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Summary

The Changes and the Determinants of Korea’s Market Share
in U.S., Japanese, and Other OECD Imports

Yoo Jung-ho

This paper examines Korea's exports of manufactures to the United States, Japan,
and other OECD member countries in the 1974-89 period, focusing on the market share
in the trade partners’ imports. It decomposes the growth of exports into various effects,
following the “constant-market-shares” analysis. For this purpose, the entire period is
divided into three subperiods: 1974-78, 1978-83, and 1983-89. The paper also estimates
a regression model of the market share determination, using the data of Korea’s market
share in U.S. imports.

In the three subperiods under study, Korea’s exports grew at different paces for
varied reasons. The average annual growth rate was 28 %, 11%, and 21 %, respectively.
A large drop in the “competitiveness effect”, that is, in the market-share growth rate,
was mainly responsible for the decline in the export growth rate. The largest drop in
the competitiveness effect was found in the light manufactures exports in the second
period. The market share did not regain the rapid growth momentum. The main reason
for the rise in export growth rate in the last subperiod was the “market-size effect’—a
rise in the growth rate of the trade partners’ imports.

According to the regression results, high intensities in physical and human capital
tended to lower the Korean manufacturing industries’ market shares in the United States.
This negative correlation was stronger in the case of human capital intensity, suggesting
that Korea is relatively poorer in human capital endowment than in physical capital en-
dowment when compared to the United States. This negative correlation between the
market share and each of the two intensities became weaker overtime. This may be in-
terpreted as the consequence of both physical and human capital accumulation which
were faster than the labor force growth. Depreciation of the Japanese yen was estimated
to have a negative influence on the Korean manufacturing industries’ market share in
the United States, and this negative influence became stronger each year in the 1980s.
This seems to reflect the intensifying competition between the two countries’ exports
in U.S. import markets.

The Heavy and Chemical Industry Policy of the 1970s, which promoted a number
of selected industries by providing them with various incentives and inevitably
discriminated against the rest of the industries, was estimated to have had strong negative
effects on the export performance of the light manufacturing industries.

This finding and the largest decline in the “competitiveness effect”—found in the
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light manufactures exports in the 1978-83 period—indicate that the Heavy and Chemical
Industry Policy was mainly accountable for the drop jn the export growth rate during
the period. On the other hand, the rise in export growth rate during the subsequent
subperiod was greatly impacted by the large scale exchange rate realignments of major
currencies, especially by the appreciation of the Japanese yen, and other changes in in-
ternational economic conditions.

In Search of “Excess Competition”’

Nam Il-chong
Kim Jong-seok

Korean firms of all sizes, from virtually every industry, have used and are using
the term “excessive competition” to describe the state of their industry and to call for
government interventions. Moreover, the Korean government has frequently respond-
ed to such calls in various ways favorable to the firms, such as controlling entry, curbing
capacity investments, or allowing collusion. Despite such interventions’ impact on the
overall efficiency on the Korean economy as well as on the wealth distribution among
diverse groups of economic agents, the term “excessive competition”, the basis for the
interventions, has so far escaped rigorous scrutiny. The objective of this paper is to clarify
the notion of “excessive competition” and “over-investment” which usually accompanies
“excessive competition”, and to examine the circumstances under which they might occur.

We first survey the cases where the terms are most widely used and proceed to
examine those cases to determine if competition is indeed excessive, and if so, what causes
“excessive competition”. Our main concern deals with the case in which the firms must
make investment decisions that involve large sunk costs while facing uncertain demand.
In order to analyze this case, we developed a two period model of capacity precommit-
ment and the ensuing competition. In the first period, oligopolistic firms make capacity
investments that are irreversible. Demand is uncertain in period 1 and only the distribu-
tion is known. Thus, firms must make investment decisions under uncertainty. In the
second period, demand is realized, and the firms compete with quantity under realized
demand and capacity constraints.

In the above setting, we find that there is “no over-investment,” en ante, and there
is “no excessive competition,” ex post. As measured by the information available in period
1, expected return from investment of a firm is non-negative, overall industry capacity
does not exceed the socially optimal level, and competition in the second period yields
an outcome that gives each operating firm a non-negative second period profit. Thus,
neither “excessive competition” nor “over-investment” is possible. This result will generally
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hold true if there is no externality and if the industry is not a natural monopoly.

