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ABSTRACT

Estimating the Elasticity of Substitution
between Labor and Capital in Korean SMEs

Nam, Ho—hyun
Major in Economics
Dept. of Economics
The Graduate School

Hansung University

Recently developments in automation technologies and escalation
of minimum wages recently enacted by the Korean government have
brought a dramatic reduction in the relative price of capital. As a
result, it has been paid attention to the phenomenon of the labor
substitution by capitals, possibly resulting in the expansion of
unemployment in the Korean economy. In this paper, we examine to
what extent capital would replace labor, by estimating the elasticity
of substitution between labor and capital in Korean SMEs using the
CES production function. For the analysis, we construct a 6-—year
panel data using NICE Information data that contained detailed
financial and corporate information of SMEs. Our main findings are as
follows. First, the elasticity of substitution between labor and capital

of Korean SMEs was 0.275, indicating a weak alternative relationship
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between capital and labor. Moreover, we find that the possibility of
replacing labor with capital is higher in small businesses than in
mid—sized companies, with shorter ages of companies, and with lower

R&D costs to sales.

[Keywords] CES production function, elasticity of substitution, fixed

effect panel model, firm level panel data, capital cost
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