KIEP Working Paper 09-09

i
b,

. :_EXta‘\nal Adjustment under Increasing

#* “Integration in Korean Economy
N

= . — -
L

Inkoo Lee and In Huh

<t Korea Institute for International
I\l I-l Economic Policy




The Korea Institute for International Economic Policy (KIEP) was founded in 1990 as a
government-funded economic research institute. It is a leading institute on the international
economy and its relationship with Korea. KIEP advises the government on all major international
economic policy issues and serves as a warechouse of information on Korea’s international
economic policies. Further, KIEP carries out research for foreign institutes and governments on

all areas of the Korean and international economies.

KIEP has highly knowledgeable economic research staff in Korea. Now numbering over
150, our staff includes 45 research fellows with PhDs in economics from international graduate
programs, supported by more than 50 researchers. Our efforts are augmented by our affiliates, the
Korea Economic Institute of America (KEI) in Washington, D.C. and the KIEP Beijing office,
which provide crucial and timely information on local economies. KIEP has been designated by
the government as the Northeast Asia Research and Information Center, the National APEC
Study Center and the secretariat for the Korea National Committee for the Pacific Economic
Cooperation Council(KOPEC). KIEP also maintains a wide network of prominent local and
international economists and business people who contribute their expertise on individual

projects.

KIEP continually strives to increase its coverage and grasp of world economic events, and
expending cooperative relations has been an important part of these efforts. In addition to many
ongoing joint projects, KIEP is aiming to be a part of a broad but close network of the world’s
leading research institutes. Considering the rapidly changing economic landscape of Asia, which
is leading to further integration of the world’s economies, we are confident KIEP’s win-win
proposal of greater cooperation and sharing of resources and facilities will increasingly become

standard practice in the field of economic research.

Wook Chae
President

Korea Institute for International Economic Policy

108 Yangjaedaero, Seocho-Gu, Seoul 137-747, Korea
Tel: 02) 3460-1114 / FAX: 02) 3460-1144,1199
URL: http//www.kiep.go.kr

Price USD 3



KIEP Working Paper 09-09

External Adjustment under Increasing
Integration in Korean Economy

Inkoo Lee and In Huh

KicP

Korea Institute forInternational Economic Policy



KOREA INSTITUTE FOR

INTERNATIONAL ECONOMIC POLICY (KIEP)
108 Yangjaedaero, Seocho-Gu, Seoul 137-747, Korea
Tel: (822) 3460-1178 Fax: (822) 3460-1144

URL: http://www kiep.go.kr

Wook Chae, President

KIEP Working Paper 09-09

Published December 30, 2009 in Korea by KIEP
ISBN 978-89-322-4203-3, 978-89-322-4026-8(Set)
Price USD 3

© 2009 KIEP



Executive Summary

In this paper, we study the external adjustment of Korea under in-
ternational product and financial integration by examining the evolu-
tion of the external balances, changes in international transactions and
trends of the terms of trade. We first discuss changes in Korean exter-
nal balances with a focus on the impacts of recent global financial crisis
on the exchange rates and net exports in order to understand external
adjustments by the external shocks. We then discuss external adjust-
ment under increasing integration in Korean economy by examining
changes in international transaction behaviors. We show that (1) trade
channel supplements the net foreign debts in Korea, (2) Korea exhibits
more risk sharing behavior under increasing economic integration,
while home bias in equity market still remains as a puzzling pheno-
menon, and (3) a crucial factor contributing to the slowdown of private
consumption has been a reduction of national income caused by a de-

terioration of the terms of trade.



o] =l wEy, A, thelrA] g2 Wals S 28] =AlA
TN e feuete] tielagabds i) tielsAel gk -2l
uete] dielzgdabds 2] Sl ol S99 SACR dold et &
TEo| Hale Au{Eglon, olopx] thelrel Beie] Sl whE feuet Al
= A} e o] thelzrgell tishx 43 of w=wel (1) 7o) %2
kel = thelAiFE Zdlisiar 2laL, (2) obkA] FAAPdeM Al=/d & (home
bias)7} EASHE, TR} SsobAEAa SldElishe sk, 3) oz
ofslz Qlgk HAE(National Tncome)e] ZH7t WIzkan]e] RS 71x0E FQ
gk golo HAwoict,



Inkoo Lee is Assistant Professor at Soongsil University. He has been a re-
search fellow at Korea Institute for International Economic Policy (KIEP) after
his Ph.D. in Economics at Vanderbilt University. His areas of interest include
intemational finance, international business cycles, and econometrics. His
most recent publications include “Goods Market Arbitrage and Real Ex-
change Rate Volatility” (Journal of Macroeconomics, 2008), “Financial Liberaliza-
tion, Crises, and Economic Growth” (Asian Economic Papers, 2008), and “Real
Exchange Rate Dynamics in the Presence of Nontraded Goods and Transac-

tion Costs” (Economics Letters, Forthcoming).

In Huh is the Head of International Finance Team at Korea Institute for Inter-
national Economic Policy. He has been an economist at Hanabank and a se-
nior researcher at Samsung Research Institute of Finance after his Ph.D in
Economics at University of Rochester. His area of interest includes interna-
tional finance, macroeconomics and econometrics. His most recent publica-
tion includes “A Study on Failure of KOSDAQ Index Futures Contracts”
(Journal of the Korean Data Analysis Society, 2009).



