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I think we have to look the frictions in the face and see if they are really

so refractory after all. (Hicks, 1935)
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Summary

Economic Effects of the Privatization of the Public
Enterprises through the People’s Share Program

Song Dae-hee
Song Myung-hee

In 1988, the government provided to the low income people 34.1% of the stocks
of Pohang Iron & Steel Company through the People’s Share Program of Privatization
for the first time, and then in 1989 21 % of the share of the Korea Electric Power Cor-
poration were also provided to the low income classes through the same way. The pur-
pose of the People’s Share Program was known to be to support the low income classes
through participating the profit of public enterprises, and also to expand the capital market
through the diversification of stock holding structure.

Initially, the government planned that the government share of enterprises such
as the Citizens National Bank, the Korea Telecommunication Authority would be sold
to the low income classes through the People’s Share Program step by step. The income
support policy, however, was no longer driven after 1989 when the overall stock prices
started to decline.

In this paper we tried to measure the effect of the privatization scheme of the public
enterprises through the People’s Share Program. The problems of the People’s Share Pro-
gram of the Pohang Iron & Steel Commpany and the Korea Electric Power Corperation
were also identified. Several implications of the privatization scheme of the public enter-
prise through the People’s Share Program by stages were found.

The People’s Share Program was found to be a non-stable policy measure for the
income support of low income classes. The efficiency impact of the privatization through
the People’s Share Program was found to be non-significant.

Economic Effects of Eliminating Trade Barriers
under Imperfect Competition

Lee Hong-gue

Recent studies on the economic effects of trade liberalization and economic integra-
tion have emphasized the significant gains associated with product differentiation and
scale economies. Securing access to markets in other countries will make it possible to
increase product variety and capture scale economies, thus, expanding the gains from
trade. Liberalization is also expected to introduce foreign competition into the previous-
ly closed market. Concurrently, the liberalization will improve the competitive market
environment for firms selling in the domestic market. Firms will be pressed to either
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exit or reduce cost. The output per firm, then, will increase due to the exit of rival firms,
and the average total cost will decline due to the economies of scale. ‘Rationalization’
of the production process will eventually follow.

This paper addresses the economic effects of (counterfactual) bilateral tariff elimina-
tion between Korea and Japan. It computationally assesses the gains from liberalization
as well as the resource allocations and welfare effects associated with the tariff reduc-
tion. The endogenous determination of the key parameters distinguishes this paper from
others. The firm’s perceived elasticity of demand and elasticity of substitution in the
present model are calibrated to be consistent with the base year data. Korea, Japan, and
the rest of the world are modeled explicitly. The sectoral coverage of the model includes
twenty-three tradable product categories based on three-digit SITC industries and seven
nontradable categories based on one-digit SITC industries. Product categories are also
classified into perfectly competitive and imperfectly competitive ones. In the imperfect-
ly competitive industries, product differentiation exists at the firm level, while the perfectly
competitive industries are characterized by national product differentiation.

The simulation results of bilateral tariff reduction are reported. Tariff elimination
tends to increase intra-industry trade flows so that the total amount of exports and im-
ports of both countries expand. Yet, Japan is expected to increase the bilateral trade surplus
in the wake of the mutual tariff reduction. Terms-of-trade for Korea will not change,
while for Japan it will deteriorate. Equivalent variations reflecting the change in con-
sumer surplus (welfare) will favor Korean consumers. Total output, however, will not
change substantially, recording 0.5-and 0.6 % for Japan and Korea, respectively. An in-
teresting finding in the analysis is that the gains from increased competition and scale
efficiency are not as prevailing as expected in theory.

An Analysis of Imports by Domestic Producers
of Competing Goods

Nam Il-chong

At the outset of import liberalization, most economists expected a significant drop
in the prices of domestic goods that faced foreign competition. However, it is now general-
ly acknowledge that a significant drop in prices of those goods has not occurred. A com-
mon claim is that the prices did not drop significantly because the major importers of
many imported goods were also the domestic producers of competing goods. The ob-
jective of this paper is to analyze the welfare effect of importation by domestic firms
that produce competing goods, to identify the factors that facilitate such business prac-
tices, and to formulate a policy that could improve the welfare.

We proved that importation by competing domestic firms definitely raises the prices
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of both imported and domestic goods compared to the situation where foreign goods
are imported by non-producers, ceteris paribus. The intuition behind this result is that
since a producer-importer is essentially a cartel, its overall profit maximization requires
reduced competition between the products that it sells. On the other hand, if a producer-
importer is more efficient at distrinbution than a simple importer, the comparison bet-
ween the two cases is a priori indeterminate.

