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Table 2. KXorea: Quantitative Performance Criteria and Actual
Developments under the 1981 Stand-By Program

1981
Outstanding at end of period March June September December
(In billions of won)
Total domestic credit of
the banking system
Ceiling 18,350 20,000 21,000 23,000
Actual 17,798 19,037 20,387 22,394
Net credit to the public
sector
Ceiling 1,200 1,400 1,550 1,700
Actual 1,134 1,334 1,170 1,659
(In millions of U.S. dollars)
New external loans contracted
by the public and private
sectors
1- 12~year maturity
Ceiling 6,000 6,000 6,000 6,000
Actual 185 917 2,197 3,054
1= 5-year maturity
Ceiling 1,000 1,000 1,000 1,000
Actual 157 237 263 430

Source: Data provided by the Korean authorities.
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Table 3. Xorea: Selacred Zconomic Indicacoers, 1979-886

FiZth
Program Estimated Official ?2lan
Actual Actual Projections Qutcome Proj. Proj.
1979 1980 1981 1982 1986
Orig. Rev. 1/
rowth (change in per ceart)

Real GNP 6.4 -6.2 5.0=6.0 6.0 7.1 6.9 7.6 2/
Agriculture 6.7  -22.0  28.3  28.3 23.0 2.5 2.6 2/
Nonagriculture 6.3 -2.5 2.3 2.3 4.0 7.9 8.6 2/
Manufacturing 3.8 -1.1 4.3 7 4.8 6.8 7.9 11.0 2/

nvestment and savings
(per cent of GNP)

Fixed investment 32.5 32.7 28.8 32.3 28.3 28.2 30.9

Saving 26.6 19.9 20.1 24.2 20.0 21.9 29.6

rices (change in per cent)

Wholesale {Dec.-Dec.) 23.8 44.2 24.0 20.0 11.8 10.0 10.1 2/

Consumer (Dec.-Dec.) 21.2 34.6 24.0 20.0 12.6 10.0

GNP deflator 19.3 25.9 24.0 20.0 17.4 13.0 10.8 2/

ublic ° - -ce (per cent of GN?)

Cent. - rarament
R - 18.7 19.9 18.5 19.2 20.0 21.0
Ex, v .ture and net lendiag 20.56 22.4 20.7 21.8 23.5 22.8
Deficit 1.9 2.5 2.1 2.6 3.5 1.8

Public sector deficit 1.5 3/ 3.4 3/ 2.93/ 3.3 4.9 3/ 2.7 &/ 1.0 &4/

(L.3)8/  (3.2)3/ (- )&/ (..0)4/ (4.4)8/
oney and credit (change in
per cent)

Domestic cradic 35.6 36.0 42.0 7.0 32.9 25.2

3road money 24.6 26.9 35.0 27.0 25.2 20.0

alance of payments

Exports, £.0.5. (US$ bm.) 14.7 17.2 2 21.3 20.9 24.4 53.0

Imporcs, f.2.b. (USS bdau.) 19.1 21.8 26.3 25.5 24,1 7.1 35.5

Current account deficit
In dillions 2f U.S. dollars 4.2 5.3 5.3 5.3 4.7 3.9 3.5
Per cent of GNP 6.9 9.4 8.2 8.5 7.5 5.5 2.3

Increase 1n reserves (US3S bao.) 2.9 0.9 0.5 0.4 0.3 0.5 1.2

Extarnal debc (per cenc)

Debc/GNP 5/ 30.8 42.1 48.3 47.7 47.5 49.3 43
Debt service ratio 6/ 15.2 18.4 15.5 18.4 9.9 13.3 14,90

Sources: Data provided by the Xorean authori:ies; and staff estimatas.

1/ See Xorea - Review of Stand-3y Airrangemenc (EBS/81/154, 7/16/81).

2/ Annual rate of increase, 1982-35.

3/ Including telecommunications ( -~= footnote 2 in Appendix Table II).

4/ Excluding telecommunication:

5/ Private and public short=~ and long=-term debt, including purchases from the Fund.

6/ Debt service payments, including interest payments on short-term debt, as a ratic of
2xports of goods and services.



