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Koreac”)s economic devel opment is now at the stagle i

key to future growth. Making the transition requires a shift in emphasis from capacity expansion to productiyity
enhancement, which demands not only a change in economic approach, but also a rethinking of political and
psychological attitudes.

Korea already has a wlveloped transportation and telecommunications infrastructure, an education system that
produces large numbers of highly trained individuals, and many companies witss/telthnology. The weight
of the economic evidence indicates that product] vit
income status, requires increased competition, more deregulation, greater mobility of capital and labor, higher leve
of scientific and technological competence, and greater openness to trade and foreign investment. This regort

focuses on the last item, foreign direct investment (FDI).

Foreign investment is not required to enlarge the
Rather, more foreign involvement in Korean business would promote several of the attributes that lead to higher
productivity: competition, technology, skills, capital and labor mobility, and trade. At the same time, improvements
to these other areas would increase the rate of foreign investment. Therefore, FDI is both an indicator of hgw well
Korea is performing in general as well as a stimulant in its own right.

Despite rapid increases in foreign investment since the early 1990s, Korea remains notable for its relatively low
receptivity to foreign firms. Therefore, increasing such activities would likely have a disproportionately positive
effect on the Korean economy.

KOREAGJ S-THRM E@GONOMIC PERSPECTIVE

Before considering the role of FDI in Korea, it might be useful to place that country in a broader perspectivg.
Kor eads p o s iintome countiyss sttowmin Figdré le which charts the growth experience of 115 njon

oil dependent economies with populations greater than 1 million and GDP per capita greater than $1,000 in 2005
purchasing power parity dollars.

The figure plots annualizedyar growth rates from 1980 to 2006 on the vertical axis and real, per capita GDP at
the beginning of the d@ar period on the horizontal axis. These 1,675 observations from the World Bank incjude
countries and periods for which there are at least 10 years of consecutive observations. The circles to the ypper le
(in red) show Koreabds experience. Korea is seen|to
been impressive, but is decelerating; national income per person tripled in just the past 15 years, but it is sfill less
than half the level of the group of richest countries.

The economies represented toward the left of the chart include the very fast growing ones. Relative backwardness
and competent policies have the potential to generate truly outstanding growth. However, being poor is no
guarantee of growth; that part of the chart also includes many collapsing economies with negative growth gver
extended periods. Policies matter, as do Harderasure ingredients such as institutions and habits.

One important point to draw from this chart is that growth rates converge t@iapkent as we move to the
right. The American data are near the upper bound of this range while Switzerland includes the points near zero.
The country at the upper end of the envelope at(800 income is Norway, which benefited from North Sea qll
production. Ireland is the high flyer at $20,000 GDP per capita.

To illustrate how hard it is to excequkBcent pecapita growth for more than a few years, the United States bafely
managed to bump through theércent ceiling during the 10 years that spanned the late 1990s, which included an
Internet and telecommunications investment bubble, a booming stock market, and historically low unemployment
rates.
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Figure 1: Annualized 10rear Growth Rate of Real GDP/Capita and Real GDP/Capita
(198062006, 2005 dollars at purchasing power parity)
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If Korea pursues good economic policies, it can expect to mature along the lines of the rich economies and|find its
growth rate decelerating to th2 fercent range. However, it is not at that stage yet. As is evident in Figure 1 and
emphasized in Figure 2, Korea is still likely to experience fast growth for several years.

Figure 2: GDP per Capita (2000 dollars)
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Korea 70 years later. The bonanza of compound growth brought about rapid convergence and Japan reached 80

percent of U.S. output per person by 1990; its subsequent slowdown ended the race toward the top, which many

observers had predicted for Japan when extrapol ptir
bit |l ess than Japandés miracle years during its post
successful developers, growth is occurring faster than in the past; it took Korea only 50 years to achieve wiat Jap:e
did in a little under 100 years and the U.S. in 150 (according to estimates by Angus Maddison). One implication of
such fast growth is that institutional adaptations and changes that evolved slowly among the early developérs mus
be accomplished deliberately and willfully in countries like Korea, placing strains on the political system.

As Korea manages the task of completing its passage from developing economy to rich nation, its growth ipevitabl
will slow. The economy already has been decelerating sincgjitswtiglprint ended in the 1990s. Figure 3
shows the growth rates implicit in Figure 2, averaged epssrlperiods to reduce skHerm volatility.
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Figure 3: Annual 10¥ear Growth Rate of Real GDP per Capita: Japan, United States, and Korea,-P885

By 2005, Koreads growth rate of real GDP per capite
that rate in 1979, it slowed to 2 percent only 10 years later, although Japan was heading downward at a faster pac
t han Korea is now. One coul d prperceatcange ofhich econdrniese ap s ¢
within 10 years, possibly less. Given that outlook, pressures to change the structure of the economy arising from

deceleration should be evident. Without adaptation, stagnation, or worse, is possible.

One example of pending structural change will be in manufacturing. Figure 4 shows the share of manufactliring in
Japan, the U.S., and Korea. American manufacturing peaked as a share of total output in the 1950s and sihce has
shrunk to 12 percent of GDP. Japands manufacturjng

sector should soon begin falling as a share of the economy.

Far from being a disaster, deceleration and structural change would represent an outstanding achievement. Howe:
reaching vigorous maturity is not automatic. Economies, theinpakiess, and politicians must confront the
pressures arising from these shifts. Foreign direct investment will be one force pushing Korea to face these
challenges.

Figure 4: Share of Manufacturing Output in GDP (%)

FDI INTO KOREA

Substantial barriers to foreign investment were removed during the 1990s as the country embarked on a policy of
increased economic integration with the rest of the world. Multinational companies were allowed to invest i all but
a few manufacturing industries. Restrictions on services also loosened. Notification rather than approval was made