OJQITHZFWER)

AVdhetal AR} 249

1|5 Vanderbilt University 73418} BHA}

i e73APgA AR Foiele o9l

Ak A5 38l Y Zw4EEH, E-mail: iklee1120@ssu, ac, kr)

AN o =R
“Goods Market Arbitrage and Real Exchange Rate Volatility” (Journal of Macroe-
conomics, Vol. 30, 2008)

“Financial Liberalization, Crises, and Economic Growth” (with Jong H Shin,
Asian Economic Papers, Vol. 7, 2008) <]

3] RJAGFR

1]= University of Rochester 7318} BbA}

AEE AT A AT

SRR AHEAPGEN o] en| ANE

2 3APgA AT TAAASSA FARE-FE @], E-mail: ihuh@kiep. go. kr)

AN o =R

fojrd BAIG SIS s 819 Ald) 2F 4, (34, 2007)
"KOSDAQ A5dze] Al Fxlof #Agh A7 (34, 2009) <]



Contents

L INETOAUCHION ..t 9
[I. Global Financial Crisis and External Balances of Korea.................. 11
III. External Adjustment under Integration...........ccoocoovveievcnicinininnnen. 19
IV, CONCIUSIONS ...ttt 30

ROLCTOIICOS ...t e e e eeeseraeeseaeeseaeeseneesaeesaa 32



Tables

Table 1. Foreign Asset Holdings of Korea (2005) ...........cccooeiiiiiiiiciicinne 23
Table 2. Relative Variability of Consumption Growth..................... 25
Table 3. Changes in Arbitrage Cost..........ccooooeiiiiiiii 26
Table 4. Growth Trends in Korea..........cccoooovoiiiiiiiiii, 27
Figures
Figure 1. Exchange Rates of Korean Currency..........c.ccooooeeveieiiieiiiciicncnne, 12
Figure 2. Exports and Imports.............ccooeiiiiiiiiii, 15
Figure 3. Net Exports and Current Account............ccoocooeiiiiiiiiiiiiicc, 18
Figure 4. Foreign Assets and Liabilities of Korea.............ccccoooviii 20
Figure 5. Net Foreign Assets and Net Exports of Korea............c.ccccooevennne. 21

Figure 6. Terms of Trade and National Income Growth in Korea.................. 28



External Adjustment under Increasing

Integration in Korean Economy

Inkoo Lee? and In Huh”

I. Introduction

In the late 1990s, the Korean currency lost nearly half of its value
during the Asian financial crisis. The currency had been pegged at
900/U.S. dollar, but by early 1998 it had depreciated past 1700/U.S. dol-
lar because of massive capital outflows as foreign investors began to
view Korea as increasingly risky. After a short but severe recession, the
weak currency enabled Korea to rebound with strong export-driven
growth, and the currency moved to more normal levels. There was
another round of weakening in 2001, as the global slowdown hit Ko-
rea's export growth and lowered demand for the currency. However,
this too proved to be only a temporary setback, with Korea returning to
a growth path and the exchange rate again strengthening.

More recently, the Korean currency had been on a depreciating

@ Soongsil University; 511 Sangdo-Dong, Dongjak-Gu, Seoul, Korea 156-743. Tel: +82 2 820 0573.
Email: ikleel120@ssu.ackr.

b Korea Institute for International Fconomic Policy, 108 Yangjaedaero, Seocho-Gu, Seoul, Korea
137-747.Tel: +82 2 3460 1183. Email: ihuh@kiep.go.kr.
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trend as a result of prolonged turmoil in global financial markets. With
the Korean banks heavily relying on foreign debt for their financing
needs, the closure of global credit markets since September 2008 had
resulted in a shortage of US dollars in local financial markets, which
led Korean currency to experience substantial volatility against a range
of major currencies.

In this paper, we examine the external adjustment of Korea under
international product and financial integration. For this purpose, we
discuss recent changes in the exchange rates and the net exports of Ko-
rea. We then examine external adjustment under increasing integration
in Korean economy from the perspective of changes in its international
transaction behaviors. We also discuss key factor that contributes to

slowdown of private consumption in Korea since 2000.



II. Global Financial Crisis and External
Balances of Korea

The financial crisis from 2008 has been the one of the most signifi-
cant events along the modern economic history. Not like the previous
Asian currency crisis, the epicenter of the crisis was not domestic. So it
must be insightful to know what happened during the financial crisis
in order to understand how the external adjustment done with the ex-
ternal shocks.

The Korean financial market has been open to international players
through Asian currency crisis. The IMF, which supplied dollar liquidity
by answering the call for help of Korean government, implements sev-
eral financial market reforms which include the free floating foreign
exchange rate system. So we can say that the international integration
in Korean market has been achieved from then. Therefore, to see how
the Korean economy has been adjusted by the external shocks during
the financial crisis make us understand the external adjustments under

the financial integration.

1. Foreign Exchange Market

The foreign exchange rate is the most influential financial variable
for the external adjustments, and the foreign exchange market has been

the most-affected among Korean financial markets by the financial cri-
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sis. Before the crisis the won exchange rate per dollar has been de-
creased steadily for an extended period of time. Since the subprime
mortgage problems were not domestic, people expected that the Ko-
rean won would get stronger in 2008. However, the Korean won de-
preciated significantly with the financial crisis. As already noted, for-
eign investors in the Korean stock market have sold their stocks during
the crisis and Korea was experiencing current account deficits before
the crisis. In addition, Korean banks relied heavily on short term debt
from abroad in their dollar financing, which turned out to be proble-

matic during the financial crisis.