We also find that the industries in which domestic producers are actively involved
in importing competing goods are the ones in which the distribution channels are tight-
ly controlled by importer-producers. This finding suggests that exclusive dealing con-
tracts, which work as an entry barrier, may be the source of importing by domestic
producers. We argue that in a country such as Korea, where financial market is highly
incomplete, tight control of the distribution channels by oligopolistic manufacturers is
likely to be an effective entry barrier that leads to importing by domestic producers
of similar goods. We further argue that seemingly superior distribution costs of importer-
producers is likely to be a result of market foreclosure which would disappear once the
entry barrier of exclusive dealing contracts is removed.

Above findings suggest that market imperfections are the source of importation
by domestic competitors, which in turn constitutes a market imperfection in itself and
reduces consumer welfare. As potential remedies, we considered three alternatives; direct
price control by the government over the imported goods sold by major domestic pro-
ducers, regulation of trade itself between major producers, and regulation of exclusive
dealing contracts. For reasons both theoretical and pratical, we find that the last alter-
native is the most attrative. Prohibiting exclusive contracts between manufacturers and
dealers in industries where exclusive dealing contracts are a significant entry barrier is
expected to break up the importer-producer cartel and improve the welfare.

Korea’s Stage of Technological Development and
Efficiency Oriented Technology Policy

Seong So-mi

Many economists and policymakers regard the ratio of R&D investment to GNP
to be a good indicator of a nation’s technological capabilities. Consequently, their major
policy recommendation to promote technological development is a rapid expansion in
R&D investment. However, a low R&D ratio does not necessarily mean less efforts at
technological advancement since the composition of technologies to be developed varies
depending upon the stage of economic development. ’

Technology policy to improve the international competitiveness of domestic in-
dustries should be based on the stage of economic development and present technological
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status rather than on a simple comparison with advanced countries. At Korea's stage
of development, maximizing the efficiency of R&D investment is more important than
enlarging the size of the investment.

Strategic alliances between domestic firms and foreign enterprises should be en-
couraged to save time and costs involved in acquiring new technologies and learning
how to use them. The government should establish institutional devices to stimulate private
enterprises to internationalize their business activities such as R&D, production, and
marketing. The government should also promote the development of domestic and in-
ternational R&D networks, which can serve as the infrastructure for technological in-
novations.

Scale and Scope Economies and Prospect
for the Korea’'s Banking Industry

Jwa Sung-hee

This paper estimates a translog cost function for the Korea’s banking industry and
derives various implications on the prospect for the Korean banking structure in the future
based on the estimated efficiency indicators for the banking sector.

The Korean banking industry is permitted to operate trust business to the full ex-
tent and the security business to a limited extent, while it is formally subjected to the
strict, specialized banking system. Security underwriting and investment businesses are
allowed in a very limited extent only for stocks and bonds of maturity longer than three
year and only up to 100 percent of the bank paid-in capital. Until the end of 1991, the
ceiling was only up to 25 percent of the total balance of the demand deposits. However,
they are prohibited from the security brokerage business. While the in-house integra-
tion of security businesses with the traditional business of deposit and commercial len-
ding is restrictively regulated as such, Korean banks can enter the security business by
establishing subsidiaries in the industry.

This paper, therefore, estimates the efficiency indicators as well as the cost func-
tions, identifying the in-house integrated trust business and security investment business
as important banking activities, for various cases where both the production and the
intermediation function approaches in modelling the financial intermediaries are separately
applied, and the banking businesses of deposit, lending and security investment as one
group and the trust businesses as another group are separately and integrally analyzed.
The estimation results of the efficiency indicators for various cases are summarized in
Table I and Table 2.

First, security businesses exhibit economies of scale but also economies of scope
with traditional banking activities, which implies that in-house integration of the bank-
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ing and security businesses may not be a nonoptimal banking structure. Therefore, this
result further implies that the transformation of Korea’s banking system from the cur-
rent, specialized system to the universal banking system will not impede the improve-
ment of the banking industry’s efficiency.

Second, the lending businesses turn out to be subjected to diseconomies of scale,
while exhibiting unclear evidence for economies of scope. In sum, it implies potential
efficiency gain of the continued in-house integration of the lending activity.

Third, the continued integration of the trust businesses seems to contribute to im-
proving the efficiency of the banking businesses, since the trust businesses exhibit
economies of scope.

Fourth, deposit services and fee-based activities, such as foreign exchange and credit
card businesses, exhibit economies of scale but constant returns to scope, which implies,
the possibility of separating those businesses from other banking and trust activities. The
recent trend of the credit card business being operated separately from other banking
activities by an independent identity in Korea as well as in the global banking market
seems to be consistent with this finding. Then, how can the possibility of separating
deposit services from the remaining activities be interpreted?

