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2011
Financing for Regional Economic Integration for Northeast Northeast Asia II
by Lee-Jay Cho and Chang Jae Lee eds. (April 2011)
ISBN 978-89-322-3055-9 / A5 / 182pp. / USD 7

Conference
Proceedings

The Northeast Asian region is one of the most dynamic economic regions in the world, which
includes the major players of China, Japan and Korea, with productive linkages to resource-rich Russia
and Mongolia and to the United States. In contrast to the region’s robust economic growth regional
security has long been fragile, mainly due to the geopolitical condition resulting from the Cold War
era.
If the countries in Northeast Asia wish to further their development and prosperity, they will have
to learn to harness their dynamic economies and create a region in which peaceful coexistence and
common prosperity prevail. Northeast Asia has a northern subregion that includes North Korea,
Mongolia, the Russian Far East, and the northeastern provinces of China—an area that is wellendowed with latent natural and human resources. This subregion has the potential of becoming
an important source of natural resources for the entire region, and what is needed is to realize that
potential through infrastructure investment.
Energy security and environment is for example, an important area of cooperation, as the three
major countries are heavily dependent on energy imports and are highly vulnerable to energy crisis.
Financing requirements for the necessary cross-border infrastructure are likely to be large, and a
regional development bank is a key in meeting that financing need.
This volume, which is a sequel to the first volume, Financing for Regional Economic Integration for
Northeast Asia, is comprised of papers, research reports and summaries of a main conference and
several specialized meetings, as well as affiliated activities, that took place under this project. The
results of this project represent a considerable beneficial to the region and have been carried out in a
spirit of cooperation that we esteem.

2010 CRES Visiting Scholar’s Paper Series
by Yang-Hee Kim ed. (May 2011)
ISBN 978-89-322-3056-6 / A5 / 304pp. / USD 10
Korea Institute for International Economic Policy (KIEP) has expanded its cooperative relations with
the world since it took the role of the hub of regional studies in public research areas of Korea. As
a part of our systematic efforts to foster international exchanges and build the knowledge based
through interdisciplinary collaboration, The Center for Regional Economic Studies (CRES) initiated
a researcher-exchange program called CRES Visiting Fellows Program in 2008. The program brings
together influential professionals from academia and the public sector to advance individual,
institutional and national understanding of regional economic matters and to improve international
cooperation on related research. This volume is a part of our achievements through the program and
we hope this proceeding would work as another channel to deepen the understanding of regional
economies in Korea.
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Financing for Regional Economic Integration for Northeast Asia
by Lee-Jay Cho and Chang Jae Lee eds. (June 2010)
ISBN 978-89-322-3053-5 / A5 / 250pp. / USD 10
The Northeast Asian region includes the major players China, Japan, and Korea, with productive
linkages to resource-rich Russia and to the United States and is one of the most dynamic economic
regions in the world. In contrast to the region’s robust economic growth, regional security has long
been fragile, mainly due to the geopolitical conditions resulting from the Cold War era. If the
countries in Northeast Asia wish to further their development and prosperity, they will have to learn
to harness their dynamic economies and create a region in which peaceful coexistence and common
prosperity prevail. Northeast Asia has a northern subregion that includes North Korea, Mongolia, the
Russian Far East, and the northeastern provinces of China—an area that is well-endowed with latent
natural and human resources. This subregion has the potential of becoming an important source of
natural resources for the entire region, and what is needed is to realize that potential through
infrastructure investment. Energy security and environment is for example, an important area of
cooperation, as the three major countries are heavily dependent on energy imports and are highly
vulnerable to energy crisis in the event of an interruption—especially in the case of oil, natural gas
and minerals imports. Financing requirements for this investment are likely to be large, and a regional
development bank is a key in meeting that financing need. This volume presents the results of the
project implemented in 2009 on financial cooperation in Northeast Asia aimed at supporting the
establishment of a regional institution for financing infrastructure investment. This volume is
comprised of papers, research reports and summaries of a main conference and several specialized
meetings, as well as affiliated activities, that took place under this project. The results of this project
represent a considerable benefit to the region and have been carried out in a spirit of cooperation
that we esteem.

2009 CRES Visiting Scholar’s Paper Series
by Heungchong Kim ed. (November 2010)
ISBN 978-89-322-3054-2 / A5 / 286pp. / USD 10
Korea Institute for International Economic Policy (KIEP) has expanded its cooperative relations with
the world since it took the role of the hub of regional studies in public research areas of Korea. As
a part of our systematic efforts to foster international exchanges and build the knowledge based
through interdisciplinary collaboration, The Center for Regional Economic Studies (CRES) initiated
a researcher-exchange program called CRES Visiting Fellows Program in 2008. The program brings
together influential professionals from academia and the public sector to advance individual,
institutional and national understanding of regional economic matters and to improve international
cooperation on related research. This volume is a part of our achievements through the program and
we hope this proceeding would work as another channel to deepen the understanding of regional
economies in Korea.

Regional Study
Series

Renewable Energy Policy in Germany and Its Implications for Korea
by Hyun Jean Lee and Sung-Won Yoon (December 2010)
ISBN 978-89-322-6113-3 / A5 / 120pp. / USD 7
This study is to review Germany’s renewable energy policy in order to find out the implications for

the development of Korea’s renewable energy policy. Germany has put a lot of efforts to develop
and promote renewable energy sources. Such efforts led to enhancing energy self-sufficiency and
pursuing environmental compatibility at the same time. The success of German renewable energy
policy results from the introduction of feed-in tariffs, the promotion strategies for SMEs, and the
diversification strategies of local communities. Most of all, in terms of security of supply, costefficiency and environmental compatibility in particular, the Electricity Feed-in Act (StrEG) and the
Renewable Energy Sources Act (EEG) have greatly contributed to promoting renewable energy
sources. Korea, heavily dependent on energy import, is now taking various policy actions in order
to achieve ‘Green Growth.’ The implications from the German experience would lead Korea to
achieve the goal by successfully deploying renewable energies.

General Equilibrium Analysis of DDA Trade Liberalization: Assessment of
Alternative Scenarios

Working Papers

by Nakgyoon Choi (April 2010)
ISBN 978-89-322-4205-7 / A5 / 58pp. / USD 3
This paper aims to implement the simulation studies using a CGE approach to identify ideas
on how to finalize the DDA negotiations by making some mutual concessions and deal with
contentious issues yet to be agreed. The simulation results of this paper, which lay between those
of the previous literature, indicate that the DDA negotiations will boost the global economy to a
substantial degree. It reveals that the world GDP effects will amount to US$ 49.9~186.2 billion
(0.12~0.45%) and the welfare gain will amount to US$ 49.7~157.7 billion. The GDP growth
effects are mainly due to effects of trade expansion, which amount to US$ 265.3~382.0 billion.
The simulation result also indicates that developed countries need to consider positively the
arguments of developing countries on the controversial issues related to agriculture. In return for
the concessions by the developed countries, the developing countries will likely accept further
discussions related to the sectoral proposals and services liberalization.

Intra-industry Trade in an Enlarged Europe: Trend of Intra-industry Trade
in the European Union and its Determinants
by Yoo-Duk Kang (April 2010)
ISBN 978-89-322-4206-4 / A5 / 56pp. / USD 3
In this paper I examine the evolution of intra-industry trade (IIT) in intra-European trade in the
period of accession of the Central and Eastern European countries (CEEC). In order to identify
changes in IIT in intra-European trade, I calculate the Grubel and Lloyd index for the static
dimension and Brülhart A index for the dynamic dimension. Based on Grubel and Lloyd index, I
conduct gravity-type empirical tests to verify determinants of IIT at the intra-European level. I find
that CEECs experienced considerable increase in IIT, particularly during transitional periods before
their accession. However, the level of IIT between CEECs is still considerably low. Given that a tradeinvestment nexus exists to explain IIT in intra-European trade, IIT in CEECs can increase further, as
they receive more FDI from their neighbors.
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Democracy and Trade Policy: The Role of Interest Groups
by Kyounghee Lee (October 2010)
ISBN 978-89-322-4207-1 / A5 / 52pp. / USD 3
As a democracy develops and matures, the number of interest groups attempting to voice their
interests with respect to trade policies tends to increase, and sometimes governments collide
with them in the process of enacting restraints. This paper aims to investigate empirically the role
of interest groups in Korea’s trade policy, utilizing the Grossman and Helpman model (1994).
Contrary to prevailing wisdom, the results of our empirical investigation suggest that a greater
level of participation by diverse interest groups actually promotes trade liberalization, as different
groups offset each other’s demands in the act of obtaining government protection. The findings
imply that “openness and pluralism” with respect to interest groups is necessary if better strategies
for trade liberalization are to be developed.

East Asian Financial and Monetary Cooperation and Its Prospect: Beyond the
CMI
by Young-Joon Park and Yonghyup Oh (October 2010)
ISBN 978-89-322-4208-8 / A5 / 50pp. / USD 3
This paper examines the ASEAN+3 cooperation of regional financial safety nets, and reviews the
regional monetary issues of a single currency and currency competition in East Asia. We point out
potential systemic risks in East Asia and the importance of regional surveillance. ASEAN+3 regional
surveillance should move forward to the stronger measures of peer review and peer pressure, and
make the AMRO a well-resourced professional surveillance secretariat to create capacity to apply
independent conditionality. To this effective surveillance mechanism, we propose to establish
the Board of Coordination to support the ASEAN+3 ERPD by confirming its decision or remitting
the relevant case to the ASEAN+3 ERPD and providing possible legal consultation. The institution
building of the CMIM secretariat will accelerate the establishment of a regional monetary
institution, e.g. an Asian Monetary Fund. The current crisis provides sufficient incentives for East
Asian economies to pursue internationalization of their currencies, and it would open the possibility
towards a single currency in East Asia.

Regionalism within Multilateralism: WTO Review Mechanisms for RTAs
by Sherzod Shadikhodjaev (December 2010)
ISBN 978-89-322-4209-5 / A5 / 56pp. / USD 3
Given different legal regimes which govern the global and regional trading systems, the WTO as
such cannot stop the proliferation of RTAs. Nevertheless, the WTO can oversee them through its
political and judicial review procedures. Notably, Article XXIV of the GATT, Article V of the GATS
and the Enabling Clause contain certain procedural requirements for notification and multilateral
review of RTAs concluded by WTO members (political track). In addition, RTAs may be challenged
in WTO dispute settlement procedures (judicial track). This paper examines legal provisions and
practice of the WTO review mechanisms, explores possible remedies for WTO-inconsistent RTAs,
analyzes the transparency mechanism for RTAs, and in particular specific issues of linkage with the
WTO judicial review procedures and the possibility of extending the scope of the transparency
mechanism to the post-formation period of notified RTAs.

Determinants of Exports: Productivity or Fixed Export Costs
by Young Gui Kim and Jeongmeen Suh (December 2010)
ISBN 978-89-322-4210-1 / A5 / 48pp. / USD 3
The purpose of this paper is to develop a theoretical framework to take several key determinants of
exports into consideration and to propose an empirical model to identify which factors affect firms’
export performance, whether to start exporting (export extensity) and how much they will export

(export intensity). Extending the Melitz (2003) model, in our theoretical part, we consider firm
heterogeneity in two dimensions; fixed cost as well as productivity. As a result, when a firm with
low productivity engages in exporting, there can also be a higher productive firm facing relatively
high fixed cost. This allows us to resolve the difficulty in interpreting controversial empirical results,
for example, whether productivity or firm size is a key determinant of export. Furthermore, in our
empirical part, by using Korean firm-level data, we conclude that productivity plays an important
role when a firm decides whether to start exporting, while fixed export costs variables are
important determinants of fractions of outputs to be exported.

Learning in Trade Negotiations?: An Experimental Study on Veto Games
by Hankyoung Sung (December 2010)
ISBN 978-89-322-4211-8 / A5 / 42pp. / USD 3
The purpose of this paper identifies learning in games in the experimental economic settings,
and applies their results on real multilateral trade negotiations. This paper argues that structure
of games including a veto player(Veto games) are similar to real multilateral trade negotiations in
that the players do not possess identical power. This paper’s main contribution involves showing
that learning on power is dominant over learning on theory in Veto games. More importantly, this
paper shows that players are concerned about how much they have gained in previous games
in Veto games, although their memories generally do not last beyond the next game, and thus
they tend to be selfish as they have less shares. Based on these results, it sees the possibility to be
more generous in distribution of benefits; allowing players without veto power to retain special
rights so that they would not be totally powerless, necessity of having ‘respite’ in the process of
negotiations, and policy options for choosing partners for winning coalitions.

Impact of Rules of Origin on FTA Utilization in Korean FTAs
by HanSung Kim and Mee Jin Cho (December 2010)
ISBN 978-89-322-4212-5 / A5 / 50pp. / USD 3
Despite the intense interest concerning Rules of Origin (ROO) in every corner, research regarding
ROO has been relatively limited. It is primarily due to the difficulties of performing systematic
research on ROO. The importance of the role of ROO in FTA, however, cannot be overemphasized
since the economic effect of concluding an FTA is determined by ROO, in particular with respect
to the market access. This study aims to investigate the economic effect of ROO of Korean FTAs
on its FTA utilization. Using restrictive index, margin of preferences and other relevant variables,
we test the relation between FTA utilization and related variables. The results show that more
restrictive ROO has a negative impact on the utilization rates, when we drop the products with
zero utilization rates and control for industry-specific characters. It also shows that higher MOP
promotes the use of the Korea-ASEAN FTA. On the other hand, we fail to show that the average
value of imports per-application has a positive impact on the use of FTA.

Considering Happiness for Economic Development: Determinants of
Happiness in Indonesia
by Kitae Sohn (December 2010)
ISBN 978-89-322-4213-2 / A5 / 56pp. / USD 3
Happiness is often ignored in development economics even though it is generally considered the
ultimate goal in life. Using the Indonesia Family Life Survey, this paper elucidates factors related
to happiness in Indonesia in an ordered probit analysis. Some factors yield results consistent with
those in the literature, but other factors such as unemployment and female gender turn out to be
not robust. Exogenous measures are introduced for past income mobility, social trust, and political
environment. Also, measures with a more immediate impact on happiness are exploited for social
trust and political environment. The sign of the coefficient on past income mobility is reversed
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once the variable is purged of endogeneity. Also, social trust and political environment are found
to have little relationship with happiness. The last finding stands in stark contrast to the findings in
the literature that uses measures only remotely related to happiness.

Information and Capital Flows Revisited: the Internet as a Determinant of
Transactions in Financial Assets
by Changkyu Choi, Dong-Eun Rhee, and Yonghyup Oh (December 2010)
ISBN 978-89-322-4214-9 / A5 / 38pp. / USD 3
This paper investigates the determinants of international transac-tions in financial assets empirically.
We extend the gravity model in Portes et al. (2000) by introducing an internet variable. Using
cross-country panel data on the portfolio flows between the US and other countries from 1990
to 2008, we found that the Internet turns out to mitigate the information asymmetries and thus
increases cross-border portfolio flows between countries.

 ho Goes Where and How? Firm Heterogeneity and Location Decision of
W
Korean Multinationals
by Hea-Jung Hyun and Jung Hur (December 2010)
ISBN 978-89-322-4215-6 / A5 / 34pp. / USD 3
This paper examines the role of firm heterogeneity in multinationals’ choice of FDI type and
location. Using Korean firm-level data, we find that more productive firms are more likely than
their less efficient counterparts to invest in tough markets and choose horizontal FDI against
vertical or export-platform FDI across different host countries. These findings, consistent with the
recent theories in international economics, suggest that firm heterogeneity may play a significant
role in FDI strategy as well as location decision.

SNU-KIEP
EU Centre
Research Series

T
 he Belarusian Economy and its Economic Relations with the EU
by Jeeyoung Hwang and Ji Sang Chang (December 2010)
ISBN 978-89-322-2197-7 / A5 / 54pp. / USD 5
Belarusian economic growth over the past 10 years has been fueled primarily by high economic
growth in neighboring Russia and the rise in world prices of oil products. In particular, the basis
of Belarus’s robust economic growth was subsidized energy prices from Russia and increases in
domestic petrochemical industry production on the back of sustained high oil prices. Like this,
the Belarusian economy depends significantly on external factors, especially the relations with
Russia and its macroeconomic conditions. However, the fact that Belarus is Europe’s last autocratic
nation and with little freedom of speech puts some distance between Belarus and the EU. Recently,
the government of Belarus has undergone subtle changes in its external relations and foreign
investment policy since the crisis in relations between Belarus and Russia started. Belarusian
government will maximize its own interests by attracting investment from the EU.
This paper deals with a rough sketch of the macroeconomic situation of Belarus and its economic
structure, and addresses economic relations between Belarus and the EU in depth. Moreover, this
study predicts future external policy directions of Belarusian government and provides its policy
implications from the viewpoint of foreign investors. Based on this study, although the government
shows a favorable attitude in the foreign investment and relations with EU, Belarus’s accession to
the EU or accession to a free trade zone with the EU does not seem likely to be realized in the near
future. First of all, the EU is not interested in expanding their borders due to the fact that it brings
EU countries more trouble than advantages. Belarus also does not have any plans to join the EU or
seek formation of a free trade zone with the EU. Firstly, after joining the EU, Baltic countries have
lost control of their industry and agriculture, and became simply a market for European companies.
Second, due to its special relationship with Russia, Belarus has enjoyed the lowest prices on energy
sources among all EU countries and most CIS countries. Third, Belarus has a political and economic

system, which cannot be integrated into the European system, as they are distinguished from
EU in the view of not only economic management, but also with respect to the role of state and
government in society.
Considering these factors, it is much more possible for the Belarusian government to simply
maintain a balance between pro-Russian and pro-European policies. The foreign policy of Belarus
will be aimed primarily at expanding the level of FDI. To attract foreign capital, the government
will seek to maximize several advantages of Belarus including geographical position, presence
of free trade areas with Russia and Kazakhstan, cheap energy, well-developed infrastructure and
skilled and cheap labor. Also, Belarus will try to expand its external relations to other countries,
such as Latin America. Thus, from the viewpoint of foreign investors, it would be wise policy to
keep an eye on Belarus’s subsequent external policies towards both EU and Russia.
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2009
The World Economy with the G-20

Policy Analyses

by CEPR and KIEP (December 2009)
ISBN 978-89-322-1303-3 / A5 / 220pp. / USD 10
The ongoing financial crisis and global economic downturn is reshaping the global economic and
financial architecture represented by the surge of the G-20. This book addresses the core policy
agenda for the G-20 process. The G-20 process is launched and the last three meetings, without
any enforcement mechanism, have helped identifying the problems such that the economies
were induced to coordinate on actions of macroeconomic recovery and minimize egoistic actions.
The large scale global liquidity injections during the peak of the crisis and fiscal stimulus packages
executed by governments were remarkably well coordinated in timing. Now as the world is
recovering from the crisis, early actions of exit strategies are discouraged as the G-20 expresses
concerns on the right timing. This book is an early and timely attempt to provide proposals for policy
makers and academia alike what should be considered as important policy agenda for future G-20
forums. The five themes studied in this book tackle some of the most important economic agenda
in the fields of trade, macroeconomics and finance. The contributors of the book analyses the
situation leading the crisis and major macroeconomic responses required to overcome the current
global economic problems Hyun-Song Shin (Chapter 2) who highlights the causes of the crisis with
fresh look and proposes policy responses to deal with global imbalances. Simon J. Evenett (Chapter
3) shows one aspect of the global economic down fall. He shows that protectionist measures have
actually increased during the crisis. Thorsten Beck (Chapter 4) addresses financial regulatory reforms,
one of the most important agenda of the G-20 process. He highlights the roles and challenges
emerging markets could face in international financial reforms. Shujiro Urata (Chapter 5) addresses
the issue of free trade, another important issue in the G-20 forum. He warns that the FTAs have
protectionist characters. The G-20 system will address mainly global issues, but in so doing the
forum must take into account the regional interests, because the member countries will have to deal
with both regional and global issues. Seung-Gwan Baek and Yonghyup Oh (Chapter 6) address a
regional problem, for which a solution should be found not just by a global cooperation.The book
also includes comments of keynote speakers, discussants, panelists and other participants who
expressed their views at the seminar on the G-20 progress organized jointly by the CEPR and the
KIEP, in Seoul, on 20 November, 2009. They include Svein Andresen, director-general of Financial
Stability Board (FSB) who expressed his wish that the G-20 forum should support FSB’s reforms. He
also made a remark that a global liquidity standard is part of the works that the FSB is now preparing.
SaKong Il, chair of the Korea’s G-20 advisory group, stresses that sustainable and balanced economic
growth should be a major objective the future G-20 summit forums should address. Richard Portes,
president of CEPR, says that the G-20 is the premier forum whose role and responsibility will be very
different from the G-7 / G-8 meetings. Wook Chae, president of KIEP, emphasizes the importance of
outreaching to the non-members. Vitor Gaspar of European Commission shares this view and further
stresses the importance of social cohesion as another important economic issue to be addressed in
the G-20 process.

