6 4.5
194045 1.6 4.6 3.1
194655 4.6 9.5 7.5
1856-61 4.6 10.0 8.0
196267 2.4 4.1 3.7
1968~73 3.9 13.1 11.1
197480 4.8 7.2 7.1
198186 1.6 1.6 2.8
B. Imports and Exports 1944 - 51
(Annual Rate of Growth in %)

Exports Imports
Year Quantum Value (US$) Quantum Value (US$)
1944-45 6 16 5 6
1945-46 21 49 X -17 50
194647 -5 17 40 8@
194748 3 3 ~10 -8
1948-49 -11 -8 16 ~1
1949-58 ~13 24 22 -2

Source : A. Same ‘as Table 4.13
B. Same as Table 4.17



of imports by 8@% while export quantum decreased and its value
increased only by 17%. Eventnally, the controls were back in
place and import-substitution was made the centre of a new growth
strategy. The rationale behind such a move, it was argued,' was
that Brazil's comparative-advantage lay only in a handful of
commodities that faced an inelastic external demand and that
outward-looking policies would pull down the country with heavy
losses --in the -external .terms of. trade. Moreover, khe Korean Waf
in 1950, which caused the export boom but made many imports
difficu1£ to obtain and the sharp drop in the value of exports in
1952 were taken as further evidence that dependence on imports
needed to be reduced. A large part of the increased capacity to
import was therefore utilized to create new import-substituting
industries.

No doubt, the inward-looking policies were based on such
controversial theories. Nonetheless, the outcome was nothing
short of spectacular. Between 1929 and 1964 as a whole, real GNP
grew, on an average at the annual rate of 5.6 percent and
industrial butpﬁt at 7.8 percent. Through 1946-64, the same
growth rates vrose to 7 percent and 8.9 percent respectively.
However, as already noted, in the overall final scenario. real
exports and imports on an average stagnated during the thirty
five-year -period of import substitutién. Imports as a percentage
of GNP fell from 23.8 percent in 1929 to 5.6 in 1964, What does
all this imply ? ~ Simply that the new policy failed to maintain
a proper balance between protection of infant - industry and

comparative advantage in trade. The cruzeiro remained overvalued

18y



and the fact that the economy grew at impressive rates was
bacause savings, investment and economic diversification were
encouraged.

Certain other gstimates indicate that in the two decade
following the war, a very substantial import substituting
industrializgtion was under process in Brazilg. From 1945 to
1962. the growth rate of industry was 8 percent per annum on an
average. Industrial outpqt_gre# nearly four times and the share
of industry in GDP increased from 20 to about 26 percent.
Further, the ratio of manufactured imports to total supply of
manufactured products dropped form 14 percent in 1949 to only 6
percent in 1964. Since by the early 1940@s, import substitution in
traditional goods had already advanced quite farlg, the main
changes occured in the intermediate ~ goods industries which
experienced very fast rates of growth. The end 6f the period saw
the structure of manufactured output changing considerably with
the share of tradi£iona1'industries dropping from 66 percent of
manufacturing value added in 1949 to 46 percent in 1964.

The process of change in the: industrial structure of Brazil
needs to Dbe studied in conjunction with the process of import
substitution which gave it its main impulse and also its shape.

At the beginning of the post-~war period, imports of nondurable

consumer goods were already very few. During 1947-55 cutstanding

8. See World Bank VBrazil : Industrial Policies and
Manufactured Exports", World Bank Country Study, Washington
D.C.,1983 .

18. All import ratios reached below 19 percent. ,
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progress in import substitution was made in consumer durables and
by late 1950s most of these goods were @omestically produced.

As consumer-—-goods imports reduced,‘the import substitution
prgcess entered the phase of producer goods-both capital gs well
as intermediate_.Domestic.production and imports‘of capital goods,
both increased rapidly during the initial period of this phase
around 1955-59. Domestic production ;f_intermediate goods also
. expanded at a fast pace such that imports of these goods
remained more or less at a constant level. By 1959, total
manufactured imports as a proportion of total imports registered
a marked declined. Imports of larger quantities of certain raw
materials, on the other hand, were consumed by new industries.

Table 4.19 and Fig. 4.1 reflect how manufactured imports
fell as a percentage of total supply. As already noted above,
imports of non-durable consumer goods were already insignificant
in 1949; imports of durable consumer goods were substituted
rapidly during the early 1958s and those of capital and
intermediate goods, throughout the period.