3. Balance of pavments position

Korea's balance of payments position improved in 1981 (Appendix
Table V), and further substantial external adjustment was accomplished.
The current account deficit, which reached US$$5.3 billion, or 9.4 per
cent of GNP 1in 1980, declined to USS4.7 billion, or 7.5 per cent of GN
in spite of a further increase in international i1nterest rates and the
need to import abnormally large quantities of rice, the additional rice
1mports were equivalent to about 1 per cent of GYP. The extent of
external adjustmeat was equlvalent to approsimately 4.5 per cent of
GNP (Table 1). With domestic policies shifting toward securing a
resumption of growth, external adjustment 1n 1981 was brought about
almost entirely by an i1ncrease 1n exports, reinforced by an expansion of
recelpts from overseas construction contracts. The actual current
account deficit was smaller than the deficit of USS5.5 billion envisaged
under the program, as a lower-than—expected increase in average import
prices (including o011l) more than offset higher i1nterest payments.

Export prices also rose less than forecast, but this was offset by a
faster growth 10 volume

In spite of a considerable weakening in the fourth quarter, the
volume of exports rose by almost 20 per cent during 1981l. This strong
performance, which 1mplied a substantial i1ncrease 1n market shares,
reflected the lagged response of exports to the gains in competitiveness
achieved 1n 1980 and the results of more vigorous efforts to diversify
markets Non-rice 1mports rose by only about 4 per cent 1n real terms,
mainly because of weal 1nvestrent demand and also a drawdown of stocks
of raw materials. Although there was a further deterioration 1in
forea's terms of trade of about 3 per cent (against a deterioration of
17 per cent 1n 1980), the trade deficit =.111 narrowed by more than
USS1l billion. Part of this improvement was offset, however, by a
widening deficit on the services account, mostly because of a sharp
increase 1n l1nterest payments due to higher international interest
rates and the rapid growth of Korea's external debt, which increased
from 31 per cent of GNP 1in 1979 to 48 per cent in 1981. During the same
period, the debt service ratio rose by 5 percentage polnts to 20 per cent.

Gross capoiltal i1nflews, including bank borrowing but excluding pur-
chases from the Fund, amounted £» USS6 billion in 1981, and total new
loans contracted resached about the same level. Loan contracts in the
1- to l2-year nmaturity range aqaountad to USS3.1 billion, substantially
below the program limits, as the Government was able to obtain a larger-
than—-expectad volume of loans with maturities 1n excess of 12 years.

The private short—term capltal account swung from an exceptionally large
inflow 1n 1980 to a small net outflow. This turnarocund, ~hich occurred
mostly in the last quarter of 1981, may have reflected exchange rate
expectations siace domestic interest rates remained slightly higher than
1international tncerest rates (Chart 2).
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Largely because of this turnaround in short-term capital flows,
the overall balance of payments, defined to include as financing items
all external borrowings - © the banking system, recorded a deficit of
USS2.3 billion, compared with a deficit of USS$1.9 billion registered in
1980 and a defici® of USS1l.7 billion forecast under the program. Bank
borrowing constituted the bulk of the financing, while net use of Fund
credit was equivalent to US$628 million. Reserves rose by about
USS$300 million, but in terms of coverage of imports of goods and servi-
ces, they declined from 2.8 months at end-1980 to 2.5 months at end-1981.

4. Exchange rate

Following an initial depreciation of 16.6 per cent in January 1980,
the won was untied from the U.S. dollar and a new arrangement was adopted,
whereby the exchange rate for the won was to be determined on the basis
of a currency basket, with other factors also taken into account. Under
this arrangement, the won was allowed to depreciate further in the course
of 1980, resulting in a depreciation of 11 per cent in real terms between
the last quarter of 1979 and the last quarter of 1980. This approximately
restored Korea's external competitiveness to its 1976-77 level (Chart 3).