Figure 1. Exchange Rates of Korean Currency
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The exchange rate (figurel) moved with the flow of the financial cri-
sis. In March 2008, Bear Stearns” merger was the first event to influence
Korean won depreciations. It triggered trends in risk avoidance, and
investors moved out of the Korean market. Some analysts even indi-
cated that the won is the only currency with current deficits among
Asian currencies. Due to the current deficit, the authorities concerned
were reluctant to subdue the exchange rate. The second event was the
Fannie Mae and Freddie Mac’s subprime mortgage-related troubles in
May 2008. Their effects on foreign exchange market lasted slightly
longer than previous ones. Due to increasing inflation risks, the author-
ities concerned tried to manage the exchange rate between 1,030 to
1,050 won per dollar. Then the third event occurred: the Lehman
brothers” bankruptcy. This event not only affected the Korean exchange
market but also changed the financial market as we know. The Korean
won depreciated dramatically, and the daily volatility of exchange rates
increased also. In October 2008, the Bank of Korea settled a swap
agreement with the Federal Reserve; this tamed the foreign exchange
market, which might have been unpredictable without it. The fourth
event was rumors of a moratorium in March 2009 concerning Eastern
European countries. After the Lehman Brothers” bankruptcy, the mar-
ket was very unstable and there were worries about double dip and
reappearance of financial crises. So when rumors on possibilities of
Eastern European countries declaring moratoriums were spread, the
avoid-developing-countries sentiments reached their peaks. Then the
situations around the foreign exchange market eased with increased

trade surplus and recovering risk appetites.
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Even though the market has stabilized to a significant degree, the
exchange rate has not subdued to pre-crisis levels. Before the crisis,
shipbuilders were one of the biggest suppliers of the dollar through
forward trading with their received orders. But new orders for ships
have virtually stopped after the crisis, not to mention some orders be-
ing met with the risk of outright cancellations. Other exporting indus-
tries such as semiconductor manufacturing and automakers were typi-
cally not involved in the foreign exchange markets with forward trad-
ing and they are known to have their own dollar demands and prepa-
ratory reserves of dollars for emergencies. Therefore the dollar supply
in the Korean foreign exchange market was not enough to bring ex-
change rates back to pre-crisis levels.

The foreign debt by banks has been affected by the financial crisis,
too. Before the crisis, the foreign debts by domestic banks and branches
of international banks in Korea were high since there was a huge de-
mand from shipbuilders in order to trade their forwards. The nature of
foreign debt was not typically harmful for the banks” balance sheet,
since they were matched by assets of lending dollars to shipbuilders.
During the financial crisis, however, this has been questioned by media
and treated as problems in Korean financial systems. The problems
with the foreign debt of Korean banks subdued, because the forwards
trade were seized during the financial crisis due to lack of new ship-
building orders and exports. As the forwards matured and new for-
wards trade limited, the foreign debts by the Korean banks gradually

reduced.
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2. Net Exports

Until the third quarter of 2009, exports grew at a double digit rate
relative to previous year (figure 2). As the oil prices skyrocketed, the
price of petrochemical products increased; about the half of crude oil
Korea imports is processed for re-exporting. So, even though Korea did
not produce any raw petroleum, it was an exporter of petroleum prod-
ucts. As petroleum prices increased, revenues from exports of petro-
leum products” increased even though same amount was exported.
Moreover the world trade stayed within normal levels until the Leh-

man Brothers” bankruptcy, and Korean exports remained consistent.

Figure 2. Exports and Imports
(Unit: %, YoY)
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Source: Korean Statisitical Information Service.
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The financial crisis created a credit crunch, and the trade financing
became limited for exporters. Exporters have experienced a hard time
accessing appropriate funds for their operations. There was also the
collapse of implicit trust between financial institutions, meaning letters
of credit which had been used to finance the exporter’s operations were
not readily recognized by banks. In addition to distrust among finan-
cial institutions, the lack of the US dollar during the financial crisis was
the other reason why the trade finance became limited. Since the prob-
lem in exporting was in finance during the financial crisis to begin with,
exports plummeted immediately as the external demand stumbled.

With a slow but steady recovery of the economy came recovery in
exports. The depreciation of the Korean won helped to increase the
price competitiveness of exports. And the consumers in advanced
economies have recognized the Korean products as a rational choice
for purchase during the crisis, as products that balanced high quality
with reasonable prices. For example, the market share of Korean auto-
mobiles have increased in the US, being considered good alternatives
to Japanese and US cars that did not sacrifice quality.

The same seesaw movements seen in exports were also seen in im-
ports, the only different being a range of movement wider than that of
the exports. At the beginning of 2008, a reasonable domestic demands
and commodity price hikes have increased imports at very rapid pace.
At the start of the financial crisis, the crude oil price was at 150 dollar
per barrel, which caused about 50 percent rise in money spent on im-
ports.

In the middle of the financial crisis, crude oil prices, consumption
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and the investment have decreased significantly. Therefore, imports
have dropped after October of 2008. Though recovery of consumption
and investments has been very slow, imports have not recovered to any
significant degree. However, the crude oil price has reached its nadir
during the first quarter of 2009 and began increasing as the world
economy slowly moved out of the recession; imports have been grow-
ing steadily and rates of decrease has slowed.

The trade balance has swung from deficit to surplus through the
crisis (figure 3). The commodity and oil price hikes have increased both
exports and imports, but the effects on imports have been larger than
that on the exports. Therefore, trade account recorded deficits before
crisis, which turned around temporarily after March of 2008, as the Ko-
rea won has depreciated significantly and trade deficit was reduced for
the time being, but commodity price hike resulted in deficits again in
the third quarter of 2008. The drop in commodity prices would have a
significant influence on the trade account in the fourth quarter of 2008.
Due to the lack of trade finance and drop in export prices, exports have
stumbled. But weak domestic demand and the dropping commodity
prices have led to greater decreases in imports than exports. The ex-
change rate hike was an additional factor in creating a surplus in trade
and current account. There has been significant discontinuity in trade
account in January of 2009; which recorded a large and sudden deficit.
It has been largely due to the lunar New Year holidays; affecting the
business days in January. However, the holidays did not reduce do-

mestic demands.