Table 4:20 summarizes the remarkable progress in economic
growth made by Brazil from 1947 to 1965 albeit érgued to be Dbased
on unorthodox economic policies. As the figures indicate, all
major sectors of the economy grew rapidly and steadily throughout
the period. From 1947 until 1962, GDP grew at 6 percent on an
average annually. The highest growth rates were achieved by -
industry and manufacturing - 9.5 and 9.8 percent respectively.

Thus, it is seen that by the start of the mid-196@s, Brazil
had achieved gquite a remarkable head-on in industrialization and

growth and had also established a relatively strong and stable
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Table 4.20
Growth of physical output, 1947-65
Year Agriculture Industry Manufacturing G.D.P
1947 89.5 81.4 80.4 86.5
1948 85.7 90@.6 90.4 94.7
1949 100 100 100 100
1950 102 111 112 108
1951 102 119 119 11@
1952 112 124 125 117
1953 112 135 137 120
1954 121 147 140 130
1955 13@ 162 166 138
1956 127 174 177 140
1957 139 183 186 151
1958 141 213 218 161
1959 149 241 245 173
1960 156 265 271 184
1961 168 293 301 197
1962 177 316 326 208
1963 179 318 325 212
1964 181 334 341 218
1965 211 318 326 228

Scource : Same as Table 4.19



pelicy regime of import-substitution.
4.6.2 The “‘Miracle Decade' of “The Brazilian Boom' : 1964-1973

In the 1968s and the 1970s, Brazil achieved one of the
‘ highest growth rates in the world. The annual growth rate of per
capita GNP averaged close to 5 percent during thé period.
Evidence shows that Brazil, during the previous years, had found
itself among the group of nations who:had steadily lost their
share of exports in the world market and also among those nations
whose exports had 1little chance -of regainjng their former
preeminence. How, then, was it able to achieve the 5 percent
growth vrate for the 68s and 7@s? The answer lies in the gradual
decision of the Brazilian government to change the structure of
the economy in the early part of the 196@s.

In 1964, policymakers decided to examine whether export
kstagnation was the result of exte}nal demand inelasticities or of
poor exchange rate incentives. The outcome of the debate was the
abolition of the multiple exchange rate system and devaluation of
the currency. Import duties were reduced in 1966 and subsidies
were provided for manufactured exports in 1969.

The market response was overwhelming; exports increased from
$1.6 Dbillion in 1967 to $6.2 gillion in 1973. Industrial
products, for the first time, became important export items. This
reduced Brazil'é vulnerability to chanées in coffee prices. From
1968 through 1973, Brazil's growth rates exceeded 10% a year.

The economic policies adopted between 1964 and 1967 were
geared towards correcting the internal and external disequilibria

that had developed during the previous years and laid the
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foundations for the very rapid growth of the 1867-73 period.
Other measures directed towards reducing the inward orientation
of the economy, already mentioned above, were also adopted. In
addition to the more flexible exchange rate policy, import
liberalization and export encouragement also took place.

Nonetheless, the initial period of 1964-67 did experience
low rates of growth of GDP and of industry 3.9 and 3.6 percent
per annum on an average respectively, while 1nf1at1on also fell
from 87 percent in 1964 to 27 percent in 1967. Exports and
imports, however, registered some increases‘ during ‘these
years.But as noted above, it was only after 1967 that growth of
exports, imports, industry and in fact, overall economic growth,
accelerated subatantially and so did manufactured exports. At the
same time,the import ratio in a majority of industrial
subsectors, for the first time in the history of Brazilian
industrialization, began to increase. From 1967 to 1973,
manufactured output grew at an unprecedented average rate of 12.9
percent pef annum Manufactured exports grew at an average of 36
percent per annum from 1966 tco 1972 and the average impori ratio
for the manufacturing sector increased from an all time low of 6
percent 1in 1964 to 7 percent in 1967 and 1.3 percent in 1971.
The ultimate result of these developments was that industry's
share 1in GDP which had remained constant at 26 percent between
1960 and 1967, leaped to 3@ percent in 1972.

The impressive performance of the Brazilian economy from

1968 to 1973 is shown in Table 4.21.