With exports performing wall in the first half of 1981, the policy
emphasis of the authorities shifted toward price stability, and the won
was allowed to follow the upward movement of the U.S. dollar, resulting
in an effective appreciation of 3 per cent in nominal terms between the
fourth quarter of 1980 and the third quarter of 1981. With the rate of
inflation in Keorea higher than in trading partners, the appreciation in
real terms amounted to some 13 per cent during this period. Accompanying
this loss of competitiveness, there has been a considerable weakening
in export orders since mid-1981 and, following the usual lags, the growth
of exports has fallen sharply since the third quarter of 1981 (Chart 4),
even though import demand in Korea's major trading partners strengthened
in the second half of the year.l/ In response to these developments, the
won was allowed to depreciate somewhat in nominal teras in November,
but subsequently through February 1982, the nominal effective exchange
rate appreciated again. Thus, in spite of the sharp deceleration of the
rate of inflation, the real effective exchange rate for the won was
still an estimated 10 per cent higher at the end of February 1982 than

in the fourth quarter of 1980, and both export orders and actual exports
had weakened further.

IV. Report on Discussions

Despite the substantial external adjustment achieved over the past
two years, the current balance of payments deficit is still high by past
standards, and further adjustment is needed in order to alleviate the
debt service burden and reduce Korea's vulnerability to external shocks.

1/ The major buyers of Korea's exports are the United States, Japan,
Germany, Canada, the United Kingdom, and Middle East countries.
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At the same time, there 1s a need to secure, without rekindling infla-
tion, a smooth recovery of the economy following two consecutive years

of falling investment and virtually no growth in aggregate output

between 1979 and 1981l. Such a recovery 1s essentlal to the absorption of
a growing labor force and the creation of an investment climate conducive
to strengthening the productive base of the economy.

Given the dual objectives of adjustment and growth, exports must
continue to play an 1mportant role in the Korean economy during the
years to come. The authorities recognize thilis and emphasize that, 1in
view of growing competition from other newly industrializing countriers
and the sharp increase i1n the cost of energy, Xorea must also restructure
1ts industrial production in line with the country's shifting comparative
advantage away from the traditional sectors of relatively labor-intensive
products and toward high—-technology and high-qualaty products. At the
same time, they underscore the ne2d to reduce the economy's relatively
high energy intensity and o1l dependency.

The recently published Fifth Five-Year Plan for 1982-86 outlines
the Government's medium=-term macroeconomic objectives and policies.l/
The principal external goal 1s to reduce the current account deficit
of the balance cf payments to about 3 per cent of GNP by 1986 (Table 3),
which would permrt a reduction of the debt service ratio to 14 per cent.
The rate of inflition 1s targeted at about 10 per cent or less. The
Plan also aims at a rate of growth sufficient to provide enough 3jobs
to absorb the expansion of the labor force (projected at 2.8 per cent
per annum) and permit a gradual reduction in unemployment from recent
relatively high levels. To this end, the Plan aims at an average real
growth rate of 7.6 per cent per year, which 1s projected to generate
a 3 per cent annual growth of employment. Between 1981 and 1986, the
rate of fixed i1nvestment 1is targeted to rise by 3 percentage points of
GNP, and the rate of domestic savings, by nearly 10 percentage points
(Table 3).

The Plan puts emphasis on prudent demand management, reductions of
the public sector deficit, and a reduction of direct government inter-—
vention in economic activity, together with a strengthening of the mar-
ket mechanism. Policies are strongly oriented toward structural reforms,
including a redesign of i1ndustrial incentive schemes, 1mprovements 1n
the tax system, financial sector reform, and 1mport liberalization.
About two thirds of the projected increase 1in domestic saving 1s to be
mobilized through a doubling of the household savings/GNP ratio from the
depressed 1981 level, to be promoted throug. appropriate financial
1incentives, 1including maintenance of positive real interest rates and
diversification of financial assets. At the same time, improved profit-
ability and restrained fiscal policies are to facilitate moderate
increases 1n business and povernment saving.

17' Details of the Plan are provided in Supplement 1 to the associated
Recent Economic Developments report (SM/82/70).



Glven these medium-term objectives, the discussions focussed on the
adequacv of targets and policies ror 1982 against the backdrop of the

declining trend 11 exports, they also covered the structural reforms
being 1mplemenced.

