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%2 (equilibrium concept) &2 A}43le] Bg
7422 (incumbent) 2] Stackelberg HEEZ
o] o]Hol =AML wF Aol

He REfge] A Fv 9L 24
3 dEAQ olEe2: HEM BEHR
(theory of predation) ¥ 3 A Wl IR {E & # &

=

=

2) Presscott and Visscher(1977) 5 Hotellingiit®l
2d-g of oJEEL A [ FAolvle
shoh BLEENMLS AdAe] ul Asinz a2
BibR Fog EFste Fol Ad el

3) McGee(1958) 3=,

128

(theory of limit pricing) ] it} HER 35
folgt 71&9 dirigde]l AFE A 714
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Fm ¥ MM KE BhdEds
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71ol )& S st HhEKRY & EA
HIREKRS 48 5+ des FHEsAA.
Milgrom-Roberts® A& o1& 1433t o
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Atk MEe BAEAE BEEMAS 93%
g Aojth, WER FIHRAES H#EALd #E
MFIGRel BERFEY RAEM 4 4 &
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F = o] gtk Milgrom-Robertse] Hih

=k O
a3



ol Al R FiFeEe] AdAA] Hi
g olfre Hikel BER RS ¥
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A kg g dejok dtd, Al =Iid B
#3559 dAAA ALA (voluntarily) &2 4§
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o, 7 $EF 4 % (under complete
information) BEfFE A4S 22 EAHR
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7b Told A5 EABREKS I Aol
stz st etz o
2 muAE £ F7h i
24 gk},

AES AA T3 s RERES
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AFatn EARIES FAFE

BEERAY XA (implicit collusion) & °l&
sith o] &EA Eiel FAH iR HKe
& HL ZEEELZEC] o] BNA o
¥ FHH (incentive)o] fthe Aeolth, o IF

BB 3%AS Wi AOfEs o183y 2 ¥
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odukAel Abalg gl Faoglew o
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f) FRAELRE ol Foa FEHdd #IF =d
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Ao, e AERSES Addte Al
nl e BETERZES 1Rel B FiResEe]
Aotz A EHEAES & L,={1,, n}2
2 st Y23 BEN HHRAES E
24 ZA A, o] EEL F AHA 2AH &
Asta 2 AHANA FHHFEE FTLIHH
p=7/(Q, 6)=06-bQ8 HTFEHEN JAF
ARG, 714 Qv L AHd 8FFA &2
¥ 8] FEE FAAZOIH 4= o]
BUETFEHERES 2Helz be 2 71&7]9]
o, RE ¥ T4 BHEERHE HAAH
o] @ HAEEE cq, ¢>o, °lh HHHE
ol dis) BEREST E Aleldle oh& 9
5 (asymmetry of information ) e

gk, REAELES 69 pE €3 g2
EE bE ¢ B g HAAE 971 0=[6,

6a]9 FZAA A% FEUEFS g(6)ol
s FZdEcE Autd 22t g(0)9d B
HHEEREE GO 3t 4>ctx 714
&7},

Al 1A nl el BRIFRESS B4 ¥
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8) ol EXol F A A EAGE AL HY
A4 A Aolv) Wz FAE Aol ok o &
¥o) A7t AA FEAsidaE FA7 sHA
S ojfe RddA M Hii(game)E
BEELZAA 2 o1F9 2E Bo8EE &4
T #455kH% (subgame equilibrium) 22 %
= 7] el