Table 4.21

o~

GDP and Industrial growth, 1966-1980.
(Average Annual Percentage Rates at constant prices)

1966-67 1968-73 197480
o> aa 115 7.1
Industrial Sector 6.4 13.2 7.7
Consumer Goods 4.8 11.9 5.0
a: Durables 13.4 23.6 7.7
b. Non-Durables ’ 3.6 - - 9.4 - - 4.5
Capital Goods 4.5 18.1 7.1
Intermediate Goods 1.8 . 13.5 8.3
Manufacturing Industry 7.0 ‘ 13.9 6.8

Source : World Bank (1983)

The boom of the decade was accelerated by the expansionary
policies followed by the government., existence of a high degree
of idle capacity in the manufacturing sector and a favourable
international environment. Favourable balance-of-payments
conditions allowed continued import of industrial raw materials
" and capital goods, resulting in an increase in the import ratio.
Another major factor in explaining the Brazilian boom is the
international scenario tha existed during the period which
included a considerable expansion of international trade by the
developed countries and a high level .of capital movements.
Alongwith an increase in total exports as mentioned earlier,
manufactured exports also grew from $0.4 billion to $2.8 billion.
As a result, the share of manufactured exports in total exports
rose from 280.3 percent in 1968 to 32.4 percent in 1973. During

the same period, the share of total exports in GDP rose from 5.2
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percent to 7.6 percent.

The impact of the Brazilian ‘economic boom' is also in a
way reflected in the growth of individual industries during the
1968-73 period. This is again borne out by. Table 4.21. The
highest growing industrial category during the period was the
durable consumer-geocods sector with a growth rate of 23.6 percent.

A prominently negative characteristic of the ‘“Brazilian
boom' was that by the lafe sixties and thereafter, very large
investments were required to sustain the high rate of growth. At
the same time, the extent to which the initial surge in growth in
the early sixties was attributable to the enlightened policy
regime or simply the successful wutilization of the excess
capacity available at the beginning of the decade, has been an
argument which generated a lot of debate, albeit without any
acceptable conclusion.

Thus, the periocd from 1964 to 1974 was the golden period of
the so called Brazilian ‘mirécle‘, which apparantly exhibited the
virtues of outward-oriented growth policies.

4.6.3 The “About Turn' To Import Substitution : i974 and after

While the first few years of the 1970s belonged to the 1964-
73 period of stabilization and opening up of the economy to
international trade, the period after 1974 was
characterized. by a partial return to the inward-oriented
industrialization policies which were so naturally adopted and
implemented during the two decades of the post-World War II era.
A strong parellel ran in the type of industrial development

followed, the policies adopted, the implications of the process
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and the problems associated with it. However, at the same time,
the Brazilian industrial sector and the economy as a whole, were
quite different in 1974 and 1975 so that many dissimilarities
did remain.

The honeymoon of the ‘Miracle Years' ended with the advent
of the severe o0il shock and the euphoria .was~ checked by the
impact of a major deterioration in Brazil's merchandise balance
induced by itg dependence on imported o0il. 1In the period
foliowing the o0il crisis, the Brazilian economy did experience
rapid economéc growth but did not reattain the growth rates of
1968-1973. The GDP growth rate dropped from 13.9 percent in 1973
to 9.8 percent in 1974. In 1975, the figure fell further to 5.7
percrnt. Between 1974 and 1980, GNP rose at an annual rate of 7.1
percent with the industrial sector and manufacturing industry
growing at annual rates of 7.7 and 6.8 percent respectively. (See
Table 4.21)

The economic policies that Brazil followed after 1974 marked
a departure from those followed in the previous decade from 1964
to 1973. In more ways than one it was a return to the earlier
regime of' import substitution that ran through the 1930s and
early 196@s. After opening up the economy to foreign markets from
1964 to 1973, Brazil beat a defensive retreat to the import
substitution strateqy owing principally to the oil price
increases of 1973 and the resultant deterioration of its terms of
trade, aitﬁough this time it was mixed with the awareness of the
need to contigue expanding and diversifying its exports,
particularly manufactured exports The new element in the

industrial policy followed after 1974 was the return to import -



substituting industrialization. Promoting manufactured exports -
a continuation of the policies established in the previous
years - was made particularly necessary by the sudden tightening
of Brazil's foreign exchange constraint. The manufacturing export
and import ratios which moved in the same direction till 1973
(downwards from 1945 to 1963 and upwards from 1964 to 1973),
began to change in opposite directions after 1974. Looking at
Table 4.22, ohe can observe that the ratio of manufactured
imports to total domestic supply of manufactures,which increased
from 6 percent in 1966 to 10.3 percent in 1971 and to 11.1
percent in 1974, fell again to 6.6 percent in 1979. On the other
hand, the ratio of manufactured exports to manufactured output
which had already been on the increase from 2 percent in 1964 to
7 percent in 1974, continued the trend and touched a little over
9 percent in 1979.
Table 4.22