1. Targets and policies for 1982

The authorities’ principal macroeconomic targets for 1982 are to
limit the rate of 1inflation to 10 per cent or less, to reduce the current
account deficit to aporoximately LSS4 billion, or 5.5 per cent of GNP,
and to achieve a real growth rate of about 7 per cent. The targeted
reduction 1n the current account deficit represents a slowdown in the
rapld pace of external adjustment obtained 1n the past two years, but
1t would be consistent with a smooth recovery of the economy and would
also represent bprogress toward the medium-term goal of reducing the
current account deficit to 3 per cent of GNP by 1986. The main policies
which the authorities 1ntend to pursue in 1982 are a slowing of domestic
credit expansion, the maintenance of a relatively stable exchange rate,
fiscal restraint, cost reductions through wage moderation and 1nterest
rate cuts, and a drive to 1mprove productivity and efficiency through
structural reforms. These policies are expected to lower i1nflation and
help regain some of the competitiveness lost since early 1981. While
endorsing the Government's macroeconomic objectives, the staff team
considered, as explained below, that bocrth the mix and stance of policies
mlight reed to be modified in order to achieve those objectives.

a Exchange rate and monetary policies

The authorities accord top priority to price stability, they want
to purge from the economy i1nflationary expectations wh.ch have become
deeply entrenched as a result of almost two decades of high rates of 1in-
flation. Toward this end, the Government wants to be able to demonstrate
further significant progress on the inflation front during 1982. Given
these consideratlons, reliance 1S not presently being placed on the
exchange rate as a principal 1nstrument to lmprove external competitive-
ness. The present 1ntention 1s to permit a relatively modest depreciation
of the won against the U.S. dollar in the course of 1982. Emphasis is
being placed on the won/U S. dollar relationship because of 1ts import-—
ance for Korea's 1nternational transactions and because a relatively
large amount of debt 1s denominated 1n U.S. dollars.

The authoritles recognize that Kovea's exports have lost competi-
tiveness since end-1980, and believe that the ground lost should be
regained through productivity l1mprovements, qual-ty changes, and cost
reductions rather than through the easy way' of a depreciation. In this
regard, they pointed out that the prospects for sigiificant wage moderatilon
were much better now than 1n early 1980 when Korea had been experiencing
a prolonged period of extremely rapid wage increases, which had made a
depreciation unavoldable at that time. Now, however, after two years of
economic difficulties, the public had come to appreciate the need for
wage restraint, and nominal wage increases were expected not to exceed



10 per cent in 1982. To set an example, the average increase in civil
service salaries had been limited to 9 per cent, whila the large-scale
educational campaign i1nitiated i1n 1981, which aimed at explaining the
adverse economic consequences of excessive wage awards, was being conti-
nued. Furthermore, with a view to stabilizing inflationary expectations,
private companies were belng urged to conclude their wage settlements as
early as possible In the traditicnal round of wage negotiations in

@arlv spring. Based on settlements so far concluded, the authorities
were hopeful that their wage objectives for 1982 would be achieved.

A drive to 1mprove productivity and upgrade product quality had
also been 1nitiated. This was being i1mplemented through an extensive
information campaign and financial incentives. Production costs should
also benefit from the recent cuts 1n domestic intarest rates, and fur-
ther reductions were being contemplated. The authorities wished to
maintaln positive real interest rates and considered that, with the
recent decline 1n the rate of i1nflation, there was room for further
downward adjustment in nominal L1nterest rates.

The Government's monetary program tor 1982 envisages a reduction in
the rate of growth of broad money (M2) to 20 per cent (25 per cent during
1981) and of domestic credit to 25 per cent {33 per cent during 1981).
The authorities believe that these targets will permit limiting the rate
of 1nflation to 10 per cent or less, while also ensuring achievement of
the growth and current account targets. With fiscal policy becoming
more restrictive, net cred.t expansion to the public sector 1s projected
to bz lower than 1n 19381, leaving proportionately more room for the
credit needs of the private sector. To improve flexibility, the Govern-
ment 1n early 1982 elim i1ated the system of direct credit controt which
had been operated through establishing credit ceilings for each deposit
money bank, henceforth, the banks' ability to expand credit will be
controlled solely <“hrough the Bank of Korea's rediscount window, open
market operations, and changes 1n reserve regulirements.