9) E7} $iu EARES ¥ 7137} ddde A

=g "5 9o, E7F UK #EAS BF

33 FFo EARES WY 77 = FoiAl

o & o RIS 28 UL oldE o 29

3 EmarsEie ¥t (subgame equilibrium) ¢ 2k

2 2 A,

Ke 35427153 H#7 9 EAR HEHAE

e HA ST Y Aoz A4F £ o

o] 22 Kreps and Wilson(1982b) o] <

273 (sequential equilibrium) 3} ¥]s=3}t},
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ZHH2 2 (noncooperatively) 18 4£EE S
AR s old wE 1 WEMEe] AAR
. Ex BUHXR 1M hEEKS B
(observe) ¥t ¥ EARETE ZAIY®, EvV}
EASVZ ARS AW EEEARR K>
05 ANE3d 2 F4] 69 AR gL LA
Hopo, EMAdE ES EF (+DAY £
¥l A£ERS FAld HeggRoz AAY
th, E7t EAFA dod wlle BFELES
27141 oAl 3 Cournot S A Y dr),
£Zo¥EL BMEBEFE (net expected present
value of profits) & S dsty FaELpe
(0, Dolch, wixIEte 2 $fo G BE A
< BT E3%k (common knowledge) o] T},
Aol At A3} LI Zo] FRSE
4 $ H (game of incomplete information )
2 2233 ¢ gl B A ddle RE
¥l g1 W 8=[6, G g(6)9
GFELVE 5o we FEHYS S ¢ L
Y A4 (nature)o]l © F & £ 65 FolA
A EEA AT diF), BEAEELS A
do] AEF 05 FZF F 1714 FAl ¥k
s AERS AAYY, EE VT 1
7) HiGEES 25T F 69 U FEEE
£ Z74 (update) & ¥ EARKE AAI},
271l E9 ARG w2 n =& (n+
DA %] CournotFHik s 13 AP H
Fitke Bdoh o e ¥ (equilib-
rium concept) 2= B 52 Bayes
Nash ¥ f(subgame perfect Bayes Nash
equilibrium) & A&t Y, 2= o] ¥
o #aEisean) Bayes Nashigfife =
A F3te AL U BAHm=E o] HHS
%5 ¥ (subgame) & #4rHiik Nash



o2 d X3 HEDEKH (truncated game) 9
Bayes Nash #f&-& 314,

JE 5 (original game) 9] A %T2H
Bayes Nash ##gel Higol M
Bayes Nash #ff5o] st T4 JFEBEK
A Ee AJYABA olFe BE FHAA
(game tree) = #i%l5r¥H (proper subgame)
& A7iskd A2, o] HihERKE R
BHEEYH g9 o] F¥ F ok FE
KEEZE 64 A w9 %] CournotiHHE
13 A& 2% #9493 Cournot-Nash #E
of EAsE o] WA £o¥el L

& gase A% 474 24 5 Ao olE
WO BN & %(0) = LD, wa

o] Cournot-Nash el Hishfifs 2 %%
%9 AME 27 5,(0)% mOT 7%
A& a0 = (D ool m(0)=
Qg g mEHAA @A B
YA (DA pel 0% b A
A4 Cournot e AAs=2 2Md= &

=

(6)= (%0;%)):1)91 Flme <x Cournot¥f

o] o]FelAd Aolth, wuitA o TEN
o] [E# (subgame perfection) el 9l 271 #

12) E7 BEARZES 3t 24729 ArdAE
AutH o 2 {EHEA (information set) o] Mi—&
4 (singleton)o] el Aul ES EARE °lF9
A7l 671 EERY % #(common knowl-
edge)ol= 2 ZHiF@mEAC ME—FEA/ol, d=t
A E#H 7 A (original game tree) 5 E° #
ARES MBoHEEE /= (induce) &t

13) pol THel 038 2dsith, pe] LRRel §,ete

A =¥ Reddxes Fadd 1 ojfs &

Hpeel 0ol FEEREN A L 60,2 A

- HBEIEC] Guol 7] wFolct,

LUTelA BE 99 BAELE &4 XY FER

fE7t g Ao BELE & I
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DHHE ES EART wet XIEoHEA
£ (subgame payoff) 2l 7,(8) =¥ 7., (6)
2 gAg 5 Ak o] #HhBKAA BKE
e 49 FFEHA 7] AaRRs AA 5
He Ev W mSHEKR g2 A4dd
AAsE He 7tde] e #8%K
(history) & = slof st= FA A visl <
<38 FREEZS[ (strategy space) & ZHAl H¥E
ool ik, weld olFole FHH HA
B E aesiAd,

o] FAHEHK (el FE 1 B A™H A
B m% 75 i (strategy space) 3 Fi4& (payoff) &
o3 2ok, BEAX o AL @A R
2 7te Tig ey x (92 BASIIZ ¥
o}, B9 AL Jhed 17] misgHEKe] 3¢
PolA {#EA, FEA}LZ 7b=Twl %019
EAL 1, FEAL 022 B8 PAA {0,
L2 7 8% e(p)2 EASAZ Wb 1
71l ¥AE F e miBEES 3¢ Pe
[0, Ox]) AT AR, nAe] B
£ EE EEE#A (strategy combination)
(:(6)) = (06(8), %(8),, x,(0)) 5 el
2t x(0) 2 3] EAEHAC = RE £
XE o olu EREE#A (strategy combination
profile) ol ¥f& +A4E A% WRE
¥4 (x (8, £ (p)E H7|372 o,

