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Summary

Structure of Export Competition between Asian NIEs and Japan
in the U.S. Import Market and Exchange Rate Fffects

Jwa Sung-hee

This paper analyzes U.S. demand for imports from Asian NIEs and Japan, utilizing
the Almost Ideal Demand System (AIDS) developed by Deaton and Muellbauer, with
an emphasis on the effect of changes in the exchange rate.

The empirical model assumes a two-stage budgeting process in which the first stage
represents the allocation of total U.S. demand among three groups: the Asian NIEs and
Japan, six Western developed countries, and the U.S. domestic non-tradables and im-
port competing sector. The second stage represents the allocation of total U.S. imports
from the Asian NIEs and Japan among them, by country. According to the AIDS model,
the share equation for the Asia NIEs and Japan in U.S. nominal GNP is estimated as
a single equation for the first stage. The share equations for those five countries in total
U.S. imports are estimated as a system with the general demand restrictions of homogenei-
ty, symmetry and adding-up, together with polynomially distributed lag restrictions. The
negativity condition is also satisfied for all cases. The overall results of these complicated
estimations, using quarterly data from the first quarter of 1972 to the fourth quarter
of 1989, are quite promising in terms of the significance of individual estimators and
other statistics.

The conclusions drawn from the estimation results and the derived demand elasticities
can be summarized as follows:

First, the exports of each Asian NIE to the U.S. are competitive with (substitutes for)
Japan’s exports, while complementary to the exports of fellow NIEs, with the exception
of the competitive relation between Hong Kong and Singapore.

Second, the exports of each Asian NIE and of Japan to the U.S. are competitive with
those of Western developed countries’ to the U.S., while they are complementary to
the U.S.” non-tradables and import-competing sector.

Third, as far as both the first and second stages of budgeting are coneidered, the im-
ports from each Asian NIE and Japan are luxuries in total U.S. consumption. However,
when only the second budgeting stage is considered, the imports from Japan and Singapore
are luxuries in U.S. imports from the NIEs and Japan, while those of Korea, Taiwan and
Hong Kong are necessities.

Fourth, the above results may be evidenced more concretely in their implied exchange
rate effects. It appears that, in general, a change in the yen-dollar exchange rate will have
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at least as great an impact, on an NIE’s share and volume of exports to the U.S. though
in the opposite direction, as a change in the exchange rate of the NIE's own currency
vis-a-vis the dollar. Asian NIEs, therefore, should counteract yen-dollar movements in
order to stabilize their exports to the U.S.. More specifically, Korea should depreciate
the value of the won relative to the dollar by approximately the same proportion as
the depreciation rate of the yen vis-a-vis the dollar, in order to maintain the volume
of Korean exports to the U.S.. In the worst case scenario, Korea should devalue the won
by three times the maguitude of the yen’s depreciation rate, in order to keep market
share in the aforementioned five countries’ total exports to the U.S..

Finally, this study provides additional information which may support empirical fin-
dings on the competitive relations among the Asian NIEs and Japan. The correlation
matrices among the strutures of those five countries” exports to the U.S. during the 1970s
and 1980s were estimated, with the export structure constructed as the shares of each
of the 29 industrial sectors’ exports as defined by the 3 digit KSIC in total exports to
the U.S. from each individual country. In general, the correlation between each of the
four Asian NIEs and Japan, and that between Hong Kong and Singapore, are all far below
.5, while the ones among the Asian NIEs themselves (except for the one between Hong
Kong and Singapore) all greatly exceed .5.