Changes in North Korea and Policy Responses of the International
Community toward North Korea
by Myung-Chul Cho and Jiyeon Kim eds. (September 2009)

Confernce
Proceedings

ISBN 978-89-322-3052-8 / A5 / 190pp. / USD 10
Despite the peaceful environments in most parts of the world, the security tension on the Korean
peninsula has increased following North Korea’s recent nuclear test. For peace and security on the
Korean peninsula and in the East Asian region as well, two critical factors are emphasized. First it is
critical for North Korea to relinquish mass destruction weapons which threaten other countries with
their peace and security. Second, it is essential for North Korea to adopt a market-oriented economy
system for substantial development. The international community faces a significant challenge
inducing North Korea to be disarmed and to transit to a market-oriented economy. By being faced
with North Korea’s second nuclear test, this international conference on North Korea’s is timely and
important for discussing policy implications.

 eterminants of Staging Categories for the Tariff Elimination in the FTA
D
Negotiations

Working Papers

by Nakgyoon Choi (April 2009)
ISBN 978-89-322-4195-1 / A5 / 42pp. / USD 3
The East Asian countries including Korea, China, and Japan were latecomers in FTA negotiations,
beginning to consider the FTA policies since the late 1990s. This study analyzes the determinants of
staging categories for the tariff elimination in FTA negotiations of East Asian countries, using a probit
model. It is crucial for the successful completion of the FTA negotiations for goods to set up the
product scope for tariff elimination and the exclusion list in the tariff schedule in order to maximize
the national economic welfare. The empirical results indicate that the East Asian countries were not
losers in determining the staging categories consistent with the pre-negotiation expectations.

 sing Panel Data to Exactly Estimate Income Under-Reporting by the Self
U
Employed
by Bonggeun Kim, John Gibson, and Chul Chung (June 2009)
ISBN 978-89-322-4196-8 / A5 / 44pp. / USD 3
The income of the self-employed is often assumed to be understated in economic statistics.
Controversy exists about the best method for estimating the extent of under-reporting and about the
resulting measures of the size of the underground economy. This paper refines a method developed
by Pissarides and Weber (1989) and uses discrepancies between food shares and reported incomes
of the self-employed and other households to estimate under-reporting by the self-employed. In
contrast to previous studies our panel data methodology distinguishes income under-reporting from
transitory income fluctuations of the selfemployed, and provides an exact estimate of the degree
of underreporting rather than just an interval estimate. Using panel data from Korea and Russia we
estimate that 38 percent of the income of selfemployed households in Korea and 47 percent of the
income of Russian self-employed households is not reported.
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F irm Heterogeneity in the Choice of Offshoring: Evidence from Korean
Manufacturing Firms
by Hea-Jung Hyun (June 2009)
ISBN 978-89-322-4197-5 / A5 / 42pp. / USD 3
Using firm-level data on offshoring of Korean manufacturers, the paper examines the relationship
between firm heterogeneity and the probability of adopting offshoring. The results of the paper
suggest that firm productivity may not be an important determinant for Korean firms’ offshoring
decision. Firm’s global sourcing decision may rather depend on other characteristics such as factor
intensity, R&D intensity, ICT level, and affiliation with foreign markets, when industry specificity is
controlled for.

What can North Korea Learn from Transition Economies’ Reform Process?
by Hyung-Gon Jeong (September 2009)
ISBN 978-89-322-4198-2 / A5 / 34pp. / USD 3
This study compares the initial conditions of North Korea with East European countries by using the
principal components analysis. Based on statistics from December 2007, the initial conditions of
North Korean economy are better than countries like Turkmenistan, Tajikistan, Moldova, and Ukraine
in the early 90’s, but worse than Albania, Croatia, Hungary, Poland, and the Czech Republic. It is
very costly for North Korea to initiate rapid transition, because of strong socialist characteristics that
pervade its economy. Therefore, it is more likely that North Korea will promote a slow and gradual
reform, considering the initial conditions of its economy and political barriers.

Impacts of Free Trade Agreements on Structural Adjustment in the OECD:
Panel Data Analysis
by Nakgyoon Choi (December 2009)
ISBN 978-89-322-4199-9 / A5 / 57pp. / USD 5
This paper examines the effects of FTAs such as the EU, the NAFTA, and the CER on production,
employment, and industrial structure in the OECD. Specifically, this study implements the following
two-stage approach. First, it applies an unbalanced nested error components model to the pooled
data for the full 30 country, 16 industry, and 24 year sample. Second, it implements both one-way
and two-way error component regression models to handle fixed effects and random effects along
with country-specific and time-specific characteristics. This paper demonstrates that the coefficient
on FTAs is statistically significant and positive, when we apply the nested error components model
to the pooled data on the full 16 industries in the OECD, meaning that FTAs tend to enhance
production and employment structures. When we analyze the country-specific and time-specific
effects using the fixed effects model as well as the random effects model for the six industries, the
coefficient on FTAs turned out to have different signs depending on the industry. The FTAs tend to
increase the production share of agriculture, metal, and transport industries, while having opposite
effects in the case of food, textile, and business services industries. On the other hand, the FTAs tend
to increase the employment share of metal and transport industries, but decrease that of agriculture,
food, textile, and business services industries.

Transport Costs, Relative Prices, and International Risk Sharing
by Inkoo Lee and Yonghyup Oh (December 2009)
ISBN 978-89-322-4200-2 / A5 / 30pp. / USD 3
This paper studies the role of the transport costs in accounting for the puzzling behaviors of relative
prices and risk sharing across countries. We show that introducing the transport costs in an otherwise
standard competitive model improves its ability to rationalize the deviations from the law of one
price and imperfect international risk sharing. Our analysis suggests that the purchasing power parity

puzzle and the consumption correlation puzzle can naturally arise in the presence of real frictions,
even under the assumption of complete financial markets.

 he Impact of Mutual Recognition Agreements on Foreign Direct
T
Investment and Export
by Yong Joon Jang (December 2009)
ISBN 978-89-322-4201-9 / A5 / 41pp. / USD3
This paper analyzes the trade-off relationship between exports and horizontal FDI in response to
a mutual recognition agreement (MRA) for technical regulations and certification procedures for
import goods. As an MRA is concluded to reduce entry costs of exporting, multinationals (MNEs)
derive more benefits from economies of scale than from tariff-jumping strategies, implying that they
have more incentive to export than to perform horizontal FDI. In order to prove the above argument,
the paper develops a monopolistic competition model with international trade, heterogeneous firms
and MRA, based on the work of Helpman, Melitz and Yeaple (2004); and then tests empirically the
theoretical results, utilizing data from U.S. multinational affiliate sales and exports. The empirical
results show that MRAs have positive effects on the U.S. exports relative to horizontal FDI, bringing
the results in line with the theoretical model.

Trade Openness and Vertical Integration: Evidence from Korean Firm-Level
Data
by Hea-Jung Hyun and Jung Hur (December 2009)
ISBN 978-89-322-4202-6 / A5 / 40pp. / USD 3
Using firm-level data on vertical integration of Korean manufacturers, the paper tests whether trade
liberalization is an important determinant of firm’s decision on vertical integration. We develop an
empirical framework incorporating trade openness into industrial organization models; transaction
costs theory and theory of internal costs of management. The empirical results of the paper suggest
that trade openness is negatively related with vertical integration. A further analysis on firm’s decision
among four types of organizational forms in international contexts, however, reveals that trade
liberalization has positive impact on cross-border vertical integration while it is negatively correlated
with domestic vertical integration.

External Adjustment under Increasing Integration in Korean Economy
by Inkoo Lee and In Huh (December 2009)
ISBN 978-89-322-4203-3 / A5 / 32pp. / USD 3
In this paper, we study the external adjustment of Korea under international product and financial
integration 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 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 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.

 n Exploration of an Integration Index and its Application for Asian Regional
A
Community
by Heungchong Kim, Minhee Kim, and Jehoon Park (December 2009)
ISBN 978-89-322-4204-0 / A5 / 63pp. / USD 3
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The purpose of this research is to develop a regional integration index and apply the index to East
Asia, as well as other major regional communities, such as ASEAN, EU, MERCOSUR, and NAFTA.
The regional integration index was constructed to measure the degree of integration in terms of
four criteria: functional integration, political/security integration, social and cultural integration, and
institutional integration. In the case of East Asia, the region scored low in 1994 at the inception of
regional integration, in terms of indices for political/security and institutional integration, mainly due
to the lack of political leadership. However, the functional integration index was higher than in other
regions at the initial stage, despite the absence of an economic union. During the development stage
of integration of East Asia in 2000, the regional integration index increased. In 2007, the overall score
increased as well, but the functional integration index actually decreased due to the reduction of
intra-regional FDI. Noticeable increase in the socio-cultural index was observed in the region as East
Asia was swept by the spreading popularity of Korean pop culture known as Hallyu, or the Korean
wave. Currently, the integrative factors in the socio-cultural arena in East Asia is lower than those of
EU and NAFTA, but almost the same as those of ASEAN and MERCOSUR. The political and security
factor is much lower than those of EU and MERCOSUR, and even lower than those of ASEAN and
NAFTA. Following policy recommendation from Kim and Park(2004), the following implications for
the East Asian integration can be suggested. First, East Asian countries need to make efforts to attain
qualifications as an area with greater economic integration. To this end, economic cooperation needs
to increase in terms of trade, and institution-building for exchange rate stability must commence.
Second, it would be vital to make an advanced blueprint for regional cooperation and integration in
East Asia. Third, East Asian countries need greater exposure to opportunities for binding negotiations
on regional issues, and accumulate sufficient experience in resolving the issues. Fourth, a variety
of policies are required so that potential ‘losers’ in regional integration would be encouraged
to continue their engagement in the process. Finally, it is strongly recommended that a kind of
core group be formed so as not to lose the driving force for integration. Case in point, Germany
and France have kept a key bilateral relation as a linchpin over the course of the entire European
integration process. In East Asia, Japan and China are expected to play such a role, but if the two
countries are not suited for the role or up to the challenge, Korea is strongly recommended to initiate
the necessary multilateral relation.

CNAEC Research
Series

Development Cooperation for Social Safety Nets in East and Southeast Asia
by Kye Woo Lee (March 2009)
ISBN 978-89-322-5075-5 / A5 / 60pp. / USD 5
Countries in East and Southeast Asia are currently undergoing unprecedented double shocks:
globalization and demographic transition. To tide the economies over the globalization shock, some
efforts have been made, especially in the wake of the Asian crisis in 1997, strengthening the social
safety nets. However, significance of the demographic transition and its impact has been barely
recognized, and not many discussions have taken place on the policies and safety nets against the
risks generated by it. Moreover, a wave of new world-wide economic crisis, engendered by the
sub-prime mortgage incidents in the U.S., has been looming on the horizon. East and Southeast
Asian countries have to undergird themselves to institutionalize adequate social safety nets for those
adversely affected by the shocks. This paper attempts to highlight the nature and magnitude of
the impact of the shocks, especially the demographic transition shock, and discuss policy needs,
challenges, and issues in institutionalizing the social safety nets in the region. The paper concludes
with recommendations including the role of international development cooperation.

Outward Processing Scheme under FTAs: “Domine, Quo Vadis?”
by Norio Komuro (April 2009)
ISBN 978-89-322-5076-2 / A5 / 102pp. / USD 7
Several modern free trade agreements (FTAs) contain a so-called ‘outward processing’ exception to

their rules of origin. FTAs require that for goods from a Party to enjoy preferential treatment in
another Party, the goods should be made without interruption in the FTA territory. An exception to
this territoriality principle is the outward processing scheme. Under this exception, a producer in a
Party may send materials to a non-Party for outward processing and re-import the processed goods
for finishing. Final products can then enjoy the FTA preference from the importing Party provided
that relevant conditions are met.This paper examines various outward processing schemes under
current FTAs concluded by, inter alia, Israel, the EU, EFTA, Singapore and South Korea, and compares
them with neighbouring regimes (i.e.,third-country content and third-country materials rules). This
paper also assesses the scheme from economic-political and legal viewpoints. Finally, this paper
suggests some solutions for overcoming problems with the scheme.

Intra-Industry Trade between Japan and Korea: Vertical Intra-Industry Trade,
Fragmentation and Export Margins
by Yushi Yoshida (June 2009)
ISBN 978-89-322-5077-9 / A5 / 38pp. / USD 2
This paper contributes to the existing empirical investigation of Japan-Korea international trade by
providing new evidence of intraindustry trade between Korea and Japanese sub-regions. Taking
advantage of a Japanese international trade dataset disaggregated by sub-regions, we calculate the
Grubel-Lloyd intra-industry trade index for 41 regions of Japan with respect to Korea for the period
between 1988 and 2006. By restricting the flows of intra-industry trade to sub-regions, the GrubelLloyd index is more likely to capture the effect of the fragmentation of production than the traditional
index, which is based on the national level. By using the Japanese prefecture international trade
data, it is revealed that intra-industry trade is still pervasive even when it is restricted to trade flows
between prefectures and Korea. In intra-industry trade regression models, we introduce extensive
and intensive margins of prefecture exports as new explanatory variables. We find that a rise in intraindustry trade is driven by the introduction of a new variety of exports, while intra-industry trade is
discouraged by an increase in the trade value of products already exported.

ODA as a Soft Power Instrument: The EU Experience and its Relevance for
Asia
by Silviu Jora (December 2009)
ISBN 978-89-322-2158-8 / A5 / 38pp. / USD 2

SNU-KIEP
EU Centre
Research Series

The article starts with an overview of the EU ODA, the author succinctly presenting the EU policy
towards the ACP countries, Northern Africa, Asia and Latin America. This introductory section is
followed by an analysis on the EU ODA policy as such which is considered to be still perfectible terms
of consistency and coordination.The article continues with an analysis of the EU ODA from the ’soft
power’ theory perspective. The author emphasizes that development assistance is linked to the notion
of ’power’ to the extent that it generates prestige, influence and persuasion in among international
actors. This leads to the idea of ODA as a foreign policy instrument. As for the way the EU is using
its ODA for achieving its foreign policy agenda, the author underlines the use of the economic and
political ’the conditionality’ as ’the hard edge of soft power.’ On the same logic the author presents
the more recent EU strategy of linking development to security, thus ’smartening’ its ’soft power.’ In
the second part of the article, the author reviews the possible relevance of EU ODA policy experience
for Asia. The author stresses that despite major differences, the EU can provide enough ’pr&ecirc;t
a porte’ elements for other regions. Thus, based on the EU experience, a political will of individual
regional actors, a basic institutional framework, an integrated ODA vision and a financial instrument
to support it, are the ingredients to start a common regional ODA policy. At the very least, even
the simple initiation of a form of cooperation and coordination of national ODA policies between
the major regional donors in Asia will be a welcome step forward. In this context, the ‘European
Consensus on Development’ strategy could inspire a similar ‘Asian Consensus on Development.’
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The author also advocates the idea of an independent ‘Asian Agency for Development.’ The article
concludes with a pledge for a strengthened EU-Asia cooperation on development based on ‘3C
formula’: cooperation, coordination, concreteness.

The Impacts of Enlargement on the Central and Eastern European Countries
by Andr Inotai (December 2009)
ISBN 978-89-322-2159-5 / A5 / 74pp. / USD 5
The last and historic enlargement of the European Union by ten new countries has fundamentally
changed the nature of the decades-long process of integration in Europe. , However, it is not only
the enlargement but also the global challenges and the unprecedented reform pressure accumulated
both in some key member countries and on the level of Community policies that urge to reconsider
the mission, priorities and basic instruments of European integration for the coming years and
decades.The paper deals with the process of enlargement, focusing on the negotiations and their
consequences. It gathers arguments in favour of joining the European Union on the side of the new
members. Moreover, it addresses traditional and new community policies that have to cope with
the new challenges, starting from the decision-making process and the reforming of the common
agricultural policy, through budgetary considerations to desirable new activities of the enlarged
Union in economic, social and political areas. The author strongly argues for a quick and fundamental
process of deepening the integration, as a major requirement of strengthening or just creating the
global position of Europe in the next decades. The analysis of the short-term impacts of enlargement,
mainly on the economic development of the new members indicates that most of the fears did not
appear, while expectations have mostly still to be fulfilled in the next years. This, however, needs
a clear integration strategy in the accession countries and a not less clear pro-integration strategy
on the level of the EU. This should include a changing mentality from status-quo towards futureoriented thinking and a shift from narrow-minded national positions towards the awareness and
implementation of European priorities.Although, and at first glance, the new members reveal
similar features and are confronted with similar challenges in order to become successful members
of the European integration, a more detailed survey indicates substantial differences not only in
their economic structure and political interests but also in their level of preparation and, even
more importantly, in their capacity to absorb the positive and negative shocks connected with
membership. Based on these considerations, it is hardly conceivable that the Central and Eastern
European countries would form a cohesive and strong lobby within the enlarged Union. Excepting
the efforts to redistribute and perhaps restructure the EU budget, their interests are likely to lead to
the formation of different strategic and tactical alliances within the enlarged Community.This paper
is organized in the following order: first it reviews the most important stages of relations between
the CEECs and the European integration (Chapter I), followed by the key arguments for membership
(Chapter II). Chapter III deals with the most significant features of enlargement. Shorter and longerterm impacts of enlargement and tasks of successful membership are analyzed in Chapter IV. Chapter
V tries to identify areas in which the CEECs may develop a common position within the enlarged EU.
Chapter VI sums up the arguments and presents some concluding remarks.
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Capital Flows, Macroeconomic Management and Regional Cooperation in Asia
by Kyung Tae Lee and Ramkishen S. Rajan eds. (May 2008)
ISBN 978-89-322-3049-8 / A5 / 199pp. / USD 10

Conference
Proceedings

The Korea Institute for International Economic Policy (KIEP) organized and sponsored an international
workshop entitled 'Capital Flows, Macroeconomic Management and Regional Cooperation in Asia'
on November 30, 2007 in Washington, DC. The rationale behind the theme of the workshop is selfevident. While the Asian economies have recovered well from the financial and economic crisis of
1997-98 and have seen a resurgence in international capital flows, they continue to face enormous
challenges in macroeconomic management. The regional economies have also taken a number of
modest steps to enhance regional economic cooperation as a means of fortifying themselves against
future financial crises as well as reducing prisoners' dilemmas that might exist in their exchange rate
and monetary policies (Cavoli and Rajan 2008). The workshop consisted of four sessions on various
monetary and financial issues in Asia. A common theme across most papers related to exchange rate
management in Asia, an issue that is of paramount interest to the region specifically, but also to an
unbalanced global macroeconomy.