PES] (x(6),e(p)) o BMg#HAS AT
RS BAEd BEMNZS oS Zop,

A g9 BEEER¥E [ (incumbent 7 of type
89 FEe

u
LA

il
]
B

K-
=

v
==

(6= b2 %5 (B) =) x, () +p7n(6) -
L (6) Prie(p)=11p=6-b3 x; (0),
e(p), 6}



oldl o Aol A L,(6) =p(7,(6)-mnir (6)) =
E9 #EAA w2 A 93 ZHAELES 7
Hoje] zHaFo] IHF TH,

ANdEC] (x(6), e(p)) BEHAS A
e A¥ EFY BEMNZS I di5nER
p, °oldl H&3le E9 EARE e(p), 2°
3 pREEH EVE @4 g AT FHERe
A 28 Qth. @4E E¥ g9 W 8=
(6, 6,19 SITF7NA g(6) o] FEREERE
o s FEIwne ¢z dou, HELE
T U AERel 69 FFola =g 1
AERS A dE 1 diGEES &
28 & gom 1R 14 hHEE p=
Hel goll disll HERiAY FEED A (prior distri-
butiom) 2o} dutx e 43 HHKAE MR
345 (posterior distribution) & ojd 4 g}
o " I HSER prb #5EAES o
olo 7]F3d 27N FEFEEI TR W
AAE h(6] D)t 3tAE, 2EE ES o Ae]
AL e(p)=04 A% 001 e(p)=1¥¢ A%
£ [0 (0)-K) h(6lp) doz FolAe,

o] HIKH) FEFESMIT AEA FA St
dal e B HERLRE L 9+ (on the
equilibrium path) fEf&e] F43x Hfde=
Bayes iEH[S diepopdte] s HHY

15) L, (6)> 00122 g7t F7184+E, & WmEEE
b 5E5E, BT 0¥ EAC A% I8}
Eojud weld 671 5545 ZEELEY #
AHIE FR=E AR,

16) B 45 9% (off the equilibrium path sig-
nal)7t FolFA & d DA (EWZEHE (signal
receiver) 7} IHREHEE slof slerted dsiMe

olAx ©§e Edo] ALHT o} opA HA

ol U2 oz it} old A BZEL T4

A o2 refinement of Bayes Nash #fatel 2}

ghr},
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Bt 9l (off the equilibrium path)
fHigel Folzl A$ole EiRe) gith duk3
2.2 [E95H (signalling game) ol 1A B
sk ut 42 9% (off the equilibrium path sig-
nal) ol =& K MMl Bayes ikl
< A4 F 7] dEol SHS BHERE HE
FoyAizh 7Hs s old wEl o4 Hffjol
EA3t 7 HEEE FHE (induce) 3t TR
AR REY (plausibility) £A417F &)
goh, d8g3] o] =FY BddgMdE =F9
EA o wjFo] & o HEHEEY FHRANA Wl
25 FA7E Kajdax & ¢ ded 2 9]
fre o8 A @3 ulel o] 2l
Z) 5t 2ZE Bayes Nashiffie]l EARIER
Eige FAolzgle FEAHE 7IAZ deH
PR R (limit result) =3 53 HERE
8 BN RS JEA 4] d&ol
t}, watx o] E=F & Bayes Nashigf
o] *}5M (refinement) o] A =95 F43
B THe,

Aol A3 FHe Bayes Nashig#i-2
(n+1)71d 2l BBEHA (x°(6), " (p))sh ¢
of W& | RN h(6] p) B FAH
o oo Al 28& FFsldof g,

(E)) Ll %3 72+ 9} @ %% 7 gl
o &

xt (f)Eargmax (6—bZ x; (6) —x;
xi - J¥i

—C) X;+ pit.(6) — L.(8) Pr [e(p):
1lx:, x2; (6), e*(p), 6),

(Ez) Poll &3 2 poll o3

f(_)(pfznﬂ (6)—K) (8 p)da

e* (p)=argmax e
e={0,1)



(Es) ®p={0€®|f(§‘.l © (), 0)=p)+¢d %

+,
o _ g6) g%
68,018 h(60) =215 dg °)
®,

kB, 01 h(4p) =00t}

=

(B2 t& 7127958 E9 Ao F
AHe o HEfEAFE Aol fuBolelol
g T3d, (E)E 7IE7IGES A%} E
o] HM) HESM FARE O ES EA
Bagol HAelojol & T, (E)e B
Rk Qe 1 M HERe] #5EHA2
o Ee] B[k MEE5M7 Bayes Bl o
gho} &g Tt}

