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The Rice Price Support Program in the midst of Structural Change

Kim Ji-hong

Encouraged by the investment in the rice paddy, the introduction of new varieties
(Tong-Il), and the price support program, there has been great success in increasing rice
production. Meanwhile, the demand for rice has decreased rapidly as per capita income
continues to rise. Rice self-sufficiency has been attained, and a new over-supply pro-
blem is emerging. Moreover, the Uruguay Round Agricultural Negotiation would pro-
hibit government price support for agricultural products.

In October the Korean government decides the government purchase amount and
support price, which works as the price guideline. All interested parties exert political
efforts to influence the decision. The continued increase of the government purchase
price of rice due to political pressure pushed the government purchase price above the
market wholesale price in 1988. Also, the farmers preferred to sell to the government
than to the wholesaler. This has discouraged the market mechanism, and the govern-
ment is to take over the three functions of the market mechanism: stockpiling, seasonal
price fluctuation adjustment, and circulation. Another big increase may cause the govern-
ment purchase price to rise above the consumer price, which might lead to arbitrage
opportunities for the farmers and suffocate the market mechanism.

However, the current political situations limits the options for the Korean govern-
ment. This paper argues that a supply control policy will reduce the social cost resulting
from the high level of producer price support, and it proposes several second best policies:
First, the production of new varieties should be reduced rapidly. Second, the old rice
in the government warehouse should be auctioned or disposed of in order to reduce
the government handling and management costs. Third, the acreage diversion program
should be launched in order to control rice paddy acreage. Fourth, a social welfare pro-
gram in rural areas should be introduced, since the share of population over 60 is in-
creasing rapidly. Fifth, instead of the price support which is forbidden by the Uruguay
Round, Korea should restructure the agricultural industry by developing new crops, by
enhancing productivity and by improving the agricultural infrastructure.
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Rapid Rural-Urban Migration and the Rural Economy in Korea

Lee Bun-song

Two opposing views prevail regarding the economic impact of rural out-migration
on the rural areas of origin. The optimistic neoclassical view argues that rapid rural out-
migration is not detrimental to the income and welfare of the rural areas of origin, whereas
Lipton (1980) argues the opposite.

We developed our own alternative model for rural to urban migration, appropriate
for rapidly developing economies such as Korea’s. This model, which adopts interna-
tional trade theories of nontraded goods and Dutch Disease to rural to urban migration
issues, argues that rural to urban migration is caused mainly by two factors: first, the
unprofitability of farming, and second, the decrease in demand for rural nontraded goods
and the increase in demand for urban nontraded goods. The unprofitability of farming
is caused by the increase in rural wages, which is induced by increasing urban wages
in booming urban manufacturing sectors, and by the fact that the cost increases in farm-
ing cannot be shifted to consumers, because farm prices are fixed worldwide and because
the income demand elasticity for farm products is very low. The demand for nontraded
goods decreases in rural and increases in urban areas because population density and
income in urban areas increase sharply. while those in rural areas decrease sharply, due
to rapid rural to urban migration. Given that the market structure for nontraded goods—
namely, service sectors including educational and health facilities—is mostly in
monopolistically competitive, and that the demand for nontraded goods comes only from
local sources, the urban service sector enjoys economies of scale, and can thus offer ser-
vices at cheaper prices and in greater variety, whereas the rural service sector cannot
enjoy the advantages offered by scale economies.

Our view concerning the economic impact of rural to urban migration on rural areas
of origin agrees with Lipton’s pessimistic view that rural out-migration is detrimental
to the income and welfare of rural areas. However, our reasons for the reduction of
rural income are different from those in Lipton’s model. Lipton argued that rural income
and welfare deteriorate mainly because of a shortage of human capital, younger workers
and talent resulting from selective rural out-migration. Instead, we believe that rural in-
come declines, first, because a rapid rural-urban migration creates a further shortage of
farm labor supplies and increases rural wages, and thus reduces further the profitability
of farming and, second, because a rapid rural-urban migration causes a further decline
of the rural service sectors.

Empirical tests of our major hypotheses using Korean census data from 1966, 1970,
1975, 1980 and 1985 support our own model much more than the neoclassical or Lip-
ton’s models.