Ten Years after the Korean Crisis
by Meral Karasulu and Doo Yong Yang (December 2008)
ISBN 978-89-322-3050-4 / A5 / 335pp. / USD 12
Most observers would consider the 1997 Asian crisis as the biggest challenge in the impressive economic
development of Korea. The Korean economy went through a significant transformation to overcome the
unprecedented shocks of the crisis. The resolution of the crisis acted as a catalyst to bring much needed
structural change in the financial and corporate sectors. In the process Korea has adopted wide-ranging
economic reforms, experienced substantial institutional change and significant improvements in its legal
framework. Notwithstanding this transformation, Korea faces many new challenges. Potential output
growth has started to decline and would slow much further if current trends-an ageing population,
decelerating capital accumulation, and falling productivity growth-continue. Reversing this trend would
require new reforms in the financial sector, the service sector, and the labor
market, as well as in social policies. The changes that took place since 1997 greatly enhanced
the resilience of the economy, but they also define an economic environment exposed to new
vulnerabilities. This book focuses on the major changes in the macroeconomic environment in Korea
and the structural changes that took place in the last ten years.

 hina and Korea in the World Economy: Common Opportunities and
C
Challenges Ten Years after the Asian Financial Crises
by David Daokui Li and Youngrok Cheong eds. (December 2008)
ISBN 978-89-322-3051-1 / A5 / 124pp. / USD 7
In Chapter I, Professor David Daokui Li at the Tsinghua University reviews the way in which China has
coped with the Asian Financial Crisis in late 1990s and subsequently he evaluates that the current trend of
globalization has still created generally unfavorable circumstances for developing countries. He concludes
that both developed nations and developing countries collectively have to cooperate in improving the
current international financial order and he finally emphasizes China's more positive role, as a swiftly
emerging developing country, to build a new, more rational international economic order. One of the
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most frequently asked questions about China is whether it can continue its high economic growth and
will substitute the US in around 2020 as some international economic institutions predict. In Chapter II,
to answer this question, Professor Youngrok Cheong at the Seoul National University identifies two most
important China-specific factors, which most other countries do not have: the country's life cycle in the
long history of China and its huge country size. Based on the innovative analysis of these two factors, his
prediction is that China will sustain its speedy economic growth longer than what is generally expected.

Working Papers

National Treatment on Internal Taxation: Revisiting GATT Article III: 2
by Sherzod Shadikhodjaev (May 2008)
ISBN 978-89-322-4187-6 / A5 / 60pp. / USD 5
This paper examines GATT Article III:2 on national treatment on internal taxation. The fact that as
of 1 January 2008, national treatment violations in the goods sector have been challenged in nearly
29% of the WTO complaints points to the great importance of the national treatment principle
in the multilateral trading system on the one hand, and temptation of WTO Members to protect
domestic production through internal taxes and regulations on the other. Cases involving de facto
discrimination against foreign goods will increase in number given the sophistication of governments'
protectionist policy.

FDI Inflows, Exports and Economic Growth in First and Second Generation
ANIEs - Panel data Causality Analysis
by Yongkul Won, Frank S.T. Hsiao, and Doo Yong Yang (April 2008)
ISBN 978-89-322-4188-3 / A5 / 86pp. / USD 5
Using time-series and panel data from 1981 to 2005, this paper examines the Granger causality
relations between GDP, exports, and FDI among the three first generation Asian newly industrializing
economies (ANIEs): Korea, Taiwan, Singapore, and the four second generation Asian newly
industrializing economies (ANIEs): Malaysia, the Philippines, and Thailand, in addition to China.
We first show the difference between the first and second generation ANIEs in terms of real GDP
per capita, trade structure, and inward FDI, and find some individual characters of each economy.
After reviewing the current literature and testing the properties of individual time-series data, we
estimate the VAR of the three variables to find various Granger causal relations for each of the seven
economies. We found each country has different causality relations and does not yield general rules.
We then construct the panel data of the three variables for the first generation ANIEs, the second
generation ANIEs, and finally, all seven economies as a group. We then use the fixed effects and
random effects approaches to estimate the panel data VAR equations for Granger causality tests.
The panel data causality results reveal that there are bidirectional causality relations among all three
variables for the three first generation ANIEs, but only a weak bidirectional causality between real
exports and GDP for the four second generation ANIEs. However, when all seven ANIEs are grouped
for panel data analysis, we found FDI has unidirectional effects on GDP directly and also indirectly
through exports, exports also causes GDP, and there also exists bidirectional causality between
exports and GDP for the group. Our results indicate that the panel data causality analysis has superior
results over the time series causality analysis. Economic and policy implications of our analyses are
then explored in the conclusions.

 lexible BBC Exchange Rate System and Exchange Rate Cooperation in East
F
Asia
by Yen Kyun Wang (July 2008)
ISBN 978-89-322-4189-0 / A5 / 132pp. USD 7
In order to prevent competitive depreciations, excessive inflows of foreign capital and crisis contagion
in the region, cooperation in exchange rate and monetary policy is very desirable, considering the

fact that countries in East Asia have high trade dependence among them and similar trade patterns
with each other. The BBC system proposed will be examined and the new BBC system will be
suggested. The BBC system is desirable as a new exchange rate system in Korea. Singapore has been
successful with the BBC system since the early 1980s. It would be more desirable that East Asia adopt
the flexible BBC (basket, band, crawl) exchange rate system jointly. Participating countries of East
Asia including Japan link their exchange rates to their currency basket (ACU) with bands and the
ACU is linked to the basket of the dollar and euro by a regional agency. It will stabilize real effective
exchange rates of East Asian countries and reduce excessive short term capital flows into developing
East Asian countries. In addition to the above flexible BBC exchange rate system the U.S. and Japan
can fix the yen/dollar exchange rate within a band in the short- and medium-run and fix the rate in
the long-term. It will further reduce excessive capital inflows into developing countries in the region.
Without stabilizing the yen/dollar exchange rate, interest rates of Japan will continue to be lower
than those of the U.S. and emerging East Asian countries, and yen-carry trade and excessive capital
inflows in developing East Asia will appear when the expected exchange rate of the yen is uncertain
or weak. And sudden outflow of short-term capital will follow later. The ACU is linked to the basket
of the dollar and yen, and participating countries in the region link their exchange rates to the ACU
with bands. The yen is included in the outside basket, but not in the regional basket in this alternative
scheme. This scheme will stabilize exchange rates of emerging East Asian countries against the yen
and dollar more effectively. When they crawl their central rates within bands, real effective exchange
rates (REERs) using unit labor cost indices need to be used to keep their export competitiveness
constant. Sound and consistent economic policies are essential for success of the BBC system.
Singapore experiences with the BBC system provide good lessons. Prudential fiscal policy, flexible
prices of goods and productive factors, proper interest policy and effective use of foreign reserves are
needed. Joint or independent capital control could be helpful in the face of excessive capital inflows.
Other measures for financial cooperation are discussed also.

 he Impact of Foreign Direct Investment on Economic Growth: A Case Study
T
of Ireland
by Kyuntae Kim and Hokyung Bang (August 2008)
ISBN 978-89-322-4190-6 / A5 / 46pp. / USD 2
This study examines the long-run and the short-run relationships between foreign direct investment
and economic growth in Ireland. Using an augmented aggregate production function growth
model, we applied the bounds testing approach to cointegration, which is more appropriate for
estimating small sample studies. The data span for the study is from 1975 to 2006. The results
indicate that foreign capital (FDI), domestic capital, and trade are statistically significant in both the
long-run and the short-run, having positive effects on economic growth in Ireland. The causality
analysis also suggests that there is a bi-directional Granger causality between GDP and FDI, and thus,
we conclude that the FDI-led growth hypothesis is valid for the Irish economy.

 urasian Economic Community (EurAsEC): Legal Aspects of Regional Trade
E
Integration
by Sherzod Shadikhodjaev (October 2008)
ISBN 978-89-322-4191-3 / A5 / 80pp. / USD 5
The Eurasian Economic Community (EurAsEC) is an international economic organization designed
to effectively promote the formation of a customs union and a single economic space among six
CIS countries: Belarus, Kazakhstan, Kyrgyzstan, Russia, Tajikistan, and Uzbekistan. Moldova, Ukraine,
and Armenia have observer status. As a “newborn child”, the EurAsEC has yet to overcome internal
and external challenges. The main internal challenge is arguably a twotiered legal system that has
emerged as a result of “diverse speed” integration in the EurAsEC. The external challenge would
be posed by (1) other regional integration projects with similar purposes and subject matter, and
(2) the membership of EurAsEC countries in the WTO. With respect to other regional projects such
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as the Single Economic Space between Belarus, Kazakhstan, Ukraine and Russia, there is a need to
coordinate them with the EurAsEC. As for the WTO membership issue, EurAsEC countries opted
for WTO accession in parallel with the formation of the customs union. Considering the fact that
Kyrgyzstan has already entered the WTO, and the remaining members are at different accession
stages, the pursued “parallelism” is certainly very challenging for the affected EurAsEC countries.
The formation of the EurAsEC customs union will have certain implications for third-party countries.
First, products from third countries will be subject to the CCT and common non-tariff barriers at the
EurAsEC external borders while they will be able to freely move inside the single customs territory
with the biggest market in the CIS. Second, the EurAsEC customs union, once established, will
be able to enter, on behalf of its members, into trade arrangements with third countries. Third,
the coordinated WTO accession policy of EurAsEC countries may produce for WTO members
similar market access opportunities to these countries. Fourth, the alteration of the bound duties
of Kyrgyzstan and possibly other EurAsEC members that will have joined the WTO prior to the
formation of the customs union will require them to negotiate compensatory adjustment with the
WTO members concerned. Finally, in the future the EurAsEC customs union may become a WTO
member with a new voice in WTO decision making.

 eal Exchange Rate Dynamics in the Presence of Nontraded goods and
R
Transaction Costs
by Inkoo Lee and Jonghyup Shin (November 2008)
ISBN 978-89-322-4192-0 / A5 / 33pp. / USD 2
The Purchasing Price Parity states that international relative price differentials should be arbitraged
away so that identical goods in different countries should sell for the same price, when expressed in
a common currency. Yet the evidence from the empirical literature shows that not only are relative
prices quite different across countries, but also such deviations are highly volatile and persistent.
These characteristics of the real exchange rate have been the central puzzle in international
macroeconomics literature, with the source of the puzzling behavior remaining unclear. In this paper,
we study the role of transaction costs and nontraded goods to account for the puzzling behavior of
the real exchange rate. In particular, we develop a simple general equilibrium model and evaluate
the quantitative performance of the model in replicating the dynamic properties of the real exchange
rate. The simulation results show that introducing both the transaction costs and nontraded goods
in an otherwise standard model dramatically improve its ability to rationalize observed real exchange
rate dynamic properties. The benchmark model matches 95% of the persistence and 90% of the
volatility of the real exchange rate. In addition, the sensitivity analysis shows that our model can
rationalize more than 97% of both persistence and volatility of the real exchange rate. Our analysis
suggests that the purchasing price parity puzzle can naturally arise in the presence of transaction
costs and nontraded goods, even under the assumption of a flexible price market.

Sub-prime Financial Crisis and US Policy Choices
by Yonghyup Oh and Wonho Song (December 2008)
ISBN 978-89-322-4193-7 / A5 / 40pp. / USD 2
This paper argues that the subprime financial crisis reflects weakness in the real economy of the US
from its start. Our comparison with prior US recessions indicates that the epicenters of most of the
recessions were in the financial sector and that recessionary pressure was present in the last quarter
of 2007 in the US economy. The high level of nation’s debts combined with a high rate of inflation
show a difficult situation US policy makers face. At an international scene, there would be tradeoff between protectionist policy measures and the US’s role as a global sheriff. Effects of US policy
measures, either monetary or fiscal, would be short-living, while more fundamental changes to create
productivity gains would be the right policy for recovery of the US economy.

Empirical Analysis on U.S. Congressional Voting on Recent Free Trade Bills
by Hyejoon Im and Hankyong Sung (December 2008)
ISBN 978-89-322-4194-4 / A5 / 50pp. / USD 5
This paper discusses what political and economic factors affect house representatives’ voting behavior
on free trade agreement (FTA) implementation bills in the 108th and 109th Congresses in the
U.S. us-ing a simultaneous probit-tobit model that consists of contribution equations and voting
equations. We find that partisanship, especially when the results of roll-calls have narrow margins; a
relative employ-ment size in trade-sensitive sectors; and contribution funds exert great influence on
the voting behaviors of representatives. The marginal ef-fects of political and economic variables in
the study could provide some policy implications for the prediction of the passage of future FTA bills
in Congress.

Corporate Social Responsibility (CSR) in the APEC: Another Common
Denominator or Harmonizing Measure?
by Byung-il Choi (December 2008)

APEC Study
Series

ISBN 978-89-322-0067-5 / A5 / 48pp. / USD 2
This paper asks whether Corporate Social Responsibility (CSR) becomes another negotiating agenda,
which asks all the APEC economies adopt a common set of discipline, or just a device for increasing
peer pressure for the purpose of harmonizing business practices. The paper traces the process of
CSR becoming an agenda at the APEC, and discusses several international CSR codes developed by
other fora and their relation to the APEC. In the light of APEC’s sensitivity to hidden trade agenda
and voluntary nature of most international CSR codes, it is suggested that the best way to address
CSR in the APEC be to undertake a dual-track approach: First, the APEC may set a medium- term
goal of developing the APEC CSR code on voluntary basis; and Second, the APEC should continue to
work on capacity building of CSR by stepping up efforts in the area of identifying best practice and
dissemination, advocacy and public engagement, and networking.

Free Trade Agreements in the APEC Region: An Evolutionary Path to Bogor
Goals
by Sung-Hoon Park (December 2008)
ISBN 978-89-322-0068-2 / A5 / 68pp. / USD 5
The paper analyses the increasing regionalism tendency of APEC member economies, and
investigates how the APEC process can make use of this tendency to bring the member economies
closer to the Bogor Goals. The paper identified APEC to be dwindled in two crises &#8211; identity
and credibility crisis &#8211; and recommended to actively make use of the intensified regionalism
forces of member economies in overcoming these crises. Especially when making APEC-wide efforts
to achieve the Bogor Goals, the paper advises the APEC process to utilize the diverse policy responses,
which have been already adopted, in a more focused and consistent manner. By presenting a
Roadmap and suggesting related policy steps, as well as discussing challenges and opportunities
pertaining to each step, this paper proposed a series of policy actions for APEC to achieve the Bogor
Goals.

The Next APEC Membership from Latin America: A Contextual Approach
by Won-Ho Kim (December 2008)
ISBN 978-89-322-0069-9 / A5 / 38pp. / USD 2
For most of the countries in Latin America, the Asia-Pacific region is still an unexploited market.
The dynamic aggregate demand of the countries of the Asia-Pacific region, especially China, offers
Latin America and the Caribbean unprecedented production and export opportunities, both in
commodities and in manufactures and services. Colombia actively promoted their interest and
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position in the Asia-Pacific regional cooperation with President Alvaro Uribe participating as the sole
president of a non-member economy in 2008 APEC Summit. Colombia signed FTA with Canada,
and the Bilateral Investment Treaty (BIT) with China on the sidelines of APEC. Colombia's trade and
investment links with the Asia-Pacific is still limited although dynamic and ambitious in recent years.
Considering the Uribe government's efforts for the APEC's two causes of regional integration and
open economy, and for the sake of another locking-in effect, however, it will be appropriate that
Colombia be admitted to APEC to enhance its momentum. This will give implications not only for
future political and economic policymaking in Colombia but also for other countries' in the region.

CNAEC Research
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Development Cooperation for Economic Integration of East and South Asia
by Kye Woo Lee (December 2008)
ISBN 978-89-322-5071-7 / A5 / 44pp. / USD 2
This study aims to analyze the rationale, trends, and scope of development cooperation in
connection with economic integration, especially among countries in East and South Asia. It reviews
the development of multilateral, regional, and bilateral economic integration efforts and discusses the
rationales for development cooperation in the context of economic integration. It then reviews the
history and patterns of aid-for-trade around the world during the period 1973-2005, drawing lessons
for future directions of aid-for-trade.

Financial Integration and Exchange Rate Coordination in East Asia
by Woosik Moon and Yeongseop Rhee (December 2008)
ISBN 978-89-322-5072-4 / A5 / 44pp. / USD 2
This paper examines the costs of a unilateral exchange market intervention in a developing East Asian
country, focusing on Korea, and stresses the need for exchange rate and monetary coordination in
East Asia. Indeed, the case of Korea shows that individual countries in East Asia cannot manage their
exchange rates, and that even if they try to do, the exchange market intervention operation results
in heavy losses, achieving no expected results. Overcoming this dilemma requires a collective action
through which all Asian countries simultaneously fluctuate their exchange rates vis-&agrave;-vis the
US dollar to maintain intra-regional exchange rate stability. However, the precondition for such a
collective action is not yet satisfactory. Active policy dialog to coordinate economic and monetary
policies and to achieve greater economic convergence will be needed.

Destined to Fail? The History of the Yen Bloc Before the Second World War
by Woosik Moon (December 2008)
ISBN 978-89-322-5073-1 / A5 / 46pp. / USD 2
The formation of the yen bloc did not result in the economic and monetary integration of East
Asian economies. Rather, it led to the increasing disintegration of East Asian economies. Compared
to Japan, Asian regions and countries had to suffer from higher inflation. In fact, the farther the
countries were away from Japan, the more their central banks had to print money and the higher
their inflation was. Moreover, the income gap between Japan and other Asian countries widened.
This means that the regionalization centered on the Japanese yen was destined to fail, suggesting
that the Co-prosperity Area was nothing but a strategy of regional dominance, not of regional
cooperation. The impact was quite long lasting, and it still haunts East Asian countries, contributing
to the nourishment of their distrust vis-&agrave;-vis Japan, and throws a shadow on recent monetary
and financial cooperation movements in East Asia. This experience highlights the importance of
responsible actions on the part of leading countries to boost regional solidarity and cohesion for the
viability and sustainability of a regional monetary system.

Intra-regional Trade of ASEAN Plus Three: Trends and Implications for East
Asian Economic Integration
by BUI Truong Giang (December 2008)
ISBN 978-89-322-5074-8 / A5 / 38pp. / USD 2
The paper analyses the evolving trends in trading patterns among the ASEAN+3 economies during
the past decade in order to explain why it is the time for nstitutionalization of regional trade
relations and how to meet those expectations. The author considers that though the ASEAN+3
trade relationship is reaching a critical point of interdependence, given its high intra-regional and
intra-industry trade ratios, the 'final demand' is still outside the East Asian region. Thus, forming
a regionwide FTA is the most relevant policy approach; that is, shifting the regional economic
integration process from a market-driven to an institution-oriented one. East Asian trading nations
should be more reliant on themselves and less reliant on outsiders to make the East Asian region
better positioned in the global trading system. To this end, the FTAs in the region must act as
effective means to generate for East Asia endogenous demand, turning China, Japan, Korea, and
ASEAN, to some extent, into the final markets for the regional economies.