A9 A =RE oo g F7HA AL
F7hete o,

(A (o7 (9-K) h(dp) do=01 A
+ e (p)=0°l%,

e (61, 62 18 ol A3 o7 (8)
~K=0°]%

(BAs) [ (oTnr ()= K) (6) db<00] e,

(Az)

(A< EVl o9 18 misfE% p& 35
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Sources of Long-term Industrial Growth
and Structural Change in Korea, 1955-85

Kim Kwang-suk
Professor, Kyung Hee Univ.

Hong Sung-duk
Assistant Fellow

Korean input-output tables for 1975 and 1985 are first deflated into 1975 constant
domestic prices(hypothetical terms), and the constant price I-O data are used to decom-
pose the sources of industrial growth and structural change during the 1975-85 period.
Using the same methodology, our results for the 1975-85 period are then linked to the
results for the earlier period(1955-75) in order to analyze and evaluate the “demand-
side” sources of industrialization over the past three decades.

The results from the decomposition of the whole economy indicate that over three
decades(1955-85) the relative contribution of domestic demand expansion (DDE) to growth
and structural change has continuously declined while the contribution of export expan-
sion(EE) has generally continued to rise. The contribution of import-substitution(IS) which
had been significantly higher than that of EE during 1955-63 declined substantially, re-
maining at an insignificantly low level during the period following 1963. Although it
is well known that the government’s industrial policy in the 1970s emphasized import-
substitution in heavy and chemical industries, no significant changes in the export-oriented
growth pattern could be observed even for that period, except for a minor decline in
the relative contribution of EE. This may be attributed to the substantially larger, backward-
linkage effects of EE than that of IS.

The sources-of-growth decompositions for major branches of the manufacturing sec-
tor generally support the major conclusions derived from the decomposition for the whole
economy. The IS contribution which had been significantly high in almost all manufac-
turing branches during the 1955-63 period declined to low levels in all but two bran-
ches, heavy industry and machinery, during the following period. On the other hand,
the relative contribution of EE showed a continuous rise in almost all manufacturing
branches(except food processing).

Finally, the sources of growth for 1975-85 which were decomposed by detailed sub-
branches, are analyzed by correlating them with changes in relative prices and in-
dustrial protection rates by sub-branches for the same period. A major result is that contrary
to general expectations, the EE contributions by sub-branch are not negatively correlated
with the nominal rates of protection and/or the effective rates of protection for the same
sub-branches. It is also found that no statistically significant, positive correlation exists
between IS contributions and nominal protection rates or effective protection rates. These
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unexpected results may be explained by the peculiar nature of the Korean system of in-
dustrial incentives for the past period.

The Concentration of Economic Power in Korea

Lee Kyu-uck

Senior Fellow

The concentration of economic power takes the form of one or a few firms controll-
ing a substantial portion of the economic resources and means in a certain economic
area. At the same time, to the extent that these firms are owned by a few individuals,
resource allocation can be manipulated by them rather than by the impersonal market
mechanism. This will impair allocative efficiency, run counter to a decentralized market
system and hamper the equitable distribution of wealth.

Viewed from the historical evolution of Western capitalism in general, the concentra-
tion of economic power is a paradox in that it is a product of the free market system
itself. The economic principle of natural discrimination works so that a few big firms
preempt scarce resources and market opportunities. Prominent historical examples include
trusts in America, Konzern in Germany and Zaibatsu in Japan in the early twentieth
century. In other words, the concentration of economic power is the outcome as well
as the antithesis of free competition. As long as judgment of the economic system at
large depends upon the value systems of individuals, therefore, the issue of how to evaluate
the concentration of economic power will inevitably be tinged with ideology. We have
witnessed several different approaches to this problem such as communism, fascism and
revised capitalism, and the last one seems to be the only surviving alternative.