18 External Adjustment under Increasing Integration in Korean Economy

Figure 3. Net Exports and Current Account
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In fact, the domestic demand increased as consumption increased
during the holidays. Except the month of January, the current account
has maintained the surplus from fourth quarter of 2008. The trade sur-
plus of 2009 is expected to be more than 40 billion dollars. This large
surplus certainly has helped the Korean economy recover from the fi-

nancial crisis.



IIl. External Adjustment under Integration

1. Dynamics of External Adjustment

The dynamics of external adjustment mainly rely on the following
key variables: net export, foreign asset and liability positions at market
value and rates of return on foreign assets and liabilities. We first take
a look at the evolution of gross external assets and liabilities at market
value. The measures in Figure 4 are expressed as fractions of gross na-
tional income (GNI) in Korea. Before 1995, gross external assets of Ko-
rea accounted for about 45 percent of GNI with liabilities accounting
for about 60 percent of GNI. Both external assets and liabilities in-
creased sharply after 1995, reaching roughly 220 percent and 300 per-
cent respectively by the end of 2007. The rise of external accounts was
largely associated with the upward tendency of asset cross-holdings in
recent years.

Figure 5 illustrates the net foreign asset positions and net exports as
fractions of GNI in Korea. Korea’s net foreign debt plunged to over one
fold of GNI between 1997-1998 mainly due to a sharp depreciation of
Korean currency during the financial crisis, which increased the bur-
den of foreign borrowing and worsened the net foreign asset position.
The net foreign debt ranges around 80 percent at the end of 2007. This
external imbalance, however, alleviated through the channel of inter-

national trade. Korea’s net export ratio dramatically bounced from
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1998 and remains relatively stable around 3 percent by the end of 2007.
This is quite different situation compared with the U.S. where the net

foreign asset position supplements the trade imbalance.

Figure 4. Foreign Assets and Liabilities of Korea
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The rate of return on the net foreign portfolio in Korea is quite vola-
tile but not consistent. For example, Pan (2006) shows that the standard
deviation of real rate of return on the net foreign portfolio is as large as
17.8 percent while the autocorrelation coefficient is less than 0.10. More
importantly, the valuation adjustment channel is not as effective as ex-
pected because valuation effects of exchange rate fluctuations on assets

and liabilities tend to cancel out each other. Moreover, the traditional
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trade adjustment and the conventional intertemporal approach turn
out to be significant in case of Korea. For example, Pan (2006) estimates
the valuation and trade channels in external adjustment of Korea and
shows that 73~92 percent and 4.7~5.9 percent of the variance of the ac-
tual external imbalances is explained by trade channel and valuation

channel respectively in case of Korea.

Figure 5. Net Foreign Assets and Net Exports of Korea
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2. Changes in International Transaction Behavior

Ongoing international product and financial integration is expected

to affect external adjustment through the channel of changes in foreign
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asset holdings, saving-investment decision behavior, risk sharing be-
havior and international arbitrage costs. In this sub-chapter, we ex-
amine this channel of adjustment using several representative meas-

ures of market integration.

Foreign asset holdings.

The traditional model of international portfolio diversification sug-
gests all investors allocate their portfolios across countries in propor-
tion to their size in world market. Thus, if Korea accounts for 1.8 per-
cent of world output, then all investor everywhere should hold ap-
proximately 1.8 percent of their assets in Korea. Similarly, Korean in-
vestors should hold roughly 98.2 percent of their assets elsewhere. But
this is not what is observed in practice. Table 1 shows that Korea holds
significantly home-biased equity portfolios, where 97.4 percent of the
total equity portfolio is invested in domestic stocks. This is a substan-
tially large number compared with the U.S. (41.7 percent), Germany
(54.6 percent), UK (57.7 percent) and other Asian countries like Japan
(78.8 percent), Singapore (74.3 percent), Hong Kong (77.9 percent),
while comparable with Indonesia (99.7 percent), Malaysia (98.6 per-
cent), Philippines (99.4 percent) and Thailand (98.5 percent). The fact
that Korea and other emerging economies hold most of their equity
portfolio in domestic market means that either domestic investors bear
a substantial amount of unrewarded country-specific risk, or interna-
tional investors are not willing to invest in an expected return for a risk

that is diversified away.
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Table 1. Foreign Asset Holdings of Korea (2005)

(Unit: US$ million, %)

Domestic . . Domestic % Ma.rket % domestic
Country market Foreign F or.efg:n equity c@pm in
capitalization assets | liabilities holdings world total equity
market
Korea 718,011 13,913 187,502 530,508 1.7 97.4
Uus. 17,000,805 | 3,317,705 | 1,664,493 | 15,336,311 40.5 82.2
UK. 3,058,182 992,737 | 1,217,227 1,840,856 7.3 65.0
Germany 1,221,106 528,153 507,419 713,687 2.9 57.5
Japan 5,542,716 408,575 929,135 4,613,580 13.2 91.9
Singapore 257,341 67,592 54,970 202,370 0.6 75.0
Hong Kong| 1,054,999 227,834 119,234 935,765 2.5 80.4
Malaysia 180,518 1,550 23,240 157,278 0.4 99,0
Indonesia 81,428 93 17,275 64,153 0.2 99.9
Thailand 123,885 1,217 25,746 98,139 0.3 98.8
Philippines 39,818 184 5,696 34,122 0.1 99.5

Source: Sercu and Vanpee (2007).

Saving-Investment correlations.