Prospects for European Foreign Policy
by Fraser Cameron (December 2008)
ISBN 978-89-322-2150-2 / A5 / 34pp. / USD 2
The crisis that resulted from the two failed referenda in France and the Netherlands in 2005, and
Ireland in 2008, was a major shock to the European Union (EU). The prospects of the Lisbon Treaty
being ratified during 2008 are highly unlikely as the Irish may not hold a second referendum until the
spring of 2009. Meanwhile all other EU Member States are committed to continuing the ratification
process. Whatever the motives of those voting no, few dispute the thesis that in light of probable
increasing threats to Europe during the coming decades there is an urgent need for a more coherent
and effective EU as an actor on the international stage. Even if one considers the current global
challenges, whether unrest in much of Africa and the wider Middle East, the re-emergence of Russia,
the rise of China, dealing with terrorism, nuclear proliferation, energy security or climate change, it is
clear that a united European voice will count far more than 27 disparate voices.

 orea’s Development Policy Experience and Implications for Developing
K
Countries

SNU-KIEP
EU Centre
Research Series

Monographs

by Chuk Kyo Kim (May 2008)
ISBN 978-89-322-0057-6 / A5 / 486pp. / USD 20
This book is a collection of 23 selected papers that the author has wrote while he was associated with
Korea Development Institute, Korea International Economic Institute (the present Korea Institute for
Industrial Economics and Trade), and Korea Institute for International Economic Policy, as well as while
working as a consultant for various international organizations such as ADB, UNDP, and UNIDO.
The author also worked as an advisor to various agencies of the Korean government, participating in
the formulation of Korea's five-year plans until the early 1990s. The papers brought together in this
volume are a reflection of the author's long development policy and research experiences, and they
cover mostly the policy issues related to either the development of the Korean economy or that of
the countries for which the author worked as a consultant.
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India’s Economic Cooperation with Partner Countries: Current Status and
Potential
by Anjan Roy (December 2007)
ISBN 978-89-6095-2 / A5 / 224pp. / USD 10
This book traces the development of India’s external economic policy right from Independence to
present day. India followed a closed-door and almost autarkic economic policy. This was the outcome
of some extraordinarily trying circumstances through which the country passed immediately after
Independence. However, the autarkic policies were further queered by the mind-set of politicians and
policy-makers about domestic shortages and ability to meet international obligations, until some of
their fears actually resulted in the economic crisis of 1991-92. India’s economic policy was recast as a
result of the experience of the 1991 crisis and India took a leap of faith in opening up and integrating
with the global economy in the 1990s. The process of globalization and opening up has continued
till this day, with some variations in pace and content. However, the direction to opening up has
remained with some changes in nuances. There have been two such changes. One was to take a
look at the countries on its east from Thailand to Japan for building concrete economic linkages.
The other strategy has been to forge bilateral economic co-operation agreements and enter into
regional trading arrangements. Of course, traditional links with the developed economies of the West
were also sought to be beefed up. Although these processes have been pursued simultaneously, but
the movements have never been smooth and uni-directional. There have been pauses and turns,
fresh evaluation and re-looks. However, as long as India’s domestic economy remains strong and
progressive, India will carry on its efforts at integrating with the global economy, the book concludes.

Policy
References

 lobal Imbalances and Developing Countries: Remedies for a Failing
G
International Financial System
by Jan Joost Teunissen and Age Akkerman eds. (November 2007)
ISBN 978-89-2114-4 / A5 / 148pp. / USD 7
The abrupt unwinding of global imbalances is a major risk for the world economy; it affects
countries across the globe, but is particularly harmful to developing countries. This volume on global
imbalances includes an unorthodox, long-term view on global imbalances, an in-depth discussion
about the role of the IMF, and a discussion about the need for reform of the international monetary
and financial system. It pays special attention to Africa and East Asia. Recalling that the US current
account deficit - which accounts for 70 percent of the world sum of current account deficits, hence
absorbs 70 percent of net available global saving - lies at the heart of the problem, the contributing
authors stress that the present global imbalances cannot be sustained indefinitely. The authors
suggest various remedies, ranging from capital market integration in East Asia to the creation of an
international clearing agency that would serve as the institutional platform for a new global payments
system. Some authors question the viability of far - reaching reform proposals while others stress the
need for designing challenging remedies - not only for the sake of anticipating a breakdown in the
world financial system but also because the current system (or non-system as some call it) can benefit
from ideas for improvements.

Determinants of Intra-FDI Inflows in East Asia: Does Regional Economic
Integration Affect Intra-FDI?

Working Papers

by Jung Sik Kim and Yonghyup Oh (June 2007)
ISBN 978-89-4179-1 / A5 / 38pp. / USD 2
This paper analyzes the validity of macroeconomic variables, such as exchange rate uncertainty,
macroeconomic instability, and openness, in determining intra-FDI inflows in the ASEAN countries,
China, Japan, and Korea. Our empirical results show that openness, exchange rates, exchange rate
volatility, per capita GDP, and foreign reserve accumulation are statistically significant factors that
determine regional intra-FDI inflows; other variables such as macroeconomic instability are not
significant. Variables like openness and exchange rate volatility have direct implications for regional
FTAs and regional common currency arrangements, and thus to East Asian economic integration.
Our findings suggest that a regional FTA that would increase regional openness by 10 percent would
increase intra-FDI inflows by almost 2 percent. A regional exchange rate arrangement that would
reduce regional exchange volatility by half would increase intra-FDI inflows by around 10 percent.

Financial Liberalization, Crises, and Economic Growth
by Inkoo Lee and Jonghyup Shin (October 2007)
ISBN 978-89-4180-7 / A5 / 26pp. / USD 2
It has been widely recognized that financial liberalization plays an important role in economic
development. Although an expanding body of literature has documented this effect across space
and time, the channel through which financial liberalization affects the economic growth remains
unclear. This paper employs probit and panel regressions to show that financial liberalization is
positively associated with economic growth, with the (positive) direct liberalization effect dominating
the (negative) indirect crisis effect. Financial liberalization is expected to increase GDP growth by
0.92 percentage point in the whole sample and by 0.99 percentage point in crisis-experienced
countries, respectively. Financial liberalization contributes to economic growth even when the sample
is restricted to countries that experienced financial crises.
We also test the effect of financial liberalization on the interest rates. The result is contrary to our
expectation: financial liberalization increases the interest rates.We conjecture that the overshooting
in interest rates after a crisis and the removal of interest rate ceiling after liberalization are the main
reasons for this phenomenon.

 he Determinants of Cross-border M&As: The Role of Institutions and
T
Financial Development in Gravity Model
by Hea-Jung Hyun and Hyuk Hwang Kim (November 2007)
ISBN 978-89-4181-4 / A5 / 40pp. / USD 2
This paper examines the macroeconomic determinants of cross-border M&As. Using a panel data
set of bilateral M&A deal values for 101 countries and 17 years ranging from 1989 to 2005, we
investigate both home and host country factors that may play an important role in determining the
size and direction of M&A flows. Overall, the empirical results suggest that legal and institutional
quality and financial market development increase M&A volume across countries. The significant
effect of institutions however, may disappear for transactions between countries of the similar stage
of the development.
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A Roadmap for East Asian Monetary Integration
by Kyung Tae Lee and Deok Ryong Yoon (December 2007)
ISBN 978-89-4182-1 / A5 / 48pp. / USD 2
The paper deals with the questions of why Asian monetary and financial cooperation has not
proceeded rapidly even though the countries have discussed this issue for so long and how to
overcome this problem. The authors identify the lack of a common vision and a roadmap for
monetary integration as the most significant impediments. The paper examines first whether Asian
countries need monetary integration with regard to the benefits and costs. Asian countries do, in
fact, need a regional system to stabilize exchange rates among them. Managing reserve currencies
and macroeconomic coordination also require regional cooperation taking into consideration the
high degree of real economic integration. The third section reviews the feasibility of monetary
integration in East Asia. The high dependency on the regional economy and high degree of real
economic integration imply that the Asian economy is a self-sustainable economic unit. OCA-criteria
like openness and inflation show favorable conditions for monetary integration, while other criteria
like the volatility of real exchange rate, financial integration and economic synchronization show a
less favorable situation than in Europe. The political conditions reveal much more handicaps for Asian
countries. However, the regional demand for active cooperation is driving the discussions on this
issue, as well as institutionalization. Section IV tries to draw implications from the EU’s experience.
The authors conclude that the lack of a common vision and possible roadmap are the major
problems in the Asian monetary cooperation process. Section V lays out the recommendations for
a possible roadmap to monetary integration in East Asia. Section VI emphasizes the importance of a
common vision as the basis for a roadmap. Even if the ASEAN+3 leads to regional cooperation and
have established some institutions like the CMI, ABMI, Economic Review and Policy Dialogue (ERPD)
and so on, these efforts should have consistency. In conclusion, the authors argue that the most
important thing to start the monetary integration process is to arrive at a common vision for East Asia
in the monetary sector and design a roadmap to realize this vision.

An Empirical Assessment of a Trade-off between FDI and Exports
by Hongshik Lee and Joon Hyung Lee (December 2007)
ISBN 978-89-4183-8 / A5 / 38pp. / USD 2
 he relation between exports and FDI could be complementary or substitutable depending on
T
the types of FDI. Overseas investment to displace exports must have a substitution relation while
FDI for vertical fragmentation between countries would boost the home export. Empirical studies
have generally found a positive relation and finding a substitution relation is relatively recent.
We investigate the relation between those two variables using detailed information of Korean
multinational firms and their foreign affiliates from 1999 to 2004. In so doing, unlike previous
studies, we consider the host country’s income level and various activities of each affiliate, whether
it serves the host country or exports outside in particular. The complementary relation is found by
simply following previous studies. Once we consider the host country’s income level and various
activities of each affiliate, however, different results are produced. Our empirical results show
substitution if the affiliates are located in a developed country and mainly serve the host country,
while complementarity if the affiliates export their products outside of the host country. Moreover,
the complementary effect is strengthened if they are located in a less developed country.

Understanding Wage Inequality: Trade, Technology, and Location
by Chul Chung and Bonggeun Kim (December 2007)
ISBN 978-89-4184-5 / A5 / 48pp. / USD 2
This paper investigates the trend of the wage inequality and the metropolitan wage premium in the
United States during the 1980s. Two distinct sets of literature documented that the wage inequality
between skilled and unskilled workers and the metropolitan wage premium have risen significantly

during the decade. When we combine these two sets of evidence and consider the interaction
between skill and location, however, the increasing trends of the skill wage gap and the metropolitan
wage premium almost disappear. Most of the dynamic changes are picked up by the interaction
term, an extra metropolitan wage premium for skill, which rises significantly over the decade. As
a partial explanation we find an increasing trend of the skill wage inequality across industries and
occupations within metropolitan areas relative to non-metropolitan areas. This finding suggests that
the skill biased technology alone may not sufficiently explain the growing wage inequality and it can
be interpreted as a metropolitan specific phenomenon to an extent.

What Kinds of Countries Have More Free Trade Partner Countries?:
Count Regression Analysis
by Jung Hur and Backhoon Song (December 2007)
ISBN 978-89-4185-2 / A5 / 38pp. / USD 2
According to the WTO data for regional trade agreements (RTA), the number of RTA has been
exponentially growing since the middle of the 1990s. As a result, many countries these days have
had more than one free trade partner country. In this paper, we attempt to find out statistically
important characteristics of countries that may explain the frequency of a country’s RTA formations
and as a result its total number of free trade partner countries. We find that the following countryspecific variables are important: distance from equator, government effectiveness, and the lowmiddle income group countries and regional blocs that countries belong to. In contrast, the following
variables are not statistically significant: geographical size of country; upper-middle or high-income
group countries; languages and other institutional variables such as political aspects and the stability,
law, regulation, and national corruption level. The important implication of the findings is that the
current expansion of RTAs may not be linked to a global free trade system because of the peculiarity
of countries having multiple RTAs.

Experimental Economic Approaches on Trade Negotiations
by Hankyoung Sung (December 2007)
ISBN 978-89-4186-9 / A5 / 42pp. / USD 2
This paper experimentally examines the multilateral bargaining games so as to derive some policy
implications for real trade negotiations. It shows the following findings: there are significant delays
in games including veto players in some circumstance, but no delays in games including multiplevote players. In addition, non-veto players as weak players, who are disadvantageous in taking share,
collusive attempts against veto players, but not effective. As policy implications, this paper suggests
enforceable deadline or threat toward low quality agreements to reduce the delay problems.
Furthermore, as another remedy for the delays, it suggests the effort to group countries like multiplevote players in unequal weight games.
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From East Asian FTAs to an EAFTA: Typology of East Asian FTAs and
Implications for an EAFTA
by Chang Jae Lee, Hyung-Gon Jeong, Han Sung Kim, and Ho-Kyung Bang (December 2006)
ISBN 978-89-322-1267-8 / A5 / 144pp. / USD 7
As the number of Free Trade Agreements (FTAs) between East Asian countries continues to increase,
the need for a region-wide FTA is emerging in East Asia. The main objective of this study is to develop
the current study on the East Asia FTA (EAFTA) by suggesting likely options of an EAFTA that will both
be feasible and desirable.
To search for an optimal EAFTA, this study analyzes the characteristics of six FTAs between East Asian
countries, i.e. the ASEAN Free Trade Area (AFTA), the ASEAN-China FTA (ACFTA), the Korea-ASEAN
FTA (KAFTA), the Japan-Singapore Economic Partnership Agreement (JSEPA), the Korea- Singapore
FTA (KSFTA), and the Japan-Malaysia EPA (JMEPA). Although the policies and instruments in existing
FTAs cannot be directly transposed to an EAFTA, they are quite likely to serve as reference points in
the future.
Chapter II examines the tariff concession structure of the six FTAs. The tariff concession structure
of these FTAs can be grouped into two categories: an ASEAN-type approach and item-by-item
approach. The ASEAN-type approach divides tariff items first according to their sensitivity in the
Normal Track and Sensitive Track. For those tariff items belonging to the Normal Track, they can
be further divided into i) tariffs that will be eliminated when the FTA comes into force and ii) tariffs
that will be eliminated within predefined years. Those items belonging to the Sensitive Track will
be further divided into the Sensitive List and the Highly Sensitive List, depending on their degree of
sensitivity. AFTA, ACFTA and KAFTA belong to this ASEAN-type approach. ACFTA differs from other
agreements in having an Early Harvest Program.
The other type is the item-by-item approach, which sets tariff elimination schedules for each tariff
item. KSFTA, JSEPA, and JMEPA have adopted this approach. This approach can produce a number of
different tariff concession structures depending on partner countries, as we see in JSEPA and JMEPA.
This chapter also attempts to assess the quality of existing FTAs among East Asian countries in terms
of trade liberalization in goods by analyzing the share of tariff lines in the Highly Sensitive List or the
tariff lines of excluded items, in terms of both the number of tariffs and share of imports. Our results
indicate that the quality of trade liberalization varies significantly among the FTAs. First, those FTAs
involving ASEAN countries show relative overall weaknesses, mainly due to the CLMV countries
(Cambodia, Laos, Myanmar, and Vietnam). Our analysis also reveals that within an FTA, there often
exist asymmetrical situations in terms of trade liberalization among participant countries. However,
it was difficult to conduct a more rigorous comparison among these FTAs due to the different use of
classification systems in East Asian countries. For instance, Korea uses HS 10-digit codes, Japan and
Malaysia use HS 9-digit codes, and China and the Philippines use HS 8 digit codes, whereas for some
sectors, only HS 6-digit data were available.
From our analysis, we also identify the sensitive sectors in a select number of countries. In particular,
agriculture and fishery are the most sensitive sectors for both Korea and Japan. However, a more
detailed comparison was once again difficult to make because of the use of different classification
systems in East Asia.
Overall, although Korea and China show much more willingness in terms of trade liberalization in
goods compared to the CLMV countries, the level of trade liberalization is also limited due to the
existence of sensitive sectors. Japan is also quite reluctant to open its market, especially for agricultural
and fishery products. It is, therefore, difficult to make a strong case that existing FTAs between East

Asian countries are of high quality in terms of market access for goods.
Chapter III investigates the rules of origin in East Asian FTAs. Rules of origin are laws and administrative
practices used to identify the country of origin of internationally traded goods. They are needed to
limit the trade gains from FTAs within participating countries. However, they are sometimes looked
upon as necessary evils because they may distort markets and can be used as instruments to protect
domestic industries.
Examining the six intra-regional FTAs, we observe that the AFTA and ACFTA have simple and
compact rules of origin; for most products which are not wholly obtained and produced, rules of
origin requires that non-originating import contents not exceed 60% or that the originating content
is more than 40% of the FOB price of the product. On the other hand, rules of origin for KAFTA,
KSFTA and those between Japan and two ASEAN member countries are based on product specific.
These FTAs adopt changes in tariff classifications and use the percentage criteria as the main decision
instrument. However, at the product specific level, the criteria of conferring originating status varies
and there are situations in which a country imposes different rules of origin for an identical product in
different FTAs.
The “rules of origin” clause reflects the bilateral (or multilateral) relationship between participating
countries. What Country A adopts with Country B in one agreement can be a rule that Country A
wants to avoid with Country C in another. This may cause complexities in the rules of origin in East
Asia and it will become a critical factor that deters improving economic integrity in East Asia.
As a measure to mitigate the problem of rules of origin in East Asia, we look at the possibility of
introducing diagonal cumulation. Given the web of bilateral FTAs in East Asia, diagonal cumulation
may be the best way to integrate the East Asian economies into one single territory, at least in terms
of the production side of the economy. However, each country may have a different perspective
on this matter and introducing diagonal cumulation to East Asia may not be as easy as it seems.
However, if countries in the East Asian region acknowledge the need for regional integration and
regard the EAFTA as a common goal, diagonal cumulation will not be impossible to achieve.
Furthermore, diagonal cumulation can be considered as an intermediate target for the EAFTA. By
reaching this intermediate target, we can reduce the market distortion effects of rules of origin in the
region, increasing integrity in the region as a single production market and creating a better position
to move forward with the EAFTA.
Chapter IV analyzes the characteristics of FTAs related to service and investment in East Asia. In the
FTA between Korea and Singapore, a negative list method has been adopted to expand service and
investment liberalization. With leading competitiveness in services, Singapore has a higher degree of
market opening for its service sector (95.6% vis-&agrave;-vis Korea) than Korea (72.3% vis-&agrave;vis Singapore).
The opening ratio for Japan’s service sector is 68.4% vis-&agrave;-vis Singapore, while Singapore’s
opening ratio is 66.2% vis-&agrave;-vis Japan. By adopting mechanisms like the positive list method,
etc., Japan has chosen to contract a defensive EPA with Singapore. In its EPA with Malaysia, Japan
has restricted the liberalization of its service sector by stipulating that certain commitments can
be modified or cancelled in the schedule of specific commitments. In its EPAs with Singapore
and Malaysia, Japan has especially focused on intellectual property rights. Due to the weak
competitiveness of its service industry, Malaysia has a low degree of service market opening at 27.7%
vis-&agrave;-vis Japan.
Trade and investment facilitation is generally not an important item when dealing with FTAs.
However, in East Asia, where there exist large gaps in economic development levels among countries,
trade and investment facilitation is of particular importance. AFTA, JSEPA and JMEPA ensure a higher
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level of trade and investment facilitation than KSFTA. This is because both AFTA and Japan’s EPAs are
approached as a form of economic cooperation. With regard to development cooperation, there
has not been any significant measure in the East Asian FTAs we examined, even those it would be
important element for an EAFTA given the disparity in economic development levels among East
Asian countries.
The last chapter suggests likely prospects for an EAFTA and proposes possible options of an EAFTA
based on the analyses in the previous chapters. In addition, it also provides policy implications
regarding the formation of an EAFTA for the governments of East Asia, with special regard to the
Korean government.
As for the prospects of an EAFTA, after having examined rationales and obstacles, three plausible
scenarios to an EAFTA are presented. The issues of membership and schedule are also discussed.
With regard to the possible types of EAFTA, if East Asian countries choose to form an EAFTA that is to
co-exist with other East Asian FTAs, this will result in a complex, multi-layered FTA web in East Asia.
One advantage of this type of EAFTA is that it will be relatively easy to negotiate politically. However,
since such an EAFTA would not prevent the “spaghetti bowl” phenomenon, one may question the
rationality of creating a region-wide FTA that would only serve symbolic purposes. Another option
would be to pursue a high quality EAFTA that would replace the majority of FTAs among East Asian
countries. However, our analysis of existing FTAs in East Asia shows that given the diversity of East
Asian economies, it would be rather difficult to agree upon a high-quality EAFTA in the near future.
Nevertheless, it is precisely this sort of EAFTA that would maximize economic benefits, preventing the
further proliferation of bilateral FTAs in the area.
One way of avoiding this dilemma altogether is by developing an EAFTA with i) a relatively flexible
tariff concession structure, ii) simple and liberal rules of origin, iii) strengthened trade and investment
measures, and iv) a concrete development cooperation mechanism. This type of EAFTA would
probably not replace existing FTAs in high numbers, but it would be more than symbolic and
palpably contribute to creating freer trade and investment in East Asia.
Furthermore, the last chapter also provides policy implications regarding the formation of an EAFTA.
In particular, this study proposes that the Korean government take the initiative and continue
feasibility studies on an EAFTA, such as those conducted by the Joint Expert Group. Another
important task to successfully realize an EAFTA is related to Northeast Asian countries. Since an
EAFTA cannot be realized until the establishment of a de facto China- Japan-Korea FTA, the three
Northeast Asian countries must not neglect the importance of a CJK FTA in the establishment of an
EAFTA. In this regard, it is suggested that the Korean government act as a facilitator persuading both
China and Japan of the importance of a CJK FTA in achieving an EAFTA. As an alternative, the Korean
government can also facilitate the formation of a CJK FTA and the EAFTA by concluding a KoreaJapan FTA and a Korea-China FTA as a first order.

