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INFOLYATION 

A p r i l  2 7 ,  1982 

To : Xembers of t h e   E x e c u t i v e  Board 

From: The S e c r e t a r y  

Subjec t :   Korea  - S t a f f  R e p o r t   f o r   t h e  1982 Article IV C o n s u l t a t i o n  

The f o l l o w i n g   c o r r e c t i o n s   h a v e   b e e n  made i n  SM/82/54 ( 3 / 2 5 / 8 2 ) :  

P a g e  6 ,  l i n e  6 ,  "Saving",  l a s t  column: f o r  "28.8" r e a d  "29.6" 

line 20,  " P e r  c e n t  of GDP," last column: f o r  "29" read "2.5" 

PaRe 1 0 ,  p a r a .  2 ,  l i n e  6 : f o r  "13 per c e n t "  read "11 p e r   c e n t "  

Page 11, 2nd f u l l  p a r a . ,  p e n u l t i n a t e  line: f o r  "9 percen tage ' '  
r e a d  "10 percen tage"  

f o o t n o t e  1: f o r  "1/ - Details . . .  i s s u e d   s h o r t l y . "  
r e a d  "l/ - Details of t h e  Plan are provided i n  

Supplement 1 t o  t h e   a s s o c i a t e d   R e c e n t  Economic 
Developments   report  (SM/82/7O) . I' 

f o o t n o t e  1, l i n e  2 :  

Page 1 8 ,  f o o t n o t e  1: f o r  "I/ - 
r e a d  "l/ - 

~ 

i n  

f o r  "12 p e r   c e n t "   r e a d  "16 p e r   c e n t ' '  

Details ... i s s u e d   s h o r t l y . "  
Details o f   t he  1982 tax reform are a v a i l a b l e  
S u w l e m e n t  1 of t h e   a s s o c i a t e d   R e c e n t  .. 

Economic  Developments r e p o r t  (SM/82/70)- I t  

Cor rec t ed   pages  are a t t a c h e d .  

Att: ( 5 )  

O t h e r   D i s t r i b u t i o n :  
Department  Heads 
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Table 2. Korea: Quantitative  Performance Crttetia and Actual 
9evelopments u n d e r  t h e  1981 Stand-By Program 

1981 
Outstanding  at  end of period Xarch June September December 

Total  domestic  credit of 
the  banking system 

C e i l i n g  
Actual 

Net  credit to t h e  public 
sector  

Ceiling 
Actual 

New external l o a n s  contracted 
by t h e  p u b l i c  and private 
s e c t o r s  

Ceiling 
Actua l  

1- 12-year m a t u r i t y  

1- 5-year  maturity 
C e i l i n g  
Actua l  

( I n  billions of won) 

18,350 20,000 21,000 23,000 
17,798 19,037 20,387 22,394 

1,200 1 , 4 0 0  1,550 1,700 
1,134 1,334 1,170 1,659 

6,000 
185 

( I n  millions of U.S. d o l l a r s )  

6,000 
917 

6,000 
2,197 

6,000 
3 , 0 5 4  

1,000 1,000 1,000 1,000 
157 237 2 6 3  4 30 

Source:  Data  provided by the Korean authorlties. 
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T a b l e  3 .  Korea: Selecced Economic Indicacors;  1973-86 

F l = ' t h  
Program Estisated Of flcial Plan 

Actrtal Actual P r o j e c t i o n s  Outcome P r o  j . ?ro j . 
19i9 1980 1981 1982 1986 

Otig. Rev. - 11 

rovch (change i n  per c e n t )  
leal GXP 

Xgrlculture 
Yonagriculture 
Xanufactuting 

6 . L  -6.2 5.0-6.0 6.0 7 . 1  
6.7 -22.0 2 8 . 3  2 8 . 3  23 a 0  
6.3 -2 .5  2.3 2 - 3  4 . 0  
9.8 -1.1 4 . 3  a 4.8 6 .a 

6 . 9  7 . 6  2 i  
2 . 5   2 . 6  71 
7.9 

nvescrnent  and savings 
(per cent of GX?) 

Fixed investment 
Saving 

3 2 . 5  32 a 7  28.8 32.3 - '8 - 3  
26.6 19.9 20 .I 2 4 . 2  2 0  .o 

2 8 . 2  30.9 
2 1   - 9  2 9 . 6  , 

r ices  (change i n  per c e n t )  
Wholesale < Dec . -Dec. ) 
C o n s u e r  (Dee.-Dec.) 
GN? def l a roe  

10 .o 10.1 2/ 
10 .o 
13 .O 10.8 - 2 /  

- 2 3 . 8  4 4 . 2  24 .O 20 .o 11 - 8  
2 1 . 2  3 4 . 6  2 4 . 0  20 .o 12 a 6  
19.3 2 5 . 9  2 4 . 0  20 .o 17 . h  

u b l i c  ' c: .':e (per cent of GN?) 
Cerrt  . Ternmen t 

R . .  
EX, 1: .;a~'e and net lending 
Deficf t 

P u b l i c  sectsr d e f i c i t  

21 .o 
22.8 
1.8 
2.7 - $1 1.0 - Ir/ 

18.7 19.9 1 8 . 6  19 a2 20 .o 
20.6 22.4 20.7 21 .a 2 3 . 5  
1.9 2.5 2 . 1  2 . 6  3 .5  
1.5 3 /  3 . L  3 1  2 . 9  31 3.3 L . 9  3 /  
(1.5)hI - ( 3 . 2 ) 7 /  - (. . .)TI - (. ..)&/ (4.&)z/ - 

ioney and c r e d i t  (change i n  
per cen t )  

Domestic  credit 35.6 
Broad money 24.6 

42.0 37 .o 
35.0 27 -0  

32 - 9  
25 - 2  

2 5 . 2  
29 .o 

36 .O 
2 6 . 9  

;aIance or' p a p e n t s  
E x p r t s ,  f .0 .5 .  (US$ bn.) 1 4 . 7  
Inports, f . 3 .  b. (GSS 3n.I 19.1 
Current  accounc, drfici: 

In billions of U.S.  do l l a r :  L . 2  
? ~ r  cenc 3f  GXP 6 4 9  

I n c r e a s e  in r a s e r v e s  (YSS Sn.) 0.9 
Exczrrtal debc  (per ccnc )  

3ebc/GNP ? /  30.8 
Debt sarvTce r a t i o  - 6 1  15.2 

2 4  . s  53 .O 
17 .I 5 9 . 5  

1 7 . 2  
21 * 6  

20 .a 21.3 
2 6 . 3  2 5 . 5  

20.9 
24 .1  

3.9  3.5 
5 . 5  1.5 

* 0.6 1 . 2  

5.3 
9.1 
0.9 

6 . 7  
7 . 5  
0.3 

42 .1  
18 .A 

h 7 . 5  
l9.9 

- 11 See Korea - Revieu of Stand-3y hrranqemenc (ESS/81113h, 7/16/31). 
- 2 1  ;Inma1 rate of increase, 1982-36 .  
- 3 1  I n c l u d i n g  telecomunicacions < -e foocaoce 2 i n  Appendix Table 11). - 4 /  Excluding  telecommunications - 5 /  Private and public short- and long-term d e b c ,  including purchases from the Fund. 
6 /  Debt service ?aymentu, including i n t e r e s t  payments on s h o t t - t c r s  d e b t ,  as a r a t i o  o f  

e 6 o r t s  of goods and services .  
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3 .  B a l a n c e  of D a v m c n t s   p o s r t l o n  

