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One cannot possibly discuss the South
Korean economy without referring to its
external trade. The reason is simple: Ex-
ports in 1984 accounted for a massive 36%
of the country’s gross national product.
Exports are the economy’s locomotive.
One can legitimately say that the expan-
sion of Korea’s export sector literally
means the expansion of the entire econ-
omy. And thanks to its exports, South
Korea can count on continued economic
growth so long as the world economy,
and particularly the U.S. economy, keeps
on expanding.

In fact, the growth of Korean exports
in recent years has gradually narrowed
the country’s trade gap, as is shown by
the steadily shrinking trade deficit: $4.4
billion in 1980, $3.6 billion in 1981, $2.6
billion in 1982, $1.6 billion in 1983, and
$1.1 billion in 1984. According to Korean
estimates, the 1985 trade deficit was a
mere $500-600 million, and the general
prediction is that the nation’s trade
column will shift into the black within the
next few years.

What is the secret behind this success?
Of course, one may rightfully attribute
much of it to the great wisdom of Korea’s
export policy, overcoming as it has the
country’s historical and geographical
constraints. However, one must also note
that this policy has been deeply entwined
with the pattern of trade with Japan, most
specifically Japan’s one-sided technology
exports and the flow of Japanese invest-
ment into the country. Such a relation-
ship has predictably resulted in a con-
tinuous trade imbalance in Japan’s favor
(Table 1).



Imporling to export

Following independence in August
1945, South Korea had practically no eco-
nomic policy to speak of as it weathered
the Korean War and long periods of polit-
ical instability. In fact, it was not until
1962 that the government initiated the
nation’s first five-year economic develop-
ment plan.

In planning for economic growth,
Korea’s leaders inevitably had to take
into account the small domestic mar-
ket, the paucity of capital accumulation,
the unrestructured domestic capital mar-
ket, and the nation’s backward technol-
ogy The policy they chose was: exports.
Instead of selling in the domestic mar-
ket, the Koreans took on the world mar-
ket, training their sights straight at the
United States.

Like Japan, South Korea is not be-
stowed with natural resources. What
the two countries have in common is
an abundance of relatively high-quality
labor. So, as taught by the successful
Japanese example, South Korea targeted
finished products for export.

But this was no easy task. In order to
manufacture finished goods that could
compete on an equal footing with those
from Japan, Korea has had to import not
only production technology and tech-
nical know-how from Japan, but even
raw materials, as Japanese materials are
cheaper and often better than those pro-
duced domestically.

Economically speaking, the biggest
difference between the two countries is
not who started first; it is a question

of the size of their domestic markets.
Japan’s population of 120 million pro-
vides an ideal market for modern mass
production techniques. Moreover, it is
only those battle-hardened survivors
who manage to survive in the ruthlessly
competitive domestic market both in
terms of quality and price that go on to
tackle the American market.

To a country like Korea, which has to
fight an uphill battle in technology, capi-
tal, domestic market and lead time,
the establishment of an export-oriented
manufacturing industry logically seemed
the best option. To businessmen charged
with shoring up the economy, this policy
also represents a choice involving mini-
mum risk yet promising high profit
yields. In fact, capital accumulation by
Korean conglomerates has risen spec-
tacularly as they have taken full advan-
tage of the situation.

The founders of these conglomerates
have always concentrated on Japan and
the American market, constantly shifting
their line of business to keep pace with
changing times. Industrial development
in South Korea in turn has always been
tuned to the corporate strategy of the
major conglomerates. The structure of
Japanese-Korean trade, for instance, has
remained practically unchanged for 20
years, even though the actual goods flow-
ing from one country to the other have
changed over the years.

Back when the Koreans were selling
textiles to the United States, they im-
ported textile machinery and synthetic
fibers from Japan. Today, when the
Koreans build ships for the world, it is
again from Japan that they import steel,
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Korea has proven itself a competitor in consumer
exports.

engines and heavy electrical machinery.

The list goes on and on. Japan, for in-
stance, supplies electronics assembly line
equipment and components to Korea for
the radios and TV sets it sells in the
United States. The cars that it has recent-
ly been exporting to Canada and the
United States are built with Japanese ma-
chine tools and Japanese auto parts. The
same goes for the Korean semiconductor
and VCR industries, which rely on Japa-
nese-made silicon wafers and IC manu-
facturing and testing equipment.

Japanese exports to Korea consist
primarily of electric components, chem-
icals and steel products (Table 2). Since
Korea maintains a selective import policy
toward Japan, with which it has its biggest
trade deficit, not a single Japanese-built
car is to be seen on the roads of Seoul,
and Japanese-made VCRs are not sold in
the electric appliances shops dotting the
South Korean capital.