Global Imbalance and its Implications on East Asian Economies
by Doo Yong Yang ed. (December 2006)
ISBN 978-89-322-1268-5 / A5 / 234pp. / USD 10
The first paper, written by Professor Yung Chul Park and Barry Eichengreen, focuses on the impact
on emerging markets of a disorderly adjustment in global imbalance. In the conclusion, they argue
that commencing this adjustment process while global economic and financial conditions are still
favorable will ease the adjustment process. They also state that the adjustment process will be eased
if there is cooperation on exchange rate and other policies, and that it would be nice if the United
States participated in this process of cooperative policy adjustment by addressing the domestic
roots of its twin deficits. The second paper, co-authored by Professor Jong-Wha Lee and Warwick J.
McKibbin, analyzes global imbalance, focusing on the investments and savings of East Asia and the
United States. This paper demonstrates that since the 1997£≠98 crisis, many East Asian economies
have been experiencing permanent declines of domestic investment and output growth, mainly
resulting from increases in financial risk and decreases in the return on investment. According to the
paper, the investment decline in East Asia, outside of China, combined with the fall in public and

private savings in the United States, has contributed to the recent level of global current account
imbalance. The third paper, written by Jacques Mazier, Yong Hyup Oh, and Sophie Saglio, focuses
on analyzing the consequences of world imbalance on East Asian countries in the context of growing
regional interdependency, and proceeds in two steps using in both cases simple multinational
macroeconomic models. In the proceedings, exchange rates misalignments at the world level and
for East Asian currencies are first estimated using a FEER approach, which combines a multinational
model for the main currencies (dollar, yen, yuan, euro, and won), and a national model for the other
East Asian currencies. This approach gives estimations in both real effective and bilateral exchange
rates. Professor Eiji Ogawa points out in the fourth paper that global imbalance has occurred in
relation to the huge current account deficits of the United States in recent years. These current
account deficits have been caused by the fiscal deficit of the U.S. government since 2000. This is
referred to as “twin deficits,” which the United States experienced once before in the 1980s. When
we look back at the latter half of the 80s, there was a large depreciation of the U.S. dollar, and given
that the fiscal deficits have recently been kept at a higher level, we can assume that it may lead to a
smilar result: the large depreciation of the U.S. dollar. The fifth paper, written by Yong Seoung Jung,
Changyong Rhee, and Doo Yong Yang, is on the topic of “Global Imbalance and Exchange Rate
Adjustments: Korea.” Most agree that global imbalance should be rebalanced to a sustainable level.
The main findings of this paper can be summarized as follows. First, the Korean won / U.S. dollar
reached equilibrium in 2006 in response to the external imbalance of the Korean economy. Both
econometric and model simulations show that the won / dollar rates in 2006 appreciated enough
to reduce the previous current account surplus in Korea. Second, even though the bilateral current
account has become balanced in Korea, there exists the greater pressure of further appreciation of
the won / dollar exchange rate due to the rigidity of other Asian currencies in response to global
imbalance. Third, in order to minimize the burden of currency appreciation in Korea, the Chinese
renminbi (rather than the yen) should appreciate substantially. In conclusion, regional and global
cooperation on the adjustment from global imbalance would be much more beneficial to the Korean
economy. The last paper presented, written by Deok Ryong Yoon, is intended to stress the need
for collective action in the area of exchange rate and monetary coordination in East Asia to solve
the global imbalance problem. Important progress is already occurring in the area of emergence
liquidity support (CMI and post-CMI projects) and the development of bonds markets in Asia (ABMI).
Exchange rate coordination will be the next and most important agenda, which cannot be put aside
any longer. This paper is an examination of exchange rate behavior and intervention in Korea, of why
East Asian countries should continue to intervene in foreign exchange markets despite the substantial
cost of maintaining a managed fixed system, and a discussion of possible exchange rate coordination
in East Asia with some policy suggestions in this regard.

Road to Prosperity and Cooperation Financial Hub in Northeast Asia
by KAMCO, KDB, KE, KIC, and KIEP (March 2006)
A5 / 236pp. / not for sale

Conference
Proceedings

One purpose of the conference is to consider the proposition that Seoul should aim to become an
international financial center. Through the conference, many useful proposals and recommendations
on the steps Korea needs to take to succeed as financial hub in Northeast is to be suggested. There
are three sessions in total and from which lots of concrete strategic directions to help Korea transform
into Northeast Asia's financial hub. In the first session, there are two presentations each regarding
two different subjects, strategic approach for development financing and role of private capital and
application of public capital to development financing in Northeast Asia. At the second session, on
the topic of prospects for Asian corporate restructuring market and role of KAMCO, prospects for
the Asia corporate restructuring market and KAMCO & NPL market in Asia are presented. The third
session has mainly presented global trend of and prospects for government investment management
companies. Three presentations improving the chances for success at government investment funds,
reserve management in Singapore and KIC’s present and future. Lastly, through many constructive
and productive discussions in panel session, a way to efficient way to make framework for financial
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hub is discussed successfully.

Africa in the World Economy: The National, Regional and International
Challenges
by Jan Joost Teunissen and Age Akkerman eds. (April 2006)
ISBN 89-322-3046-3 / A5 / 224pp. / USD 7
The contributors to this book examine the economic constraints to growth and development faced
by sub-Saharan African countries. These constraints include the underdevelopment of domestic
capital markets, the lack of national and regional infrastructures, and the ongoing dependence on
the export of commodities whose prices and markets are volatile and remain largely determined by
the large companies of western countries.
At the same time, the book discusses the international community’s responto remove obstacles of
its own making and create the necessary inter conditions that would enable Africa to overcome its
development and poverty problems.
Experienced scholars and policymakers from Africa, policy-oriented experts from western and Asian
countries, and research-oriented officials of the IMF, World Bank, UN and WTO present their views
on Africa’s challenges. Their analyses provide useful insights into how policies can be improved at the
national, regional and international levels.
All of the chapters defy some clichs about Africa’s development. The book includes an interesting
discussion about the development model the role of the state and the role of the market that would
best fit African realities, and the lessons that can be learned from experiences in Latin America and Asia.
It also includes a timely analysis of the developmental role of emerging Asian investments into Africa.
The contributing authors are deeply concerned about Africa’s fate. Theiranalyses and solutions are
highly useful to those who want to contribute to improving the economic situation in Africa. Some
of the issues discussed in this book are also of great relevance to the development prospects, not
only of the African region, but of poor countries in general.

Global Imbalances and the US Debt Problem: Should Developing Countries
Support the US Dollar?
by KIEP · FONDAD (December 2006)
ISBN 978-89-322-3047-1 / A5 / 182pp. / USD 7
The contributing authors to this book have provided highly interesting analyses and policy
recommendations. Their analyses are geared toward both the functioning of the world economic
system as well as at the question of what individual countries and regions can do to resolve the US
deficit and global imbalances problems. Several authors have reminded us of the need of more indepth analysis of the causes of global imbalances. Barry Eichengreen and Yung Chul Park (Chapter 2)
hold the United States primarily responsible for its large deficits and contribution to global
imbalances. The authors argue that the US deficit is untenable, and they urge the US to reduce its
current account deficit, preferably by saving more. The US could save more, they suggest, by
reducing government expenditures, raising taxes and reducing tax cuts. These measures sound
reasonable and feasible, but the authors observe that there is no political will in the US to implement
them. They stress that the US ought to address the domestic roots of its deficits, and warn emerging
market countries that they cannot afford to wait for the US to act and should, instead, take their own
measures. Barbara Stallings (Chapter 3) agrees with the policy recommendations by Eichengreen and
Park, but stresses that more discussion is needed about the lack of political will to carry them out. She
observes that it is certain that the Bush Administration will not follow their advice and that the
Democrats are unlikely to cut the deficit in a serious way either. Jane D’Arista and Stephany GriffithJones (Chapter 4) share the notion that the US is to blame for its deficits. However, they stress that
the US deficits are not only the result of over-spending by the US, but also of an international
monetary system that uses the dollar (and a few other national currencies) as an international store of
value, thus generating debt in the key currency country, the US. Their analysis implies that the US

could contribute to resolving its debt problem and global imbalances by supporting international
initiatives aimed at making countries, particularly developing countries, less dependent on the dollar
as payments and investment currency. The initiatives they suggest include the promotion of GDPlinked bonds and local currency bonds. Fan Gang (Chapter 5) sees the international monetary system
as the main cause of the US deficits and global imbalances. The fundamental problem is not in US
policies, he stresses, but in the global currency system which allows the US to run high deficits and
print as much money as it needs. US policymakers do not see it as “their problem” that they run high
deficits and print more money when the bad consequences become the “others’ problem”, says Fan.
In his view, the ideal system should be one that is independent of self-interests of participating
countries, and provides common benefits to all. "It should not be a currency of any particular country
no matter how strong or dominant that country is in the world market.” Jan Kregel (Chapter 9)
presents an alternative explanation of global imbalances. In his view, they largely result from the fact
that too many countries are using export-led growth strategies (including Europe) and that firms are
investing and producing transnational while balances of payments are national. Both Europe and Asia
(and other countries) continue to finance US deficits, says Kregel, because this allows the US
economy to absorb a large part of their exports and, equally important, to remain an attractive
economy for investments by European and Asian transnational corporations. When the role of Asia in
global imbalances is discussed, the focus (and blame) is often directed toward China. The authors in
this book do not share that simplistic, China-bashing view. Given the increasingly important role
China is playing in the world economy, we asked several authors to dwell on the “China question”.
What policy recommendations do they suggest? Barry Eichengreen and Yung Chul Park (Chapter 2)
say that China’s annual surplus is now roughly a third the size of the US deficit, which in their view
suggests that China should do something to reduce its surplus. The authors argue that the best way
for China to reduce its current account surplus would be to reduce its savings. They observe that, in
the long run, Chinese savings will go down in a natural way, but suggest that given the need for
short-run measures, China’s government should increase spending on education, health care, social
security, urban infrastructure, and modern housing. However, Eichengreen and Park stress that since
the Chinese economy is only a fraction the size of the US economy, fiscal expansion in China can
only offset a fraction of the fiscal contraction needed in the United States. Therefore, according to
them, China is only a small part of the global adjustment story. Fan Gang (Chapter 5) does not think
China saves too much or invests too little. He stresses that China invests up to or even more than 40
percent of its GDP in industrial capacities, housing, and public infrastructures. He also stresses that
China’s high saving rate has little to do with the global imbalance problem. He observes that during
2003-2004, China even over-invested and registered trade deficits for almost 11 months. Moreover,
China did not have such large net national savings in recent years, says Fan, only about $30-40 billion
per year. Zdenk Drabek (Chapter 7) echoes repeated calls from US and Japanese authorities as well as
academics for substantial appreciation of the Chinese renminbi, even though he softens this plea by
talking about the need for“some” revaluation of the Chinese currency. In his view, this would not
only help to resolve global imbalances, but also slow down the inflow of speculative capital and help
reduce inflationary pressures in China. Wing Thye Woo (Chapter 6) disagrees with the
recommendation by“foreign economists” that China should let its currency float. In his view, it misses
the basic point that free-market tools can work only in a free market environment. Given China’s
capital controls, a freely floating currency regime could mean a value for the renminbi that would be
greatly over-appreciated compared to what its value would be under free capital flows, and would
therefore reduce economic growth significantly. Freeing capital flows is not an option, says Woo.
Regarding the role of Japan, Eichengreen and Park suggest that the most important thing Japan can
do to help resolve the problem of global imbalances and contribute to a shift of Asian demand from
extra-regional exports to exports to the region itself is to sustain its recovery. Yonghyup Oh (Chapter
8) also explicitly refers to Japan’s role in the global imbalance issue. According to Oh, given Japan’s
important position in East Asia and the world and the high macroeconomic interdependency across
the region, East Asian monetary cooperation should include Japan (Eichengreen and Park make this
point as well). Oh sees such cooperation as an important step toward helping to resolve global
imbalances since it would facilitate the creation of a regional capital market (implying that Asians
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would invest their capital in Asia rather than in the US). Moreover, it would facilitate coordinated
exchange rate adjustments by each of the East Asian economies. What about the other Asian
countries? Eichengreen and Park say that there is little disagreement that an across-the-board
appreciation of East Asian currencies would constitute an important component of the resolution of
global imbalances. However, if China sticks to limited flexibility, other East Asian countries are not
likely to let their currencies appreciate vis-a-vis the renminbi since China has emerged as their export
competitor in regional as well as global markets. This creates a problem of collective action and an
argument for policy coordination, say Eichengreen and Park. East Asian monetary coordination is an
issue addressed by Fan Gang and Yonghyup Oh. Fan Gang reports on the possible establishment of
an Asian currency unit (ACU), which would represent a weighted average of several of the key
regional currencies. The ACU is not meant to be a real currency to replace the regional currencies, as
is the case of the euro, explains Fan. It is meant to be a guide for the Asian countries to coordinate
and manage their exchange rates. In other words, it might become a viable “currency” for Asian
countries to denominate their export prices, cross-border loans, and cross-border bond issuance; thus
weaning themselves away from their current total reliance on the US dollar. “This is no ivory tower
academic exercise,”says Fan. “Both China and Japan are very serious about it.” Yonghyup Oh
(Chapter 8) relates that around the time of the Asian crisis of 1997-98 East Asian countries became
capital exporters. Instead of investing in more risky assets at home or in the region, East Asian capital
went to safer US treasury bonds and foreign reserves. Oh observes that even though it is now less
attractive to keep purchasing US government securities given the already high level of foreign
reserves in most East Asian economies, investing in East Asian securities is not yet attractive enough
because of underdeveloped Asian capital markets. He stresses the need of creating East Asian financial
markets to attract the East Asian capital. Finally Jan Joost Teunissen, the chief editor of the book,
acknowledges that several authors have reminded us of the need of more in-depth analysis of the
causes of global imbalances. He further stresses that "experience tells us that in order to incite policy
makers to action good analyses are a necessary but not a sufficient condition. Moreover, democratic
decision making requires that more people are involved in designing and assessing economic
strategies than just the academic and the policy maker." He concludes by hoping that, in addition to
the experts, the non-experts will read this book as well and that the experts will help increase the
understanding of the non-professionals and present the full range of policy choices that are available
and thinkable to resolve the problems of US debt and global imbalances. This book tells only a part
of the US debt and global imbalances story. The story will be continued in the next volume and
include additional policy suggestions.

Emerging Financial Risks in East Asia
by Doo Yong Yang ed. (December 2006)
ISBN 978-89-322-3048-1 / A5 / 191pp. / USD 7
The economic consequences from the Asian crisis have been enormous. East Asia had experienced
unprecedented economic slowdown, causing a sharp decline in living standards, rising
unemployment, industrial breakdown, and social dislocation. Once we had realized the huge
negative impacts from the system crisis in the region, there have been tremendous efforts on
preventing future crisis since 1997, including structural reforms for each country and regional
monetary and financial architecture in the regional level. Even though all these efforts contributed to
economic recovery, no one is convinced that the current economic conditions are good enough to
induce stable long-term growth. Financial risks in East Asia are emerging. First, capital flows in East
Asia do not seem to be healthy. There have been significant structural changes in capital flows in East
Asia. East Asia is no longer an import region due to huge current account surpluses followed by rapid
accumulation of foreign reserves. Since foreign reserves should be invested into more liquid and safer
financial assets, most foreign reserves in East Asia go to the most developed capital markets. Such
capital flow results in raising financial vulnerability in the region. Investment from advanced
economies in the region is concentrated on risky assets, which can induce a sensitive response to
even a slight increase of risk, regardless of huge foreign reserves in the region. It also creates a vicious

cycle. To reduce this risk, East Asia is accumulating more foreign reserves and importing more risky
capital flows. It is worthy to note that steady current account surpluses are critical for continuing
growth of foreign reserves. However, it would further increase the overseas liabilities of the U.S. This
in turn leads to bigger risks to the international financial market when the U.S. attempts to manage
the increasing risk of global imbalance from increasing current account deficit by depreciating US
dollar or appreciating East Asian currencies. Second, related to capital flows in the region, exchange
rate management in East Asia face a great challenge. It has been alleged that East Asia’s prolonged,
large-scale exchange rate intervention prevents East Asia’s currencies from appreciating against the
US dollar. The undervalued currencies are said to underpin an export-led economic strategy that
produces economic and employment growth. Exchange rate managements in the region is under
great debate, as it is seen as one way to solve exchange rate risk exposure and reduce global
imbalances. China recently announced that it is adopting a basket of currencies as the peg for its
exchange rate instead of the US dollar. This change raises questions of East Asian’s exchange rate
management or regimes, and how to respond to this change. It is not clear whether this is an
opportunity or threat in East Asia. Third, higher interest rates in the U.S. have also adversely affected
East Asian economies. In general, upward movements in US interest rates triggered a number of
emerging market crises in the 1980s and 1990s. Two risks factors are worthy of note in this regard.
First, higher capital gains on US assets attract capital, thus reversing international capital flows.
Increasing uncertainty combined with declining international liquidity and weakening currency
conditions increase volatility of capital in emerging markets. It also increases risk premia and therefore
increases the cost of capital. Second, higher interest rates in a global scale may decrease global
consumption spending, hence reducing external demand for East Asian exports. Since investment
and consumption in East Asia has been sluggish, such risks may accelerate financial vulnerability in
the region. Against this background, this year’s joint project by the Korea Institute for International
Economic Policy (KIEP) and the Policy Research Institute (PRI) tries to identify major financial risks in
East Asia and provide comprehensive analyses and policy implications and recommendations.
The following are general descriptions for the joint project.
Theme 1: Current Capital Flows and Related Risks in East Asia
This theme will describe current capital flows in East Asia and identify and evaluate related risks from
possible capital reversal. The current economic developments in regional or global capital markets
should be addressed and potential risk factors should be identified.
Theme 2: China’s New Exchange Rates Regime and its Implication to East Asia
China’s current adoption of the BBC regime is the most important change in exchange rate
management in East Asia. The questions on this issue are whether it is more beneficial to East Asia
if the Chinese renminbi will gradually increase its flexibility or one big change in its value, and
whether it would be advantageous to other East Asian countries if they were all to adopt a similar
arrangement. In addition, it is worthy to note how current changes in China’s exchange rates regime
affect East Asian economies.
Theme 3: Too Much or Too Less: How to stimulate private sectors in East Asia
A hike in interest rates on a global scale could derail a strong and broad-based recovery in East
Asia. Despite strong growth, investment recovery has been sluggish in East Asia, except in China,
while a rebound in consumption remains vulnerable to a tightened monetary stance. In addition,
diminishing external demand for East Asia’s export will also interrupt economic expansion. Under
these circumstances, it is a quite important to identify each countries macroeconomic policy stance
and to analyze the consequences of these macroeconomic policy measures.