If there exists a tendency on the part of the U.S. to import goods in each specific
sector from different countries in a relatively constant proportion, the export structures
of those countries will probably exhibit a high correlation. To take this hypothesis to
the extreme, if the U.S. maintained an absolutely fixed ratio between its imports from
any two countries for each of the 29 sectors, the correlation between the export struc-
tures of these two countries would be perfect. Therefore, since any two goods purchas-
ed in a fixed proportion could be classified as close complements, a high correlation
between export structures will imply a complementary relationship between them. Con-
versely, low correlation would imply a competitive relationship. According to this in-
terpretation, the pattern formed by the correlation coefficients among the five countries’
export structures to the U.S. are consistent with the empirical findings of the regression
analysis.
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Technical Inefficiency in Korea’s Manufacturing Industries

Yoo Seong-min

Lee In-chan

Research on technical efficiency, an important dimension of market performance, had
received little attention until recently by most industrial organization empiricists, the
reason being that traditional microeconomic theory simply assumed away any form of
inefficiency in production. Recently, however, an increasing number of research efforts
have been conducted to answer questions such as: To what extent do technical ineffi-
ciencies exist in the production activities of firms and plants? What are the factors ac-
counting for the level of inefficiency found and those explaining the interindustry
difference in technical inefficiency? Are there any significant international differences
in the levels of technical efficiency and, if so, how can we reconcile these results with
the observed pattern of international trade, etc.?

As the first in a series of studies on the technical efficiency of Korea’s manufacturing
industries, this paper attempts to answer some of these questions. Since the estimation
of technical efficiency requires the use of plant-level data for each of the five-digit KSIC
industries available from the Census of Manufactures, one may consture the findings
of this paper as empirical evidence of technical efficiency in Korea’s manufacturing in-
dustries at the most disaggregated level.

We start by clarifying the relationship among the various concepts of efficiency—
allocative effciency, factor-price efficiency, technical efficiency, Leibenstein’s X-efficiency,
and scale efficiency. It then becomes clear that unless certain ceteris paribus assumptions
are satisfied, our estimates of technical inefficiency are in fact related to factor price in-
efficiency as well.

The empirical model employed is, what is called, a stochastic frontier production func-
tion which divides the stochastic term into two different components—one with a sym-
metric distribution for pure white noise and the other for technical inefficiency with
an asymmetric distribution. A translog production function is assumed for the functional
relationship between inputs and output, and was estimated by the corrected ordinary
least squares method. The second and third sample moments of the regression residuals
are then used to yield estimates of four different types of measures for technical (in)
efficiency. '

The entire range of manufacturing industries can be divided into two groups, depen-
ding on whether or not the distribution of estimated regression residuals allows a suc-
cessful estimation of technical efficiency. The regression equation employing value added
as the dependent variable gives a greater number of “successful” industries than the one
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using gross output. The correlation among estimates of the different measures of effi-
ciency appears to be high, while the estimates of efficiency based on different regres-
sion equations seem almost uncorrelated. Thus, in the subsequent analysis of the
determinants of interindustry variations in technical efficiency, the choice of the regres-
sion equation in the previous stage will affect the outcome significantly.

Illegal Transactions and Import Restriction Policy

Lee Hong-gue

Illegal transactions such as blackmarketing and smuggling allegedly result from too
restrictive trade policies. A recent U.S. Senate hearing on the blackmarketing of American
goods imported into Korea for the purpose of supporting United States troops and their
dependents stationed in Korea concluded with the allegation that Korea’s highly restric-
tive trade practices are responsible for the emergence of the black market. It has also
suggested that the removal of such restrictive trade policies would eliminate black market
activities.

This study addresses the relationship between trade policy and blackmarketing by
investigating whether trade liberalization results in the reduction of illegal transactions,
and whether the eradication of blackmarketing indeed improves social welfare.

When both legally imported goods and illegally exchanged items command the same
price, trade liberalization, meaning a decrease in tariff rates or an increase in import quotas,
will increase the quantity of legal imports at the expense of illegally transacted goods
on the black market. But the price of legally imported goods usually differs from that
of illegally sold ones. In this case, a change in the relative prices of these two groups
of goods due to a change in trade policy will give rise to income, as well as substitution,
effects. Initially, a decrease in the import price due to a decrease in import tax rates or
an increase in the allotted quota will reduce illegal transactions, since the decrease in
the import price will induce the substitution of legal imports for illegally exchanged,
but otherwise, identical goods. On the other hand, the demand for the illegally tran-
sacted goods will rise, because of the income effect of the reduced import price. Thus,
assuming the positive income effect overwhelms the negative substitution effect, the
demand for illegal goods will increase, thwarting the reduction of blackmarketing through
trade liberalization.