The concentration of economic power in Korea can be summarily represented by the
“jaebol,” namely, the conglomerate business group, the majority of whose member firms
are monopolistic or oligopolistic in their respective markets and are owned by particular
individuals. The jaebol has many dimensions in its size, but to sketch its magnitude, the
share of the jaebol in the manufacturing sector reached 37.3% in shipment and 17.6%
in employment as of 1989. '

The concentration of economic power can be ascribed to a number of causes. In the
early stages of economic development, when the market system is immature, entrepreneur-
ship must fill the gap inherent in the market in addition to performing its customary
managerial function. Entrepreneurship of this sort is a scarce resource and becomes even
more valuable as the target rate of economic growth gets higher. Entrepreneurship can
neither be readily obtained in the market nor exhausted despite repeated use. Because
of these peculiarities, economic power is bound to be concentrated in the hands of a
few entrepreneurs and their business groups. It goes without saying, however, that the
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issue of whether the full exercise of money-making entrepreneurship is compatible with
social mores is a different matter entirely. The rapidity of the concentration of economic
power can also be traced to the diversification of business groups. The transplantation
of advanced technology oriented toward mass production tends to saturate the small
domestic market quite early and allows a firm to expand into new markets by making
use of excess capacity and of monopoly profits.

One of the reasons why the jaebol issue has become so acute in Korea lies in the
nature of the government-business relationship. The Korean government has set economic
development as its foremost national goal and, since then, has intervened profoundly
in the private sector. Since most strategic industries promoted by the government re-
quired a huge capacity in technology, capital and manpower, big firms were favored
over smaller firms, and the benefits of industrial policy naturally accrued to large business
groups. The concentration of economic power which occured along the way was,
therefore, not necessarily a product of the market system. At the same time, the con-
centration of ownership in business groups has been left largely intact as they have
customarily met capital requirements by means of debt.

The real advantage enjoyed by large business groups lies in synergy due to multiplant
and multiproduct production. Even these effects, however, cannot always be considered
socially optimal, as they offer disadvantages to other independent firms—for example,
by foreclosing their markets. Moreover their fictitious or artificial advantages only ag-
gravate the popular perception that most business groups have accumulated their wealth
at the expense of the general public and under the behest of the government. Since Korea
stands now at the threshold of establishing a full-fledged market economy along with
political democracy, the phenomenon called the concentration of economic power must
be correctly understood and the roles of business groups must be accordingly redefined.
In doing so, we would do better to take a closer look at Japan which has experienced
a demise of family-controlled Zaibatsu and a success with business groups(Kigyoshudan)
whose ownership is dispersed among many firms and ultimately among the general public.
The Japanese case cannot be an ideal model, but at least it gives us a good point of depar-
ture in that the issue of ownership is at the heart of the matter.

In setting the basic direction of public policy aimed at controlling the concentration
of economic power, one must harmonize efficiency and equity. Firm size in itself is
not a problem, if it is dictated by efficiency considerations and if the firm behaves com-
petitively in the market. As long as entrepreneurship is required for continuous economic
growth and there is a discrepancy in entrepreneurial capacity among individuals, a con-
centration of economic power is bound to take place to some degree. Hence, the most
effective way of reducing the inefficiency of business groups may be to impose com-
petitive pressure on their activities. Concurrently, unless the concentration of owner-
ship in business groups is scaled down, the seed of social discontent will still remain.
Nevertheless, the dispersion of ownership requires a number of preconditions and, con-
sequently, we must make consistent, long-term efforts on many fronts.

We can suggest a long list of policy measures specifically designed to control the con-
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centration of economic power. Whatever the policy may be, however, its intended ef-
fects will not be fully realized unless business groups abide by the moral code expected
of socially responsible entrepreneurs. This is especially true, since the root of the prob-
lem of the excessive concentration of economic power lies outside the issue of efficien-
cy, in problems concerning distribution, equity, and social justice.

Economic Impact of the Tariff Reform :
A General Equilibrium Approach

Lee Won-yong
Fellow

A major change in tariff rates was made in January 1989 in Korea. The benchmark
tariff rate, which applies to about two thirds of all commodity items, was lowered to
15 percent from 20 percent. In addition, the variation in tariff rates among different
types of commodities was reduced.

This paper examines the economic impact of the tariff reform using a multisectoral
general equilibrium model of the Korean economy which was introduced by Lee and
Chang(1988), and by Lee(1988). More specifically,, this paper attempts to find the changes
in imports, exports, domestic production, consumption, prices, and employment in 31
different sectors of the economy induced by the reform in tariff rates.

