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Summary

A Long Run Classical Model of Price Determination

Park Woo-kyu
Kim Se-jong

The pupose of this paper is to construct a price determination model of the
Korean economy and to find out the propogation mechanism of monetary and
fiscal policies.

The model is a small-size macroeconometric model consisted of ten core
equations : consumption, investment, exports, imports, consumer price index,
wage rate, corporate bond rate, potential GNP, capital stock, and GNP identity.
The model is a Keynesian model : consumer price index is determined by mark-
up over costs, and wage rate is expressed by Phillipse curve ralation.

Two features of the model, however, distinguish this model from other
macroeconometric models of the Korean economy. First of all, the estimation of
potential GNP and the capital stock is endogenized as suggested by Haque,
Lahiri, and Montiel (1990). This allows us to calculate the level of excess de-
mand, which is defined as the difference between the actual GNP and the po-
tential GNP. Second, interest rate, inflation and wages are all estimated as en-
dogenous variables. Moreover, all quantity variables include price variables as
important determinants. For instance, interest rate is an important determinant
of consumption and investment. Exports and imports are determined by the real
effective exchange rate. These two features make the interactions between ex-
cess demand and prices the driving forces of this model.

In the model, any shock which affects quantity variable(s) affects excess de-
mand, which in turn affects prices. This strong interaction between prices and
quantities makes the model look like a classical model over the long run. That
is, increases in money supply, government expenditures, and exchange rate (the
price of the U.S. dollar in terms of Korean won) all have expansionery effects
on the real GNP in the short run, but prices, wage, and interest rate all increase
as a result. Over the long run, higher prices have dampenning effects on output.
Therefore the level of real GNP turns out to be not much different from the
baseline level ; on the other hand, the rates of inflation, wage and interest rate
remain at higher levels.
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Land Prices, Exchange Rates and Bubbles

Park Won-am

This paper stresses the role of market fundamentals rather than bubbles in
explaining Korea’s recent experience of large fluctuations of stock and real estate
prices. The bubble story that emphasizes the self-fulfilling prophecies of inves-
tors seems to be inappropriate to explain the recent changes of assets prices in
Korea.

Those who argue for bubble phenomenon in Korea tend to interpret the
volatile movements of assets prices as some form of bubbles, but without imple-
menting a rigorous test on the presence of bubbles. Even when some bubble
tests are carried out, such studies exhibit various econometric problems in test-
ing. More seriously, they suffer from the misspecification problems in setting up
a market model.

This paper has shown that Korea’s recent changes in assets prices could be
explained by changes in market fundamentals according to the emergence and
the subsequent fading of ‘three lows’. First, it tried to explain changes in assets
prices by changes in such market fundamentals as real interest rates and eco-
nomic growth. Second, it showed that the real estate prices overshoot when the
liquidity and exchange rates change, using the two-sector general equilibrium
portfolio balance model.

It is argued that the rapid rise in real estate prices during 1986-89 stems
from Yen’s and Won's appreciation vis-a-vis the U.S. dollar and liquidity expan-
sion (or decreases in real interest rates), while the downturn in real estate prices
since 1990 is associated with Yen’s and Won’s depreciation vis-a-vis the U.S.
dollar and rises in real interest rates in reflection of the excess demand for li-

quidity.

The Estimation of Under-reported Business Income Tax

Roh Kee-sung

The purpose of this paper is to estimate the ratio of under-reported busi-
ness income and related tax to that which is actually reported. The business in-
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come and tax are vulnerable to being under-reported.

Information about the business income and thus income tax is private infor-
mation. Without information costs, the tax agency cannot collect all the
infomation about the business income and income tax. In Korea there are more
than 600,000 proprietors. Therefore, the costs to investigate the accuracy of the
taxpayes’ reports are substantial. The tax agency sets a level over which proprie-
tors should report income ratio to total sales, which induces the under-report.

To estimate the ratio of under-reported tax, the expenditure method is em-
ployed. By this method, the under-reported income can be easily presumed
based on expenditures since expenditures are closely related to income. First, the
consumption function is estimated by using cross-section data of 1986-89. Gen-
erally, the estimation results show the expected sign of the coefficients of the ex-
planatory variables such as income, wealth, and family size.