Yet despite such discriminatory import
restrictions, South Korea has been unable
to rectify its trade imbalance with Japan,
a gap now structural in nature. The trade
deficit has provoked emotional criticism
in the South Korean press. Yet, it should
be stressed that this trade gap is the result
of a policy choice, and the most rational-
one possible in view of South Korea’s his-
torical and geographical constraints.

Perhaps when the overall trade bal-
ance goes into the black, Koreans will be
able to make a more objective appraisal
of their trade imbalance with Japan. But
even then, it will not be easy to disen-
tangle the emotional element from Japa-
nese-Korean relations.

Journal of Japanese Trade & Industry: No.21986 13




FEATURE

Yet even objectively speaking, one may
wonder whether it is actually possible to
rectify the trade gap between Japan and
Korea. The answer is: Yes, it can be done.
But there is a catch. If the gap is removed,
it might also wipe out the advantages that
Korea has so far enjoyed under the pres-
ent trading pattern.

rill trade gap with
domestic production...

One way to narrow the trade gap is for
South Korea to produce domestically the
raw materials it has heretofore bought
from abroad. And in fact, the Koreans are
already producing their own steel and
parts for cars and ships, and petrochem-
icals for textiles and plastic goods.

As for electric and electronic products,
the South Korean conglomerates chose
to start with finished products, that is,
those with the highest value added, and
then moved on to relatively profitable
components. In addition, as part of its
industrial policy, the South Korean gov-
ernment is now nudging small firms to go
into the parts business.

Domestic production of industrial
components is, of course, highly desir-
able for it helps reduce imports, boost
employment and consolidate a country’s
industrial base. However, such a policy is
not without its share of problems. As is
the case with Japanese parts producers,
the parts industry commands extremely
low value added, and the efficiency of
capital is far from optimal. The reality in
Japan is that the parts industry today is
mostly in the hands of small firms. More-
over, even these small companies are
moving to automate their operations or
use sophisticated numerically-controlled
machine tools in a bid to contain high
labor costs. Hence, it is doubtful whether
Korea should really plunge head-on into
developing its own parts industry just on
the dubious grounds that it is a labor-
intensive industry and hence suitable
for Korea.
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The other solution for whittling down
the trade gap is to launch an export drive
to sell consumer goods in Japan. This, as
Western countries have learned the hard
way, is equally fraught with difficulties.

The Japanese market is structurally
different from the North American mar-
ket, where Korea has so far concentrated
most of its export efforts. In Canada and
the United States, the market is big,
divided into broad segments, and multi-
layered. Korean products can find a niche
of their own even in fields where they
have to compete against Japanese im-
ports. Just as Japanese and Korean ex-
porters have been able to share the North
American market with their cutlery and
textile goods, so they will be able to share
and share alike with subcompact cars
and VCRs.

The Japanese market, however, is a dif-
ferent proposition. For one thing, Kore-
ans face tougher competitors in Japan.
And for another, while the Japanese
market is more or less homogeneous, it
leads the world in the growing trend
toward greater variety and shorter pro-
duction runs.

Take the textile industry, a field where

Headed straight for the North American market

Korea is at its most competitive. Both
China and the ASEAN countries are al-
ready competing in Japan for off-brand
products. Therefore, it has become a
matter of urgency for Korea to move up-
scale and concentrate on small-volume
fashion products, which are more respon-
sive to market trends. As for electric
appliances and automobiles, one key to
success—as the Koreans should know
from their experience in the North
American market—is to set up a con-
sumer service network. If the Koreans
can repeat the same stay-close-to-the-
consumer marketing strategy and hit it
big in the Japanese market, it will greatly
bolster their confidence and will give
them experience in anticipating the new-
est in world trends. In a sense, the Kore-
ans’ success in cracking the North Amer-
ican small car market means that already
they are doing more than just selling
things; it demonstrates that they have
moved up to consumer businesses which
require after-sales service. In other
words, they have proved they have the
capacity to join the ranks of the con-
sumer-centered industrial powers.

Such industrial prowess is, in fact, al-
ready appearing in bilateral trade be-
tween Japan and Korea. In 1965, the year
the two countries restored diplomatic re-
lations, Japan’s exports to South Korea
totaled $335 million, and its imports a
mere $72 million, resulting in a trade gap
with a factor of 4.7. By 1984, this gap had
narrowed to a factor of only 1.7. Another
little known fact is that the Koreans
now not only produce their own steel
and petroleum products but also man-
aged to export $200 million worth of elec-
tric machinery and electronic parts to
quality-conscious Japanese manufactur-
ers in 1984.

Belatedly, South Korea has started
sending export promotion missions to
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Japan. In fiscal 1985, the Korea-Japan
Market Council dispatched four such
teams, and another five to six missions
are scheduled for fiscal 1986. Yet if any-
thing, these numbers really only demon-
strate how seriously Korean business-
men have failed to take account of the
Japanese market until now, especially
when one considers that it takes only two
hours to fly from Seoul to Tokyo.