Yet, stepping up the enforcement measures which are geared to preventing
blackmarketing itself will drastically reduce the extent of illegal transactions, since it in-
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creases the cost of blackmarketing and hence the price of the illegally transacted goods.

What this study suggests is that the emergence of the black market in Korea should
be attributed more to the excessive supply of duty-free goods imported through U.S.
commissaries and exchanges than to the excessive demand for foreign goods.

On the other hand, blackmarketing, in most cases, improves economic welfare, since
it constitutes an increase in the “actual” amount of imported goods. Suppressing
blackmarketing through stepped-up enforcement methods is beneficial only when the
substitution effect of the legally transacted goods resulting from the increase in the price
of the illegal goods prevails, since the increase in the demand for legal imports must
override the decrease in the demand for black market goods as well as the negative in-
come effect.

Underpricing of Initial Offerings
and the Efficiency of Investments

Nam Il-chong

The underpricing of new shares of a firm that are offered to the public for the first
time (initial offerings) is well known and has puzzled financial economists for a long time
since it seems at odds with the optimal behavior of the owners of issuing firms. Past
attempts by financial economists to explain this phenomenon have not been successful
in the sense that the explanations given by them are either inconsistent with the equilibrium
theory or implausible. Approaches by such authors as Welch or Allen and Faulhaber
are no exceptions. In this paper, we develop a signalling model of capital investment
to explain the underpricing phenomenon and also analyze the efficiency of investment.

The model focuses on the information asymmetry between the owners of issuing firms
and general investors. We consider a firm that has been owned and operated by a single
owner and that has a profitable project but has no capital to develop it. The profit from
the project depends on the capital invested in the project as well as a profitability
parameter. The model also assumes that the financial market is represented by a single
investor who maximizes the expected wealth. The owner has superior information as
to the value of the firm to investors in the sense that it knows the true value of the
parameter while investors have only a probability distribution about the parameter. The
owner offers the representative investor afraction of the ownership of the firm in return
for a certain amount of investment in the firm. This offer condition is equivalent to the
usual offer condition consisting of the number of issues to sell and the unit price of a
share. Thus, the model is a signalling game.

Using Kreps’ criterion as the solution concept, we obtained an essentially unique
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separating equilibrium offer condition. Analysis of this separating equilibrium shows that
the owner of the firm with high profitability chooses an offer condition that raises an
amount of capital that is short of the amount that maximizes the potential profit from
the project. It also reveals that the fraction of the ownership of the firm that the represen-
tative investor receives from the owner of the highly profitable firm in return for its
investment has a value that exceeds the investment. In other words, the initial offering
in the model is underpriced when the profitability of the firm is high. The source of
underpricing and underinvestment is the signalling activity by the owner of the highly
profitable firm who attempts to convince investors that his firm has a highly profitable
project by choosing an offer condition that cannot be imitated by the owner of a firm
with low profitability.

Thus, we obtained two main results. First, underpricing is a result of a signalling ac-
tivity by the owner of a firm with high profitability when there exists information asym-
metry between the owner of the issuing firm and investors. Second, such information
asymmetry also leads to underinvestment in a highly profitable project. Those results
clearly show the underpricing entails underinvestment and that information asymmetry
leads to a social cost as well as a private cost. The above results are quite general in
the sense that they are based upon a neoclassical profit function and full rationality of
economic agents.

We believe that the results of this paper can be used as a basis for further research
on the capital investment process. For instance, one can view the results of this paper
as a subgame equilibrium in a larger game in which a firm chooses among diverse ways
to raise capital. In addition, the method used in this paper can be used in analyzing a
wide range of problems arising from information asymmetry that the Korean financial
market faces.