In the authorities' view, the anticipated decline 1n wage increases,
the reduction 1n 1nterest rates, the expecred gains 1n productivity com-
bined with higher capacity utilization, and the beneficial i1mpact of a
relatively stable exchange rate on the servicing of forelgn currency-
dennminated company debt will adequately improve profitability and
competltlveness These factors, together with an anticipated pickup in
world demand 1n the second half of 1982, are expected to lead to an
acceleration of exports later 1n the year, which should ensure achieve-
ment of the official target of 10 per cent growth 1n export volume
durinz 1982 and, therefore, the targeted reduction 1n the current
accouni deficit as well.

Noting the close past relationship in Korea between changes in
competitiveness and export performance, the staff expressed concern
about the appreciation of the real exchange rate of the won and the
sharp weakening of arrivals of export letters of credit (LCs) which has
accompanied 1t. During the six months through Febiuary 1982, LC arrivals
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declined bov almost 7 per cent in dollar terms over the same period a
ear earlier. Since performarce during that earlier period was very
good, reflecting as it did the former galns in competitiveness, the
recent decline in orders may exaggerate the weakening overall trend of
exports, nevartheless, this decline did occur against tne background of
an acceleration 2f i1aport demand i1in Kore.'s trading partners.

In the past, LC arrivals explained 85 to 90 per cent of actual
exports «“1th a lag of three to six months. While this relationshaip has
bean changing somewhat recently with the growing importance of non-LC
ex»ports, such as ships and heavy machinery, the bulk of exports 1is still
being made through LCs. Based on LC arrivals through February 1982, the
staff projects that export volume will grow only marginally Iin the first
half of the year, requiring a very sharp acceleration in the second half
for the official export target to be realized.l/ Given the outlook for
only a modest upturn 1~ world demand and the normal lags involved, such
ar accelerartion 1s unlikely without a speedy improvement in Korea's
competitiveness "1-h present policies, the staff estimates that exports
will fall well short of the offic:ial target--which already represents a
sharp slowdown from the growth of exports 1n 198l--so that no significant
reduction 1n the current account deficit seems likely in 1982.2/ Given
the nresent external outlook, staff projections indicate that the current
account deficit could reach21554.5 birllion, equivalent to about 6.7 per

cent of GNP. Tris would 1mply a nalt in external adjustaent compared
with 1981 1f the evtraordinary rice 1mports Iin that year are excluded
(Tabla 1) The overall pasments deficit is projected by the staff at

LS$1.3 billion, compar=d w#ith LSS1.4 billion forecast by the authorities

Wnile supporting the authorities' objective for price stability, the
staff team expressed the view that this goal should be pursued primarily
through appropriate monetarv restraint and that the exchange rate should
be used flexibly to promote externmal adjustment. In this connection,
the staff noted that, owing to the absence of a depreciation in the
nominal value of t*e won to maintain competitiveness, the reduction 1n
inflaticn 1n 193: w~as opartly achieved at the expense of export 1ncentives
as the relarive prices of rradable goods declined. Wage moderation and
productivity 1lmprovaments were, of course, essential and would help
competirtiveness, but 1t was unlikely that such factors alone would be
suiticlent to bring about the 1eeded reduction 1n relative costs.
Furtnermore, thev ~ould not ensure a shift of incentives toward the
nproduction of tradable goods. Therefore, unless the authorities were
prepared to adopt a nore restrictive monetary stance, competitiveness

1/ Non-LC espnorts represented 10 per cent of total exports in 1980
and 16 per cent 1in 1981, tve above staff projections assume a signifi-
cant further 1ncrease 1n tn1is ratio 1n 1982.

2/ Aside froa the difference 1n exports, the staff projections of the
balance of payments for 19%2 assume a somewhat lower growth of 1mports
than the official projections, but larger interest payments owing to
higher average 1nternational interest rates forecast by the staff
(15 per cent) than the autnoraities (13 per cent).



to about 10 per cent. Although this difference will not yet fully cover
costs, the authorities' intention is to widen the gap every year so as
to eliminate the GMF's deficit by 1986. The deficit of the Fertilizer
Fund 1s also expected to be eliminated by 1986. As a step toward this
goal, fertilizer production {s being cut and reorganized, with the
consclidation of operations into fewer plants.