The policy simulations are made according to three different methods. First, tariff
changes in industries are calculated strictly according to the change in legal tariff rates,
which tend to over-estimate the size of the tariff reduction given the tariff-drawback
system and tariff exemption applied to various import items. Second, tariff changes in
industries are obtained by dividing the estimated tariff revenues of each industry by
the estimated imports for that industry, which are often called actual tariff rates. Accor-
ding to the first method, the import-weighted average tariff rate is lowered from 15.2 %
to 10.2 %, while the second method changes the average tariff rate from 6.2% to 4.2%.
In the third method, the tariff-drawback system is internalized in the model.

This paper reports the results of the policy simulation according to all three methods,
comparing them with one another. It is argued that the second method yields the most
realistic estimate of the changes in macro-economic variables, while the third method
is useful in delineating the differences in impact across industries.

The findings, according to the second method, show that the tariff reform induces
more imports in most sectors. Garments, leather products, and wood products are those
industries in which imports increase by more than 5 percent.On the other hand, imports
in agricultural, mining and service sectors are least affected. Domestic production in-
creases in all sectors except the following: leather products, non-metalic products,
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chemicals, paper and paper products, and wood-product industries. The increase in pro-
duction and employment is largest in export industries, followed by service industries.

An impact on macroeconomic variables is also simulated. The tariff reform increases
nominal GNP by 0.26 percent, lowers the consumer price index by 0.49 percent, in-
creases employment by 0.24 percent, and worsens the trade balance by 480 million US
dollars, through a rise in exports of 540 million US dollars and a rise in imports of 1.02

billion US dollars.

Regulatory Reform Proposals for
the Korean Deep Sea Fishing Industry

Kim Jong-seok

Fellow

The basic purpose behind the Korean government's policy toward the Korean deep
sea fishing industry is to limit growth of the industry. Therefore, the regulations on the
industry are generally restrictive and interventionist. The policy is intended to maintain
high domestic fish prices in order to protect the domestic coastal fishing industry. Some
regulations have also been introduced to maintain “industrial order.”

Each fishing vessel must obtain a government permit for operation. The permit specifies
the kind of fish it can catch, the area of sea in which it can operate, and the port at
which it can unload its catches. The number of permits government issues each year
is based on the estimates of the demand increase calculated by government officials,
and the government traditionally has been fairly conservative in its estimation, reflec-
ting its concern for fish price stabilization, which actually implies a gradual increase
of the prices.

There is also a restriction on importing vessels from abroad. This regulation is intend-
ed to protect the domestic shipbuilding industry. However, this regulation has resulted
in an unusually high average age of Korean fishing vessels, causing fishing costs to rise.

These regulations and the inflexible response of the regulators to changing circumstances
have resulted in many problems: i) high domestic fish prices, which are, to some extent
deliberately, inflated to three or four times the level of international prices, resulting
in huge consumer welfare losses; ii) over-exploitation of coastal fish resources; iii) provi-
sion of a hospitable environment for inefficient firms to survive, which is especially evi-
dent from the fact that, despite the high fish prices in Korea, most of the firms in the
industry do not enjoy high profitability.

It also must be pointed out that the actual beneficiaries of the high fish prices are
the large operators, who are protected from competition and provide most of the fish
for domestic consumption, rather than the low-income fishing households and small coastal
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operators whom the policy was originally designed to help.

This study proposes a set of regulatory reforms and policy changes which could pro-
mote competition and equity within the industry and allow firms to reduce costs and
increase productivity. Such changes can make the industry more efficient and interna-
tionally competitive.

Maijor proposals are, among others: minimization of bureaucratic discretion in issuing
fishing permits and maintaining transparency in the governments’ decision-making pro-
cesses; reduction of the government permit specifications and simplification of the opera-
tional categories within the industry; and removal of the restrictions on importing foreign
fishing vessels.

Korea’s Optimal Basket Exchange Rate : Thoughts on the Proper
Operation of the Market Average Rate Regime

Oum Bong-sung
Fellow

For the last several years, considerable criticism has been leveled against Korea's ex-
change rate management. While Korea was designated a currency manipulator by
the U.S., domestically it is often complained that the won/dollar rate did not adequately
reflect changes in Korea's export competitiveness and fluctuations in the exchange rates
of major currencies. In view of this situation, Korea changed its exchange regime at the
beginning of March this year from the dual currency basket system to a more flexible
one, called a “market average rate regime”. Under this new regime, the won rate is deter-
mined in the exchange market based upon the supply of and demand for foreign ex-
change and is allowed to freely fluctuate each day within a +0.4% range.