Prospects for Regional Financial and Monetary Integration in East Asia

Policy References

by Yung Chul Park and Doo Yong Yang (October 2006)
ISBN 89-322-2102-2 / A5 / 10pp. / USD 10
The financial crisis that erupted in 1997 changed the region’s confident in such a progress and in
consequence gave a strong impetus to searching for a regional mechanism that could forestall future
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crises. This search has been gatheringmomentum and opening the door to possibly significant policyled integration in East Asia. The adoption and implementation of the CMI and ABMI could be
counted as a major step toward strengthening the financial and monetary cooperation in East Asia.
The CMI initiated as a supplementary liquidity facility based on bilateral swap arrangement. However,
it has been criticized from the beginning as being too small in volume and too fragmented in its
decision making process to deal with possible financial crisisin the region. IMF conditionality and the
lack of a regional surveillance mechanism also provide a great concern of the effectiveness for the
CMI. Reflecting those concerns, ASEAN+3 Financial Minister’s Meeting made some progress. The
ministers agreed to increase the size of the bilateral swap arrangements among from $39.5 billion to
$79 billion. They also decided to increase the ceiling for liquidity supports without any IMF supports
to 20% from the current 10%. Furthermore, the FMM reached a decision that the CMI would be
developed as a multilateral decision-making process rather than bilateral one. Despite current
development in the CMI, it is quite suspicious that the CMI can fully handle in a case of full-fledged
crisis in the region. One of importanteconomic cooperation in the region is monetary cooperation or
common exchange rate arrangement. It is, of course, long-term perspective, and therefore it seem
not to reach any short-term or medium tern agreement on this issue. The discussion includes
thechoice of a common currency and a collective exchange rate regime during the transition period
that could facilitate monetary integration in the region. In promoting the ABMI, the priority of
cooperation among the ASEAN+3 members would be to resuscitate the financial reform enacted by
most East Asian economies after the 1997-98 financial crises. Deregulation and opening of the
domestic capital market with the construction of the requisite market supporting infrastructure will
overtime create domestic demand for foreign financial instruments and encourage domestic
borrowers to seek the capital markets of other countries for financing. These developmentsparticularly deregulation of cross border trading and investment in financial instruments denominated
in different currencies- which will establish the foundation of efficient regional capital markets, should
precede the creation of regional capital markets. East Asia enjoys the latecomer’s advantage in
promoting financial and monetary integration as it can learn from the European experience. But the
success of its integration efforts will in no small measure depend on the support of the US and EU. In
the end, the western countries will have to decide whether the regional financial arrangements in
EastAsia will contribute to global stability and welfare. And the European experience suggests that
they are likely to do so. It would therefore be in the US and European interest to support the
expansion and consolidation of the CMI insofar as financial deepening and integration in East Asia
supports an orderly globalization of the world economy.

Regional Study
Series

 he Success Story of Switzerland: How could Switzerland’s specific political
T
institutions contribute to the country’s political stability and economic wealth?
by Won-hwa Park, Heungchong Kim, and Linda MADUZ (July 2006)
ISBN 89-322-6088-5 / A5 / 74pp. / USD 5
Switzerland is known as one of the most prosperous and wealthiest countries in the world.
Switzerland ranks 3rd in the list of income table in the world. Furthermore, it maintains stable political
regime and high level of security. This research tries to illuminate the way to the success of
Switzerland through examining its political background and the specific features of the Swiss political
system. Switzerland is a country marked by strong pluralism, facing the challenge of integrating a
multiplicity of different interests: different regional interests, different cultures, different languages,
and different religions. This heterogeneity has shaped the political institutions of the country, which
in turn have been influencing the political processes and structures in Switzerland. In the paper,
“federalism,” “representation system,” and “direct democracy” are defined as the main institutional
determinants of Switzerland’s particular political system. They guide the political, as well as the
economic actors towards finding common solutions; the constant search for a consensus is the
distinctive feature of the Swiss political system, known as consensus democracy. Chapters 3 and 4
showed, to what extent the political institutions, contributed to the country’s positive political and

economic development. Today they still are part of Switzerland’s strong performance in these areas.
The major characteristics of the Switzerland's political system are highlighted. First, continuous
political stability derives from the consensus-based system, Through its institutions, the Swiss political
system balances different interests and focuses on finding consensus. Second, a characteristic of
Switzerland’s political system is its political integration power. The existence of the referendum allows
the largest possible number of political parties and interest groups to be included in the opinionforming and decision making process. The system assures that losers are not excluded from decisionmaking. Process It thereby contributes to a politically stable environment. Third, in the Swiss political
system, the people have the final say. The institution of direct democratic tools gives them the control
of last resort. The people assume the function of a real opposition force with the power and
responsibility to check and balance the government’s policy. Fourth, Switzerland’s federalist and
direct democratic structure pushes the political actors to negotiate and find compromises that are
likely to be supported by a majority. Three to four times a year the Swiss citizens are called to vote on
specific and concrete issues. Fifth, political success and failure of individual actors and parties are
generalized. The Swiss political system is constructed in a way that the responsibility for failures and
successes is shared also among the various actors involved in the decision-making process. Political
failures and successes are less attributed to individual political parties or people. Parties and politicians
are less affected by tensions in politics; this, again, has a stabilizing effect on the political system as a
whole. Sixth, there has been large autonomy of the cantons and restricted power of central
government. As a result of the historical developments, the cantons enjoy large autonomy and are
the main competent authorities in certain areas, such as education and health or police and justice.
The institution of federalism allows the cantons to assume an important role in the power-sharing
and influence the decision-making process at the national level. Seventh, Switzerland has a bicameral
parliamentary system. The two chambers are elected on different bases: the majority representation
system is used for the Senate (Council of States) and the proportional representation system for the
House of Representatives (National Council). The two chambers are equally weighted, giving the
Senate, representing the cantons, real power relative to the House of Representatives, representing
the overall population; the federalist principle is as important as the democratic principle. Eighth,
Swiss Members of the Parliament are part-timers. This system, characteristic of Switzerland, is called
the “militia system.” It refers not only to the federal parliament, but to most of the mandates and
offices in the Swiss political system. The existence of the militia system creates inter-dependency: on
one hand, the semi-professional parliament is dependent on information and knowledge of other
social actors; on the other hand, the parliamentarians bring in important knowledge and contacts
from other sectors of the society. Ninth, multiplicity of relatively weak political parties in a nevertheless
stable system is important. Federalism and direct democratic tools open the doors to a large number
of political actors and parties, which provides an explanation for the historicaly weak and fragmented
Swiss party system. Tenth, the Swiss government is multi-party, collective, and has collegial head of
state with a long office term. Eleventh, the executive power is shared in a broad coalition of the four
most important parties. A stable political environment is essential for a prosperous economy. Trade
and investment benefit from political stability and continuity. Not only does the consensus system
contribute to preventing major interruptions in domestic politics; the referendum forced the political
actors and economic actors to coope rate, and it also furthers the cooperation among the social
partners. The review of the major points of this paper provides a brief summary of how the Swiss
political system works. The key word is “consensus.” In general, mutual agreements are easier to
achieve in periods of prosperity and economic growth. Consensus finding becomes more difficult in
times of political or economic crises, when the actors try to make each other responsible for failures
and losses; the tendency of the system to polarize is the consequence. Consensus-reaching becomes
difficult and the system may be paralyzed. The feasibility of a consensus-based system depends also
on the issue at hand: consensus finding is challenging when it comes to emotional issues, such as the
restriction of farmers’ rights, abortion, authorization of genetically modified organisms, etc. Despite
difficulties that a consensus system can reveal, the pattern of compromise-seeking carries on.
“Concordance” has become a part of the Swiss system that cannot be changed, unless the
institutions are changed. As most of these institutional devices are part of the constitutional law, they
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have become robust elements of the Swiss political system, contributing to its stability. The attribute
of the consensus system that may be the most noteworthy is its extensive capacity for political
integration not only political parties integrating into a system of cooperation and power-sharing, but
also economic and social groups. From an economic perspective, the consensus system is in a better
position to cope with the increasingly important role of economic actors than a majoritarian system.
Through processes of economic internationalization, economic actors, such as transnational
companies, are gaining political weight. The tension between the interests of “globalized” economic
groups and political parties with national interests is rising. In the competitive majoritarian system, it
is possible that the competition between these economic interest groups on one hand and the
political parties on the other hand blocks the political system. The risk of a blocked political system
does not only emanate from winners of economic globalization opposing policies of national political
parties’, but also from the losers, e.g. trade unions losing jobs; they could fight political decisions in
an unfruitful way. From a political point of view, the consensus democracy with its potential for
political integration of multi-cultural societies is a future-oriented model. Today, a large majority of
the 190 countries, considered sovereign states, constitute multicultural societies. Moreover, SouthSouth or South-North migrations are important aspects of countries’ economic and political life
today. Cultural differences also continue to be a political problem in many industrialized countries.
Conflicts between ethnic groups are a main factor for national disintegration or war in Africa and in
the Far and Middle East. The former countries of the Soviet Union are, today, facing the problem of
integrating formerly strongly repressed minorities.
In all these situations better political integration is needed for a peaceful multicultural coexistence. It
is difficult to say to what extent the Swiss solutions of power-sharing and consensus-finding would
be appropriate to solve these problems. No matter how the challenges are going to be tackled in the
future, the importance of political institutions-especially in the long run-should be taken into account.
This is what the Swiss experience shows us.

Working Papers

Investment Stagnation in East Asia and Policy Implications for Sustainable
Growth
by Hak K. Pyo (July 2006)
ISBN 89-322- 4176-7 / A5 / 128pp. / USD 7
The overall assessment on the macroeconomic performance by Asian- Crisis countries is that the
rebound of growth over the period of 1999-2000 has slowed down in the subsequent period of
2001-2003 mainly because of stagnant demand for domestic investment across all crisis-inflicted
economies. In particular, the domestic investment on Machinery and Equipment has been very
disappointing. For example, in case of Korea, its average annual growth rate was 17 percent during
the pre-crisis period of 1994-1996 and became negative during the crisis-years in 1997 (-9.6%) and
1998 (-42.3%). Then the average annual growth rate has become explosively positive in 1999 (36.8%)
and 2000 (33.6%) but suddenly has dropped in 2001 (-9.0%), 2002 (7.5%), 2003 (-1.2%) and
2004 (3.8%).
There are two main issues at hand in examining the investment trend in the post-recovery
period in Asian-Crisis countries. One issue is whether the stagnation in investment is a permanent
phenomenon and, therefore, the period of “East Asian Miracle” is over. The other issue is why the
volatility of investment is so large during the post-crisis period of 1999-2004. The present paper is
to address these two issues and examine determinants of investments in crisis-inflicted economies
during the post-crisis recovery period. A two-sector growth model can show that the institutional
rigidity, for example strong union activity in conventional non-IT sector for minimum employment
guarantee, can make investment stagnate and prolong the slowdown of productivity and growth
of the economy. In addition to the basic framework of a two-sector growth model with structural
rigidity, we can add the following theoretical dimensions to explain the continuing investment
stagnation in East Asia. The standard baseline model of investment with adjustment costs known
as the q theory model of investment has predicted that expectations of lower output in the future

reduces current demand for investment. It also has predicted that the permanent increase in the
interest rate produces a temporary setback in investment as the industry moves to a permanently
lower capital stock supporting the standard view that long-term interest rates are important to
investment. However, the standard baseline model alone cannot explain the continuing investment
stagnation in East Asia because even after the output has been recovered and the interest rates have
been reduced to the pre-crisis level, investment has not been recovered yet. The reason is because
the East Asian crisis has increased uncertainty about future profitability and accentuated irreversibility
that adjustment cost of reducing capital is greater than that of increasing capital. In addition,
financial market imperfections persist to exist after the crisis because financial reforms in many crisisinflicted economies were either failed or taking much longer time than expected so that asymmetric
information continues to create agency problems increasing the cost of external finance and
therefore discouraging investment. Empirical results indicate that East Asian countries' investments
are very sensitive to output growth: acceleration hypothesis is accepted. It also implies that current
output growth is a best signal for the sustainable growth and future output growth that is a rational
expectation. This implies that the current East Asian stagnation in its investment may not be a
reflection of a permanent erosion of investment potential in these countries. Rather the volatility of
output growth in the post-crisis period seemed to have increased the cost of adjustment associated
with investment irreversibility and uncertainty about discount factors. In addition, as outlined in
the theoretical parts, the institutional rigidities inherent in the East Asian economies which deterred
institutional and structural reforms and transformations including financial-market imperfections
must have depressed investment demand. For empirical study for Korea we paid special attention to
IT sector to examine its investment potential and productivity growth. IT capital stock in Korea had
accumulated very slowly before the first half of the 1990's, along with a small decrease in some years
of the early 1980s. Since the second half of the 1990's, IT capital has accumulated at a very high
rate, which is common in industrialized countries. However, IT capital has accumulated only in the
restricted sectors, i.e., the IT-producing sectors and some of the IT-using service sectors.
Our findings from the value-added growth accounting are:
(1) The productivity in IT sector is much higher than that in non-IT sector. Even though there are
significant differences in IT capital intensities across industries, we cannot find the labor movement
from lower IT capital intensity sectors to higher ones, compared to that of non-IT capital. This may
lead to a decrease in the return to IT capital in the future.
(2) The growth rates of TFP in IT-industries are higher than those in non-IT industries. However, its
contribution to labor productivity growth is only half of the contribution by the capital accumulation.
Therefore, the Korean economy was still following a pattern of input-led economic growth up until
mid-1990s. However, this gap started to shrink from the second half of 1990s as the IT capital started
being accumulated.
The productivity paradox that there is no improvement in productivity even though the IT
technology is widely used, can occur because there is a large difference in the usage of IT capital
between sectors and there is time lag in adopting and diffusing IT technology. In addition, as
Jorgenson (2004) has emphasized, national accounts in many countries have not accounted for
quality growth in IT capital assets by appropriate price adjustments and have neglected accounting
for software. So, if the IT capital is used in more and more sectors, the paradox could disappear soon.
The IT capital-using effect contains the factors which are difficult to measure, other than the effects
mentioned above. Actually, IT technology has made changes in the entire economy and is expected
to do so in the future. Therefore, if all these factors are included, we may solve the productivity
paradox in the near future. Based on both yearly and quarterly investment function for Korea, we can
argue that Korea's investment is very sensitive to output growth: acceleration hypothesis is accepted.
It also implies that current output growth is the best signal for the sustainable growth and future
output growth that is a rational expectation.
This implies that the current stagnation in Korea's investment may not be a reflection of a permanent
erosion of investment potential. Rather the volatility of output growth in Korea's post-crisis period
seemed to have increased the cost of adjustment associated with investment irreversibility and
uncertainty about discount factors. In addition, as outlined in the theoretical parts, the institutional
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rigidities such as strong labor unions which deterred institutional and structural reforms and
transformations and its financial-market imperfections must have depressed investment demand.
In these contexts, the policy implications for Korea is straight-forward. First, it should design and
implement a macroeconomic stabilization program in favor of enhanced investments by reducing
government expenditure and corporate taxes at the same time, increasing investment tax credits
and R&D expenditure rather than wasting fiscal budget on rampant development projects including
the creation of a new capital city and relocating main offices of public companies from Seoul area to
remote rural areas. In other words, a supply-oriented policy in favor of investment demand in areas
of its incremental comparative advantage such as advanced electronics needs to be implemented.
In this process, the political stability and social environment encouraging entrepreneurship and
discouraging political corruption and cronyism are crucial elements for resuming a sustainable
growth path for Korea.

 oes FDI Mode of Entry Matter for Economic Performance?: The Case of
D
Korea
by Seong-Bong Lee and Mikyung Yun (August 2006)
ISBN 89-322-4177-5 / A5 / 42pp. / USD 2
This paper attempted to empirically test the proposition that unlike the typical concern against
M&A, there is little difference in firm performance by modes of FDI entry. If this is the case, there is
no reason to prefer other modes of entry over M&A. The major contribution of this paper is that it
calls into question the current classification scheme of mode of FDI entry, on which government tax
incentives are based. This paper corrects for this, reclassifying the modes of entry through detailed
analysis of each investment case to reflect as much as possible actual complexity of the cross border
investment deal. The empirical part of this paper confirms, even after reclassifying the mode of entry
into three groups, that there are indeed no significant differences between greenfield, M&A and
P&A in terms of corporate performance (measured by various profitability measures) and subsequent
investment behavior (measured by changes in total assets). As shown through the case studies,
the main reason behind this result is that at the time of entry, investing multinationals and target
domestic companies employ complex deals, mixing various modes within a single investment case.
Therefore, when the impact analysis is made at the level of the firm, which is a reasonable thing
to do, it is not surprising to find that there are no differences between the various modes. Further,
sequential investment may take different forms from the original mode of entry, making it difficult
to alienate economic impact of each part of a single investment deal over time. An important policy
implication of this result is that there is no logical foundation to provide tax incentives on the basis
of mode of FDI entry, which assumes that different modes of entry will have differential economic
impact on the host country. The tax incentives for FDI, which are granted for the FDI of an acquisition
of newly issued stocks, should be changed. Especially, the tax incentives for the FDI in the mode of
P&A should be abolished, because there is no difference between the modes of P&A and M&A in
terms of economic substance.

Regional Currency Unit in Asia: Property and Perspective
by Woosik Moon, Yeongseop Rhee and Deokryong Yoon (October 2006)
ISBN 89-322-4178-3 / A5 / 48pp. / USD 2
This paper examines different properties of the regional currency unit (RCU) in Asia and estimates
the value of the RCU as a weighted average of East Asian currencies according to the method used
to calculate the ECU under the EMS. The basket feature of the RCU yields benefits and costs. First,
the use of the RCU central rate can make the intervention burden of a central bank less onerous than
the use of a bilateral exchange rate. Also, for any given band of margins, a basket unit offers more
flexibility than a bilateral exchange rate. Another advantage of using the RCU is that the variance
of RCU exchange rates is smaller than the variance of exchange rates of component countries.
However, the usefulness of the RCU as a unit of account for domestic transactions and contracts

will be very limited because of information costs and uncertainty about the value of the RCU. Also,
theintroduction of the RCU raises the important problem of asymmetry for foreign exchange market
intervention. Once such a problem is solved, the RCU can be then used as a divergence indicator
to monitor the exchange rates of Asian currencies between themselves and against the US dollar or
the euro. The creation of the RCU is a good way to coordinate policies and assure exchange stability
between Asian countries.

Regional Trade in Northeast Asia: Why Do Trade Costs Matter?

CNAEC Research
Series

by Prabir DE (July 2006)
ISBN 89-322-5068-5 / A5 / 62pp. / USD 5
Trade costs are often cited as an important determinant of trade volume. This paper provides
sufficient evidence to ascertain that today’s trade issues in Northeast Asia go beyond the traditional
mechanisms of tariffs, and include “behind-the-border” issues. We find that variations in transaction
costs along with trade mobility infrastructure facilities have significant influence on regional trade
flows in Northeast Asia. This paper concludes that if tariffs were to become lower in Northeast Asia,
the economies in that region could benefit substantially from higher trade, provided that trade
facilitation measures were greatly strengthened.