On the Incidence of Redistributive Capital Taxations

Moon Hyung-pyo

This paper examines the redistributive potential of capital taxations within the two-
class overlapping generations model, where only capitalists are intergenerationally link-
ed through heritable capital stocks.

In particular, the dynamic welfare incidence of two different capital taxations is ex-
amined; first a capital income tax levied uniformly on interest earnings, and second, an
estate tax levied on the intergenerational transfers of capital stock within the capitalists’
families.

Redistributive effects are measured by examining how the permanent and unanticipated
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changes in proportional capital income tax and estate tax rates affect workers’ welfare
when the proceeds in each period are distributed, in a lump-sum fashion, among young
workers.

It is shown that, except for in the short run, both the capital taxes are ineffective and
may actually lower the workers’ steady state welfare through the shifting of tax burden
toward workers from capitalists. Differential incidence analysis shows that redistributive
potential is diminished further when the lump-sum transfers are financed by the estate
tax rather than by the capital income tax.

Although the model examined in this paper is based on simple and strong assump-
tions, this study suggests that redistributive policy using the capital taxations may only
have distortionary effects in the long run, without improving workers’ welfare, by in-
curring dead-weight loss unless additional fiscal measures are 1mplemented to increase
the investment incentives.

The Economic Effects of Tax Incentives for Housing Owners:
An Overview and Policy Implications

Kim Myong-sook

Housing owners in Korea have a variety of tax advantages such as income tax exemp-
tion for the imputed rent of owner-occupied housing, exemption from the capital gains
tax and deduction of the estate tax for one-house households.

These tax reliefs for housing owners not only conflict with the principle of horizontal
and vertical equity, but also lead to resource misallocation by distorting the housing market,
and thus bring about regressive distribution effects. Particularly in the case of Korea with
its imperfect capital market, these measures exacerbate the inter-class inequality of housing
ownership as well as inequalities in wealth, by causing the affluent to demand needless-
ly large housing, while the poor and young experience difficulties in purchasing residential
properties.

Therefore, the Korean tax system must be altered as follows in order to disadvantage
owner-occupiers, especially those owners of luxury housing. These alterations will pro-
mote housing-ownership, tax burden equity, efficiency of resource allocation, as well
as the desirable distribution of income.

First, income tax deductions for the rent payments of tenants are recommended. Ideally,
the way of recovering the fiscal equivalence between the owner-occupiers and tenants
is to levy an income tax on the former’s imputed rents, and if necessary to give them
tax credits. This, however, would be very difficult from a practical viewpoint, because
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the general public may perceive the concept of “imputed rent” as cumbersome. Com-
puting the imputed rent also entails administrative costs, rendering quite reasonable, the
continued exemption of imputed rent from taxation with the simultaneous deduction
in the income tax for tenants. This would further enhance the administrative efficiency
of income tax collection by easing assessment of the landlord’s income.

Second, a capital gains tax should be levied on the one-house household, except with
the postponement of payments in the case that the seller purchases higher priced pro-
perty. Exemption of the capital gains tax for the one-house household favors those who
have more expensive housing, providing an incentive to the rich to hold even larger
residences, and to the constructors to build more luxurious housing to meet the demand.
So it is not desirable to sustain the current one-house household exemption while mere-
ly supplementing it with fastidious measures. Rather, the rule must be abolished com-
pletely with the concurrent reform of the deduction system and lowering of the tax rate,
measures which the author believes will help optimize the capital gains tax incidence.

Finally, discontinuation of the housing exemption for the heir is suggested. Conse-
quent increases in the tax burden of the middle class could be mitigated by a reduction
in the rate. This applies to the following specific exemptions as well, namely, for farm
lands, meadows, woods, business fields—to foster horizontal equity, while denying
speculation on land that leads to a loss in allocative efficiency.

Moreover, imperfections in the Korean capital market have disallowed the provision
of long term credit for housing seekers. Remedying these problems is essential to the
promotion of greater housing ownership by the low and middle income classes. It is
also certain that a government subsidy be focused on the poorest of the poor who can-
not afford even to think of owning a housing.
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