A kun (county) with a large out-migration had a smaller proportion of younger work-
ing aged people in the population, and a smaller proportion of highly educated workers.
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But the productivity of farm workers, measured in terms of fall crops (rice) purchased
by the government per farmer or per hectare of irrigated land, did not decline despite
the loss of these youths and of human capital. The kun having had a large out-migration
had a larger proportion of the population in the farm sector and a smaller proportion
in the service sector. The kun having had a large out-migration also had a lower income
measured in terms of the proportion of households receiving welfare payments or the
amount of provincial taxes paid per household. The lower incomes of these kuns might
explain why the kuns that experienced a large out-migration had difficulty in mechaniz-
ing farming.

Our policy suggestions based on the tests of the currently prevailing hypotheses are
as follows:

1) The main cause of farming difficulties is not a lack of human capital, but the in-
crease in production costs due to rural wage increases combined with depressed farm
output prices. Therefore, a more effective way of helping farm economies is by increas-
ing farm output prices. However, we are not sure whether an increase in farm output
prices is desirable in terms of efficiency.

2) It might be worthwhile to attempt to increase the size of farmland holdings per
farm household so that the mechanization of farming can be achieved more easily.

3) A kun with large out-migration suffers a deterioration in income and welfare.
Therefore, the government should provide a form of subsidization similar to the adjust-
ment assistance provided for international trade. This assistance should not be related
to the level of farm output. Otherwise, there is a possibility that we might encourage
farm production which would not be profitable in the absence of subsidies.

4) Government intervention in agricultural research and its dissemination, and large-
scale social overhead projects in rural areas, carried out by the Korean government, might
be desirable from both efficiency and equity points of view. Government interventions
in research are justified because of the problems associated with the appropriation of
knowledge, and government actions on large-scale projects are justified because they
required collective action.
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What Can Koreans Learn from the Dutch Experiences in
Reforming the Health Insurance System?

Kwon Soon-won

Sunwoo Duk

The measures taken to reform the Dutch health insurance system hold valuable lessons
for countries such as Korea, where there has been increased concern regarding the effi-
ciency and effectiveness of the health services provided. The growing literature on com-
parative health insurance policies suggests that nations can learn from each other. In
addition, Korean policymakers have shown great interest in the health insurance systems
of foreign countries, particularly in Japan.

The development of Korea’s health insurance scheme during the past 12 years has
made a significant contribution to the increased accessibility of health care services.
Although the insurance coverage is universal, the health insurance system today in Korea
is by no means a product of systematic and planned efforts. Moreover, it lacks due con-
siderations of insured’s needs as well as the long-term objectives of the social security
health care system.

There are growing gaps in premium burdens and benefits between the rural health
insurance program and the employee’s health insurance programs. Furthermore, the
regional health insurance program is experiencing financial difficulties in spite of the
fact that the amount of the government subsidy has been sharply increased in recent
years. Under the present payment method solely based on the fee-for-service schedule,
both consumers and providers are encouraged to utilize and prescribe more services.
The combination of the utilization-inducing reimbursement system and continuous pushes
for expanding health insurance has played a crucial role in raising the country’s medical
bills.

Current trends in Korea’s health care sector and those anticipated in the near future
necessitate changes in the structure and funding of health care. As indicated in the above,
there are various shortcomings in this context, the health policy authority in Korea can
draw valuable lessons from the Dutch experiences in reforming their health insurance
system.

The main elements of the Dutch reform measures are a restructuring of the insurance
system and a greater role for market forces in the health care system. On this basis a
new system will be created which reflects the social nature of health care while at the
same time containing sufficient mechanisms to allow the health care sector to operate
in a cost-effective and efficient manner.
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An Overview of the Rationale of Monetary and Banking
Intervention: The Role of the Central Bank in Money
and Banking Revisited

Jwa Sung-hee

This paper reviews the rationale of monetary and banking intervention by an outside
authority, either the government or the central bank, and seeks to delineate clearly the
optimal limits to the monetary and banking deregulation currently underway in Korea
as well as on a global scale. Furthermore, this paper seeks to establish an objective and
balanced view on the role of the central bank, especially in light of the current discus-
sion on the restructuring of Korea’s central bank, which has been severely contaminated
by interest-group politics. The discussion begins with the recognition that the modern
free banking school and the new monetary economics are becoming formidable challenges
to the traditional role of the government or the central bank in the monetary and bank-
ing sector.