Korea's  b a l a n c e  of  F a y m e n t s   p o s i t i o n   i m p r o v e d   i n   1 9 5 1   ( 4 p p e n d L x  
T a b l e  b ) ,  a n d   f u r t h e r   s u b s t a n t l a l   e x t e r n a l   a d J U S t n e n t  was a c c o m p l i s h e d .  
The c u r r e n t   a c c o u n t   d e f i c i t ,  v h l c h  reached USS5.3 b l l l i o n ,  o r  9 . 4  pe r  
c e n t  o f  GNP I n  1980,  d e c l i n e d   t o  USS4.7 b i l l i o n ,  or 7 . 5  p e r   c e n t  o €  GXP, 
I n   s p i t e  of  a f u r t h e r   i n c r e a s e   i n   i n t e r n a t i o n a l   l n t e r e s c  r a t e s  a n d  t h e  
need  t o  i m p o r t   a b n o r T a l l y   l a r g e   q u a n t i t i e s  of r i c e ,   t h e   a d d L t l o n a l  r i c e  
l r n p o r t s  were e q u l v a l e n c  t o  a b o u t  1 per c e n t  o €  CUP. The e x t e n t  of 
e x t e r n a l   a d j u s t m e n t  vas e q u l v a l e n r  t o  a p p r o k l m a t e l y  L.5 per ceet of 
G'rP ( T a b l e  1 ) .  ' J I : ~  d o r ? e s t l c   p o l l c r e s   s h l f t l n g   t o w a r d   s e c u r i n g  a 
r s s u m p t l o n   o f   d r o w t h ,  e x t e r q a l  a d J u S t m e n c  ~n 1981 was b r o u g h t   a b o u t  
a l m o s t  e n t l r e l y  by a n   l n c r e a s e   I n   e x p o r t s ,   r e i n f o r c e d  by a n  expans ion  of 
r e c e i p t s  f r o m  o v e r s e a s   c o n s t r u c t i o n  contracts. The a c t u a l  current 
a c c o u n t   d e f l c l t  vas sma l l e r  t h a n   t h e   d e f i c i t  o f  USS5.5 b i l l i o n   e n v i s a g e d  
u n d e r   t h e   p r o g r a m ,  a s  a l o w e r - c h a n - e x p e c t e d  increase i n   a v e r a g e   i m p o r t  
p r l c e s  ( F n c l u d l n g  011) nore t 5 a n   o € f s e t   h l g h e r  I n t e r e s t  paymen t s .  
E x p o r t  p r l c e s  a l s o  rose  less  t h a n  forecast, b u t  :his was offset by a 
faster g r o w t h  I n  v o l u n e  

Tn s p l t e  o f  a c o n s l d e r a b l e   w e a k e n i n g  in t h e   f o u r t h  quarter, t h e  
v o l u n e  of e v p o r t s   r o s e  by a l m o s t  20 p e r   c e n t   d u r l n g  1981 .  T h i s  s t r o n g  
F e r f o r m a n c e ,  w b l c h  1 . n p l l s 3  a s u b s t a n t l a l   I n c r e a s e  r n  m a r k e t   s h a r e s ,  
r e f l e c t e d  the lagged r e s p o n s e  of  exports t o  t h e   g a i n s  i n  c o m p e t i t l v e n e s s  
a c h i e v e d  ~n 1980  a n d   t h e  results of m o r e   v i g o r o u s   e f f o r t s   t o   d i v e r s i f y  
m a r k e t s  ?Jon-rLce  ports rose by o n l y   a b o u t  4 p e r  c e n t   l n  r ea l  terms,  
n a l n l y  b e c a u s e  o f  weaL l n v e s t r e n t   d e m a n d   a n d   a l s o  a drawdown of  s t o c k s  
of r a w  materlals. A l t h o u g h  t h e r e  was a f u r t h L r   d e t e r l o r a t l o n  ~n 
Lorea's terms of  t r a d e  of a b o u t  3 per cent  (against a d e t e r l o r a t l o n  of 
1 7  p e r  c e n t  ~n 1980) ,  t h e  t r a d e   d e f i c l t  s L i l l  na r rowed   by  more t h a n  
US$1 b l l l l o n .  Part of t h l s   I m p r o v e m e n t  was o € f s e t ,   h o w e v e r ,   b y  a 
w i d e n l n g   d e f l c l t  o n  t h e   s e r v l c e s   a c c o u n t ,  mostly because o f  a s h a r p  
I n c r e a s e  1;1 l q t e r e s t  p a y T e n t s  due  t o  h l g h e r   l n t e r n a t l o n a l  interest 
rates and t\e r a p l d   g r o w t h  of Korea's e x t e r n a l  d e b t ,   w h i c h   l n c r e a s e d  
from 31 p e r  c e n t  o f  GNP I n  1 9 7 9  t o  4 8  p e r  c e n t  i n  1981. D u r l n g   t h e  same 
p e r l o d ,  t h e  d e b t  s e r v l c e  rat10 rose by 5 p e r c e n t a g e   p o l n t s  t o  2 0  p e r  c e n t .  

Gross c a ~ z t a l  L n f l o w s ,  l q c l u d i n g   b a n k  bo r rowlng  b u t   e x c l u d i n g   p u r -  
c h a s e s  from t h e  F u q d ,   a r c o u l t e d  t 3  US$6 b l l l l o n  In 1981, a n d  t a t a l  new 
l o a n s  c o ~ t r a s t e d  r e a c h e d   a b o u t   t h e  sane l e v e l .  Loan c o n t r a c t s  Ln t h e  
1- E O  LZ-year n a t u r l t y   r z n g e   a 3 o u n t e d  t o  rJSS3.1 b l l l l o n ,   s u b s t a n t i a l l y  
b e l o w  t h e  p r o g r a m  1 ~ 3 1 t s ,  a s  t h e   G o v e r n m e n t  was a b l e   t o   o b t a l n  a l a r g e r -  
t h a n - e x p e c t e d  v o l u c e  o f  loans w l t h  qaturlcles ~n excess  of  1 2  y e a r s .  
The p r l v a t e  s h o r t - t e r v  c a p l t a l   a c c o u n t   s w u n g  from a n   e x c e p t L o n a l l y  l a rge  
l n f l o w  ~n 1950 t o  a snal l  n e t   o u t f l o w .  T h l s  t u r n a r o u n d ,   d h l c h   o c c u r r e d  
2 0 s  tly ~n t h e  l a s t  q u a r t e r  o f  1981, may h a v e   r e f l e c t e d   e x c h a n g e  r a t e  
r x p e c t a t l o n s  since d o m e s t l c   i n t e r e s t  r a tes  r e m a l n e d   s l l g h t l y   h l g h e r   t h a n  
l n t e r n a t l o n a l  Interest r a t e s  ( C h a r t  2 ) .  
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L a r g e l y   b e c a u s e   o f   t h i s   t u r n a r o u n d   i n   s h o r t - t e r n  c a p i t a l  f l o w s ,  
t h e   o v e r a l l   b a l a n c e  o f  p a y m e n t s ,   d e f i n e d  to i n c l u d e  as f i n a n c i n g  items 
a l l  e x t e r n a l   b o r r o w i n g s  J t h e   b a n k i n g   s y s t e m ,   r e c o r d e d  a d e f i c i t  of  
USS2.3 b i l l i o n ,  compared   wi th  a d e f i c i t  of USS1.9 b i l l i o n   r e g i s t e r e d  i n  
1980 and a d e f i c i :  o f  USS1.7 b i l l i o n   f o r e c a s t   u n d e r   t h e   p r o g r a m .  Bank 
b o r r o w i n g   c o n s t i t u t e d  the b u l k   o f   t h e   f i n a n c i n g ,   w h i l e   n e t   u s e  of Fund 
c r e d i t  was e q u i v a l e n t   t o  USS628 n i l l i o n .  Reserves r o s e  by a b o u t  
USS30(3 m i l l i o n ,   b u t   i n  terms of c o v e r a g e  of  i m p o r t s  of  goods a n d   s e r v i -  
c e s ,   t h e y   t l e c l i n e d   f r o m  2.8 months a t  end-1980 t o  2 . 5  months a t  end-1981. 