This paper, first, seeks to evaluate Korea’s exchange rate management under the dual
basket regime of the 1980s, and then to construct an optimal currency basket for the
won which could provide a proper indicator for exchange market intervention under
the new market average rate regime.

The analysis of fluctuations in the real effective exchange rate (REER) of the won in-
dicates that the won rates in the 1980s failed not only to offset changes in relative prices
between home and trading partner countries, but also to properly respond to variations
in major exchange rates as further evidenced by sizable fluctuations in the nominal ef-
fective rates of the won. In other words, the currency basket regime which was adopted
in 1980 for the stabilization of the REER of the won has not been operated properly,
mainly because authorities often resorted to policy considerations in determining the
won'’s rate.

In the second part of the paper, an optimal currency basket for Korea is constructed,
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designed to minimize the fluctuations in the REER of the won without including policy
considerations as a factor. It is recognized, however, that both domestic and foreign price
data are not available immediately for the calculation of the REER. For this problem,
the approach suggested by Lipschitz (1980) is followed, in which optimal weights for
currencies in the basket are determined based upon the past correlation between price
and exchange rates.

When the optimal basket is applied to Korea since the mid-80s, it is found that the
REER of the won could have been much more stable than it actually was. We also argue
for the use of variable weights rather than fixed ones, which would be determined by
the changing relationship between exchange rates and relative prices.

The optimal basket, and the optimal basket exchange rate based on that basket, could
provide an important medium- or long-term reference for proper exchange market in-
tervention under the market average rate regime, together with other factors, such as
developments in the current account balance and changes in productivity.

Limit Pricing by Noncooperative Oligopolists

Nam Il-chong
Fellow

A Milgrom-Roberts style signalling model of limit pricing is developed to analyze
the possibility and the scope of limit pricing in general, noncooperative oligopolies. The
model contains multiple incumbent firms facing a potential entrant and assumes an in-
formation asymmetry between incombents and the potential entrant about the market
demand. There are two periods in the model. In period 1, n incumbent firms simultaneous-
ly and noncooperatively choose quantities. At the end of period 1, the potential entrant
observes the market price and makes an entry decision. In period 2, depending on the
entry decision of the entrant, nt or (n+ 1) firms choose quantities again before the game
terminates. Since the choice of incumbent firms in period 1 depends on their informa-
tion about demand, the market price in period 1 conveys information about the market
demand. Thus, there is a systematic link between the market price and the profitability
of entry.

Using Bayes-Nash equilibrium as the solution concept, we find that there exist some
demand conditions under which incumbent firms will limit price. In symmetric equilibria,
incumbent firms each produce an output that is greater than the Cournot output and
induce a price that is below the Cournot price. In doing so, each incumbent firm refrains
from maximizing short-run profit and supplies a public good that is entry deterrence.
The reason that entry is deterred by such a reduced price is that it conveys information
about the demand of the industry that is unfavorable to the entrant. This establishes
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the possibility of limit pricing by noncooperative oligopolists in a setting that is fully ra-
tional, and also generalizes the result of Milgrom and Roberts to general oligopolies,
confirming Bain'’s intuition. Limit pricing by incumbents explained above can be inter-
preted as a form of credible collusion in which each firm voluntarily deviates from myopic
optimization in order to deter entry using their superior information. This type of im-
plicit collusion differs from Folk-theorem type collusions in many ways and suggests
that a collusion can be a credible one even in finite games as long as there is information
asymmetry.

Another important result is that as the number of incumbent firms approaches infini-
ty, or as the industry approaches a competitive one, the probability that limit pricing
occurs converges to zero and the probability of entry converges to that under complete
information. This limit result confirms the intuition that as the number of agents sharing
the same private information increases, the value of the private information decreases,
and the probability that the information gets revealed increases. This limit result also
supports the conventional belief that there is no entry problem in a competitive market.

Considering the fact that limit pricing is generally believed to occur at an early stage
of an industry and the fact that many industries in Korea are oligopolies in their infant
stages, the theoretical results of this paper suggest that we should pay attention to the
possibility of implicit collusion by incumbent firms aimed at deterring new entry using
superior information. The long-term loss to the Korean economy from limit pricing can
be very large if the industry in question is a part of the world market and the domestic
potential entrant whose entry is deterred could have developed into a competitor in
the world market. In this case, the long-term loss to the Korean economy should include
the lost opportunity in the world market in addition to the domestic long-run welfare loss.
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