In a world of increasingly integrated capital markets, one would
expect savings to migrate to the country offering the highest rate of re-
turn. Barring perfect correlation of productivity shocks across countries,
one would therefore expect to see massive capital flows between coun-
tries, resulting in massive current account deficits and surpluses. In
reality, however, current accounts are seldom very large relative to net

investment or national saving. For example, one of the most stable re-
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gularities observed in the data is that national saving rates are highly
correlated with national investment rates. These findings have been
interpreted as indicating that the world is characterized by capital im-
mobility, yet most economists believe that the world is characterized
by an increasingly high degree of international capital mobility. Be-
tween 1990 and 1997, saving-investment correlation of Korea was as
high as 0.85 reflecting low degree of capital mobility and high degree
of capital regulations. However, the correlation dramatically decreases
to 0.49 between 2000 and 2007, implying that increases in domestic in-
vestment are substantially financed by capital inflows. Although 0.49 is
still quite a bit higher than one would expect in world of perfectly inte-
grated market, it reflects the fact that product and capital markets are

increasingly integrated in the region.

Risk sharing.

There is an extensive literature on the benefits of international risk
sharing. This literature explicitly recognizes that capital market inte-
gration leads to international risk sharing, which should improve wel-
fare by smoothing consumption fluctuations. If consumers can borrow
and lend with foreign agents, the chance of risk sharing rises. Therefore
larger pool of stocks, bonds and financial claims generates higher
chance of risk sharing and smoother consumption profile. However,
due to home asset preference, imperfect market integration and in-
complete insurance markets, the benefits of international risk sharing
are not fully realized and, consequently, the main question the litera-

ture attempts to address is to what extent the variability of consump-
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tion growth is reduced relative to variability of output growth. Table 2
shows variability of consumption growth relative to output growth
variability where variability is measured by variance over time. The
average ratio is 1.60 between 1980 and 2007, implying lower level of
international risk sharing than would be expected under market inte-
gration. However it is worthwhile to note that relative consumption
variability decreased from 2.03 for 1980-1999 to 1.36 for 2000-2007. This
again confirms the view that increasing fraction of output shock is
pooled by consumers with increasing level of international market in-

tegration in case of Korea.

Table 2. Relative Variability of Consumption Growth

Period 1980-2007 1980-1999 2000-2007
Var(c)/Var(y) 1.60 2.03 1.36

Source: Author’s calculation.

Arbitrage cost

In an attempt to examine the effect of market integration on an arbi-
trage opportunity, we estimate for the optimal arbitrage costs using
threshold autoregressive model. This approach basically emphasizes
that price differentials decay slowly within certain level of arbitrage
bands, but rapidly outside the bands as international arbitrage takes
place. According to the estimation results, the arbitrage cost from the
perspective of Korea decreased from 21.3 percent for 1990-1999 to 18.9
percent for 2000-2007, with the average being 20.1 percent. Although
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this amount of arbitrage cost is larger than other OECD countries, it is
substantially smaller than other Asian countries like Indonesia (37.2
percent), Malaysia (30.9 percent) and Thailand (26.8 percent). The de-
creasing trend of arbitrage cost also implies that market integration
makes goods more likely to be traded and hence increases the scope for

international arbitrage.

Table 3. Changes in Arbitrage Cost

Period 1990-2007 1990-1999 2000-2007

Arbitrage cost 0.201 0.213 0.189

Note: Arbitrage cost is estimated from threshold autoregressive regression.

Source: Author’s calculation.

3. Shifts from Domestic Demand to External Demand

Since its rapid recovery from the Asian crisis, the Korean economy
has experienced modest growth, while unemployment and inflation
have remained low. Growth has been largely driven by exports of
manufactured goods such as information and communication technol-
ogy, automobiles and ships.

Despite the Korean economy’s strong performance, there is mount-
ing concern about the country’s growth potential, which is clearly re-
flected by the fact that the annual growth rate of Korea decreased from
6.4 percent between 1999 and 2003 to 4.2 percent between 2004 and
2008. The decline in the growth rate is largely attributable to the slow-
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ing growth of domestic demand, particularly weak private consump-

tion.
Table 4. Growth Trends in Korea
(Unit: %)
1997 (1998 {1999 | 2000 | 2001 | 2002|2003 | 2004 [2005 (2006 | 2007 | 2008
GDP 47| -69| 95| 85| 38| 70| 31| 47|42 | 51|50 22

Consumption 3.2|-106] 97| 71| 49| 76|-03| 04|39 | 48| 47 | 1.6
(Private) 33|-13.4{115| 84| 49| 79|-12|-03 |36 | 45| 45|09
(Government) | 2.6| 23| 29| 1.6| 49| 6.0| 38| 37|50 | 6.2| 58 | 42

Domesticin-—| 541 306241 (107| 00| 59| 25| 48|21 | 38| 25| -

vestment
Exports 21.6|12.7(14.6|19.1|-2.7 |13.3|15.6[19.6| 85 |11.8|12.1| 5.7
Imports 3.5(-21.8|27.8(20.1|-42|152(10.1|139| 73 [11.3|119| 3.7

Source: Global Insight.

One of the main recent developments within the Korean economy is
that external demand has been growing faster than domestic demand,
resulting in a smaller portion of consumption expenditure. Consump-
tion expenditure’s share of GDP has been declining since 2002, driven
largely by declining private consumption. The share of private con-
sumption decreased from 56 percent in 2002 to 53 percent in 2007,
while that of exports increased from 35 percent to 46 percent. A crucial
factor contributing to the slowdown of private consumption has been a

reduction of national income caused by a deterioration of the terms of
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trade over this period. The Korean currency appreciated more than 26
percent between 2001 and 2007, which was caused mainly by a large
amount of capital inflows.

The deterioration of terms of trade decelerated national income
growth, widening the gap between GDP growth and national income
growth from 0.7 percent point in 2001 to 3.4 percent point in 2008. The
reduced growth of national income put downward pressure on domes-
tic demand, especially private consumption. The elimination of the re-
strictions on capital and foreign exchange markets is also attributable
to the slowdown of domestic consumption as it increases overseas con-

sumption substantially.