The paper reviews six arguments that have traditionally been presented to support
intervention: (1) the possibility of an over-issue of bank notes under free banking in-
stead of central banking; (2) externalities in and the public good nature of the use of
money; (3) economies of scale and natural monopoly in producing money; (4) the need
for macro stabilization policy due to the instability of the real sector; (5) the external
effects of bank failure due to the inherent instability of the existing banking system;
and (6) protection for small banknote users and depositors.

Based on an analysis of the above arguments, the paper speculates on the optimal
role of the government or central bank in the monetary and banking system and the
optimal degree of monetary and banking deregulation.

By contrast to the arguments for free banking or laissez-faire monetary systems, which
become fashionable in recent years, monopoly and intervention by the government or
central bank in the outside money system can be both necessary and optimal. In this
case, of course, an over-issue of fiat money may be possible due to political considera-
tions, but this issue is beyond the scope of this paper. On the other hand, the issue of
inside monies based on outside money could indeed be provided for optimally under
market competition by private institutions. A competitive system in issuing inside monies
would help realize, to the maximum extent possible, external economies generated by
using a single outside money. According to this reasoning, free banking activities will
prevail in the inside money system, while a government monopoly will prevail in the
outside money system.

This speculation, then, also implies that the monetary and banking deregulation cur-
rently underway should and most likely will be limited to the inside money system,
which could be liberalized to the fullest degree. It is also implied that it will be imprac-
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tical to deregulate the outside money system and to allow market competition to pro-
vide outside money, in accordance with the arguments of the free banking school and
the new monetary economics.

Furthermore, the role of the government or central bank in this new environment
will not be significantly different from their current roles. As far as the supply of fiat
money continues to be monopolized by the government, the control of the supply of
base money and such related responsibilities as monetary policy (argument(4)) and the
lender of the last resort (argument (5)) will naturally be assigned to the outside money
supplier. However, a mechanism for controlling an over-issue of fiat money by a
monopolistic supplier will definitely be called for (argument(1)). A monetary policy based
on a certain policy rule could be one possibility.

More importantly, the deregulation of the inside money system would further in-
crease the systemic risk inherent in the current fractional banking system, while enhanc-
ing the efficiency of the system (argument (5)). In this context, the role of the lender
of the last resort would again become an instrument of paramount importance in alleviating
liquidity crises in the early stages, thereby disallowing the possibility of a widespread
bank run. Similarly, prudential banking supervision would also help maintain the safety
and soundness of the fully deregulated banking system. These functions would also help
protect depositors from losses due to bank failures (argument (6)).

Finally, these speculations suggest that government or central bank authorities have
probably been too conservative on the issue of the deregulation of the financial system,
beyond the caution necessary to preserve system safety. Rather, only the fullest deregula-
tion of the inside money system seems to guarantee the maximum enjoyment of exter-
nal economies in the single outside money system.

The Welfare Effects of Advertising:
The Economic Rationale for Regulation of Advertising

Lee Kyu-uck

Advertising, while providing a linkage between sales and consumption, helps pro-
mote rational consumption patterns by expanding the scope of information for consumers
facing an ever-increasing array of consumption decisions. In so doing, advertising pro-
motes competition among suppliers and sellers, thereby improving market transparen-
cy. Intrinsically, advertising can influence the instantaneous decisions made by consumers,
and because of this peculiar feature of advertising, ensuring fair advertising practices
is a policy issue of great importance. Concurrently, discerning whether the amount of
advertising, which is determined by the profit motive of advertisers, is socially appropriate
or whether this amount constitutes a waste of scarce resources is a necessary and in-
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dispensable consideration in establishing a public policy to respond to the mounting deluge
of advertising.

