CHAPTER 7

SOUTH KOREA
What a difference a couple of years makes.  Two years ago, the economic picture in South Korea looked grim.  The country faced severe financial chaos: 

· Its foreign reserves were virtually exhausted. 

· The country was about to default on its huge foreign debt.

· The stock market and the foreign exchange rate of the won were crashing.

1997 Crisis Management

Sinking under the weight of about $100B of short-term private debt, Seoul went to the International Monetary Fund (IMF) for help.    

· A $58B IMF plan rescued the country from national bankruptcy.  But the cost was staggering:

· The economy shrank 5.8% in 1998 – Korea’s worst recession since the Korean War.

This extreme contraction was due in part to an IMF austerity prescription, which the World Bank argued was a bit overzealous. 

· A tight macroeconomic strategy triggered a sharp rise (7.9%) in unemployment (1.67 million to 2 million) by the end of 1998.

· Critics said the IMF medicine was killing the patient. 

The 1998 Turnaround

The Turnaround.  The bitter IMF pill paved the way for South Korea’s amazing economic turnaround in the second half of 1998:   

· Stocks. During 1998, the stock market more than doubled in value (from 320 to 650), making it the world’s best performing market in 1998.  

· Reserves. During 1998, the country’s  foreign exchange reserves bulged  to over $50B after being nearly depleted at the end of 1997.   

· Trade. South Korea enjoyed a record $39.9B trade surplus in 1998, although much of this was due to a weak demand for imports. 

· Currency.  The strong trade surplus helped to propel the won up 20% against the US dollar after dropping 50% during the crisis. 

1999 Bounce-back

The Bounce-back.  The turnaround in the second half of 1998 became a full-fledged bounce-back during most of 1999.  Domestic demand was strong.  Manufacturing output and exports were both rising sharply.  Korean industry was scrambling to keep up with demand, with production above pre-crisis levels.  Finally, factories were churning out everything from computer chips to cars.  The economic indicators of this bounce-back support were striking:    

· Stocks - On 9 July the South Korean stock market surged to 1027, a 54 month high. 

· GDP - In October of 1999, the Korea Development Institute hiked its 1999 growth forecast from 2% at the start of the year to 9% as of November 1999.  

· Foreign exchange reserves - rose to $65.3B in September 1999 from just $8.3B at the peak of the crisis in 1998.

· Industrial production - soared by nearly 30% in the year to June 1999.

· Unemployment - fell to a seasonally adjusted 5.9% in August 1999 from 6.2% in July, the first time it had fallen below the 6% level in 18 months.

· Inflation - was well under control, with consumer prices actually falling slightly in July.

· IMF loan - This strong economic growth has enabled Seoul to pay off all but $5B of the $16B IMF rescue plan. 

· Corporate earnings have been surging.  Earnings per share of the 45 major South Korean corporations are expected to rise 258% in 1999 and 69% in 2000, according to Merrill Lynch.
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Figure 7-B
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Figure 7-C
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Samsung Electronics stands out as an example of the overall turnaround:   

· After plunging nearly 30% to $15.3B between 1995 and 1997, sales are expected to pass $20B this year. 

· Samsung expects to generate more than 4 trillion won (about $3.3B) in net profits for 1999.  This figure is higher than the $3.24B posted in 1995 and a huge bounce-back from a tiny $260M figure for 1998. 

Benign Global Economy.  Why the bounce-back? For starters, the South Korean economy has benefited from an attractive international economic environment. While a number of international economic factors are driving the recovery, the biggest contributor to Korea’s rebound has been the export surge. 

· A full 40% of Korea’s growth can be attributed to the 16% jump in South Korean exports in 1999.

This export surge, in turn, reflects a benign and fortuitous set of international economic factors: 

· A strong yen (30% stronger against the dollar than in 1998) has made Korean products more competitive than those of its Japanese rival.

· A booming US economy inhaled South Korean products.

· The surge in the international price of semiconductors helped South Korea’s flagship electronic companies.  The price of a 64-megabyte DRAM chip more than doubled in the past three months. 

· Another fortuitous development was the cyclical global rebound in demand for memory chips, steel, low-priced cars and petrochemicals.