4 .  E x c h a n g e   r a t e  

Following an  l n i t l a l  d e p r e c i a t i o n  of 1 6 . 6  p e r   c e n t  i n  J a n u a r y  1980, 
t h e  won was u n t i e d   f r o m   t h e  U.S. d o l l a r   a n d  a new a r rangemen t  was a d o p t e d ,  
whereby  the  exchange r a t e  f o r   t h e  won was t o  be d e t e m i n e d  on t h e  basis 
of a c u r r e n c y   b a s k e t ,   w i t h   o t h e r   f a c t o r s  a l s o  t a k e n   i n t o   a c c o u n t .   U n d e r  
t h i s   a r r a n g e m e n t ,  the won was a l l o w e d   t o   d e p r e c i a t e   f u r t h e r   i n   t h e   c o u r s e  
of 1980,  r e s u l t i n g   i n  a d e p r e c i a t i o n  of 11 p e r   c e n t   i n  r e a l  terms between 
t h e  l a s t  q u a r t e r  of  1979  a n d   t h e  l a s t  q u a r t e r  of  1980. Th i s   app rox ima te ly  
r e s t o r e d   K o r e a ' s   e x t e r n a l   c o m p e t i t i v e n e s s  t o  i t s  1976-77  l e v e l   ( C h a r t  3 ) .  

V i t h   e x p o r t s   p e r f o r m i n g   w z l l   i n   t h e  f i r s t  h a l f  or' 1981, t h e   p o l i c y  
emphas is  of  t h e   a u t h o r i t i e s   s h i f t e d   t o w a r d   p r i c e   s t a b i l i t y ,   a n 3   t h e  won 
was a l lowed  io f o l l o w  t h e  upward  movement of  the U.S. d o l l a r ,  resulting 
i n   a n   e f f e c t i v e   a p p r e c i a t i o n  of 3 per c e n t   i n   n o m i n a l  terms between the 
f o u r t h   q u a r t e r  o f  1 9 8 0   a n d   t h e   t h i r d   q u a r t e r   o f  1981.  Wi th   the  r a t e  o f  
i n f l a t i o n  i n  K o r e a   h i g h e r   t h a n   i n   t r a d i n g   p a r t n e r s ,   t h e   a p p r e c i a t i o n  i n  
r e a l  terms amounted  to  some 1 3  per c e n t   d u r i n g  t h i s  period.  Accompanying 
t h i s  l o s s  o f  c o m p e t i t i v e n e s s ,   t h e r e  has been  a cons ide rab le   weaken ing  
i n   e x p o r t   o r d e r s   s i n c e  mid-1981  and, following t h e   u s u a l  lags, t he   g rowth  
o f   e x p o r t s   h a s  f a l l e n  s h a r p l y   s i n c e   t h e   t h i r d   q u a r t e r  of  1981 ( C h a r t  4 ) ,  
even   though  impor t  demand i n  K o r e a ' s   m a j o r   t r a d i n g   p a r t n e r s   s t r e n g t h e n e d  
i n   t h e   s e c o n d   h a l f  of  t h e   y e a r . 1 1  I n  r e s p o n s e   t o   t h e s e   d e v e l o p m e n t s ,   t h e  
won was a l l o w e d   t o   d e p r e c i a t e   s o m e w h a t   i n   n o m i n a l  teras i n  November, 
b u t   s u b s e q u e n t l y   t h r o u g h   F e b r u a r y  1982,  t h e  nominal e f f e c t i v e   e x c h a n g e  
r a t e  a p p r e c i a t e d   a g a i n .   T h u s ,   i n  s p i t e  o f   t h e   s h a r p   d e c e l e r a t i o n   o f   t h e  
r a t e  o f  i n f l a t i o n ,   t h e  r e a l  e f f e c t i v e   e x c h a n g e  r a t e  f o r   t h e  won was 
s t i l l  an e s t i m a t e d  10 p e r  c e n t  n i g h e r  a t  t h e   e n d  of  Februa ry  1982 t h a n  
i n  t h e   f o u r t h   q u a r t e r  of 1980,  and b o t h   e x p o r t  o rders  a n d   a c t u a l   e x p o y t s  
had   weakened   fur ther .  

I V .  Repor t  on D i s c u s s i o n s  

D e s p i t e   t h e   s u b s t a n t i a l   e x t e r n a l   a d j u s t m e n t   a c h i e v e d  over t h e  past 
two years ,  t h e   c u r r e n t   b a l a n c e  of p a y m e n t s   d e f i c i t  i s  still h i g h  by p a s t  
s t a n d a r d s ,   a n d   f u r t h e r   a d j u s t m e n t  i s  n e e d e d   i n   o r d e r   t o   a l l e v i a t e   t h e  
d e b t   s e r v i c e   b u r d e n   a n d   r e d u c e   K o r e a ' s   v u l n e r a b i l i t y   t o   e x t e r n a l   s h o c k s .  

1/ The   ma jo r   buye r s  o f  Korea's e x p o r t s  a r e  t h e   U n i t e d   S t a t e s ,   J a p a n ,  
Germany,  Canada, t h e  Uni t ed   K ingdom,   and   X idd le   Eas t   coun t r i e s .  
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At t h e  same time, t h e r e  is a n e e d   t o  s e c u r e ,  w l t h o u t   r e k l n d l l n g   i n f l a -  
t l o n ,  a s m o o t h   r e c o v e r y  of  t h e   e c o n o m y   f o l l o w i n g   t w o   c o n s e c u t i v e  yea r s  
of f a l l i n g   i n v e s t m e n t   a n d   v i r t u a l l y  no g r o w t h   i n   a g g r e g a t e   o u t p u t  
b e t w e e n  1 9 7 9  and   1981 .   Such  a r e c o v e r y  1 s  e s s e n t i a l  t o  t h e   a b s o r p t l o n  of 
a g r o w i n g   l a b o r   F o r c e   a n d   t h e   c r e a t i o n  of a n   i n v e s t m e n t  climate c o n d u c z v e  
t o   s t r e ~ g t l t e n l n g   t h e   p r o d u c t l v e  base of  t h e   e c o n o m y .  

G l v e n   t h e   d u a l   o b l e c t i v e s  of a d J u s t q e n t  and g r o w t h ,  e x p o r t s  must  
c o n t l n u e   t o   p l a y   a n   I m p o r t a n t   r o l e   i n   t h e   K o r e a n   e c o n o m y   d u r l n g   t h e  
y e a r s  t o   c o m e .  The a u t h o r i t l e s  ~ecognize t h i s  and e q p h a s l t e  that, Ln 
v l e w  o f   g r o w l a g   c o m p e t l t i o n  f r o 3  o t h e r   n e w l y   i n d u s t r i a l i z l n g   c o u n t r i e z  
a n d   t h e   s h a r p   i n c r e a s e   I n   t h e   c o s t  of e n e r g y ,  Korea mus t  also r e s t r u c t u r e  
~ t s  industrial p r o d u c t i o n  in l i n e   u l t h   t h e   c o u n t r y ' s   s h i f t i n g   c o m p a r a t l v e  
a d v a n t a g e  a w a y  f r o m   t h e  traditional s p c t o r s   o f   r e l a t i v e l y   l a b o r - i n t e n s l J e  
p r o d u c t s   a n d   t o w a r d   h l g h - t e c h n o l o g y   a n d   h i g h - q u a l l t y   p r o d u c t s .  A t  t h e  
same t lme,  t h e y   u n d e r s c o r e   t h e   n e ? d  to r e d u c e   t h e   e c o n o m y ' s   r e l a t l v e l y  
hlgh energy l n t e n s r t y   a n d  011 d e p e n d e n c y .  