Manufactured Import & Export ratios to Total output

B g ST TP PRI SRRV PR SRR ———— A

Total Manufactured Imports 13.8 6.1 7.1 8.0 11.1 6.8

Total Manufactured Exports 2.3 2.0 2.6 5.7 6.9 9.1

Source : World Bank (1983)

The emphasis on manufactured exports had originated in the
policy changes in the years 1967 to 1978 and consoclidated in the

early 70s. In other words, a very important source of



manufactured export expansion during the period of 1974 to 1980
was based on policy decisions taken during earlier years. It was
in a way an extension of those policies whereby a number of
firms (esp. in capital goods sector) undertook long;term export
commitments in exchange for a package of incentives which
included ddty—free imports of machinery and input among others.
Simultaneously, the emphasis on import substitution,
particularly in capital goods, after 1974 was a combined outcome
of the suddenly tigﬁgénéd vforé;gn“ egchange conétraint, as
mentioned earlier, and the expected high demand for such goods.
This called for large investments with the objective of
appoaching self-sufficiency by the end of 1879. However, the
reduction of public investment programs resulted in substantial
curtailment in demand which, in turn, resulted in problems of
idle capacity in a number of industrial projects as soon as they
were completed. This reflected the failure on the part of Brazil
to. recognise the medium-term impact of the 1973-74 external
shocks on demand growth which came to be reponsible for the
problems that began to develop in a number of <capital goods
industries as early as 1977; this inspite of increased barriers

imposed on imports.

4.7 Exports _: Performance and Role in Brazil's Development

—— ———————————mc— W—  measm——— w——————

Phases
fhroughout the post-war period, exports have been viewed
as a ‘“vent for surplus' by the Brazilian government and most
businessmen. For almost all products, primary as well as
manufactured excluding coffee, they have been quite pessimistic

about the chances of increasing exports and uninterested in any



attempts to do so. A common attitude has been that the domestic
market was big enocugh and demand for primary products did not
grow. Moreover, other countries would never allow imports of
Brazilian manufactures to increase to a significa%t amount .

In reality, one of the major causes of Brazil's performance

with respect to exports since the Second World War was the.

continued overvaluation of the cruzeiro. As noted in the earlier
part of this section, the overvaluation was already quite
significent at the end of the war. The additional overvaluation
was accumulated during the late 1940s by deliberately retaining
the exchange rate at the pre - War levels even though imports, as
a whole, were freed from other major controls. Though this was
overcome by the early 195@s and early 1960s, the basic problem
was that even at low levels, the cruzeiro remained overvalued. In
order to promote exports, a once-and-for-all real devaluation was
required which would have resulted in something like a once-and-
for -all 1ncrease in the "value of exporté rather than a
continuous increase. Table 4.23 shows further details of Brazil's
exéort performance during the post-war period. Exports of
manufactures, which were as it is never significant, were
stagnant and declining. Colomn 10 of the table shows the
‘capacity to import' index or the purchasing power of exports in
buying imports. The figures are interesting in as much as they
indicate the level of foreign exchange with which to buy
imports, which is the basic purpose . of exporting.

It was only after the initial policy regime of import-
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Since then, the total value of Brazilian exports has experienced
substantial growth. The average annual growth rates from 1965 to
1980 was 18.4 percent in current dollars. Manuufactured and semi-
manufactured exports grew at a much higher rate of 27.9 percent
" per yeér during this period, reaching $11.4 billion in 1988. The
share of manufactured exports in total exports increased from
about 18 percent in 1965 to about 57 percent in 1986.

Brazil performed well also on the world export market during
the period 1965-1980. Its share in world trade increased from
slightly 1less than 1 percent during the 1960s to 1.1 percent
auring the 1970s (See Table 4.24). Brazil's share in develqping
countries export fell after 1973 and 1979 owing to the impact of
‘increases in o0il price on exports of oil-exporting developing
countries. However, this share increased again from 19753 to
1978.Brazil’'s manufactured exports performed much Dbetter than
total exports in the world market with a tgreefold increase from
2.22 percent of world trade in manufactures in 1965 to 6.64 in
1978. Compared to other developing countries, Brazil strengthened
its position substantially, doubling its share in manufactured
exports between 1865 and 1975.