Although the Fair Trade Act and numerous other related laws are being enforced
with regard to advertising, it may be difficult to say that a unified, practicable and logical
basis for regulating the variegated and complex forms of advertising has been establish-
ed. This paper examines the various theoretical arguments on the welfare effects of adver-
tising as a rationale to justify regulation from the viewpoint of economics. In this manner,
this paper helps define the essential nature of advertising and seeks to present a rational
approach toward the regulation of advertising.

Southern Cone Liberalization: Experiences and Lessons

Park Won-am

This paper reviews the economic liberalization experiences of the Southern Cone coun-
tries and draws some lessons from their experiences.

The Southern Cone countries-Chile, Argentina and Uruguay-followed the different
sequences in liberalization. Chile implemented the fiscal reform and the following com-
prehensive trade reform in the beginning of liberalization, but capital controls were main-
tained until 1979. Argentina and Uruguay placed more emphasis on the financial reform
with the goods market reformed afterwards, but the fiscal sector was never reformed
in Argentina. Since the serious inflation plagued the Southern Cone countries, they com-
bined the economic liberalization scheme with the economic stabilization programmes
which are based on the monetarist model.

Although economic situations in the Southern Cone countries are quite different from
those of Korea, we can learn many lessons from their experiences. First, the monetary
and fiscal policies should consist of strict financial discipline to bring in the stable domestic
inflation. Without the domestic stabilization, the financial liberalization could disturb
the domestic economy as the capital inflows in particular generate a real exchange rate
appreciation.

Second, the monetary approach which is based on the full purchasing power parity
and perfect capital mobility make stabilization as simple as a matter of the appropriate
exchange rate policy and the proper rate of domestic credit creation. The unsuccessful
experiences with monetarist stabilization in the Southern Cone countries suggest that
the monetarist model cannot make real exchange rate and real interest rate stable with
the trade and financial reform.

Third, both the theory and practice have not yet provided a precise solution on the
optimal sequencing and speed of the goods and financial market. Nonetheless, it seems
desirable to keep the real exchange rate and the real interest rate stable by gradually
opening up the current account and then the capital account.
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Strategic Antitrust Policy Promoting Mergers to Enhance
Domestic Competitiveness

Seong So-mi

The present paper investigates the potential value of strategic antitrust policy in an
oligopolistic international market. The market is characterized by a non-cooperative
Cournot-Nash equilibrium and by asymmetry in costs among firms in the world market.
The model is useful for two reasons. First, it is important in the context of policy-making
to examine the conditions under which it may be beneficial to relax antitrust law to
enhance competitiveness. Second, the explicit derivation of the level of cost-saving re-
quired for a gain in total domestic surplus provides an empirical rule for excluding in-
dustries that do not satisfy the requirements for a socially beneficial antitrust exemption.

Results of the analysis include a criterion that tells how the cost-saving and concentra-
tion effects of a merger offset each other. The criterion is derived from fairly general
assumptions on demand functions and is simple enough to be applied as a part of the
merger guidelines. Another interesting policy implication of our analysis is that promoting
mergers would not be a beneficial strategy in a net importing industry where cost-sav-
ing opportunities are thin. Cost-saving domestic mergers are more likely to increase na-
tional welfare in exporting industries. The best candidate industries for application of
strategic antitrust policy are those with the following characteristics:(i)a large potential
for efficiency enhancement; (ii) high market concentration at the world but not the
domestic level; (iii) a high ratio of exports to imports.

Recently, many policymakers and economists in Korea have also come to believe that
the appropriate antitrust policy in an era of increased foreign competition may actually
be to encourage rather than to prohibit domestic mergers. The Industry Development
Act of 1986 and the proposed bill for Mergers and Conversions in the Financial Industry
of 1990 reflect this changing perspective on antitrust policy. Antitrust laws may burden
domestic firms in the sense that they have a more constrained strategy set. Expenditures
to avoid antitrust attacks could also increase costs for domestic firms. But there is no clear
evidence that the impact of antitrust policy is significant enough to harm the com-
petitiveness of domestic firms. As a matter of fact, it is necessary for domestic financial
institutions to become large in scale in this era of globalization. However, the absence
of empirical evidence for efficiency enhancement from mergers suggests caution in the
relaxation of antitrust standards.
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