T h e  r e c e n t l y  published F l f t h   F l v e - Y e a r   P l a n  f o r  1982-86 o u t l i n e s  
t\P G o v e r n m e n c ' s   m e d l u m - t e r m   a a c r o e c o n o m i c   0 b J e c : : v e s   a n d   p o l l c i e s . l /  
T h e  p r l n c l p a l   e x t e r n a l  goal 1s t o  reduce t h e   c u r r e n t   a c c o u n t  deficit 
of t h e   b a l a n c e   c f   p a y m e n t s   t o   a b o u t  3 p e r  c e n t   o f  GNP by 1986 ( T a b l e  3 ) ,  
whlch  would perm] t a r e d u c t l o n  of  t h e   d e b t   s e r v l c e   r a t i o   t o  1 4  p e r   c e n t .  
The r a t e  of I n f i A t l o n  1 s  t a r g e t e d  a t  a b o u t  1 0  p e r   c e n t  o r  l e s s .   T h e  
P l a n   a l s o  a1n.s a t  a r a t e  of g r o w t h  sufficient t o  p r o v l d e   e n o u g h  Jobs  
t o   a b s o r b   t h e   e x p a n s l o n  o f  t h e   l a b o r  fo rce  ( p r o J e c t e d  a t  2 . 8  p e r   c e n t  
pe r  a n n u n )   a n d  p e r m l t  a g r a d u a l   r e d u c t l o n   r n   u n e a p l o y m e n t  from r e c e n t  
r e l a t l v e l y   h l g h  l e v e l s .  To t h l s  e n d ,   t h e   P l a n  aims a t  a n   a v e r a g e  real 
g r o w t h  r a t e  o f  7 . 6  p e r   c e n t  p e r  y e a r ,   w h l c h  1 s  p r o l e c t e d   t o   g e n e r a t e  
a 3 p e r  c e n t   a n n u a l   g l o w t h  0,' employmen t .   Be tween  1 9 8 1  a n d  1986,  t h e  
r a t e  o f  f l v e d   I n v e s t m e n t  i s  t a r g e t e d  t o  rise by 3 p e r c e n t a g e   p o l n t s  of  
GNP, and t h e  r a t e  o f  d o r n e s t l c   s a v i n g s ,  by ?ear ly 10 p e r c e n t a g e   p o i n t s  
( T a b l e  3 ) .  

T h e  P l a n   p u t s   e m p h a s l s   o n   p r u d e n t   d e m a n d   m a n a g e m e n t ,   r e d u c t l o n s  of 
t h e  p u b l l c  s e c t o r   d p f l c l t ,   a n d  a r e d u c t i o n  of d l r e c t   g o v e r n m e n t   i n t e r -  
v e n t i o n  i n  e c o n o m l c   a c t l v i t y ,   t o g e t h e r   w l t h  a s t r e n g t h e n i n g  of  t h e  mar- 
ket m e c h a n r s m .   P o l i c l e s  a re  s t r o n g l y   o r l e n t e d   t o w a r d  s t r u c t u r a l  r e f o r m s ,  
l n c l u d l n g  a r e d e s l g n  of l n d u s t r l a l   I n c e n t i v e   s c h e m e s ,   l n p r o v e m e n t s   I n  
t h e  t a x  s y s t e m ,   f i n a n c l a l  s e c t o r  r e f o r m ,   a n d   I m p o r t   l l b e r a l l z a t i o n .  
About  two t h l r d s  of  t h e   p r o j e c t e d   I n c r e a s e   i n   d o m e s t l c   s a v l n g  1 s  t o  be  
m o b i l l z e d   t h r o u g h  a d o u b l l n g  o f  t h e   h o u s e h o l d   s a v l n g s / G N P   r a t l o  from t h e  
d e p r e s s e d  1981 l e v e l ,  t o  be p r o m o t e d   t h r o l l g t   a p p r o p r l a t e  i l n a n c l a l  
Incentives, including m a i n t e n a n c e  o f  p o s i t i v e  r e a l  i n t e r e s t  r a t e s  and 
d l v e r s l f l c a t l o n  o f  f l c a n c i a l  a sse t s .  A t  t h e  same time, improved  D r o f l t -  
a b l l l t y   a n d   r e s c r a l n e d  Elscal p o l l c l e s  a r e  t o  f a c l l l t a t e   m o d e r a t e  
I n c r e a s e s  In b u s l n e s s   a n d   e o v e r n r n e n t   s a v i n g .  

I/ Detalls of t h e   P l a n  a r e  p r o v l d e d   i n   S u p p l e m e n t  1 t o  t h e   a s s o c l a t e d  
"- 

Recen t   Economlc   Deve lopmen t s  report  (SM/82/70). 
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G i v e n   t h e s e   a e d l u q - t e r n   o b ~ e c t l v e s ,   t h e   d i s c u s s i o n s   f o c u s s e d   o n   t h e  
a d e q u a c v  o €  t a r q e t s  a n d   p o l ~ c i e s  r o r  1 3 5 2  a g a i n s t   t h e   b a c k d r o p  of  t h e  
declining t r e n d  1-t e k p o r t s ,   t h e y   a l s o   c o v e r e d   t h e   s t r u c t u r a l   r e f o r m s  
b e l n g   l a p l e m e n c e d .  

1. T a r a e t s  a n d  ~ ~ o l l c l e s  f o r  1982 

T h e   a u t h o r i t i e s '  principal a a c r o e c o n o r n l c   t a r g e t s   f o r  1 9 8 2  a r e  t o  
l 1 n L t   t h e  r a t e  of l n f l a t l o n  t o  10 p e r  c e n t  o r  l e s s ,  t o   r e d u c e  t h e  c u r r e n t  
a c c o u n t   d e f l c l t  t o  a p D r o u l a a t e l > -  L S S b  b l l l l o n ,  o r  5 .5  p e r  c e n t  of  G Y P ,  
a n d  t o  ac5Leve a r e a l  g r o w t h   r a t e   o f   a b o u t  7 p e r  c e n t .   T h e   t a r g e t e d  
r e d u c t l o n  ~n t h e   c u r r e n t   a c c o u n t   d e f l c f t   r e p r e s e n t s  a slowdown i n  t h e  
r a p i d   p a c e  of e x t e r n a l   a d J u S t m e n t   o b t a i n e d  I n  t h e   p a s t  two y e a r s ,  b u t  
l t  would b e  c o n s i s t e n t  w l t h  a smooth r e c o v e r y  of the   economy  and   wou ld  
a l s o   r e p r e s e n t  ~ r o g r e s s  t o w a r d   t h e   m e d i u m - t e r q  goal o f  r e d u c l n g   t h e  
c u r r e n t   a c c o u n t   d e f ~ c i t  t o  3 p e r  c e n t   o f  GNP by 1956.  The m a i n  p o l i c i e s  
w h i c h   t h e   a u t h o r l c l e s  l n t r n d  t o   p u r s u e  i n  1 9 8 2  a r e  a s l o w l n g  of d o r n e s r l c  
c r e d ~ t  expansion, t h e   q a l n t e n a n c e  of a r e l a t l v e l y  stable e x c h a n g e  r a t e ,  
€ i s c a l  r e s t r a i n t ,   c o s t   r e d u c t l o n s   t h r o u g h   w a g e   m o d e r a t l o n   a n d   I n t e r e s t  
r a t e  cuts, a n d  a d r i v e   t o   ~ n p r o v e   p r o d u c t i v l t y   a n d   e f f l c l e n c y   t h r o u g h  
s t r u c t u r a l   r e f o r T s .   T 5 e s e  p o l l c ~ e s  a r e   e x p e c t e d   t o  lower ~ n f l a t l o n   a n d  
h e l p  r e g a l 3  some of  t h e   c o m p e t l t l v e q e s s   l o s t   s l n c e  e a r l y  1981. W h i l e  
e n d o r s i n g   t h e   G o v e r n r n e q t ' s  macroeconomic o b J e c t i v e s ,   t h e  staff team 
c o n s i d e r e d ,  as e x p l a i n e d   b e l o w ,   t h a t  borh t h e  D ~ Y  a n d   s t a n c e  of pollcles 
m l g h t  peed t o  be m o d l f l e d  In o r d e r   t o   a c h l e v e   t h o s e   O b J e c t l v e s .  