The substantial growth of manufactured exports during the
197¢s was accompained by major changes in the composition of
exports, including reduction in the importance of agriculture -
based products which éxplains their growth in 198@. A major
factor in the strong manufactured export performance of Brazil
since 1965 has been the diversification of markets. In contrast
to other industrializing countries, Brazil has been a strong

exporter to both indusrial and developing countries.
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Inspite of recent high growth and a substantial volume,
exports have, nonetheless, remained a small part of ' Brazil's

industrial output, which is basically directed towards the large

domestic market. The share of manufactured exports in production-

was only 8.3 in 1979. In recent years, export orientation of
industry has somewhat increased. though not to the extent of
exports overcoming their marginal importance for most industries.
The small percen£age of exports in Brazil's industrial output has
been mainly Fhe result of the historical process of industrial
development, oriented to supply its large and growing domestic
market. The role of exports has been merely to earn foreign
exchange for essential imports. Moreover, the availability of
competetive inputs and machinery for production has been a
further constraint to higher exports in a number of industries in
spite of the large and diversified Brazilian ecohomy.

Table 4.25 summarizes the number of roles that Brazil's
external sector has played in recent years. In the 1960s, the
import substi%ution strategy resulted in exports being dominated
by agricultural gdods. As Brazil moved towards a more export -
oriented open economy, the total exports-to-GDP ratio increased
to 7.9 percent in 1980 and further to 8.4 percent in 1984.
Moreover, agricultural exports fell to about one third in 1984 as
manufactured exports increased.

On the other hand, imports grew from 5.5 percent of GDP in
19780 to 9 percent in 1980. Capital goods accounted for 36 percent
of the total imports in 1978 which fell to 20 percent by 1988.

The share of intermediate goods declined from 38 percent in 1970

2U<
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Table 4.24
a
Brazil's share in World Trade (Percentages)

1965 1970 1975 1978
re in Total World Trade @.97 2.98 1.19 1.08
re in Exports form Developing Countries 4.40 4.92 4.14 4.21
re in World Export of Manufactures 8.22 @.27 2.55 2.64
re in Manufactured Exports from 3.44 3.70 7.80 6.65
eloping countries
________________________________________________________________________________ :

a = excluding Trade with Centrally Planned Economies

rce : Same as Table 4.21

External

sector merchandise trade (million US$ and %)

re (%)

‘iculture
ufactures
ers

orts—to~GDP ratio(%)
worts

re{%)

.sumer Goods

1

ermediate Goods
vital Goods

»orts~to~éDP ratio(%)

2587

15
11
38
36

100

Table 4.25
1975 1980
8670 20226
51 38
27 42
22 20
100 100
7.9

12210 22955
10 11
25 44
33 25
32 20
100 100

9.0

18426

11
56
17
16

100

100

rce : Meyers K. and McCarthy F.D.(1985)



to 25 percent in 198@. In 1984, the import-to-GDP ratio fell back

to 5.3 percent under the contractionary pressures of the last few

years.

4.7.1 Relative Importance of Import Substitution and Export
Expansion : An Alternative View of Brazil's Growth Process.

The previous paragraphs reviewed the main trends in the
industrialization process of Brazil. One aspect of this process
that stands out is that the large. growing and well-protected
domestic market was the principal destination of industrial
investment-initial as well as successive-particularly after the
Second World War. During the long post-World War II period of
industrial growth, the import ratio. which was as such on the
decline, kept falling continuously-to 14 percent in 1949 and 6
percent in 1964. Simultaneously, the ratio of manufactured
exports ‘to manufactured output remained at considergbly low
levels Dbetween 2 and 2.5 percent between 1949 and 1967. (See
Table 4.22)

Looking solely at the import & export ratios, it is apparent
that 1import substitution.and expansian of domestic demand ' were
the main sources of industrial growth and their relative
importance kept wvarying till 1967. Thereafter increasing
manufactured exports became important in the 1968-73 period while
the import ratio incregsed for the first time after 1964, thus
indicating a process of negative import substitution. The period
after 1974 saw the beginning of a new regime in which both import