In the final analysis, Korea’s success in
selling to Japan will depend primarily on
the ability of Koreans to develop their
own finished products and how well they
train their people to do this job.

Technology transfers:
area of tension

An easy way for Korea to build up its
export-oriented finished goods industry
is to obtain manufacturing know-how
and applied technology from Japan, a
country which is not only nearby geo-
graphically but has also been successful
in selling to the United States.

The Koreans themselves recognize
this. Since the end of World War II, Japan
has consistently been the greatest source
of technology transfers to Korea in terms
of number of cases, and the second
largest in terms of money (Table 3).
Needless to say, the content of these
transfers has changed in keeping with
shifts in the finished products them-
selves. Nonetheless, conscious that new
technology could mean the difference
between success and failure, Korean
businessmen are forever eager in seeking
new technology from Japan. On the other
hand, from the seller’s point of view, one
has to constantly weigh the profits one
can derive from producing and selling a
product with the technology one has de-
veloped against the profits that come

Table 3 Technologies Introduced by Korea
Number of Cases

1962-1981 1982 1983 1984 Total
u.s. 465(23.6) 68(22.1) 77(21.4) 98(22.7) 708(23.0)
Japan 1,123(56.9) 164(53.3) 199(55.3) 213(49.3) 1,699(55.2)
W. Germany 93( 4.7) 14( 4.5) 20( 5.5) 33( 7.6) 160( 5.2)
Britain 70( 3.8) 14( 4.5) 13( 3.6) 14( 3.2) 111( 3.6)
France 47( 2.4) 18( 5.2) 11( 3.1) 19( 4.4) 93( 3.0
Others 175( 8.9) 32(10.4) 40(11.1) 55(12.7) 302( 9.8)
Total 1,973(100) 308(100) 360(100) 432(100) 3,073(100)
Note: Percentage shares in parentheses
Royalties Paid by Korea (in $ million)

1962-1981 1982 1983 1984 (Jan.-July) Total
u.s. 188.9( 33.4) 59.5( 51.4) 80.8( 54.0) 62.4( 56.4) 391.5( 41.6)
Japan 203.5( 36.0) 29.3( 25.3) 37.1{ 24.8) 29.0( 26.2) 299.0( 31.8)
W. Germany 222( 39 280 25 3.7(  25) 41( 37) 32.9( 3.5
France 15.9( 28) 37 32 27( 1.8) 21( 1.9 243( 28
Others 134.5( 23.8) 20.3( 17.8) 252( 16.9) 13.1( 11.8) 193.1( 20.5)
Total 565.0(100.0) 115.7(100.0) 149.5(100.0) 110.7(100.0) 940.8(100.0)
Note: Percentage shares in parentheses
Source: Korean Ministry of Finance

from selling the technology itself. Here
the decision is greatly affected by the
1bility of the owner of the technology to
nanufacture and market the product
competitively on his own.

In Korea, there is a deep-seated percep-
tion that Japan is “dragging its feet” on
technology transfers. Such charges ig-
nore the reality that even in technology,
the ultimate question is one of price be-
tween buyer and seller. There is very little
room for ethical considerations in deter-
mining whether a particular transaction
can go through or not. In this sense, dif-
ferent Japanese businesses possessing
the same kinds of technology may not
necessarily agree on how to proceed with
their sale. In the case of automobiles,
for example, some Japanese automakers
prefer selling their technology to Korea,
while others like dealing with Taiwan.

Korea's trade mission leader: courting the Japanese market

Furthermore, as recent trends show,
some Japanese businesses are even sell-
ing production know-know for such high-
technology products as semiconductors,
optical fiber, compact disks and process
control to South Korean firms.

While it is true that businessmen al-
ways want new technology, it is also true
that some are blinded by the glamor of
biotechnology, new materials, VLSIs,
super computers and the like, and start
shopping around even before the tech-
nology has been proven commercially
viable. In fact, these are areas where
neither Japan nor any other country has
completely mastered commercial pro-
duction. The enterprises which develop-
ed these technologies have yet to earn
sufficient returns on their development
costs. Put another way, technologies that
are just in the process of finding commer-
cial application usually command a for-
midable price; sometimes it is simply
impossible to put a monetary value
on them.

Teehnology of its own

There are a number of things that
Korea could do to reform the one-way
flow in technology transfers with Japan.

The first option, of course, is to under-
take its own research and development.
In Korea today, overall funding for R&D
is still tiny. What the Koreans should do,
therefore, is to focus on a number of
appropriately chosen projects and con-
centrate their resources to develop the
necessary applied technology.
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One field where Koreans can put their
R&D money to good work is computer
software. At present, the United States
leads the world in this field, and its suc-
cess is often attributed to the creativity
and originality of the American people.