Figure 6. Terms of Trade and National Income Growth in Korea
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It is worthwhile noting that technology-intensive industries expe-
riencing significant terms of trade losses are known to have made a
large contribution to productivity growth in Korea. Given that terms of
trade is an exogenous variable to the Korean economy, Korea should
increase the productivity in other industries to promote future growth.
This implies that Korea needs to implement structural reforms in the

service sector to promote domestic demand and future growth.



IV. Conclusions

In this paper, we examine the external adjustment of Korea under
international product and financial integration. We first discuss
changes in Korean external balances with a focus on the impacts of re-
cent global financial crisis on the exchange rates and net exports. We
then investigate external adjustment under increasing integration in
Korean economy by examining dynamics of external adjustment,
changes in international transaction behaviors, and shift from domestic
demand to external demand.

When it comes to the evolution of gross external assets and liabili-
ties, both external assets and liabilities as fractions of GNI turn out to
have increased sharply after 1995, reaching roughly 220 percent and
300 percent respectively by the end of 2007. The rise of external ac-
counts was largely associated with the upward tendency of asset cross-
holdings in recent years. The net foreign debt ranges around 80 percent,
which alleviated through the channel of international trade. Korea’s
net export ratio dramatically bounced from 1998 and remains relatively
stable around 3 percent by the end of 2007. This is quite different situa-
tion compared with the U.S. where the net foreign asset position sup-
plements the trade imbalance. In Korea, the valuation adjustment
channel is not as effective as expected as valuation effects of exchange
rate fluctuations on assets and liabilities tend to cancel out each other.

Meanwhile, the traditional trade adjustment and the conventional in-
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tertemporal approach account substantial part of the variance of the
actual external imbalances in Korea.

This paper also studies the effects of ongoing international product
and financial integration on the changes in foreign asset holdings, sav-
ing-investment decision behavior, risk sharing behavior and interna-
tional arbitrage costs. We see that Korea exhibits more risk sharing be-
havior under increasing economic integration while home bias in equi-
ty market still remains as a puzzling phenomenon.

Although Korea has experienced modest economic growth since its
rapid recovery from the crisis, there is mounting concern about the
country’s growth potential, which has been reflected in reduced
growth rates in recent years. A crucial factor contributing to this phe-
nomenon is the slowdown of domestic demand caused by external
terms of trade losses. To cope with this challenge, we propose that Ko-
rea move forward with a more market-oriented economic system such
as greater integration into the world economy, structural reforms for
enhancing the productivity of the service sector, and an improvement

of market conditions for attracting domestic and foreign investments.



References

Baxter, M. and M. J. Crucini. 1993. “Explaining saving-investment cor-
relations.” American Economic Review, 83, pp. 416-436.

Bergin, P. and S. Sheffrin. 2000. “Interest rates, exchange rates and
present value models of the current account.” Economic Journal,
110, pp. 535-558.

Gourinchas, P. O. and H. Rey. 2005. “International financial adjust-
ments.” NBER Working paper 11155.

Gust, C. and N. Sheets. 2006. “The adjustment of global external imbal-
ances: Does partial exchange rate pass-through to trade prices
matter? Board of governors of the federal reserve system.” Inter-
national finance discussion paper 850.

Obstfeld, M. and K. Rogoff. 2000. “The Six major puzzles in interna-
tional macroeconomics: Is there a common cause?” In B. Ber-
nanke and K. Rogoff eds. NBER Macroeconomics Annual. MIT Press.

Organization for Economic Cooperation and Development. 2007. OECD
Economic Surveys Korea.

Pan, H. 2006. The dynamics of external adjustments: Evidence from
emerging markets. University of California Davis Working paper.

Sercu, P. and R. Vanpee. 2007. Home bias in international equity portfolios:
A review. FETEW Research Report.

olF=HFE. 2009. "EATEStM ] Fam SR AL AL
S50 AAZA 9(30). theldAE A A2,

ojlT-3%l- 25k, 2009, TH/EY g AArE 2 A 259 A
A 9(17). theBA A A4,

5121, A, 2009, TH2 FPEsel 9 9 AXNBA N A= dFL L
=] AIAIRA 9(19). thel A AT,



09-09

09-08

09-07

09-06

09-05

09-04

09-03

09-02

09-01

08-08

08-07

08-06

08-05

08-04

08-03

08-02

List of KIEP Working Papers (2001- 09.12)

External Adjustment under Increasing Integration in Korean Economy
Inkoo Lee and In Huh

Trade Openness and Vertical Integration: Evidence from Korean Firm-Level
Data Hea-Jung Hyun and Jung Hur

The Impact of Mutual Recognition Agreements on Foreign Direct Investment
and Export Yong Joon Jang

Transport Costs, Relative Prices, and International Risk Sharing
Inkoo Lee and Yonghyup Oh

Impacts of Free Trade Agreements on Structural Adjustment in the OECD:
Panel Data Analysis Nakgyoon Choi

What can North Korea learn from Transition Economies” Reform Process?