substitution and export expansion appeared to be significant.
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During the post-war period up to the early 1960s import
substitution was an important source of demand growth and
between 1949 and 1964, it contributed %4 percent of the increase
in industrial output. In the mid 1960s, with the beginning of a
gradual move awvay from the forced import~-substituting
industrialization policies of the 1949-64 period, a partial
liberalization of the economy took place in the form of reduction
in import réstrictions and provision of incentives to export. Thé
period from 1964 to 1971 reflects these policy changes which thus
witnessed negative import substitution as also emergence _of
exports .as a significant, though still a minor, source of
industrial demand growth. By 1978, the overall prospects for
continued import substitution were fairly limited as the average
ratio of imports to total available domestic supply was 8
percent. Between 1970 and 1974 the ratio of manufacturing output
increased reflecting the liberalization phase. ©On the export
front, exports as a proportion of manufactured output, continued
to be small in spite of rapid growth of _exportsf By 1979,
manufactured ‘expdrts accounted for 9 percent of manufactured
output-a rise from 6 percent in 1970@. (Table 4.22)

The. aggregate results of the contribution of the sources of
demand growth are shown in Table 4.26. For the 1978-74 period,
negative import substitution was prevalent. However during the
1974-79 period, import substitution once again emerged as a
positive contributing source. For manufacturing as a whole,
import-substitution contributed 1@ percent to the output growth.
The estimates are borne out by the table as noted earlier,

compared to 1949-64 period, which was also marked by import-
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substitution policies, by 1974 the scope for further import
substitution was far less. The contribution of export expansion
(EE), during the same period for manufacturing output as a whole
somewhat declined from 12% in the previous period 1970-74) to
9.4%; this inspite of a higher base. As seen in the table: the
contribution of EE by capital and<intermediate _goods increased
while that by consumer goods dec?eased during the 1974-79 pericd,
which was the chief cause of the overall decrease in the
contribution of EE for manufacturing output.

Another obgervation that comes out from Table 4.26 is the
very large share of domestic market expansion in the Brazilian
demand growth during all the sub-periods. This simply indicates
the importance of the domestic market in a large country like
Brazil.

Apart -from all these facts, certain other observations
emerge form Brazil's outward-orientation phase. Firstly, frequent
exchange rate adjustments in line with inflation were
instituted. This served to keep the real exchange rate constant
80 that uncertainty in .foreign sales was reduced. These
adjustmenté came in vogue after the export incentive schemes were
introduced in mid-60s. Secondly, however, unlike South Korea
Brazilian exporters did not‘generally face a choice Dbetween
domestic and foreign inputs. Access to duty-free imports was
allowed only if similar domestic inputs were not available. apart
from some concessions introduced in early 70's. Lastly, although
selected agricultural products were promoted from late 60s

onward, discrimination against primary activities continued.
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Thus, the above review shows that the mid-1978s shift in
economic policies had a profound impact on the subsequent
industrial growth of Brazil. However, the reversal of emphasis,
back to import substitution, owing to the external sector crisis
generated by oil price iAcreases of 1973 and 1979, came at a time
when pfospects for furfher import substitution were quite limited
so that expanding exports became increasingl& imperative. Brazil
realized that pushing the iméort—substitution policy beyond such
a point would fail to achieve the desired growth and the policy
then becomes gelf-defeating. Moreover, any growth that does
result would only be at high costs.

4.8 The Dominating Dependence on Foreign Borrowing

The importance of foreign savings in Brazil's economic
growth has fluctuated over the post-war period. Although it
crossed the 15 percent mark only once, it would be fallacious to
disregard it as relatively unimportant since the areas it flowed
into were of strategic importan;e in the Brazilian growth process
- one of the them being financing of current account balance-of-
payments deficits and another, financing investment activities. A
large proportion of fﬁnds for the latter purpose came from
external sources, mainly from new capital issues. Table 4.27
shows the way in which savings from abroad flowed into Brazil.
The table persuades one to appreciate the crucialximportance of
both private captial (including private direct investment) and
official compensating capital. Although ., their relative
importance has fluctuated over the years; the increasing role of
private foreign savings, especially in the latter part of 1950s

and early 1960s in financing investment activities has been

<lo



beyond doubt.

The foreign savings sector, though smaller than 19 percent
of total savings played a crucal role in the sense that imports
of capital equipment was made possible without which domestic
capital formation would have seriously fallen short of wﬁat it
actually was. Moreover, whenever the proportion of private
savings was smaller than that of private investment, substantial
foreign savings inflow made up for this deficiency.