Second, the extent of under-reported business income and related tax is es-
timated by using the estimation results. The estimated ratios of under-reported
tax and income to the actual tax and income fall in the range of 13~39% and 8
~25% respectively. This estimation confirms the increasing tendency of the tax
detection ratio in previous studies.

However, it should be noted that this study is not based on data of the tax
report but those of the urban household survey. Therefore, there still remains
the possibility that the ratio of under-reported tax could be underestimated.

Interactions between Stock Price and
Key Macroeconomic Variables

Kim Jun-il

This paper examined interactions between stock price and key macroe-
conomic variables over the period of 1975-1992. It has been found that more
than 60% of real stock price changes can be well explained by movements in
key macroeconomic variables, particularly in net exports and industrial produc-
tion. On the other hand, real stock price changes were found to have a signifi-
cant explanatory power for plant and equipment investments for the sample
period of 1975-1985 during which the stock market was stable. In contrast, no
significant linkage between stock price changes and investments emerged over
the subsample period of 1986-92 despite the sharp expansion of the stock mar-
ket in terms of trade volume. Based on such findings, two major policy implica-
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tions were derived; (1) the government’s intervention in the stock market to
stabilize stock prices would be ineffective unless the stable economic growth
supports the market fundamental, and (1) the stock price stability is a precondi-
tion for the stock market to play a key role in mobilizing resources to finance
the firm’s long-term capital.

The Determinants of Wage Premium

Rhee Chong-hoon

This study analyzes the determinants of wage premium, defined as the ex-
cess of actual wage rate over opportunity wage, for the average worker in a Ko-
rean bargaining unit.

Average wage premium of a firm is decomposed into quasi-rent per worker
and rent-sharing rule. Per capita quasi-rent, representing a firm’s ability to pay,
is defined as the difference between sales revenue and the opportunity cost of
mobile factors, divided by the number of employees. Rent-sharing rule, a mea-
sure of workers’ bargaining power, is defined as the average wage premium di-
vided by the per capita quasi-rent.

Empirical results show that the differences in wage premium among Korean
bargaining units are much better explained by the differences in quasi-rent than
by the differences in bargaining power. Also, comparing the results of 1986
with those of 1988 show that the wage settlement mechanism in 1988 was not
quite different from that of 1986, in spite of the drastic change in industrial rela-
tion system in 1987. It may simply yield higher opportunity wages, by raising
the bargaining power of overall workers.

The tendency of Korean labor market in 1988 to show a dual structure of
high & low wage premium sectors, is not due to the fact that the differences in
bargaing powers across firms tend to expand, but to the fact that unions tend to
reduce the wage differences among the workers within an enterprise by pursu-
ing more equal distribution of total wage premium.

Hence, the policies for reducing the wage differentials across firms should
focus on rent-regulating industrial policies, e.g. eliminating monopoly rents by
deregulation.
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Motives for Moonlighting and Its Policy Implications

Park Jin

Moonlighting or second-jobs will increase shirking of the primary job. This
paper analyzes the motives for moonlighting so that the means of reducing
these motives could be explored. The traditional theory claims that a worker
who cannot fully realize his work potential will look to moonlighting. In a two-
period model, however, the following motives are more important.

The precautionary savings motive : A worker has an incentive to save for
fear of losing his job and his income in the second period. The worker could
save more by working more during the first period, and this additional motive
for working is the precautionary savings motive.

The insurance motive . When a worker is unemployed, he cannot expand
his moonlighting hours according to his needs since the moonlighting hour is
upward rigid. Therefore, a worker has an incentive to secure additional moon-
lighting hours in the first period so that quick adjustment can be made during
the unemployment in the second period.

Two policy measures to remove those motives for moonlighting are recom-
mended, for these measures will enhance the productivity in the primary job.
First, a firm should guarantee that there will be no layoffs in a downturn in the
economy and that the employment level is adjusted to the economic states by
work sharing among workers. Second, as unemployment insurance benefits
compensate a portion of the income in case of unemployment, it substitutes the
motives for moonlighting. A generalization of this argument can be found in
Ehrlich and Becker(1972) where self-insurance(moonlighting) and market insur-
ance(in this case, unemployment insurance) serves as substitutes.

The two policy measures in the above have a spill-over effect . A decrease
of labor supply in the moonlighting market will ease job search, and therefore
will help those who have their primary job in the moonlighting sector.
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