a E x c h a n g e   r a t e   a n d   m o n e c a r y   ~ o l l c l e s  

The a u t h o r l t l e s   a c c o r d  toD p r l o r l t y   t o   p r l c e   s t a b i l ~ t y ,   t h e y  wani 
t o   p u r g e  from t h e   e c o n o l y   I n f l a t i o n a r y  expectations uh,ch  have  become 
d e e p l y   e n t r e n c h e d  as  a r e s u l t  of a l m o s t  t w o  d e c a d e s  o f  h l g h  r a t e s  of  I n -  
f l a t l o n .   T o w a r d  t h l s  e n d ,   t h e   G o v e r n m e n t   w a n t s   t o  b e  a b l e  t o  d e m o n s t r a t e  
f u r t h e r   s l g n ~ f l c a n t  ~ r o g r e s s  o n  t h e   r n f l a t i o n   f r o n t   d u r l n g  1 9 8 2 .  G l v e n  
t h e s e   c o n s l d e r a t l o n s ,  reilance LS n o t   p r e s e n t l y   b e i n g   p l a c e d  o n  t h e  
exchartgz r a t e  a s  a p r l n c l p a l   ~ n s t r u m e n t   t o   l ~ p r o v e   e x t e r n a l   c o r n p e t l t l v e -  
n e s s .  The p r e s e n t   l n t e n c f o n  1 s  t o   p e r n i t  a r e l a t l v e l y   a o d e s t   d e p r e c l a t l o n  
o €  t h e  uon a g a l n s t   t h e  U.S. dollar ~n t h e  course o f  1 9 8 2 .  Emphasis is 
belns p l a c e d  on th2 uon/U S .  dollar r e l a t l o n s h ~ p   b e c a u s e  o f  r t s  i m p o r t -  
ance f o r  K o r e a ' s   l n t e r n a t l o n a l   : r a n s a c t l o n s   a n d   b e c a u s e  a r e l a t i v e l y  
large amount  of d e b c  1s d e n o r n ~ n a t e d   I n  C . S .  d o l l a r s .  

The a u t h o r l t i e s  recognlze t h a t  Korea's e x p o r t s   h a v e  lost c o m p e t l -  
trveness s i n c e   e n d - 1 9 8 0 ,   a n d   b e l l e v e   t h a t   t h e   g r o u n d   l o s t   s h o u l d  be 
r e g a l n e d   t h r o u g h   p r o d u c t f v i t y   l m p r o v e a e n t s ,   q u a l l t y   c h a n g e s ,   a n d   c o s t  
reductions r a t h e r  than t h r o u g h  t h e  easy way' of  a d e p r e c i a t ~ o n .  'In t h i s  
r e g a r d ,   t h e y   p o i n t e d   o u t  that the p r o s p e c t s  for s l g l i f ~ c a n t  w a g e   m o d e r a t i o n  
were ~ u c h  b e t t e r  now t h a n  1'1 e a r l y  1980 when Korea h a d   S e e n   e x p e r i e n c r n g  
a p r o l o n g e d   p e r l o d  o f  e x t r e m e l y   r a p l d   w a g e   i n c r e a s e s ,   w h l c h   h a d   m a d e  a 
d e p r e c l a t i o n  unavoidable a t  that time. Now, h o w e v e r ,   a f t e r   t w o  years o f  
e c o n o r n l c   d l f f l c u l t i e s ,   t h e   p u b l i c  had  come t o  a p p r e c i a t e   t h e   n e e d  f o r  
wage restraint, a n d   n o m i n a l  wage i n c r e a s e s  were e x p e c t e d   n o t  t o  exceed 
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10 p e r  c e n t  I n  1982.  To s e t  a n  e x a m p l e ,   t h e   a v e r a g e   i n c r e a s e  i n  c i v i l  
s e r v l c e  s a l a r l e s  h a d   b e e n   l l a l t e d   t o  9 per c e n t ,  u h l l s   t h e   l a r g e - s c a l e  
e d u c a t l o n a l   c a m p a i g n   l n l t l a t e d  I n  1981,  wh ich  aimed a t   e x p l a i n i n g   t h e  
a d v e r s e   e c o n o m i c   c o n s e q u e n c e s  of excessive wage a w a r d s ,  bas b e i n g   c o n t i -  
n u e d .   F u r t h e r a o r e ,   w i t h  a v i e w   t o   s t a b i l l z i n g   i n f l a t i o n a r y   e x p e c t a t i o n s ,  
p r l v a t e   c o n p a n l e s   v e r a  belng u r g e d   t o   c o n c l u d e   t h e f r  wage se t t l emen t s  as 
e a r l y  a s  p o s s l b l e  in t h e  traditional round  of  wage n e g o t i a t l o n s  in 
e a r l v   s p r l n g .   B a s e d   o n  se t t lements  s o  f a r   c o n c l u d e d ,   t h e   a u t h o r l t l e s  
were h o p e f u l   t h a t   t h e i r  wage o b J e c t l v e s  f o r  1 4 8 2  woald  b e   a c h i e v e d .  

A d r l v e   t o   I m p r o v e   p r o d u c t r v r t y   a n d   u p g r a d e   p r o d u c t   q u a l l t y   h a d  
also b e e n  r n l t l a t e d .   T h i s  w a s  b e l n g   m p l e r n e n t e d   t h r o u g h  a n  e x t e n s l v e  
I n f o r m a t i o n   c a m p a i g n   a n d  financial i n c e n t i v e s .   P r o d u c t l o n  c o s t s  s h o u l d  
a l s o  benefit from t h e   r e c e n t   c u t s   I n  domestic l n t l r e s t  r a t e s ,  a n d   f u r -  
t h e r   r e d u c t i o n s  were b e l n g   c o n t e m p l a t e d .   T h e   a u t h o r i t i e s   w i s h e d  t o  
r n a l n t a l n   p o s l t l v e   r e a l   I n t e r e s t   r a t e s   a n d   c o n s l d e r e d   t h a t ,   w i t h   t h e  
r e c e n t   d e c l l n e  I n  t h e   r a t e  of  L n f l a t l o n ,   t h e r e  Jas room f o r   f u r t h e r  
d o w n w a r d   a d J u s t m e n t   I n  nomlnal interest ra t e s .  

The G o v e r n n e n t ' s   p o n e t a r y   p r o g r a m  t o r  1932 e n v i s a g e s  a r e d u c t i o n   i n  
t h e  r a t e  of g rowth  of broad  inoney ( Y 2 )  t o  2 0  p e r  cent ( 2 5  per  c e n t   d u r l n g  
1981)  and  o f  d o w e s t l c   c r e d l t   t o  2 5  p e r   c e n t  ( 3 3  p e r   c e n t   d u r l n g  1 9 8 1 ) .  
The a u t h o r t t l e s   b e l l e v e   t h a t   t h e s e  t a r g e t s  wlll p e r m r t   l i m l t i n g   t h e  r a t e  
of  l q i l a t l o n   t o  L O  p e r  c e n t  o r  l e s s ,  w h l l e  also e n s u r l n g   a c h l s v e m e n t   o f  
t h e  g r o w t h   a n d   c u r r e n t   a c c o u n t   t a r g e t s .  With f L s c a l   p o l l c y   b e c o m i n g  
m o r e   r e s t r r c t i v e ,   n e t  c r ~ d ~ t  e v p a n s l o n  t o  t h e   p u b l l c  sec tor  1s p r o j e c t e d  
t o  b? l o w e r   t h a n  l n  1981, l e a v i n g   p r o p o r t l o n a t e l y  more KOOUI € o r  t h e  
c r e d l t   n e e d s  o f  t h e  p r l v a t e  s e c t o r .  To I n p r o v e   f l e x l b l l ~ t y ,   t h e   G o v e r n -  
ment ~n early 1 9 8 2  e l17  l a t e d  t h e  s y s t e m  o f  dlrect c r e d l t  c o n t r o l   w h l c h  
had b e e n  o p e r a t e d   t h r o u g h   e s t a b l l s h l n g   c r e d l t   c e l l l n g s  f o r  e a c h   d e p o s i t  
money bank ,  h e n c e f o r t % ,   t h e   b a n k s '   a b l l r t y   t o   e x p a n d  c r e d i t  will be 
c o n t r o l l e d  s o l e l y  r h r o u g h   t h e  Bank of Korea's r e d l s c o u n t  wlndow,  open 
n a r k e t  o D e r a t l o n s ,  a n d  c h a n g e s  In r e s e r v e   r e a u l r e n e n t s .  