As far as individual freedom is con-
cerned, Korea is another country which
places few constraints on the individual,
and the society as a whole has few taboos,
with the singular exception of the duties
of “blood relations.” In addition, the
Koreans have a high regard for the arts
and logic, much more so than the Japa-
nese. Add to these the Koreans” high edu-
cational level, and the social and intellec-
tual environment seems right for taking a
serious go at software.

In fact, the U.S. government has al-
ready invoked Article 301 of the U.S.
Trade Act against some Koreans for ex-
porting pirated computer game programs
to the United States. The charge was that
they had violated the intellectual prop-
erty protection law, but the story itself
demonstrates that Korea already boasts
the talent to take computer programs
apart and make identical, albeit legally
dubious, copies of them.

In this sense, it is strange that a coun-
try which shows such great respect for the
arts and displays such strong individual-
ity should still postpone signing the inter-
national copyright convention and waver
about whether or not it should protect
intellectual property. Perhaps the Kore-
ans are not yet aware of their own great
potential in the computer software field.
It is time that they provide computer pro-
grammers with the protection they need
as part of upgrading the country’s overall
industrial infrastructure.

The other option is for the Koreans to
get hold of advanced technology selec-
tively from someplace other than Japan.
In this way, the Korean economy can rec-
tify in some way its structural reliance on
Japan, while making it possible for the
Koreans to master foreign technology
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and develop their own technological
base. Furthermore, it will strengthen
their bargaining position when they find
it necessary to buy technology from
Japan. Of course, one disadvantage is
that, since other potential technology
suppliers are not geographically as close
as Japan, it would not be as convenient
for the Koreans to send their people to
these countries for training, or to invite
foreign engineers to Korea. Whatever the
case, a number of European manufac-
turers have already sent feelers to Korea
to sound out possible technology transfer
deals in the form of joint ventures or
direct investment.

Such trends would be good for Japan
too, because Korean access to Western
technology would fire up the competitive
spirit of Japanese firms and lead to great-
er Japanese efforts to promote techno-
logical development.

COmplemenlary joint
ventures

The partners that Japanese enterprises
choose for their overseas joint ventures
usually follow the pattern set by Japan’s
external trade. Once upon a time, they
tended to be labor-intensive industries
like textiles and light industry. Then
came electric appliances, and now auto-
mobiles and electronics.

In selecting a country for capital invest-
ment, Japanese businesses usually take

Table 4 Japanese Investment in Korea
i Global Korea Korea's share (%)
Value Value
i Case (S million) Cass ($ million) Caew aies
1970 325 167 7 17 237 10.2
1975 513 1,100 37 93 7.2 85
1979 759 976 45 95 59 9.7
1980 646 1,186 23 35 3.6 3.0
1981 712 3,338 33 73 4.6 22
1982 2,548 7.703 26 103 1.0 1.3
1983 2,754 8,145 45 129 1.6 16
1984 2,499 10,155 57 107 23 1.1
1951-1984 34,313 71,431 1,207 1,548 3.5 22
Source: Japanese Ministry of Finance

Seoul, capital city of Korea: abuzz with preparations for the 1988 Olympics and beyond

16 Journal of Japanese Trade & Industry: No. 2 1986

into account site conditions such as water
and power supply, as well as the size of
the local market, the level of local tech-
nology, wage levels and the quality of
labor. More recently, they have also
looked into the availability of research
facilities and what preferential treat-
ment is possible for foreign invest-
ment. Today Japanese investments have
spread throughout the world, from the
United States to China, from Europe to
the ASEAN countries.

What sort of attractions does South
Korea possess, or should it possess, to
attract foreign investment from Japan?

Growth in Japanese investment in
South Korea has slowed in recent years
(Table 4). But at the same time, both
Japan and newly industrialized countries
like Korea have gradually enhanced their
position as the workshops of the world.
Increasingly, multinational corporations
are choosing to locate manufacturing
units in these countries.

Japan’s overseas investment has also
shifted, from labor-intensive to capital-in-
tensive industries. What is more, some
Japanese businesses are joining hands
with their Korean counterparts as a link
in their worldwide corporate strategy.
This is certainly the case with automak-
ers and electric appliance manufacturers.
Such partnerships are giving rise to a
horizontally complementary relationship
that makes the best use of each other’s
corporate strengths. In a sense, these
partnerships are a sign of how the world
has become a single, diversified market.
They spell the end of the age when one
firm within one country could build all
the parts and products it needed for its
business, and they herald an age of co-
operative division of labor in the produc-
tion of finished products.

What then do big investors want most
from the country where they put their
money? The answer is: political stability.
South Korea is now bracing itself for a
host of political unknowns: the North-
South problem, the 1988 Olympics, the
1988 presidential election. How South
Korea emerges from these challenging
years is a matter of the keenest interest
to us all. ®
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