Bankruptcy Procedures and the Efficiency of Corporate Debt Restructurings
in Korea and Japan
by Kenya Fujiwara (November 2006)
ISBN 978-89-322-5069-3 / A5 / 46pp. / USD 2
Both Korea and Japan experienced massive corporate debt restructuring after the late 1990s.
Although the apparent factors that gave rise to corporate sector distress seem differ between the
two countries, i.e., Korea faced the financial crisis of 1997 and Japan suffered from a bad loan
problem after the burst of the bubble economy in the 1990s, there are several similarities. First,
in both countries, formal legal bankruptcy procedures were relatively weak and instead informal
bankruptcy procedures such as workout played an important role in corporate debt restructuring.
However, regarding the use of informal bankruptcy procedures, there has been criticism that facile
debt forgiveness and additional lending to distressed firms cause the “too big to fail” problem and
put off the early exit of nonviable firms. Responding to this criticism, both countries recently set
about introducing legal bankruptcy reforms (1998, 1999, and 2001 in Korea, and 2000 and 2002 in
Japan). These legal reforms are for massive corporate bankruptcies in both countries and are related
to the encouragement of a market-based mechanism for restructuring. It is worth examining how
efficient debt restructuring is, and whether there are any differences in both countries. So, in this
paper, the efficiency of debt restructurings is empirically examined by using the qualitative response
model and data on bankrupt firms from both countries. The conclusions of this paper are as follows.
For the Japanese case, overall tendencies toward under-liquidation and excess-legal bankruptcy are
observed. However, for sub-samples or for samples after 2000, when the Civil Rehabilitation Act was
introduced, under-liquidation disappears and the efficiency of legal bankruptcy procedures increases.
But on the other hand, under-legal bankruptcy or excess-reorganization in a workout program
seem to occur. This may reflect weaknesses of workout schemes and reduced intervention by the
government. In contrast to the Japanese case, excess-legal bankruptcy is not observed in Korea.
Instead, there was a tendency for under-legal bankruptcy or excess-reorganization in a workout
program before 2000. This result may be interpreted to mean that before the introduction of the
Corporate Restructuring Promotion Act, workout programs were relatively weak and included firms
that should have gone legally bankrupt.
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Analysis on the Issues of and Prospects for a China-Korea FTA
by Zhang Jianping (November 2006)
ISBN 978-89-322-5070-7 / A5 / 36pp. / USD 2
China and Korea are the two most vigorous economies in East Asia and both are accelerating the FTA
process. A China-Korea FTA would be a key leverage point from which to move forward multilateral
institutional economic cooperation in Northeast Asia, as well as a major move to strengthen
economic and trade interactions between China and Korea. The strong growth in economic and
trade relations and industrial complementariness (revealed comparatine advantage index and trade
specialization coefficient calculations) between both sides has laid the solid foundations for an
FTA. Partial eguilibrium model calculations reveal that a China-Korea FTA would have remarkable
economic effects on both sides and bring much more benefit to Korea than a Korea-US FTA. The socalled barriers (agriculture, hollowing-out, SMEs) are not the major issues of a China-Korea FTA. The
real problem blocking the process of a China-Korea FTA is geopolitical. Deciding on a China-Korea
FTA is dependent on the Korean government and experts in different fields changing their worrying
minds about China. We suggest that China and Korea complete feasibility studies and enter into
negotiations for the purpose of enjoying mutual benefits from an FTA at the earliest possible time.
Should Japan’s political position remain substantially unchanged, a China-Korea FTA is likely to be
signed before a Korea-Japan FTA.

LIST OF
PUBLICATIONS

2005
Korea-Japan FTA: Toward a Model Case for East Asian Economic Integration
by Choong Yong AHN, Inkyo CHEONG, Yukiko FUKAGAWA, and Takatoshi ITO eds. (Feb. 2005)

Policy Analyses

ISBN 89-322-1220-1 / A5 / 396pp. / USD 12
The year 2005, the target year for Japan and Korea to conclude their FTA, will be the 40th anniversary
of the establishment of diplomatic ties after their painful history. During the last four decades, JapanKorea relations have matured gradually, promoted in part by miraculous development and catchup by the Korean economy. The idea of a Japan-Korea FTA was born from the need to strengthen
bilateral linkages between the two adjacent economies. Many economists in the region started
to regard the WTO-consistent Japan-Korea FTA as a win-win strategy for both countries due to
their strong economic relationship in terms of production, investment, and trade. Not only does
the Japan-Korea FTA symbolize the mature economic and political relationship between the two
countries, but also it is expected to lead and contribute to economic integration among East Asian
countries. Since both countries are advanced in terms of market system maturity, the Japan-Korea
FTA is expected to set a model for high-standard Asian FTAs, including comprehensive coverage
of goods and services, free flow of capital, and Intellectual Property Right (IPR) protection. Unlike
integration in Europe, which was triggered by political motivation, East Asian integration, with such
diversities in economic size and development stage, will continue to be led by market developments,
while probably maintaining the tradition of voluntary cooperation. Indeed the tendency of avoiding a
strictly-binding cooperation like in APEC was the reflection of political intricacy of diverse economies,
including leadership issues for integration. Theoretical and empirical studies on a Japan-Korea FTA in
this volume suggest that great potential benefits from bilateral economic integration can be realized,
once the FTA helps realize deep integration between the two countries. In order to build a highquality FTA, comprehensive coverage of goods and services and a proper institutional framework
must be in order.

Feasibility and Economic Effects of a Korea-U.S. FTA
by Junkyu Lee and Hongshik Lee (Dec. 2005)
ISBN 89-322-1244-9 / A5 / 180pp. / USD 7
This study begins with a motivation that both economic and non-economic effects should be
considered in order to increase the feasibility of a Korea-U.S. FTA from the Korean perspective. This
study also begins with a motivation to help successful Korea-U.S. FTA negotiations by writing the
research in English. The English written study on the feasibility and economic effects of a Korea-U.S.
FTA is expected to contribute to increasing the understanding of issues and effects of an FTA and to
helping negotiators move along with efficient negotiations for the both countries.
Following on the motivations, this study includes U.S. FTA strategy and trade policy, comparison
with Korean FTA strategy, economic relations, competitiveness analysis, Korean macroeconomic and
service industry effects, and political economy of a Korea-U.S. FTA. This study has a contribution
of including economic and non-economic analysis in an integrated and extensive approach with
a Korean perspective. This study is the first-year publication of a three-year research project on a
Korea-U.S. FTA. In the following years, a more industry-by-industry approach will be employed.
Regionalism and multilateral trade systems have become central themes in trade agreements. In
January 2005, 170 RTAs were approved under GATT / WTO and the number is expected to expand
to 300 by the end of 2005. As the world market becomes more open for international trade and
investment, voluntary and active liberalization of the market will help strengthen the global economy.
The possibility of being left out in this trend, it has prompted Korea to decide to engage in FTA talks
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and negotiations with Chile, Singapore, Japan, ASEAN, Canada, and the United States as a defensive
measure. FTA negotiations with the United States, one of Korea’s largest export markets, are an
increasingly necessary and desirable way to strengthen the Korean economy as the world trade and
investment system becomes more globalized.
Regarding the United States’ FTA strategy, it lies in a multilateral trade system under WTO rule, but
it also pursues political and trading benefits through regional or bilateral FTAs. U.S. trade policymaking process with respect to FTAs is often complex and subject to politicization. The complexity
and politicization of the U.S. trade policy-making process can to some extent be a great challenge
for Korea. Thus, Korea must use all available political resources to successfully move FTA negotiations
along. Korea should launch a number of diplomatic initiatives to secure its reputation within the
executive branch, Congress and even the U.S. public via the media both before and throughout FTA
negotiations.
Korea needs to be prepared for several issues that may be raised by the United States over the course
of negotiations. First is the transparency of the Korean policy-making system. Second is the TRIPS
plus approach used in many U.S. FTAs, which is another serious challenge for Korea. Third, the
relationship between trade and labor, as well as that of trade and environment is one of the most
controversial issues in U.S. FTA negotiations.
There are obstacles to a Korea-U.S. FTA because U.S. has highly competitive agriculture,
manufacturing, and service industries both with the world and with Korea. Therefore, it cannot avoid
the fact that a Korea-U.S. FTA would usher in various effects and changes to the Korean economy. A
Korea-U.S. FTA would probably bring about a withdrawal of inefficient domestic industries. The legal,
medical, educational, and visual and auditory service sectors will be pressured to liberalize more than
other service sectors, and these service sectors will experience significant changes.
There are bilateral trade issues between Korea and the United States to move forward to engage
in FTA negotiations. Those are the Korean screen quota system, the Korean import ban on U.S.
beef, Korean labor flexibility, the Korean regulatory environment and the U.S. visa waiver for Korea.
Other industrial issues are the Korean pharmaceutical system, Korean automobile imports, Korea’s
strengthening of its Intellectual Property Rights protection, Korean telecommunications policy, and
Korean financial services.
Successful launch of an FTA negotiation between Korea and the U.S. will bring significant gains
to Korea and the United States. Economically, Korean and U.S. industries tend to be more
complementary in nature. If a Korea-U.S. FTA is concluded, this complementary trade pattern and
higher intra-industry trend between Korea and the United States would provide a significantly positive
opportunity for long-term and dynamic economic growth for both countries. CGE analysis shows
that Korean GDP will grow at 0.42-1.99% depending on the scenarios. Elasticity analysis reveals that
the effect of a Korea-U.S. FTA on trade would be a 4.4% increase in Korean manufacturing exports to
the United States and a 4.8% increase in Korean manufacturing imports from the United States. Also,
liberalization of the manufacturing sector is likely to improve domestic production, and liberalization
in the service industry will be a developing platform for the Korean service industry. It is expected that
the service industries will gain increased output and employment. In particular, in terms of output,
construction, and education, the public and social sectors show the largest gains.
Non-economic gains of a Korea-U.S. FTA are to strengthen and broaden the Korea-U.S. security
alliance, reflecting an FTA’s broadening of the two nations’ common interests. Also with a Korea-U.
S. FTA, it is expected to lessen current Seoul-Washington tensions over dealings with Pyongyang.
However, FTA should not be expected to fundamentally alter security relations within the Asia-Pacific
region. A Korea-U.S. FTA would, by reinforcing an important relationship, promote constructive
U.S. engagement in East Asia. It would strengthen Korea’s capacity to serve as a regional economic
hub, and could enhance Korea’s strategic role as a middle power bringing larger powers together.
Presumably, the FTA deal with the United States would make Korea a stronger and more attractive
partner for others as well as shift Korea’s future FTA priorities.
Opportunity cost of not having a Korea-U.S. FTA should not be underestimated. The U.S. market is
the world’s largest market, and other countries will seize upon any opportunities for growth while
Korea hesitates. The opportunity cost may include losing gains from trade, losing efficiency, and

losing investments. Also, an FTA would send a strong signal to world investors of a strengthened
relationship, both economically and militarily, the value of which is difficult to estimate numerically.
Another opportunity cost is heavy Korean and American dependence on the Chinese economy. A
Korea-U.S. FTA would be able to function as a balance between both economies so as to decrease
dependence on the Chinese economy and decrease the potential for dependency on any specific
country.
Finally, this study leads to an affirmative research conclusion. Economic and non-economic gains are
greatly large to Korea from a Korea-U.S. FTA. Once the FTA negotiation begins between Korea and
the United States, it surely has to conclude the FTA successfully. A free trade agreement between
these two important trading nations will prove to be a winner for both, constructive for East Asia and
the world and will leave a meaningful step in the world trade history.

Economic Effects of a Korea-China FTA and Policy Implications (I)
by Hongshik Lee, Hyejoon Im, Inkoo Lee, Backhoon Song, and Soonchan Park (Dec. 2005)
ISBN 89-322-1245-7 / A5 / 122pp. / USD 7
Growing dependence on trade blocs in the global economy (creating more regionalism) puts
pressure on Korea, whose international economic activities comprise more than 70 percent of its GDP,
to create or join an active trade bloc. In other words, if Korea does not enter the global FTA network,
Korea will face disadvantages. If Korea’s major trading partners conclude FTAs with other nations and
regions, Korean products will become relatively more expensive and lose price competitiveness in
these markets because of the relatively higher tariff rates imposed on Korean products. These effects
will be especially traumatic to Korea if its competitors conclude FTAs with Korea’s major trading
partners.
An FTA with China is a key issue of economic cooperation in order to confront soaring Chinese
competitiveness in international markets. A Korea-China FTA will allow Korea easy access to a huge
market and reduce the one-sided safeguards of the Chinese government, which will in turn improve
Korea’s balance of trade. In addition, it is expected that the economic growth of China can play
an important role in Korea’s economic growth through a high degree of specialization of industry
structure, and improvement of efficiency of investment toward China.
In this regard, the Korea Institute for International Economic Policy (KIEP) and the Development
Research Center of State Council (DRC) in China concluded a MOU to begin joint research for
analyzing the overall effects of a Korea-China FTA in 2005. In accordance with the provisions of the
MOU, this paper analyzes the potential economic effects of a Korea-China FTA.
As this research paper is the first output of our joint study with the Development Research Center of
State Council in China, it mainly focuses on FTA strategies in China and macroeconomic effects of a
Korea-China FTA, including the FDI effect. It is necessary to estimate the scale of economic benefits
from a macroeconomic perspective in order to analyze the feasibility of an FTA. In the second project
in 2006, however, we will more pay attention to specific industries and hope to suggest useful policy
measures to the government and industries. We employ the widely used Global Trade Analysis Project
(GTAP) model as our basic model. We analyzed the quantitative effects of an FTA by using two CGE
models. One is a static CGE model that captures the short-run effects whereas the other captures
the static effects as well as the capital accumulation effects through higher saving and investment
induced by static gains. The potential economic effects from a Korea-China FTA analyzed in Chapter
3 imply that both Korea and China will experience positive effects from an FTA. It is estimated that
the GDP of Korea and China will increase 2.4 to 3.1 percent and 0.4 to 0.6 percent respectively,
due to resource reallocation to sectors where comparative advantages exist. Korea's exports and
imports are expected to grow by 4.7 to 4.8 percent and 5.1 to 5.2 percent, respectively. When
we consider the capital accumulation effects, they increase from 5.4 to 5.5 percent and 5.8 to 5.9
percent. China's exports and imports are expected to increase from 3.5 to 3.6 percent and 4.7 to 4.8
percent respectively. They increase from 3.7 to 3.8 percent and from 4.9 to 5.0 percent in the capital
accumulation model.
Based on the historic outward FDI data of OECD countries, we have predicted that the effects of a
Korea-China FTA on FDI both from each other and the rest of the world would be positive. That is, an
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FTA would increase FDI from an OECD member country by about 14 to 21 percent. In addition, an
FTA would increase FDI from non-member countries by about 28 to 32 percent. Therefore, an FTA
would bring more FDI from not only insiders but also from outsiders.
Next, using survey data of 298 Korean subsidiaries operating in China, we analyzed their structure of
input supplies and final sales. We found a positive correlation (0.14 to 0.18) between the locations of
input supplies and sales. Many Korean subsidiaries operating in China would be affected by the tariff
reduction from a Korea-China FTA. It is shown that only 10 percent of firms would not be affected
by tariff elimination while 78.9 percent of them would benefit from an FTA because they would be
exempted from Chinese tariffs when importing raw materials from Korea. Furthermore, 55 percent of
them would benefit from an FTA since they would be exempted from Korean tariffs when exporting
their final goods to Korea, and 45 percent of firms would benefit twice if they imported raw materials
from Korea and then exported the final goods back to Korea.
Finally, trade is induced by the investment of Korean firms in China. From our survey data, we found
that US$756 million was created by trade from Korean subsidiaries in China. Since the actual total
amount of investments that these subsidiaries carried is US$980 million, the induced trade balance
per dollar is 0.77 dollars, which implies that every dollar invested in China results in a trade surplus of
77 cents. Therefore, the total induced trade can be extrapolated to be US$4,521 million.
As we saw above, there are positive effects of an FTA with China on GDP, net exports, and FDI in
Korea. However, the magnitude of the positive effects in our empirical results do not enable us
to predict the exact amount of the effects of a Korea-China FTA; they could be higher or lower
depending on the prior efforts of both the Korean government and individual firms. However, we
should keep in mind that there will be positive effects and we should focus on how we can maximize
those economic effects. To do so, we need to analyze the effect of a bilateral FTA with China by
industry. Without examining the industrial effects of an FTA, we would not be able to suggest the
proper policy implications for firms or industries that might confront new circumstances from an FTA.
Even though this work is to be done in the second project in 2006, we can suggest three main policy
implications based on the preliminary findings of our paper.
First, in relation to China’s FTA policy, on the political side, China has entered into a rivalry with
Japan over leadership for the East-Asia region, with Japan attempting to control the rise of China.
This is reflected by the fact that China is actively promoting economic cooperation with ASEAN and
Korea in an attempt to hold back the rapid expansion of FTAs between Japan and other countries
in this region. Considering China's approach toward FTAs from a political economic perspective, we
suggest that Korea actively pursue multi-track FTA talks with its major trading partners including not
only China but also Japan and the United States. It is worth noting that China has agreed to an EHP
with ASEAN on relatively unfavorable terms for China in the agriculture sector. Therefore, as China's
strategic intentions should be viewed in light of acquiring leadership in East Asia, it is not surprising
that multi-track FTA talks will enable Korea to enhance its strategic ability when negotiating a bilateral
FTA with China.
Second, according to the competitiveness analysis we used in this paper, Korea appears to be
competitive in chemicals, leather and paper products, machinery, and metal products compared
to China. One thing that should be emphasized is that it will be impossible for China to emerge as
an economic powerhouse without contributions made by foreign-invested enterprises operating
in China. Foreign-invested enterprises are actually major exporters in China, thereby aiding China’s
competitive rise. On the other hand, Korea’s competitiveness in the aforementioned industries implies
that Korea has strategic room for negotiations with China. For example, Korea may want to agree
on relatively unfavorable terms in the textile sector in exchange for favorable terms in the agricultural
sector. By doing so, Korea would be able to minimize sensitive agricultural issues and export its textile
products to the world market.
Third, an FTA would lead more Korean firms to invest in China to reap the benefits of no-tariffs on
imports of inputs from Korea and exports of final goods to Korea. Off-shoring of low productive
manufacturing to China or to the ASEAN countries is not necessarily harmful, as has been often
argued. Instead, we would be better off by encouraging it. The Korean government should try harder
to attract FDI but it needs to focus its FDI promotion efforts in specific areas. As inward FDI creates

new jobs and increases production, it should help fill the void left by Korean firms’ investments in
China. As it is argued in this study, a Korea-China FTA would provide an opportunity to attract more
FDI from non-member countries as well as from China. In particular, FDI from non-member countries
would be mainly motivated to serve markets, not only the Korean market but also the Chinese
market. Foreign firms that are interested in investing in Korea are no longer the ones that make use
of cheaper labor. If cheap labor mattered most, they would invest in China. Foreign firms that a
Korea-China FTA would attract are the ones that aim at serving both the Korean and Chinese markets
and, at the same time, and at taking advantage of a sophisticated supply chain, highly skilled labor,
and good infrastructure in Korea. Although Korea’s current FDI policies, such as tax incentives and
cash grants to foreign investors, appear to be quite comprehensive, there still remains much room for
improvement in the business and living environment for foreign investors.
In the second project, we will provide a more detailed analysis of the effects of a Korea-China FTA
on industry sectors by improving on drawbacks found in this paper. We will define each country’s
sensitive items. We will then analyze the economic effects of an FTA between Korea and China on
these items and set up strategies to reduce the possible negative effect on those industries.