Brazil is ‘“honoured' to be a country having one of the
highest external debts among deve}oping nations. The cause of
such a position has been the expansionary policies that the
country sought to pursue following the first oil shock which

entailed huge increases in foreign borrowing.
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When the "“miracle' years of the 1964~74 period ended with a
$4.7 billion trade deficit in 1974 owing to the quadrupling of
o0il prices, Brazil decided to keep growing at 7 percent. In order

to promote external adjustment, the trade gap was to be filled by

a controlled increase in foreign borrowing. Additional borrowing

was encouraged, short-term debt was avoided and reserves were
presumed to remain at safe levels assuming stability in the low
interest rates and no additional adverse external shock. However,
the secoﬁd 0il shocks in 1979 and 1988 and high dollar interest
rates threw the country out of gear. Brazil's external debt went
beyénd 'control in 1980. Table 4.28 summarizes Brazil's debt
position very succintly.

As the table shows, most of the increased external borrgwing
was either public or publicly guaranteed. While non-guaranteed
medium—- and long-term debt increased from $5.2 billion in 1973 to
$23.1 billion in 1982, public and publicly guaranteed debt rose
from $7.5 billion to $47.6 billion during the same period. By
1983, Brazil's total outstanding foreign debt reached $91.6
billion. In 1984, the total debt increased further but much of it
was offset by a matching improvement in international reserves.

Table 4.29 gives Brazil's picture in a slightly different
perspective, though the point it drives home is the gsame. What
happened was that the annual current account deficit decreased
from $7.1 billion in 1974 to $4 billion in 1977. Then in 1978,
because of an unusually bad harvest which caused substantial
export losses and worsened Brazil's terms of trade, the non-
interest current account deficit increased again to $4.3 billion.

Such adverse conditions, combined with the o0il price and dollar

21lu
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Table 4.29
Brazil's Current Account Deficit, 1971-84

Non—-interest current Net interest Current account
Year account deficit Payments ) deficit

[y
QUL OUADLRNNFRRFROHOD

[y

Source : Same as Table 4.13



interest rate increases, required much stronger ad justment
policies in 1979 since these were pushinngrazil's foreign debt
to unprecedented levels. Domestic savings were no longer found to
by sufficient to support growth policies. External savings, which
in the past, financed additional investment, were now utilized to
promote increased consumption. In 1981, the non-interest current
account deficit once again dropped sharply to $2.6 billion from
$6.5 billion in 1980 but the cost was a 1.6 percent decline in
Brazil's real GDP. Interest payments increased by $2.8 billion
from 6.3 in 1980 to 9.1 in 1981. At this point, Brazil, breaking
its past tradition, resorted to heavy short-term borrowing to
delay an externalviiquidity crisis and extending -balance-of-
payments loans to the government. All this, however, did not
help. By late 1981, the current account deficit increased to
$16.3 billion. External reserves depleted repidly and Brazil was
forced to apply for a fresh IMF loan. Table 4.30 compares the
external indebtedness of Brazil with that of South Korea and
India in terms of major debt ratios.

‘In contrast to South Korea, Brazil utilized the proceeds of
foreign borrowing in large part to maintain current
consumption and a major share of new investments was channelized
into high-cost import-substutiting industries. As a vresult the
debt-service ratic rose to a threefold level from 21.8 in 1970 to
63.1 by 1982 while the same for Korea, remained relatively

unchanged and, in fact, fell slightly from 20.4 to 19.7 for the

n

same Years because of prudent utilization of foreign loans. Also

of interest are the debt export ratios for beth countries (Table

lo
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4.38). The ratio remained more or less at the same high level for
Brazil during 1980 and 1989 whereas it fell threefold for Korea

mainly owing to its superb export performance.
Total External Debt & Debt Ratios

¥
I
i
as Percentage|
of exports |

i

!

[*]
u
T
o
H
Q
o
3
ct
o
Q
o
0
]
Q)
2.
U

Y s 4000 i Aot o T ot A B o R o e S b i W T S R i Ao S A W e Y Y . e S S W S Vit . ok S S A T WD s Yo ek e B e e A G il T Y S i S S T S

Brazil 12.2 31.2 43.8 24.1 304.8 301.6 21.8 63.1 34.8 31.3
S. Korea 23.3 48.7 43.0 15.8 136.6 44.7 20.4 19.7 21.5 11.4

India 15.4 11.9 15.0 24.0 135.7 259.5 25.1 9.1 12.7 26.4

Source : World Development Report,1987 and 1991 - condensed from World
Develcopment Indicators.
4.9 Direct Foreign Investment

Brazil is one country which has been open to DFI ever since the
beginning of its development process. Unlike similar developing
countries that adopted an import-substitution,inward-looking strategy.
Brazil welcomed DFI quite readily, more so after 1964 and more than
any such other large country. How far this has fostered economic
growth remains a question that may perhaps have no unanimous answer.