Domestic Drivers.  In addition to a benign global economy, South Korean President Kim Dae Jung has done a lot to get the economy back on track.   This is particularly true of the macroeconomic stimulus policies:

· On the monetary side, the Bank of Korea pushed short-term interest rates below 5%  in contrast to the 25% during the peak of the crisis.

· On the fiscal side, the 1999 government budget deficit is running at 5% of GDP.

· President Kim recently indicated that an additional $1.6B will go to construction projects to generate more jobs.

Another driver has been a surging stock market.

· The 17% fall in the stock market in 1998 (that contributed to the sharp contraction in GDP in 1998) has given way to a surging stock market, which in turn increases wealth and feeds a higher growth rate for the economy in 1999.  

· The surging stock market also raised consumer confidence. 

In addition, inventory in Asian companies has gradually been reduced to the point where new orders were needed to restock the shelves.  

On the financial side, Asian markets appeared to have relative advantages during the first half of the 1999.  For instance, Wall Street looked comparatively expensive.  As a result, capital flowed to those Asian markets that looked oversold.

Durable Growth?  Unfortunately, most of the factors driving the bounce-back are transient in nature and are likely to fall in the long run.   

· On the fiscal side, Seoul’s upsurge in deficit spending has raised the gross central government debt from 11% of GDP in 1997 to 19% of GDP in 1999.   Off-line budget deficits and contingent liabilities might vastly inflate its overall obligations.   Adding these contingencies would push total central government debt closer to 40% of GDP. 

South Korea needs to stabilize government finances for two reasons:

· Demographic factors are driving up the costs of providing public pensions.

· The looming costs of economic integration with North Korea. 

· Similarly, the interest rates cannot be held down indefinitely. 

In short, a likely reversion to tighter fiscal and monetary policy could well impede South Korea’s ability to sustain economic growth. 

Needed: Structural Change

The durability of strong long-term economic growth also depends on the degree to which the government uses the upturn to pursue vigorous structural reform.   President Kim Dae-jung recently noted it is too early to say the crisis is over until reforms take effect. 

Although South Korea’s economy is growing again, it still needs to undertake painful reforms to transform the economy in a number of ways.  For instance, South Korea needs to shift its focus from a heavy dependence on exports to the development of service industries at home. 

South Korea cannot take its competitiveness in the global economy for granted, despite its  recent growth spurt.   Koreans say their nation is the shrimp among the “whales” of Japan and China.   South Korea faces the threat of being squeezed economically since it occupies a vulnerable industrial middle ground.  

· Japan has more technically advanced industries that are globally competitive.  

· Low-wage China is entering many of the same heavy industries that drove Korea’s post-war economic success.  

The challenge for Korea is to find a new industrial model that will preserve its role as a regional economic power.

Economic Reforms: Progress.  No one is more aware of the need to transform the South Korean economy than President Kim Dae-jung.  For years President Kim has been a champion of the economic reforms needed to put the country on more solid footing for strong long-term economic growth. 

So no one was surprised when President Kim got off to an impressive start in introducing economic reforms.  His success in the international economic area has been especially impressive: 

New FDI paradigm.   President Kim’s open door policy was successful in overcoming South Korea’s historic and cultural reluctance to rely on foreign direct investment (FDI) to drive the economy.  His ability to get the South Korean bureaucracy on board to open once-protected industries to foreign ownership was particular impressive.   

Surging FDI. President Kim’s open door policy attracted a record $8.9B in FDI in 1998 and the country expects another $15B in 1999. 

· FDI has ranged from car parts to telecommunications as well as financial services, with the goal of making Korea a regional hub for these industries.

Open Financial Markets.  Foreign investors have welcomed the liberalization of financial markets in South Korea.  This promises to impose greater financial discipline on the management of Korean companies as overseas investors become big shareholders.

High Tech Financing.  New financial markets are also springing up.  The Kosdaq market, modeled after the Nasdaq in the US, is expected to become an important source of financing for Korean high-tech companies.