2. Structural reforms

During the past two years, the authorities have initiated several
important structural reforms with a view to increasing the productivity
and efficiency of the economy. Considerable progress has been achieved
so far under these reforms, many of which are being supported by an
IBRD structural adjustment loan approved in December 1981. The salient
elements of these reforms are summarized below.

a. Industrial and energy policiles

During the past year, iandustrial structure was streamlined through
government—-directed mergers and rationalization of capacity in six major
heavy industries which had suffered from an overexpansion of capacity.
Currently, a thorough review of industrial and export incentive systems
is being undertaken so as to ensure that incentives will be offered on a
more uniform and, hence, less distortionary, basis than 1In the past.

New incentives for technological development are being provided in
the form of a tax credit for expenditure to upgrade technology and through
increased availability of finance for high-technology projects.

The energy conservation program emphasizes full passthrough to
domestic prices of any increases 1in energy costs and efforts to reduce
through government-sponsored energy audits the relatively high energy-
intensity of industrial production.l/ Furthermore, to reduce oil depend-
ency, increased financial support is being provided for switching from
oil to coal. Supply-side energy measures center on the construction of
nuclear power plants and government support for the expaansion of domestic
coal production. Through these measuraes, the proportion of imported oil
in total energy consumption is targeted to decline from approximately 60

per cent in 1981 to less than 50 per cent by 1986 and about 40 per cent
by 1991,

b. Tax and financial sector reforms

As a continuation of past efforts to improve the tax system, a
comprehensive set of reforms has been implemented in 1982, which is
broadly in line with the recommendations of the Fiscal Affairs Depart-
ment of the Fund. To improve equity and efficiency, important changes
were made in the rates, structure, deductions, and exemptions applying

l/ﬁ During 1975-79, the elasticity of energy consumption with respect
to growth of GNP was 0.96, compared with 0.42 in the U.S., 0.34 in
France, and 0.30 in Japan.
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to corporation tax, personal income tax, capital gains tax, Iinheritance
rax, and the special excise tax. Modifications were also made in the

rax exemption and deduction system, reducing the number of industries
eligible for special tax favors and moving away from direct tax exemptions
based on specific industries toward indirect investment (ncentlves defined
by function.l/ Increased deductions and lower tax rates for individual
income taxpayers will have a negative revenue impact, but this will be
more than offset by the positive effects of other tax changes. Tor the
¢oming wears, the intention is to make the necessary discretionary

changes to rationalize the tax system further and o ensure that f£2ax
effort rises continuously through the medium term. Specifically in

1982, the authorities are studying, again with technical assistance from
the Fiscal Affairs Department, reforms of the value-added tax system to

be implemented in 1983.

As an integral part of the industrial and tax reforms, the Govern-
ment has initiated a reform of the financial sector, with the principal
objective of enhancing the role of the market mechanism in the financial
system. The main elements of this reform are a gradual transfer of the
Government's share in the ownership of commercial banks to the private
sector, the liberalization of markets, and a reduction in the differ-
ential between preferential and general interest rates. 1In all these
areas, significant measures were introduced in 1981, including the trans-
fer of one nationwide commercial bank to the private sector and the
partial liberalization of the commercial paper market. During the coming
vear, the authorities intend to simplify the system o{ preferential
loans and reduce their scope, to narrow further the gap between interest
rates on preferential and general loans, and to review the interest rate
differential between bank and nonbank financial institutions.

As a resulr of the extensive use of preferential loans in the past
and the relatively less-developed state of the domestic equity market,
the structure of company finance in the manufacturing sector features
a ratio of debt to equity that is exceptionally high by intermational
standards, with a significant oroportion of debt denominated in forzaigu
currencies. The staff noted that company profitability was, therefore,
hizhlv sensitive to changes in interest rates and to the effects of
axchange rate changes. To some extent, these factors might have in-
hibited the flexible maragement of interest rate and exchange rate poli-
zi2s. The authorities indicated that, to improve balance sheet positions
and alleviate these constraints, the Government had directed firms to
dispose of their nonbusiness assets, such as speculative land holdings,
and use the proceeds to reduce their debt to commercial banks. Land
sales under this program, which had been initiated in late 1980, were
wxpacted to increase significantly in 1982. A recent easing of restric-
rioans on foreign investment was also regarded as a measure that would
strengthen company finances over the medium term, as well as encouraging
technological transfers.

1/ Derails of the 1982 rax reform are available in Supplement 1 of the
associated Recent Economic Developments report (54/82/70).