We also extend this result by examining a model in which the government is an
active participant in the game with a well defined preference. Analysis of this model
shows that over-investment arises if the government cannot credibly precommit itself
to non-intervention when ex post idle capacity occurs, due to socio-political reasons.
Firms invest in capacities that exceed socially optimal levels in this case because they
correctly expect that the government will find it optimal for itself to intervene once
over-investment and ensuing financial problems for the firms occur. Such planned over-
investment and ensuing government intervention are the generic problems under the
current system. These problems are expected to be repeated in many industries in years
to come, causing a significant loss of welfare in the long run.

As a remedy to this problem, we recommend a non-intervention policy by the
government which creates and utilizes uncertainty. Based upon an argument which is
essentially the same as that of Kreps and Wilson in the context of a chain-store game,
we show that maintaining a consistent non-intervention policy will deter a planned-over-
investment by firms in the long run. We believe that the results obtained in this paper
has a direct bearing on the public policies relating to many industries including the petro-
chemical industry that is currently in the center of heated debates.

The Rate Schedule of Income Tax and Vertical Equity

Roh Kee-sung

The purpose of this paper is to determine whether the rate schedule of the Korean
income tax system embodies the theoretically desirable distribution of the tax burden
by income classes. The paper follows the approach of Young (1990) who has estimated
the utility function and calculated the magnitude of sacrifice, i.e., the tax burden.

The main point of the study is to estimate the utility function. The estimation results
may differ if different data sets are used. Therefore, this paper employs the effective
as well as the nominal tax rate schedule.

The findings derived in this paper are 1) that the effective rate schedule is more
appropriate in estimating the utility function; 2) that the middle class has born the relatively
heavier burden over time; 3) that the current income tax credit scheme curtails the tax
burden on the middle class while intensifying the tax burden of the lower and upper
income classes; 4) that reducing the amount of deduction moves the distribution of tax
burdens by income classes closer to the theoretically desirable model; 5) that the rate
schedule of the Korean income tax system, particularly in 1991, did not conform to the
desired model as did the tax systems of developed countries such as the United States,
Italy, Japan, and Germany.
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Structural Adjustment of Domestic Firms in the Era
of Market Liberalization

Seong So-mi

Market liberalization progressing simultaneously with high and rapidly rising
domestic wages has created an adverse business environment for domestic firms. Korean
firms are losing their international competitiveness in comparison to firms from LDC(Less
Developed Countries) in low-tech industries. In high-tech industries, domestic firms without
government protection (which is impossible due to the liberalization policy and the cur-
rent international status of the Korean economy) are in a disadvantaged position relative
to firms from advanced countries.

This paper examines the division of roles between the private sector and the govern-
ment in order to achieve a successful structural adjustment, which has become the im-
pending industrial policy issue caused by high domestic wages, on the one hand, and
the opening of domestic markets, on the other. The micro foundation of the economy-
wide structural adjustment is actually the restructuring of business portfolios at the firm
level. The firm-level business restructuring means that firms in low-value-added businesses
or with declining market niches establish new major businesses in higher value-added
segments or growing market niches.

The adjustment of the business structure at the firm level can only be accomplish-
ed by accumulating firm-specific managerial assets necessary to establish a new business
structure. This can be done through learning-by-doing in the whole system of manage-
ment, including research and development, manufacturing, and marketing. Therefore,
the voluntary cooperation among the people in the company is essential for making the
cost of the learning process lower than that at the competing companies. Hence, firms
that attempt to restructure their major businesses need to induce corporate-wide par-
ticipation through innovations in organization and management, encourage innovative
corporate culture, and maintain cooperative labor unions.

Policy discussions on structural adjustments usually regard firms as a black box behind
a few macro variables. But in reality, firm activities are not flows of materials but rela-
tionships among human resources. The growth potential of companies are embodied
in the human resources of the firm; the balance of interest among stockholders, managers,
and workers of the company brings the accumulation of the company’s core competen-
cies. Therefore, policymakers and economists shoud change their old concept of the firm
as a technological black box which produces a marketable commodities. Firms should
be regarded as coalitions of interest groups such as stockholders, managers, and workers.
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Consequently the discussion on the structural adjustment both at the macroeconomic
level and the firm level should be based on this new paradigm of understanding firms.

The government's role in reducing the cost of structural adjustment and suppor-
ting should the creation of new industries emphasize the following: First, government
must promote the competition in domestic markets by revising laws related to antitrust
policy, bankruptcy, and the promotion of small and medium-sized companies. General
consensus on the limitations of government intervention and the merit of deregulation
should be sought among policymakers and people in the business world. In the age of
internationalization, nation-specific competitive advantages cannot be exclusively in favor
of domestic firms. The international competitiveness of a domestic firm derives from
the firm-specific core competencies which can be accumulated by internal investment
and organization of the firm.

