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Abstract

A Study on Optimum Cost of Invested Capital Estimation
for Korean Defense Industry

Sohn Sang-Kyun' - Park Joon-Ho™ - Lee Jin-Seek™

There have been many conflicts about overcompensation and undercompensation
of the cost of invested capital between DAPA and defense firms in the Korean
defence industry. Under the recent low interest economic condition, the government
and DAPA continuously reduced the range and the rate of compensation. This
paper aims to examine the validity of these changes made in the compensation
system through various simulations. The new compensation policy was made
during 2015~2016 and it reduced the compensation rate by approximately 31%
compared to that of 2012. This reduced rate was 0.75%p lower than the Weighted
Average Compensation Cost. In other words, the compensation rate is relatively
lower in the defense industry compared to that of the other industry such as gas
and electricity. It is estimated that the cost of invested capital in the defense
industry is undercompensated due to Reverse Averch-Johnson effect.

If the government compensate better for the cost of invested capital, the firms
may expand their investment in the facility and equipment to factory automization
that could eventually improve the labor centered nature of the defense industry.
This may enhance the cost efficiency of the defense industry, which would

contribute to the wealth of the nation.

Keywords : Defence Industry, Cost of Invested Capital, WACC, Reverse A-]J Effect
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