I n  t h e   a u t h o r l t l t s '   v l e w ,   t h e   a n t l c l p a t e d   d e c l l n e  rn w a g e   i n c r e a s e s ,  
t h e  r e d u c t l o n  i n  I n t e r e s t  r a t e s ,  t h e   e x p e c t e d  ga lns  I n  p r o d u c t i v i r y  corn- 
b l n e d   w i t h   h l g h e r   c a p a c l t y   u t l l ~ z a t ~ o n ,   a n d  t h e  beneficial Impac t  of a 
r e l a t l v e l y  s t a b l e  exchange rate o n   t h e   s e r v l c l n g  o f  f o r e l g n   c u r r e n c y -  
d ~ - ~ c ~ ~ l - ~ a t e d  conDany d e b t  will a d e q u a t e l y   I m p r o v e   p r o f l t a b l l l t y   a n d  
c o ~ p e t l t l v e ~ e s s   T h e s e   f a c t o r s ,   t o g e t h e r   w l t h   a n   a n t l c l p a t e d   p l c k u p  rn 
r ~ o r l d  d e n a n d  I n   c h e  second  5 a l f  of 1 9 5 2 ,  are e x p e c t e d  t o  l e a d  t o  a n  
a c c e l e r a t l o n  of e x p o r t s  l a t e r  i n  t h e   y e a r ,   v h l c h   s h o u l d   e n s u r e   a c h l e v e -  
m e n + _  o f  t h e   o f f r c l a l   t a r g e t  o f  L O  p e r   c e n t   g r o w t h  ~n e x p o r t   v o l u m e  
d c l r l n 3  1 9 8 2  a n d ,   t h e r e f o r e ,   t h e   t a r g e t e d   r e d u c t l o n   i n   t h e   c u r r e n t  
accoun:  d e f l c l t  as well. 

U o t l n g   t h e  c l q s e  p a s t  r e l a t l o n s h l p   i n   K o r e a   b e t u e e n   c h a n g e s  In 
c o r n p e t i t l v e n e s s   a n d   e x p o r t   p e r f o r m a n c e ,   t h e   s t a f f   e x p r e s s e d   c o n c e r n  
a b o u t   t h e   a p p r e c i a t r o n  of  t h e  real e x c h a n g e  race of t h e  won a n d   t h e  
s h a r p   w e a k e n i n g  of  a r r l v a l s  of e x p o r t  l e t t e r s  of c t e d l t  (LCs) w h l c h   h a s  
a c c o m p a a l e d  I t .  O u r l n g   t h e  s1x a o n t h s   t h r o u g h   F e b l u a r y  1982,  LC arrll-als 
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d e c l l n e d  D V  a lmost  7 p e r   c e q t  i n  d o l l a r  :eras over t h e  sane p e r i o d  a 
e a r  e a r l i e r .  S i q c e  p e r f o r 3 a r c s  during c h a t  e a r l i e r  p e r i o d  vas v e r y  

g o o d ,  reflecting a s  It d i d  t h e  f o r z e r  gains I n  c o m p e t l t l v e n e s s ,   t h e  
r e c e n t   c i e c l l n e  i n  a r d e r s  Zay e x a g g e r a t e  :he u e a k e n i n g   o v e r a l l   t r e n d  of 
exports, nevsrthsless, t h l s  d e c l i n e  d l d  o c c u r   a g a i n s t  t n e  background of 
an a c c e l e r a t i o n  ~i 1apOz"L decnand An Kore.i's t r a d i n g   p a r t n e r s .  

in ttle p a s t ,  LC a r r l L a l s   e v p l a l n e d  8 5  t o  90 p e r   c e n t  of a c t u a l  
e v p o r t s  4 1 t h  a l a 2  o f  chree t o  SIX m o n t h s .   h h i l e   t h l s   r e l a t i o n s h l p   h a s  
beeq  s h a n g l r l g  so32vhat recently u ~ t h  t h e  g r o u I ? g  i m p o r t a n c e   o f  non-LC 
? > 3 o r t s ,  s u c h  a s  s h r p s   a n d   h e a v y   z a c h f n e r y ,   t h e  b u l k  of e x p o r t s  i s  s t i l l  
b e l n g  s l a d s   r h r o u g h  LCs. B a s e d   o n  LC a r r l v a l s   t h r o u g h   F e b r u a r y  1982 ,  t h e  
s t a f f   p r o J e c t s  t ha r :  export volume vlll g r o u  o n l y   m a r g i n a l l y  fn t h e  f i r s t  
h a l f  o f  t h e   y e a r ,   r e q u l r l n g  a very s h a r p   a c c e l e r a t i o n   i n   t h e   s e c o n d   h a l f  
f o r  t h e  o f f i c i a l   e v p o t t   t a r g e t  to be realized.l/ G i v e n   t h e   o u t l o o k  f o r  
o n l y  a n o d e s t   u p t u r n  1- world d e m a n d   a n d   t h e  normal lags I n v o l v e d ,   s u c h  
ar acceleration L S  u n l l k e l y   w l t h o u t  a s p e e d y   i m p r o v e m e n t   i n  Korea's 
c o n p e t l t l v e n e s s   L l Z h   p r e s e n r r   p o l i c i e s ,   t h e   s t a f f  e s t i m a t e s  t h a t   e x p o r t s  
w ~ l l  f a l l  well s h o r t  of t h e  o f f l c l a l   c a r g e c - - v h i c h   a l r e a d y   r e p r e s e n t s  a 
s h a r p  slowdovn fron the g r o w t h  of e x p o r t s   I n  1981--so t h a t   n o  significant 
r e d u c t l o ?  ~n t h e  c u r r e n t  account d e f l c l t  s e e x  llkely In 1982.2 /  G i v e n  
t h e  3resenE external o u c l o o h ,  staff p r o J e c t i o n s   l n d i c a t e   t h a t   T h e   c u r r e n t  
a c c o u n t   d e f x c l t   c o u l d  reach2LSS4.5 b l l l l o n ,  e q u i v a i e n t  t3  a b o u t  6.7  p e r  
c e n t  of GUP. T ~ L S  would m p l y  a n a l t  i n  e x t e r n a l   a d J u s t m e n t   c o T p a r e d  
v l t h  1981 l f  t h e  e y t r a o r d l q a r y  rice I m p o r t s  i n  t h a t  yea r  a r e  e x c l u d e d  
(Table 1) The o v e r a l l  p a m e n t s  d e f l c i t  is p r o l e c t e d  by t h e   s t a f f   a t  
L S S 1 . 3  b l l l l o n ,  cocgared d ~ t h  L S S 1 . A  b l l l l o n  forecast by the a u t h o r l t i e s  

X n l l e  s u p p o r t l ~ g   t h e   a u t h o r l t i e s '   o b J e c t l v e   f o r  p r l c e  s t a b i l i t j ,  t h e  
s t a f f  team e u p r e s s e d   t h e  ~ ~ e v  t h a t   t h l s  g o a l  s h o u l d   b e   p u r s u e d   p r i m a r i l y  
t h r o u g h   a ~ p r o p r l a t e   a o n s t a r v  restraint ar,d t h a t   t h e   e x c h a n g e  r a t e  s h o u l d  
be u s e d  flexlbly to p r o n o t e  e x t e r n a l   a d J u s c m e n t .  I n  t h i s   c o n n e c t i o n ,  
t h e  s t a f f   n o t e d   t h a t ,  o u l ~ g  t h e   a b s e n c e  o f  a d e p r e c i a t i o n  i n  t5e  
nominal v a l u e  of t'"2 won t o   m a i n t a l n   c o m D e t i t l v e n e s s ,   t h e   r e d u c t i o n  1q 