Second, government must build up a solid infrastructure of production factors in-
cluding capital, technology, manpower, and information. Structural adjustment often
entails bankruptcies and partial waste of resources. However, it is desirable for the govern-
ment not to try to sustain marginal businesses, but to support the diversification or restruc-
turing of businesses by assisting in factor creation. Institutional support for venture
businesses needs to be improved, especially in the financing system since many invest-
ment projects in venture businesses are highly risky, even though they are very promis-
ing. The proportion of low-value added production processes and declining industries
should be reduced by promoting foreign direct investment and factory automation.
Moreover, one cannot over-emphasize the importance of future-oriented labor policies
to be based on the new paradigm of understanding firm activities. The old laws and
instititutions related to labor unions need to be reformed.

Third, government must improve the regimes related to money, banking, and the
tax system to change business practices dependent on government protection or
undesirable in view of the evolution of the Korean economy as a whole. To prevent
rational business decisions from contradicting to the interest of the economy as a whole,
government should influence the business environment, not the business itself.
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A Test for Nonlinear Causality and Its Application to Money,
Production and Prices

Baek Ehung-gi

The purpose of this paper is primarily to introduce a nonparametric statistical tool
developed by Baek and Brock to detect a unidirectional causal ordering between two
economic variables and apply it to interesting macroeconomic relationships among money,
production and prices. It can be applied to any other causal structure, for instance, defense
spending and economic performance, stock market index and market interest rates etc.
A key building block of the test for nonlinear Granger causality used in this paper is
the correlation. The main emphasis is put on nonlinear causal structure rather than a
linear one because the conventional F-test provides high power against the linear causal
relationship. Based on asymptotic normality of our test statistic, the nonlinear causality
test is finally derived. Size of the test is reported for some parameters. When it is ap-
plied to a money, production and prices model, some evidences of nonlinear causality
are found by the corrected size of the test. For instance, nonlinear causal relationships
between production and prices are demonstrated in both directions, however, these results
were ignored by the conventional F-test. A similar results between money and prices
are obtained at high lag variables.

A Simple Test for Optimal Fiscal and Monetary Policy Regimes:
The Case of Korea

Whang Seong-hyeon

The optimal choice of the tax rate and the inflation rate framework is extended
to yield relevant interpretations for the optimal fiscal and monetary policy regime in
Korea. To study the relationship between the government budget and monetary growth
in different environments of policy coordination, two models assuming different degrees
of fiscal dominance are developed. By modelling differing institutional arrangements of
the fiscal and the monetary authority from an optimal government finance viewpoint,
we find the optimal relationship among some important fiscal and monetary variables.
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By testing the existence of the relationship empirically, we find the characteristics of
the optimal policy-mix regime in Korea.

The first model—the strong from of fiscal dominance—studies the optimal collec-
tion of seigniorage in a period-by-period optimization with standard assumptions on the
income velocity of money, deriving a general testable result: the optimal inflation/tax
rate ratio co-vary with the marginal revenue ratio. The second model—the weak form
of fiscal dominance—studies an implication of the inflationary bias of discretionary
monetary policy in the presence of fiscal side distortions. This model shows that the
tax rate and the inflation rate can have a positive correlation.

Empirical tests of the theoretical results are done for the Korean economy for
1972-1989 period. The test results show that the macroeconomic policy regime in Korea
can be characterized by the strong form of fiscal dominance, implying the importance
of the government budget in explaining money growth and inflation.

Prospects for North Korea’s External Opening Policy and
North-South Korean Economic Relations

Yeon Ha-cheong
Kim Hyong-won

The promotion of economic exchange and cooperation between North and South
Korea is significant in two ways. First, the pursuit of economic interest can lead gradual-
ly to the unification of the national economies. Second, economic relations can serve
as the first stride toward political reunification.

There are, however, many difficulties in conceiving a strategy for economic coopera-
tion between North and South Korea because of their differences in ideology and socio-
economic system. Under these circumstances, a bid by either the North or the South
to consider its specific ideology or socio-economic system absolute and to impose them
on the other side would inevitably lead to confrontation and collision and deepen the
division of the country. Therefore, steps to expand and develop economic and
technological cooperation and comprehensive exchanges between the North and the
South, with due regard to the development of bilateral relations, are in full accord with
the interests of the both sides.

It is clear that North Korea's changing attitude toward its environmental conditions
is neither a policy of opening nor an ideological shift toward pragmatism, as has occur-
red in the Eastern European countries. Instead, it is a temporary tactic for breaking out
of the economic stagnation caused by its rigid economic structure. In this light, we must
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