Bank Supervision.  Seoul is also cleaning up the debt-ridden banking sector, which nearly collapsed as a result of the financial crisis.  Reform of this sector is key to economic restructuring.  The recent sale of Korea First Bank, one of the nation’s biggest, to Newbridge Capital of the US is part of a plan to bring improved management expertise to this sector, including better credit analysis. 

Privatization.  The government has also encouraged liberalization through an extensive privatization program, including sales of stakes in state-run steel and electricity companies to foreign investors. 

The Chaebol Challenge.

The final challenge President Kim faces is the need to transform the South Korean economy from one dominated by the large inefficient and debt-ridden conglomerates, or chaebol, to one that relies more on entrepreneurial small businesses for its growth.  In late 1997 the chaebol helped cause the financial crisis after they over-invested in production facilities that left Korea with huge debts.  In addition, the economic power of the chaebol distorts investments and stifles growth of smaller companies. 

The chaebol have fiercely resisted Seoul’s attempts to prune their sprawling industrial empires and concentrate on core businesses.  The authoritarian management style resists corporate re-engineering, a free exchange of ideas and a truly global business perspective – qualities that have driven US corporate success.  

In addition, the chaebol have skillfully exploited the recent liberalization of the domestic financial sector to raise capital to keep even their weakest operations in business.  As a result, the chaebol continue to squander financial capital.  

The top 5 chaebol, the Hyundai, Samsung, Daewoo, LG and SK groups, owe banks and bondholders $128B. 

· This figure is up 12% since the start of the crisis and is a ticking time bomb waiting to explode again.

Smaller chaebol, outside the big five, have already been forced to reform because they had less access to capital after the financial crisis.  They have become pioneers in corporate restructuring out of necessity, but they could serve as useful role models for their bigger rivals.  They have welcomed foreign investment and even foreign managers as they have developed competitive niche industries. 

However, the biggest problem in economic restructuring remains development of small businesses, largely ignored in the nation’s rush to industrialize in the past 30 years. 

Small businesses have trouble attracting capital.  Service industries such as retail, entertainment and financing also lag behind those of other advanced industrial economies.  The shortage of foreign restaurants is a case in point.  This reflects the still-parochial nature of Korean society.  Yet more foreign restaurants will be needed to cater to the tastes of overseas visitors if the government’s goal of making South Korea a tourist location is ever to be realized. 

Service industries will be important since they will encourage consumer spending as a new source of economic demand and reduce Korea’s dependence on more volatile exports for growth. 

Pruning Chaebol: Good Start.  President Kim got off to an impressive start in his campaign to downsize the chaebol.  

· President Kim announced measures to halve the subsidiaries of the five largest chaebol.

· The president also pressed the chaebol to meet a target of reducing their corporate debt to two times equity by the end of 1999.  

· In addition, President Kim gave the chaebol marching orders to “stick to your knitting.” In this regard, he told them what their core operations should be.  The idea was to slim down the chaebol, eliminate the loss-making, marginal businesses and focus on what they do best. 

For awhile, President Kim’s chaebol-busting was on the right track.  In fact, President Kim experienced notable success in pruning the chaebol. 

· For instance, he can point to Samsung’s decision to liquidate their ailing car division.  This was the first time one of the five biggest chaebol agreed to close a prestige business.  Even more significant, Samsung’s chairman donated $2.4B worth of his own stake in the company to help pay the car unit’s $3.7B in debts.

· Most chaebol will meet the government’s requirement of slashing their debt-to-equity ratios from more than 400% before the crisis to less than 200% by year end. 

· Mergers in the semiconductor and aerospace industries have reduced excess capacity.

Changing Winds.  Unfortunately, the winds have changed since December 1998.  Consequently, Seoul has begun to ease its pressure on the chaebol.

· The steep rise in stock prices in the first six months of 1999 fostered complacency among chaebol managers and led them to slacken the pace of their debt reduction programs.

· The government’s aggressive interest rate cuts spurred growth and put the chaebol under less immediate pressure to sell assets.

· The hope that the chaebol could somehow “grow” out of these bad corporate loan problems prompted Seoul to ease pressure on the chaebol.