~ n f l a c l o n  ~n 1 9 3 ~  -as D a r t l y  a c h i e J e d  a t  t h e  expense o f   e x p o r t   l n c e n t l v e s  
a s  t h e   r e l a c l v e  p r l c s s  o f  r r a d a b l e   g o o d s   d e c l i c e d .  Wage m o d e r a t l o n  and 
p r o d u c t l v ~ t y   1 n D r o v s u e n t s  were, of course, essential a n d  would h e l p  
c D n p e t ~ t l v e n e s s ,   b u t  L C  was unlikely t h a t   s u c h   f a c t o r s   a l o n e  w o u l d  b e  
s u z r r c l e n t  to b r l 7 g  a b o u t  t h e  q e e d e d  reduction l n  r e 1 a : l v e   c o s t s .  
Furtnermore, t h e ~  d o u l d  nor e n s u r e  a s h i f t  of i n c e n t i v e s   t o w a r d  t h e  
o r ~ d l l c t l o n  of  t r a d a b l s  g o o d s .  T h e r e f o r e ,   u n l e s s   t h e   a u t h o r r t l e s  w e r e  
p r e p a r e d  t o  a d o p t  a aore r s s t r i c t l v e   m o n e t a r y  stance, c o m p e t i t i v e n e s s  

1' Yon-LC e \ D o r ' t s  r e p r e s e n t e d  IC) p e r   c e n t  of t o t a l   e x 3 o r t s  i q  1980 

_ -  

and 16 p e r  c e n t  11 1951, t h e  a b o v e  s t a f f   p r o J e c t l o n s  asscne a s r g q l f l -  
c a n t   f u r t h e r   I n c r e a s e  ln tils ratlo lrl 1 9 3 2 .  

baiaqce of  p a - m e n t s   f o r  1952 a s s m e  a somewhat  lower g r o w t h  of  I n p o r t s  
c h a n  t h e  o f f l c l a l   p r o J e c t l o n s ,   b u t   l a r g e r  l n t e r e s t  p a p e q t s  owlng t o  
h l g h e r   a v e r a g e   ~ n t e r n a t ~ o n a l   i n t e r e s t   r a t e s   f o r e c a s t   b y   t h e   s t a f f  
( 1 5  p e r  c e n t )   t h a n   t h e   d u t n o r l t l e s  ( 1 3  p e r   c e n t ) .  

2 /  Aslde f r o 3  t h e  d l f t ' e r e r ? c e   e x p o r t s ,   t h e   s t a f f   p r o ~ e c t i o n s   o f  t h e  
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t o  a b o u t  10 p e r   c e n t .   A l t h o u g h   t h i s   d i f f e r e n c e  will n o t   y e t   f u l l y   c o v e r  
c o s t s ,   t h e   a u t h o r i t i e s '   i n t e n t i o n  i s  t o   w i d e n   t h e   g a p   e v e r y  year s o  as 
t o   e l i m i n a t e   t h e  GXF's d e f i c i t  by 1986. The d e f i c i t  of t h e   F e r t i l i z e r  
Fund i s  a l s o  e x p c t e d   t o   b e   e l i r n i n a L e d  by 1986 .  A s  a s t e p  t o w a r d   t h i s  
g o a l ,  f e r t i l i z e r   p r o d u c t i o n  i s  b e i n g   c u t   a n d   r e o r g a n i z e d ,  wi th  t h e  
c o n s c l i d a t i o n  o f  o p e r a t i o n s   i n t o  fewer p l a n t s .  

2 .  S t r u c t u r a l   r e f o r m s  

D u r i n g   t h e   p a s t  two y e a r s ,   t h e   a u t h o r i t i e s   h a v e   i n i t i a t e d   s e v e r a l  
i m p o r t a n t   s t r u c t u r a l   r e f o r m s   v i t h  a v i e w   t o   i n c r e a s i n g   t h e   p r o d u c t i v i t y  
a n d  e f f i c i e n c y  of t h e  economy.   Cons ide rab le   p rog res s   has   been   ach ieved  
s o  €ar u n d e r   t h e s e   r e f o r m s ,  many of  which a r e  b e i n g   s u p p o r t e d  by a n  
I B R D  s t r u c t u r a l  a d j u s t m e n t  Loan approved   in   December  1981.  The s a l i e n t  
e l e m e n t s  of  t h e s e   r e f o r m  are  summarized  below. 

a .  I n d u s t r i a L   a n d   e n e r g v   D o l i c i e s  

D u r i n g   t h e  past  y e a r ,  i A d u s t r i a l   s t r u c t u r e  was s t r e a m l i n e d   t h r o u g h  
g o v e r n m e n t - d i r e c t e d   m e r g e r s   a n d   r a t i o n a l i z a t i o n  of c a p a c i t y  in s i x  major 
heavy i n d u s t r i e s   w h i c h   h a d   s u f f e r e d  from an o v e r e x p a n s i o n   o f   c a p s c i t y .  
C u r r e n t l y ,  a thorough  rev iew of i n d u s t r i a l   a n d   e x p o r t   i n c e n t i v e  systems 
i s  b e i n g   u n d e r t a k e n  s o  a s  t o   e n s u r e   t h a t   i n c e n t i v e s  w i l l  b e   o f f e r e d  o n  a 
more   un i form  and ,   hence ,  less d i s t o r t i o n a r y ,   b a s i s   t h a n  i n  the pas t .  
New i n c e n t i v e s   f o r   t e c h n o l o g i c a l   d e v e l o p m e n t   a r e   b e i n g   p r o v i d e d   i n  
t h e  f o r a  of  a t a x   c r e d i t   f o r   e x p e n d i t u r e   t o   u p g r a d e   t e c h n o l o g y   a n d   t h r o u g h  
i n c r e a s e d   a v a i l a b i l i t y  o f  f i n a n c e   f o r   h i g h - t e c h n o l o g y   p r o j e c t s .  

The e n e r z y   c o n s e r v a t i o n  program e m p h a s i z e s   f u l l   p a s s t h r o u g h   t o  
d o m e s t i c  pr ices  o f  any  i n c r e a s e s   i n   e n e r g y  c o s t s  a n d   e f f o r t s   t o   r e d u c e  
th rough   gove rn rnen t - sponsored   ene rgy   aud i t s  the  r e l a t i v e l y   h i g h   e n e r g y -  
i n t e n s i t y   o f   i n d u s t r i a l   p r o d u c t i o n . l /   F u r t h e r m o r e ,  t o  r e d u c e  o i l  depend- 
e n c y ,   i n c r e a s e d   f i n a n c i a l   s u p p o r t  is b e i n g   p r o v i d e d   f o r   s w i t c h i n g  from 
o i l   t o   c o a l .   S u p p l y - s i d e   e n e r g y   m e a s u r e s   c e n t e r   o n   t h e   c o n s t r u c t i o n  of 
n u c l e a r  power p l a n t s   a n d   g o v e r n m e n t   s u p p o r t   f o r   t h e   e x p a n s i o n   o f   d o m e s t i c  
c o a l   p r o d u c t i o n .   T h r o u g h   t h e s e   m e a s u r e s ,   t h e   p r o p o r t i o n  of impor ted  o i l  
i n  t o t a l   e n e r g y   c o n s u m p t i o n  i s  t a r g e t e d   t o   d e c l i n e   f r o m   a p p r o x i m a t e l y  60 
p e r   c e n t  i n  1981 t o  less t h a n  50 p e r   c e n t  by 1986 a n d   a b o u t  40 p e r   c e n t  
by 1 9 9 1 .  

b .  Tax a n d   f i n a n c i a l   s e c t o r   r e f o r m s  

As a c o n t i n u a t i o n  of  p a s t  e f f o r t s  t o   i m p r o v e   t h e  t a x  sys t em,  a 
c o m p r e h e n s i v e   s e t   o f   r e f o r m s   h a s   b e e n   i n p l e r n e n t e d   i n  1982 ,  which is 
b r o a d l y  i n  l i n e   w i t h   t h e   r e c o m a e n d a t i o n s  of t h e  F isca l  A f f a i r s   D e p a r t -  
ment of the   Fund.  To i m p r o v e   e q u i t y   a n d   e f f i c i e n c y ,   i m p o r t a n t   c h a n g e s  
were made i n   t h e  r a t e s ,  s t r u c t u r e ,   d e d u c t i o n s ,   a n d   e x e m p t i o n s   a p p l y i n g  