Hyung-Gon Jeong

Firm Heterogeneity in the Choice of Offshoring: Evidence from Korean Manu-
facturing Firms Hea-Jung Hyun

Using Panel Data to Exactly Estimate Income Under-Reporting by the Self Em-
ployed Bonggeun Kim, John Gibson, and Chul Chung

Determinants of Staging Categories for the Tariff Elimination in the FTA Nego-
tiations Nakgyoon Choi

Empirical Analyses of U.S.Congressional Voting on Recent FTA Bills
Hyejoon Im and Hankyoung Sung

Sub-Prime Financial Crisis and US Policy Choices
Yonghyup Oh and Wonho Song

Real Exchange Rate Dynamics in the Presence of Nontraded Goods and Trans-
action Costs Inkoo Lee and Jonghyup Shin

Eurasian Economic Community (EurAsEC): Legal Aspects of Regional Trade
Integration Sherzod Shadikhodjaev

The Impact of Foreign Direct Investment on Economic Growth: A Case Study of
Ireland Kyuntae Kim and Hokyung Bang

Flexible BBC Exchange Rate System and Exchange rate Cooperation in East
Asia Yen Kyun Wang
FDI Inflows, Exports and Economic Growth in First and Second Generation
ANIEs: Panel data Causality Analysis

Yongkul Won, Frank S.T. Hsiao, and Doo Yong Yang

A List of all KIEP publications is available at: http://www.kiep.go.kr




08-01

07-08

07-07

07-06

07-05

07-04

07-03

07-02

07-01

06-03

06-02

06-01

05-06

05-05

05-04

05-03

05-02

National Treatment on Internal Taxation: Revisiting GATT Article III:2
Sherzod Shadikhodjaev

Experimental Economic Approaches on Trade Negotiations
Hankyoung Sung

What Kinds of Countries Have More Free Trade Partner Countries? : Count
Regression Analysis Jung Hur and Backhoon Song

Understanding Wage Inequality: Trade, Technology, and Location
Chul Chung and Bonggeun Kim

An Empirical Assessment of a Tradeoff Between FDI and Exports
Hongshik Lee and Joon Hyung Lee

A Roadmap for East Asian Monetary Integration: The Necessary First Step
Kyung Tae Lee and Deok Ryong Yoon

The Determinants of Cross-border M&As: the Role of Institutions and Financial
Development in Gravity Model Hea-Jung Hyun and Hyuk Hwang Kim

Financial Liberalization, Crises, and Economic Growth
Inkoo Lee and Jong-Hyup Shin

Determinants of Intra-FDI Inflows in East Asia: Does Regional Economic Inte-
gration Affect Intra-FDI? Jung Sik Kim and Yonghyup Oh

Regional Currency Unit in Asia: Property and Perspective
Woosik Moon, Yeongseop Rhee and Deokryong Yoon

Does FDI Mode of Entry Matter for Economic Performance?: The Case of Korea
Seong-Bong Lee and Mikyung Yun

Investment Stagnation in East Asia and Policy Implications for Sustainable
Growth Hak K. Pyo

Exchange Rate System in India: Recent Reforms, Central Bank Policies and
Fundamental Determinants of the Rupee-Dollar Rates
Vivek Jayakumar, Tae Hwan Yoo, and Yoon Jung Choi

Exchange Rates, Shocks and Inter-dependency in East Asia: Lessons from a
Multinational Model Sophie Saglio, Yonghyup Oh, and Jacques Mazier

A Roadmap for the Asian Exchange Rate Mechanism
Gongpil Choi and Deok Ryong Yoon

Have Efficiency and Integration Progressed in Real Capital Markets of Europe
and North America During 1988-1999 Yonghyup Oh

Financial Market Integration in East Asia: Regional or Global?
Jongkyou Jeon, Yonghyup Oh, and Doo Yong Yang



05-01

04-14

04-13

04-12

04-11

04-10

04-09

04-08

04-07

04-06

04-05
04-04
04-03

04-02

04-01

03-17

03-16

03-15

Natural Resources, Governance, and Economic Growth in Africa
Bokyeong Park and Kang-Kook Lee

Income Distribution, Intra-industry Trade and Foreign Direct Investment in
East Asia Chan-Hyun Sohn and Zhaoyong Zhang

Location Choice of Multinational Companies in China: Korean and Japanese
Companies Sung Jin Kang and Hongshik Lee

Geographic Concentration and Industry Characteristics: An Empirical Investi-
gation of East Asia Soon-Chan Park, Hongshik Lee, and Mikyung Yun

Marginal Intra-industry Trade, Trade-induced Adjustment Costs and the
Choice of FTA Partners Chan-Hyun Sohn and Hyun-Hoon Lee

Exchange Rate Volatilities and Time-varying Risk Premium in East Asia
Chae-Shick Chung and Doo Yong Yang

North Korea’s Economic Reform Under An International Framework
Jong-Woon Lee

International Capital Market Imperfections: Evidence from Geographical Fea-
tures of International Consumption Risk Sharing Yonghyup Oh

Impacts of Exchange Rates on Employment in Three Asian Countries: Korea,
Malaysia, and the Philippines Wanjoong Kim and Terrence Kinal

Finance and Economic Development in Korea
Yung Chul Park, Wonho Song, and Yunjong Wang

Expansion Strategies of South Korean Multinationals Hongshik Lee
E-Finance Development in Korea Choong Yong Ahn and Doo Yong Yang

Complementarity of Horizontal and Vertical Multinational Activities
Sungil Bae and Tae Hwan Yoo

Regional vs. Global Risk Sharing in East Asia
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang

The Macroeconomic Consequences of Terrorism
S. Brock Blomberg, Gregory D. Hess, and Athanasios Orphanides

Trade Structure and Economic Growth - A New Look at the Relationship be-
tween Trade and Growth Chan-Hyun Sohn and Hongshik Lee

Specialization and Geographical Concentration in East Asia: Trends and Indus-
try Characteristics Soon-Chan Park

Corporate Restructuring in Korea: Empirical Evaluation of Corporate Restruc-
turing Programs Choong Yong Ahn and Doo Yong Yang



03-14

03-13

03-12

03-11

03-10

03-09
03-08

03-07

03-06

03-05

03-04

03-03

03-02

03-01

02-17

02-16

02-15

Intra-industry Trade and Productivity Structure: Application of a Cournot-
Ricardian Model E. Young Song and Chan-Hyun Sohn