Mr Kim’s reformist government also had political reasons to slow down the pace of chaebol-busting.  With critical National Assembly elections approaching in April 2000, President Kim seemed loath to take any measures that would trigger new layoffs and possibly lose votes.  Aggressive chaebol downsizing and restructuring would worsen unemployment and fan possible social unrest.  

Higher jobless numbers would give the chaebol-supported conservative opposition party the kind of explosive populist opening it needs to bring it to power in the April election.  A conservative-controlled legislature would block further restructuring and make the President a lame duck for the remaining three years of his term.  As a result, chaebol reform has lost its momentum: 

· While the chaebol have agreed to merge troubled businesses in the car, semi-conductor and petro-chemical sectors, there is still resistance to close surplus factories and reduce bloated workforces. 

· While some chaebol debt to equity levels are coming down, that was due more to the booming stock market asset revaluation than selling assets to repay non-performing loans. 

The Daewoo Debacle.  While slowing down the pace of chaebol busting seemed logical and even persuasive to many, it turned out to be a financial disaster.  In July 1999 the market learned that Daewoo, one of the five largest chaebol, was on the verge of bankruptcy due to a huge pile of short term debt it could not pay back.  The government stepped in with a debt restructuring program to calm the stock market.  A $40B bailout of Daewoo creditors staved off an immediate panic, although more problems loom down the road.   The Daewoo debacle was signficant for a number of reasons:

· It was a painful reminder of just far chaebol reform still has to go.

· It destroyed investor confidence in Seoul’s commitment to chaebol reform. 

New Volatility.  The Daewoo debacle also triggered a new period of volatility in South Korea’s financial community: 

· News of the near bankruptcy at Daewoo triggered a steady, three month slide in Korean stocks, down 20% since their July 9, 1999 peak.  

· Prices fell and interest rates rose sharply in the corporate bond market.

Foreign bankers even warn that a new financial crunch could lurk around the corner, the type of crunch that could destroy consumer confidence and wreck the ROK recovery.  The fear is that this new volatility could spark problems at Hyundai, another heavily indebted chaebol, and lead to an intensification of the credit crunch affecting South Korean industry as a whole.

Unfinished Agenda.  The Kim government has yet to solve two major financial problems that haunt investors.  First is the debt crisis at insolvent Daewoo Group, which remains under severe pressure to restructure.  The other problem is the prospect of a sell off hitting the investment trust industry, which holds a hefty $129B in bonds.  

If a deal is not struck soon with Daewoo, Daewoo’s foreign lenders could push the group into default and withdraw from other chaebol as well.  If things continue to deteriorate, it’s possible that Korean banks will have to write off up to 70% of their Daewoo exposure – forcing the government to pony up an additional $10B for bank balance sheets on top of the more than $40B it has already shelled out.

Fears of a Daewoo collapse are heightening worries about the solvency of several investment trusts that hold some $20B in Daewoo bonds and other debt instruments.  For a while, the government only allowed investors to redeem 50% of their fund’s holdings in Daewoo bonds. 

But that figure rose to 80% on 11 November 1999.  The worry is that investors might rush to the exits before the bonds are marked down to market prices.  The announcement by Daewoo’s main bank, Korea First, on 27 October that Daewoo assets were worth only 40% of their stated value is only fueling the uncertainty and possible panic.  A capital flight from the ITCs that hold Daewoo bonds could trigger a sharp fall in the  Seoul stock market. 

Seoul hopes its financial management plan is enough to ease market jitters.  But if a panic looks likely, the best course of action for Seoul would be to extend a government guarantee on Daewoo bonds, effectively nationalizing the debt. 

Final Thoughts.  Daewoo will have served as a rude wake up call if it dispels a certain sense of complacency that has developed in the wake of the economic recovery.  In the long run, everything depends on complete implementation of the restructuring effort.  These reforms hold the potential for greatly enhanced efficiency, which in turn would allow South Korea to return to its high growth path.

But time is of the essence.  Mr Kim’s reformist government could be defeated in parliamentary elections next April.  That scenario would allow the chaebol-supported conservative opposition party to block further restructuring and make Mr. Kim a lame duck president for the last three years of his term.






















6
61