1 /  During 1975-79, t h e   e l a s t i c i t y  of e n e r g y   c o n s u m p t i o n   w i t h  respect 
t o g r o w t h  of G N P  was 0 . 9 6 ,  compared   wi th  0.42 i n  the U.S., 0 . 3 4  i n  
F r a x e ,  and 0.30 In J a p a n .  



t o   c o r p o r a t i o n  t a u ,  p e r s o n 3 1   i n c c n e   t a x ,   c a p i t a l  g a l n s  t a x ,   i n h e r i t a n c e  
t 3 x ,  and t h e   s p e c i a l   e x c i s e  t3s. ! d o d i f i c a t i o n s  ve re  a l s o  made i n  t h e  
: a x  exempt ion   and   deduc t ion   sys t en ,   r educ ing  t h e  number 3 f  i n d u s t r i e s  
e l i g i b l e  f o r  s p e c i a l   t a x   f a v o r s  and  moving  away  from d i r e c t   t a x   e x e r n p t i o n s  
base:! on  s p e c i f i c  i n d a s t r i s s  t o w a r d   i n d i r e c t   i n v e s t m e n t   i n c e n t i v e s   d e f i n e d  
by f u n c t i o n . l /  I n c r e a s e d   d e d u c t i o n s  a n d  lover  t a x  r a t e s  f o r  i n d i v i d u a l  
inc0z.e   t<Ispayers  w i l l  have a n e g a t i v e   r e v e n u e   i a p a c t ,   b u t  t h i s  will be 
m r e  t h z  ~ f f s e t  b y  t h e  p o s i t i v e  e f f e c t s  o f  o t h e r   t a x   c h a n g e s .   F o r   t h e  
cor~in,: > ' e a r s ,  the i n t e n t i a n   i s  t o  make t h e  n e c e s s a r y   d i s c r e t i o n a r y  
chan3es t o  r a t i o n a l i z e   t h e   t a x   s y s t e m   f u r t h e r  a n d  o e n s u r e   t h a t  +-?x 
e f f o r t  r i s e s  c o n t i n u o u s l y   t h r g u g h   t h e   m e d i u n   t e r n .   S p e c L f i c a l l y  i n  
1 9 8 2 ,  t h e   a u t h o r i t i e s  dre s t u d y i n g ,   a g a i n  w i t h  t e c h n i c a l   a s s i s t a n c e   f r o m  
t h e   F i s c a l   A f f a i r s   D e p a r t a e n t ,  reforms of t he   va lue -added   t ax  systen t o  
be i z p l e n e n t e d  i n  1953.  

- 

As 3 3  i n t e g r a l  p a r t  o €  tne i n d u s t r i a l  and t ax   r e fo rms ,   t he   Govern -  
3e:lt   as i n i t i a t e d  a reform o €  t h e   f i n a n c i a l   s e c t o r ,  w i t h  t h e   p r i n c i p a l  
o b j r c E i v e  o f  e n h a n c i n g   t h e   r o l e  of  t he   na rk r t   mechan i sm i n  t h e  f i n a n c i a l  
s y s t e ? .  The lcain elements   of  t h i s  r e f o r m   a r e  a g r a d u a l   t r a n s f e r  o f  t h e  
Governmen t ' s   sha re  i n  t h e  o w n e r s h i ?  o f  commerc ia l   banks   t o   t he   p r iva t e  
s e c t o r ,   t h e   l i b e r a l i z a t i o n   a f   m a r k e t s ,  and a r e d u c t i o n  i n  t h e   d i f f e r -  
e n t i a l  berueen p r e f e r e n t i a l  and g e n e r a l   i n t e r e s t   r a t e s .  I n  a l l   t h e s e  
a r e a s ,  s i z n i f i c a n t  n e a s u r e s  were i n t r o d u c e d  i n  1981, i n c l u d i n g   t h e   t r a n s -  
f e r  of one   na t ionwide   co rmerc i a l   bank   t 3  t h e  p r i v a t e   s e c t o r  a n d  t h e  
p a r t i 3 1   l i b e r a l i z a t i o n  o f  t h e  commerc ia l   paper   marke t .   Dur ing   the   coming 
y e a r ,   t h e   a u t h o r i t i e s   i n t e n d   t o   s i z p l i f y  t h e  s y s t e n  0;' p r e f e r e n t i a l  
l o a n s  a n d  r e d u c e   t h e i r  s c o p e ,  t o   n a r r o w   f u r t h e r  the  gap b e t w e e n   i n t e r e s t  
T a r e s  3~ p r e f e r e n t i a l   a n d   ~ e n e r a l   l o a n s ,   a n d  t o  r e v i e w   t h e   i n t e r e s t   r a t e  
d i f f e r e n t i a l   b e t v e e : l   b a n k   a n d   n o n b a n k   f i n a n c i a l   i n s t i t u t i o n s .  

As a r e s u l t  of t h e  e x t e n s i v e  use o f  p r e € 2 r s n t i a l   l o a n s  i n  t h e  p a s t  
a n d  t h e   r e l a t i v e l y   L e s s - d e v e l o p e d   s t a t e  o f  t h e   d o m e s t i c   e q u i t y   m a r k e t ,  
t h e   s t r u c t u r e  of  company f i n a n c e   i a  t h e  m a n u f a c t u r i n g   s e c t o r   f e a t u r e s  
a r a r i o  o f  d e b t  t o  e q u i t y   t h a t  i s  e x c e p t i o n a l l y   h i g h  by i n t e r n a t i o n a l  
s t a n d a r d s ,  w i t h  a s i g n i f i c a n t   D r o ? o r t i o n  o f  deb t   denon ina ted  i n  f .>r?igr l  
c u r r e n c i e s .  T h e  s t a f f   n o t e d   t h a t  company profitability w a s ,   t h e r e f o r e ,  
h i q h l : i  s e n s i c i v e   t o  chaages i n  i n t e r e s t   r a t e s   a n d  t o  t h e   e f f e c t s  of 
-.:<change r a t e   c h a n g e s .  To sone e x t e n t ,   t h e s e   f a c t o r s   n i g h t   h a v e  i n -  
h i h i t r d  ! h e  f l e x i b l e  nar.a?enent c ~ f  i n t e r a s t   r a t e  and exchange r a t e  paLi- 
:.;-.s. The a u t h o r i t i e s   i n d i c a t e d   t h a t ,   t o   i a p r o v e   b a l a n c e   s h e e t   p o s i t i o n s  
a n d  a l l e 8 . i a t 2   t h e s e   c o n s t r a i n t s ,   t h e  Government  had d i r e c t e d   f i r m s  t o  
: ! i s?ose  o f  t h e i r   n o n b u s i n e s s   a s s e t s ,   s u c h  as s p e c u l a t i v e  l a n d  h o l d i n g s ,  
a n d  use  t h e   p r o c e e d s   t o   r e d u c e   t h e i r   d e b t   t o   c o m n e r c i a l   b a n k s .  Sand 
~ ; . . l e s  u n d e r   t h i s   p r o g r a m ,   w h i c h   h a d   S e e n   i n i t i a t e d  i n  l a t e   1 9 8 0 ,  were 
-.x?ec:ed t o   i n c r e a s e   s i g n i f i c a n t l y  i n  1982. A r e c e n t   e a s i n g  o f  r e s t r i c -  
r i ( ~ n s  on  f o r e i g n   i n v e s t m e n t  was a l s o   r e g a r d e d  as a measu re   t ha t  wou ld  
s t r e n g t h e n  company f i n a n c e s  ove r  the   mediux   te rm,  as w e l l   a s   e n c a u r a s i n g  
t 2 c h n Q l o g i c a l   t r a n s f e r s .  
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1/ D z a i l s  o f  t h e  1952 t a x   r e f o r m   a r e   a v a i l a b l e  i n  S u p p l e m e n t  1 of  t h e  
asTocia ted   Recent   Economic   Developments   repor t  (SX/82/70). 