If one insists a strict definition of commercial banking that is confined to deposit
and commercial lending activities, separating the deposit service will suggest a resolu-
tion or a disappearance of banking, itself. Recently, however, there has been a sugges-
tion that separating banks’ deposit and lending activities by allowing a depository
institution which specialize in deposit taking and investing deposit fund only in the safest
securities such as government securities to administer the deposit activity will alleviate
the risk of a bank run. This method, in turn, will help improve the safety of the pay-
ment system (Robert E. Litan, What should Banks Do? Washington, D.C., The Brook-
ings Institution, 1987).

In this context, the possibility of separating the deposit activity will imply that a
new type of depository institution will arise naturally without contradicting the efficiency
of the banking businesses, as the size of the banking market grows in the future. Moreover,
it is also interesting to see additional evidences confirming this statement that deposit
taking and security business are cost complementarity but deposit taking and lending
businesses are cost substitute (see Table 2 for cost complementarity relationship in Korea’s
banking industry).

Finally, it has been observed that the Korea’s banking industry is lacking in the
characteristics of natural monopoly. Therefore, it may not be optimal to encourage the
merger and acquisition in the banking industry only for the purpose of improving the
efficiency.
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Examination of the Restructuring of Korean Economy:
Simulation of the Multisector Model

Kim Jung-ho
Park Jun-kyung

The Korean economy has sustained high growth rate for almost three decades, that
have been associated with the rapid expansion of manufacturing industries. In the begin-
ning stage of development, the high growth of the Korean economy has been based
on improvements in productivity obtained by the economies of scale. In that period,
the improvements in productivity could be secured by the economies of scale in the
export-oriented industries which are the labor- and material-intensive industries.

In the latter half of the 1980s, the Korean economy went through rapid transition.
Now Korea is at another juncture in its development process, where economic restruc-
turing is critical to sustain high growth. However, economic restructuring in the 1990s
call for much more concerted effort than before, since changes in internal and external
conditions have profoundly altered the environment for economic development. If Korea
is to sustain high growth in the 1990s, it has to promote balanced economic and social
development in coordination with the smooth facilitation of industrial restructuring. There
are no inherent conflicts among the issues involved, so they can be resolved by restruc-
turing the economy to facilitate, in a global context, the development of knowledge-
and technology-intensive activities and to ensure that the benefts of growth are reflected
of qualitative improvements in national living standards.

In this paper, we examined a scenario of structural changes using a mid- and long-
term multisector model, in order to understand the conditions needed for realizing the
growth potential. This examination explains the important features of the development
course and policy directions that will help sustain high growth in the 1990s.

An Overlapping Types Model and the Pure Medium
of Exchange Role of Fiat Money

Park Woo-kyu

Any money model should address the most important phenomenon of a monetary
economy, which is the phenomenon of the rate of return dominance. Even if the holding
returns on financial or nonfinancial assets are higher than the rate of return on fiat money
holding, which is typically zero, people still hold and use money. In a period of accelerating
inflation, number of dominating assets increases continuously, yet people continue to
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hold and use money. Wallace's (1980) overlapping generations model cannot address
the rate of return dominance phenomenon. His model does not capture the mediun of
exchange role of fiat money. In this paper, an overlapping types model of fiat money
is constructed, in which different types of consumers have different preferences on dif-
ferent types of goods, are endowed with different types of goods, are located at seperated
regions, and live for only two periods. In this model, people hold and use money despite
the dominating assets, even if inflation accelates. Money in this case serves as a pure
medium of exchange, whereas in Wallace’s model, money serves as a pure store of value,
and money disappears if a dominating asset exists.

An interesting feature of the overlapping types model presented in this paper is
that money does not provide a cheap approximation to an idealized and efficient real
allocation. A monetary economy is always superior to a nonmonetary economy, because
money helps overcome the incompleteness of the overlapping types friction. In a monetary
economy, however, a pareto optimal allocation cannot always be achieved, because money
cannot always overcome the overlapping types friction itself.

Therefore, with the criterion of optimality of real allocations, the monetary economy
is more optimal than a nonmonetary economy but less optimal than a complete Arrow-
Debreu economy.

This feature has important implications on macro modelling. Because of the dif-
ficulty in introducing money into a macro model in an essential and endogenous man-
ner as in the overlapping types model of this paper, a macro model typically ignores
money and studies real allocations without the money factor. The possible inefficiencies
of a monetary economy, relative to a complete real Arrow-Debreu economy, may in-
dicate differences in real allocations between the two models.
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