Inducements to foreggn private 1investment have Dbeen very
important to Brazil. More than that, there was a general conviction
that Brazil presents a large and potentially rapidly growing market.
Moreover, the post-war period has had an additional attraction of
almost continuous economic growth. Protection against imports jn the
initial period of Brazil's industralization proved to be, in a way, a
double~-edged sword. The foreign firms in their home countries suffered
a loss of markets and a subsidiary in Brazil enjoyed a protected

market. Moreover, remittances of earnings and capital were



&
unrestricted from 1953 until 1962. However, inflation and difficulty

of obtaining domestic finance for expansion of operation (or even keep
it conetant) did require reénvestment of a large proportion of the
earnings for most firms, eithe£ domestic or foreégn. Neverthelgss, the
most important type of direct subsidy to foreig; investment was the
speciai treatment for imports of both capital equipment and current’
inputs. namely that from 1955 onwards, these could be done without any
foreign exchange transactions ; the rate for bdy£n§ foreign exchange
for most maehinery imports ranged up to 56 percent higher than the
rate at which foreign exchange was sold(fo buy cruzeiros.

The amount of direct foreign privaté investment that flowed into
Brazil from 1947 +to 1964 is shown in Table 4.31. Most of this
investment went into manufacturing especially since 1950. Significant
levels of foreign private investment were attained in the 1956-62
period - around $100 million per year on an average with roughly 1@
percent of total inves&ment in manufacturing.

A significant aspect of Brazil's foreign investment policy is
that it has relied on foreign investment both as a source of
technology and of capitﬁl to carry out successfully large investment
programs under its development plans. One of the most striking
features of Brazilian exports of products that require relatively
advanced and sophisticated technology is the overwhelming presence of
multinationals. They account for most of the exports in all groups
barring a few based an natural resocurces. The large shafe of
multinationals in Brazilian exports have two basic reasons. First as
just mentioned, these firms already have more sophisticated technology
so that their presence among exports requiring more of such technology

is hardly surprising. Second, since they already have well established
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Table 4.31
Direct Foreign Private Investment, :1947-64
{annual flow in million US $%)

A e i o Qo Pt e . " o " T - " 77 S S W2 W J i S S S o Vo i Al " by S o i S SV o S o o Do o P SO o A 3 o oo o A | S S ]~ o 2o oo o o oo o . ot o

Year Amount
T e s
1948 25
1949 05
1950 T @3
1951 -04
1952 29
1953 22
1954 11
1955 43"
1956 90
1957 ) 144
1958 ‘ 110
1959 ' 124
1960 98
1961 ie8
1962 69
1963 30
1964 28

Source : Same as Table 4.17



1
marketing networks, they have much easier access to international
markets than local firms.

Moreover, many of the foreign fir@s‘ originally attracted to
invest in Brazil because of the large domestic market it AOffered,
apparantly eventually, began using Brazil as a platférm to export to
other developing, and in certain cases developed, countries once they
established sufficiently large-scale plants.

Thus, from the preéent review of Brazil's story, one can
understand that giving any verdict on its trade and exchange rate and
overall external policies would be controversial. An external debt of
$1008 billion combined with a 220 percent inflation raée can hardly be
regarded as virtues of a success story. At the same time, the 7
percent recovery in the growth rate since 1984 most‘cértainly cannot
be regérded as evidence of failure. Brazil's trade balance improved in
1984 which resulted more from thg structrual adjustment policies
initiated 1in mid-197@. The country was now able to export what it
previously imported. especially capital goods. Imports fell from $15.4
billion to $13.9 billion inspite of import liberalization and the
economy grew annually at 4.5 percent. The trade balance largely
reflects the effectiveness of import-substitution policies,

.particularly the increase in domestic oil production.

However, a net external debt (total debt minus reserves) with an
annual interest payment of $1@ billion indicates a heav& burden on the
country. In other words, in the absence of further external lcans and
foreign direct investment, such a burden forces Brazil to transfer
abroad 4.3 percent of its current GDP. The export success achieved by
the country in recent times is largely consumed by the increasing

charges on its external debt.
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