Financial Integration and Consumption Risk Sharing in East Asia
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang
The Decision to Invest Abroad: The Case of Korean Multinationals

Hongshik Lee

Exchange Rate Uncertainty and Free Trade Agreement between Japan and Ko-
rea Kwanho Shin and Yunjong Wang

Finance and Economic Development in East Asia
Yung Chul Park, Wonho Song, and Yunjong Wang

The Effect of Labor Market Institutions on FDI Inflows Chang-Soo Lee

Potential Impact of Changes in Consumer Preferences on Trade in the Korean
and World Motor Vehicle Industry Sang-yirl Nam and Junsok Yang

Macroeconomic Adjustments and the Real Economy In Korea and Malaysia
Since 1997 Zainal-Abidin Mahani, Kwanho Shin, and Yunjong Wang

Fear of Inflation: Exchange Rate Pass-Through in East Asia
Sammo Kang and Yunjong Wang

The Effects of Capital Outflows from Neighboring Countries on a Home Coun-
try’s Terms of Trade and Real Exchange Rate: The Case of East Asia
Sammo Kang

Dynamics of Open Economy Business Cycle Models: The Case of Korea
Hyungdo Ahn and Sunghyun H. Kim

International Capital Flows and Business Cycles in the Asia Pacific Region
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang

How to Mobilize the Asian Savings within the Region: Securitization and Cre-
dit Enhancement for the Development of East Asia’s Bond Market
Gyutaeg Oh, Daekeun Park, Jaeha Park, and Doo Yong Yang

Trade Integration and Business Cycle Synchronization in East Asia
Kwanho Shin and Yunjong Wang

How far has Regional Integration Deepened?-Evidence from Trade in Services
Soon-Chan Park

Korea’s FDI into China: Determinants of the Provincial Distribution
Chang-Soo Lee and Chang-Kyu Lee

Measuring Tariff Equivalents in Cross-Border Trade in Services
Soon-Chan Park



02-14

02-13

02-12

02-11

02-10

02-09

02-08

02-07

02-06

02-05

02-04

02-03

02-02

02-01

01-05

01-04

01-03

How FTAs Affect Income Levels of Member Countries: Converge or Diverge?
Chan-Hyun Sohn

An Examination of the Formation of Natural Trading Blocs in East Asia
Chang-Soo Lee and Soon-Chan Park

Has Trade Intensity in ASEAN+3 Really Increased? - Evidence from a Gravity
Analysis Heungchong KIM

Exchange Rate Regimes and Monetary Independence in East Asia
Chang-Jin Kim and Jong-Wha Lee

Bailout and Conglomeration Se-Jik Kim

A Dynamic Analysis of a Korea-Japan Free Trade Area: Simulations with the
G-Cubed Asia-Pacific Model
Warwick J. McKibbin, Jong-Wha Lee, and Inkyo Cheong

Trade Integration and Business Cycle Co-movements: the Case of Korea with
Other Asian Countries Kwanho Shin and Yunjong Wang

Korea’s FDI Outflows: Choice of Locations and Effect on Trade
Chang-Soo Lee

Hanging Together: Exchange Rate Dynamics between Japan and Korea
Sammo Kang, Yunjong Wang, and Deok Ryong Yoon

Interdependent Specialization and International Growth Effect of Geographical
Agglomeration Soon-chan Park

Who Gains Benefits from Tax Incentives for Foreign Direct Investment in Korea?
Seong-Bong Lee

New Evidence on High Interest Rate Policy During the Korean Crisis
Chae-Shick Chung and Se-Jik Kim

A Framework for Exchange Rate Policy in Korea
Michael Dooley, Rudi Dornbusch, and Yung Chul Park

Macroeconomic Effects of Capital Account Liberalization: The Case of Korea
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang
Aggregate Shock, Capital Market Opening, and Optimal Bailout

Se-Jik Kim and Ivailo Izvorski

Impact of FDI on Competition: The Korean Experience
Mikyung Yun and Sungmi Lee

Is APEC Moving Towards the Bogor Goal?
Kyung Tae Lee and Inkyo Cheong



01-02 Impact of China’s Accession to the WTO and Policy Implications for Asia-
Pacific Developing Economies Wook Chae and Hongyul Han

01-01 Does the Gravity Model Fit Korea’s Trade Patterns?:
Implications for Korea’s FTA Policy and North-South Korean Trade
Chan-Hyun Sohn and Jinna Yoon



KIEP Working Paper 09-09

Inkoo Lee and In Huh

In this paper, we study the external adjustment of Korea under international product and financial inte-
gration by examining the evolution of the external balances, changes in international transactions and
trends of the terms of trade. We first discuss changes in Korean external balances with a focus on the
impacts of recent global financial crisis on the exchange rates and net exports in order to understand
external adjustments by the external shocks. We then discuss external adjustment under increasing inte-
gration in Korean economy by examining changes in international transaction behaviors. We show that
(1) trade channel supplements the net foreign debts in Korea, (2) Korea exhibits more risk sharing
behavior under increasing economic integration, while home bias in equity market still remains as a puz-
zling phenomenon, and (3) a crucial factor contributing to the slowdown of private consumption has
been a reduction of national income caused by a deterioration of the terms of trade.

94320

Kl.qp Korea Institute for International
B=¥ Economic Policy

9 178893211242033

P.0.Box 235, Seocho, Seoul 137-602, Korea ISBN 978-89-322-4203-3
Tel 02-3460-1001, 1114 / Fax 02-3460-1122, 1199 978-89-322-4026-8(Set)
http://www.kiep.go.kr Price USD 3

108 Yangjaedaero, Seocho-gu, Seoul 137-747, Korea