Rationale for a China- Japan-Korea FTA and Its Impact on the Korean Economy
by Chang Jae Lee

(Dec. 2005)

ISBN 89-322-1246-5 / A5 / 124pp. / USD 7
This volume summarizes the results of a series of cooperative research efforts on “The Implications of
an FTA between China, Japan and Korea (CJK FTA) for the Korean Economy,” undertaken under the
auspices of the National Research Council for Economics, Humanities and Social Sciences in 2005.
Cooperative research on the implications of a CJK FTA on the Korean economy has been ongoing
since 2003.
Based on the research of the previous two years, the research in 2005 focused on the economic
effects of a CJK FTA on the Korean economy including the manufacturing, agriculture, fishery, and
service sectors. In addition, the rationale for a CJK FTA was also discussed.
With regard to the rationale for a CJK FTA, apart from the economic benefits that arise from an FTA
between increasingly dependant economies and a response to the worldwide rise of economic
regionalism, this study highlights a set of reasons for a CJK FTA by reversing conventional thinking. In
fact, starting from commonly invoked obstacles to a CJK FTA, this study argues that a CJK FTA could
reduce political tension in the region, liberalize worldwide trade, and overcome domestic interest
groups for a more competitive economy.
According to the computable general equilibrium (CGE) simulation results, the Korean economy
will benefit the most from a CJK FTA in terms of GDP growth and welfare. For instance, the
macroeconomic effects of a CJK FTA in terms of GDP growth will be 5.14 percent for Korea,
1.54 percent for China and 1.21 percent for Japan. Furthermore, the simulation shows that the
macroeconomic benefits from a CJK FTA for the Korean economy are greater than the sum of the
benefits from a Korea-Japan FTA and a Korea-China FTA.
In this volume, the economic effects of a CJK FTA on Korea’s manufacturing industries such as
electronics, automobiles, general machinery, textiles, steel and petrochemicals, as well as agriculture,
are analyzed, and, in particular, sensitive products are identified. Additionally, implications of a CJK
FTA on the Korean fisheries and services sectors as a whole are analyzed.

Diversity in Development

Conference
Proceedings

by Jan Joost Teunissen and Age Akkerman eds. (Feb. 2005)
ISBN 89-322-3043-9 / A5 / 238pp. / USD 10
The economic success that East Asian economies have achieved in late 20th century is contrasted
with a sluggish performances at best of economies of Latin America.
Ten commandments known collectively as the Washington Consensus is the praise for East Asian
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economic management, first drawn by John Williamson in 1990 and is in principal directed to Latin
America as policy suggestions.
It advocates the policy stance such as fiscal discipline, a redirection of public expenditure priorities
toward fields offering both high economic reforms and the potential to improve income distribution,
tax reform, interest rate liberalization, competitive exchange rates, trade liberalization, liberalization
of inflows of FDI, privatization, deregulation, secure property rights.
This book provides alternative visions that exist, while stressing further certain visions laid out in
Washington Consensus.
It shows that critics and advocates of the Washington Consensus have diverging views, in particular
fiscal prudence, the pursuit of low or at least moderate inflation, and the establishment of a wellregulated and supervised financial system are inevitably right directions.

Regionalism in Northeast Asia: Opportunities and Challenges
by Hyungdo Ahn and Yong Shik Choo eds. (Nov. 2005)
ISBN 89-322-3044-7 / A5 / 136pp. / USD 7
In light of this increasing significance of Northeast Asia and Korea in international relations, the Johns
Hopkins School of Advanced International Studies (SAIS), Korea Institute for International Economic
Policy (KIEP), and Maeil Business Newspaper and Maeil Business TV News co-hosted the conference
entitled “Regionalism in Northeast Asia: Opportunities and Challenges,” at SAIS’s Kenny Auditorium
on September 22, 2005. This conference was organized to address regional dynamism and its
implications for a post-Cold War order in Northeast Asia. Discussions and debates were focused
upon links between economic regionalism and a new security configuration. In consideration of the
significance and centrality of the Korean peninsula and North Korea issues, panels held particular
discussions on North Korean nuclear and energy issues, South Korea’s role in economic regionalism,
and implications of the US-ROK relationship for future regional security.

Discussion
Papers

 Brief Appraisal of India’s Economic and Political Relations with China,
A
Japan, ASEAN, The EU and the U.S.
by Tae Hwan Yoo and V. Balaji Venkatachalam (Aug. 2005)
ISBN 89-322-4170-8 / A5 / 104pp. / USD 7
The Indian economy has been slowly but steadily reforming by opening up their economy. This
reform process is responsible for the sustained an average rate of growth of about 6 percent over
the past two decades. With a GDP growth of 8.2 percent in 2003-04, India has emerged as one of
the fastest growing economies in the world, second only to China. These facts have affected India's
foreign relations and helped India attain its current status as an emerging economic, political and
military power.
This paper makes an attempt to summarize the economic and political relationship that various
countries and regions have had with India in the past. It also discusses how relations will evolve in
the future. India has considerably strengthened its relationships with China, Japan, ASEAN, the EU
and the U.S. in recent years. Relations with these countries and regions have improved because of
extensive dialogue and cooperation on geo-political and multilateral issues, and also as a result of
closer economic and trade links with each other. This study attempts to highlight the current and
future direction of the India's relationships with China, Japan, ASEAN, the EU and the U.S

Natural Resources, Governance, and Economic Growth in Africa

Working Papers

by Bokyeong Park and Kang-Kook Lee (Aug. 2005)
ISBN 89-322-4169-4 / A5 / 50pp. / USD 2
Contrary to conventional thoughts, development economists have provided solid evidence that
abundance in natural resources has worked as a curse for economic growth. This finding is shortly

called ‘resource curse hypothesis'. Questions to be addressed in this paper are whether resource curse
hypothesis can be proved in Africa and, if so, what its major channel is. The first and most well known
channel from resource to growth is ‘Dutch disease', which means the over-valuation of exchange rate
that is often witnessed in countries heavily dependent on resource export hampers the development
of industry.
Our hypothesis is that the governance channel is much more important in Africa than other countries
because non-democratic and unstable political environments, which are closely associated with
natural resources in African countries, were important factors that hindered economic growth. We
find the empirical evidence for this argument using GMM considering endogeneity of governance.
In Africa, natural resources are significant to governance, and the independent effect of resources on
growth are dominated by indirect effect through governance, while in non-Africa we do not find this
feature. In other words, African countries with richer resource endowments tended to have worse
governance and, therefore, lower growth rates. Interestingly, ‘Dutch disease' effect seems to be much
more important channel for resources to exert a negative impact on growth in non-African countries.
Our finding shed light on the important role of resources in worsening governance, and thereby
worsening economic growth in Africa. African countries should make more efforts to address bad
governance structure that is usually associated with natural resources.

Financial Market Integration in East Asia: Regional or Global?
by Jongkyou-Jeon, Yonghyup Oh, and Doo Yong Yang (Oct. 2005)
ISBN 89-322-4171-6 / A5 / 54pp. / USD 5
This paper investigates how well the financial markets in East Asia are integrated with each other and
compare the degree of this regional integration with the degree of integration between East Asian
markets and the US market. We use three approaches: volume-based approach, asset price-based
approach, and international risk sharing approach. Our results indicate that the degree of financial
integration in East Asia has been recently increased, but our overall results suggest that it is due to the
integration with a global market rather than regional integration. Regional features seem to be weak
and there is no pulling, or anchor, market in the region that would match the advanced market such
as the US. Though global integration is not a force that competes with regional integration, there
seems no strong sign that lessons from the crisis in 1997-1998 have been transformed into a creation
of an effective market mechanism in East Asia. The lack of success in policy coordination among East
Asian countries seems a fact despite efforts made.

Have Efficiency and Integration Progressed in Real Capital Markets of Europe
and North America During 1988-1999?
by Yonghyup Oh (Oct. 2005)
ISBN 89-322-4172-4 / A5 / 40pp. / USD 2
This paper examines the progress of efficiency and integration in real capital markets of 10 European
countries and the US-Canadian market in the pre-EMU period from 1988:1993 to 1994:1999. Using
a CAPM framework and the Chow test with extensive firm level return data, we find for both markets
that market efficiency shows signs of improvement, but the degree of integration became weaker in
the late 1990s. The latter effect is more pronounced in European capital markets. As EMU launched
in 1999, these results are somewhat surprising, and they may suggest that integration in real capital
markets evaluated at a micro-level could show quite different features from those obtained at a
macro-level. These results also have implications to East Asian markets. The current move toward a
more integrated capital market zone in East Asia requires policy makers as well as market participants
to review whether more emphasis should be placed on market driven initiatives which are different
from the European case.
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A Roadmap for the Asian Exchange Rate Mechanism
by Gongpil Choi and Deok Ryong Yoon (Jan. 2006)
ISBN 89-322-4173-2 / A5 / 46pp. / USD 2
Given the increasing importance of capital market development for financial stability and multilateral
cooperation for sustained growth, a country’s choice of exchange rate regime is hardly trivial. Instead
of relying on a series of individually managed floats, it would be better for each country to target
its currency against a basket of other currencies. A still much better alternative would be to form
a regional block, which would tie Asian currencies together and create a regional currency while
allowing them to float against major currencies. Whether the type is an individual peg to a tailored
basket or a multilateral peg to a common basket remains to be determined. Under any plausible
scenario, some type of regional currency needs to be developed to promote an environment suitable
for financial and monetary cooperation that is, in turn, conducive to capital market development.
Since conditions in the region are increasingly favorable for an OCA (Optimal Currency Area), such
cooperation would be mutually beneficial as well as globally desirable.
The imperatives for regional cooperation to achieve sovereign stability in an interconnected setting
are now strong due to (1) markets that are too small and narrow to withstand various shocks,
(2) inability of institutions and policies to satisfy certain requirements given different economic
backgrounds, and (3) lack of coordination to bring together necessary elements to achieve regional
stability. The goals for regional cooperation arise from the desire to promote (1) intra-regional trade,
(2) financial stability, and (3) the long-term capital market. The trade aspect is usually emphasized in
the literature, but the financial side is often overlooked. Balance sheet effects are dominant features
of the emerging market business cycle: debt servicing capability is directly related with exchange
rate changes. Also, the original sin needs to be examined more carefully since the lack of risk sharing
capability in the region contributes to the current global imbalance. How do we cope with all these
problems? The answer is to consolidate regional efforts that are expected to promote the long-term
capital market, enhance financial stability, and promote intra-regional trade.
This paper asserts that the objective can be fulfilled by seeking a coordinated move toward the AERM,
a multilateral effort to stabilize exchange rates over the medium term and fulfill the above mentioned
requirements in an increasingly globalized environment. The first step is to create a regional currency,
the ACU (Asian Currency Unit), a basket of intra-regional currencies. This is essentially the same
approach taken by Europe. Even though (1) the ACU is essential to promote the long-term capital
market and contributes to intra-regional trade and (2) common pegging to the ACU is required to
preserve intra-regional trade, there is no guarantee that it would be less susceptible to changes in
G-3 fluctuations, suggesting the need for further monitoring by the governing institution. A basket
numeraire or common basket is the more realistic option of stepping forward from the current
individual peg to a tailored basket of currencies based on trade weights. However, these observations
ignore the fundamental sources of exchange rate instability: the original sin or mismatch of
institutions and policies of sovereignty with the economic boundaries. Therefore, a move toward an
intermediate regime and a common basket are more suitable for Asian countries.
To put these together, first, it is important that we pool our efforts to create the ACU and use it as
a parallel currency. This would help diversify risks regionally and globally, which would facilitate the
global adjustment. Second, the ACU can be created by using excess foreign reserves as a special fund
that can issue convertible ACUs. Third, the organizing body would monitor and help stabilize the
value of the ACU over the intermediate run.

Exchange Rates, Shocks and Inter-Dependency in East Asia: Lessons from a
Multinational Model
by Sophie Saglio, Yonghyup Oh, and Jacques Mazier (Dec. 2005)
ISBN 89-322-4174-0 / A5 / 90pp. / USD 5
This paper presents a simple macroeconomic model of international interdependency describing
Korea, Japan, China, and the rest of East Asia in their relations with the United States and the rest of

the world. The model includes both a foreign trade block and an internal demand block analysing
demand formation and the price-wage- employment adjustment process. Exchange rates are
fixed, but can be manipulated exogenously. The main features of the East Asian trade structures are
integrated into the model, and foreign trade price elasticities are higher for Korea and China and
smaller for Japan.
The model also analyses East Asian interdependency using symmetric and asymmetric shocks. We
found that China would be the most affected by a slowdown in the US economy and Japan the least,
that a global slowdown would influence Korea the most and Japan the least, and that a devaluation
of the dollar would have a stronger negative impact on Korea and China and less so on Japan. On
the whole, Japan appears to be less influenced by external shocks.
Facing an asymmetric negative demand shock, China, and to a lesser extent, Korea, would be more
reactive than Japan due to larger trade openness and higher foreign trade price elasticity. Japan
would experience a longer period of lower growth and deflation, which could be connected to the
stagnation of the Japanese economy that began in the 1990s.
These findings may be able to provide valuable lessons regarding the future of an exchange rate
regime in East Asia. A revaluation of the yuan would induce a deflationist trend in China and would
clearly have a negative impact on growth. This pleads in favour of a progressive revaluation policy. A
revaluation of the won would also take its toll on Korean growth with little impact on the other Asian
countries. The Japanese economy would be less affected by a revaluation of the yen, but the effects
of the resulting recession would be more enduring. This impact of the yen revaluation can also be
related to the aforementioned Japanese stagnation.
In terms of the creation of an area of stabilised exchange rates between won, yen and other
currencies, a set of simulations comparing adjustment mechanisms between East Asian countries,
with or without the possibility of monetary adjustment, plainly shows the cost of renunciation to
exchange rate adjustment. This pleads for a sufficiently flexible regime that stabilises exchange rates,
but permits limited monetary adjustments in cases of necessity.

Exchange Rate System in India: Recent Reforms, Central Bank Policies and
Fundamental Determinants of the Rupee-Dollar Rates
by Vivekanand Jayakumar, Tae Hwon Yoo, and Yoon Jung Choi (Dec. 2005)
ISBN 89-322-4175-9 / A5 / 102pp. / USD 5
 e provide an in-depth analysis of the exchange rate reform program undertaken by India in recent
W
years. The actions of India’s central bank, the Reserve Bank of India (RBI), during this key reform
period are evaluated in this study as well. In addition, this paper, using a sector price differential
model, analyzes the fundamental determinants of the Indian rupee-U.S. dollar exchange rates. Lately,
Indian policymakers and Reserve Bank officials appear to have taken steps designed to increase the
overall credibility of the exchange rate regime. Our analysis suggests that the reform policies have
generally been quite effective. We also feel that the RBI should adopt further liberalization program,
being mindful, however, of the potential for severe exchange rate volatility and monetary instability
in the face of increasing capital mobility and international integration.

Korea’s Currency Crisis and Regulations on Merchant Banking Corporations
by Doo-Yull Choi (Dec. 2005)
ISBN 89-322-8026-6 / A5 / 94pp. / USD 5

OECD Study
Series

 his study investigates the financial regulatory and supervisory system of Korea's Merchant Banking
T
Corporations before the 1997 currency crisis, which is regarded to have played a pivotal role in the
deterioration of the country's financial system.
The results of this study show that even with the diversified supervision system , the consolidation
function of financial supervision among supervisory bodies of Korea's Merchant Banking Corporations
had proven to have been extremely weak, leaving many gray areas of supervision. This study also
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shows that prudential regulations and financial supervision were out-of-date and lacked rigor in
many aspects such as entry requirements, capital adequacy, credit concentration and connected
lending, liquidities on foreign currency assets and liabilities, investments in off shore foreign currency
securities, and risk managements, etc.
Behind such lack of consolidation amongst the supervisory bodies and outdated loose regulations
lay an anachronistic cognitive paradigm, which regarded each financial business area as separate
and financial institutions' foreign exchange business and domestic currency business as totally
independent of each other, even in the age of capital market and capital flow liberalization.
It argues that the unconsolidated supervision and outdated prudential regulations coupled with loose
supervision appear to have been a major factor that led to the deterioration of the management
of Korea's Merchant Banking Corporations, thereby causing vulnerability in Korea's overall financial
system especially prior to the outbreak of the currency crisis.

APEC Study
Series

APEC After Busan: New Direction
by Andrew Elek (Nov. 2005)
ISBN 89-322-0044-0 / A5 / 114pp. / USD 7
The 2005 review of progress towards free and open trade and investment offers APEC leaders the
opportunity to give the process new purpose and direction.
The mid-term stocktake of the Bogor goals demonstrates that, since 1994, APEC economies have
moved significantly closer to the vision of free and open trade and investment. Average tariffs are
considerably lower, often at or close to zero. There are now only a few quantitative restrictions on
trade. People and capital are moving more freely around the region. More efficient customs
procedures, progress towards paperless trading, mutual recognition of standards and other practical
arrangements to facilitate trade and investment are already saving billions of dollars per year.
During the past decade, the APEC region has led the world in terms of opening itself to international
trade and investment. It has increased its share of global output and trade. APEC leaders can take
pride in what has been achieved, but many important challenges remain.
The East Asia summit process is about to commence at a time when, as in the 1980s, there are severe
trade tensions across the Pacific. A viable process of trans-Pacific cooperation, engaging the United
States more deeply in APEC, is essential to resolving these tensions. The World Trade Organization
(WTO), which APEC was set up to defend and strengthen, is threatened by the proliferation of
preferential trading arrangements. APEC leadership is required to buttress the multilateral trading
system upon which members' prosperity depends.
Despite the extensive liberalisation that has been undertaken by Asia Pacific economies, border
protection of sensitive products remains high and the objective of eliminating border barriers to trade
by 2010 may be out of reach for some developed economies. Even if all tariffs were to be cut to
zero, that would not mean free trade. There is extensive resort to contingent protection, such as antidumping and countervailing subsidies. These measures are now a more serious obstacle to free trade
than most of the remaining border barriers. They are a symptom of underlying problems caused by
different approaches to competition policy, tax relief and subsidies for selected producers.
Resolving these problems requires more attention to a wide range of behind-the-border issues. This
points to an important shift in the focus of APEC's economic reform agenda. To approach free and
open trade and investment APEC governments will need to tackle many of the issues addressed by
the European Union's Single Market Agenda, but they will need to do so in an innovative and more
flexible way.
The Bogor goals have provided APEC with a strong sense of direction. At the same time, the
challenge of sustaining that drive has become more complex than envisaged in 1994. Progress is no
longer a straightforward, albeit politically difficult, matter of overcoming protectionist sentiments.
The scope and composition of international economic transactions has changed dramatically. This
is reflected in significant changes in the nature of impediments to international movements of
goods, services, finance, people and information. The very concept of completely free and open

international commerce is under challenge from terrorists, from potential pandemics and, in a very
different way, from advances in technology. New technology can serve to reduce transaction costs,
but new technology also keeps raising new issues to be dealt with.
Against this background, the Bogor goals need to be revamped. The concept of free and open trade
and investment is an ideal. Like a perfect market, it can be approached but never quite reached.
Whenever one kind of barrier is lowered, new ones will challenge APEC economies.
The Bogor vision of free and open trade and investment remains the appropriate reference point
for APEC. But in 2005, it is no longer enough to reaffirm a general commitment to achieve free and
open trade and investment as soon as possible. Sustaining and accelerating progress requires more
than a restatement of good intentions. The time has come to set new directions and ambitious, but
realistic, timetables to reach well-defined milestones for progress.
The Busan Roadmap seeks to meet this challenge. It is based on an objective assessment of the
experience to date. It accepts the reality that a voluntary process is the only viable option for
cooperation in the diverse Asia Pacific region. And it aims to promote free and open trade and
investment in ways which are consistent with the powerful advantages, as well as the limits, of
voluntary cooperation.
APEC is not a negotiating forum. APEC governments will not reach the Bogor goals just to make each
other happy. APEC's task is to reinforce the commitment of individual members to implement policies
needed to create more open and efficient economies. To sustain this commitment, Asia Pacific
governments need to perceive such reforms to be in their own interests; consultations and capacitybuilding within the APEC process are vital in helping them to do so.
Some APEC economies are considerably closer to various dimensions of free and open trade and
investment than others. This suggests it is time to move away from uniform targets for large, diverse
groups of economies. Balance between ambitious and realistic milestones to measure progress is
more likely to be achieved if timetables are set economy by economy, and in a way which respects
diversity. Timetables should be consistent with the different priorities of economies and their capacity
for progress. The capacity of each economy to make headway will depend on the extent to which
others cooperate to enhance their capacity. APEC economies can support each other's efforts by
sharing information, experience, expertise and technology and helping to mobilise resources for
capacity-building.
If future APEC hosts remain committed to the Busan Roadmap and its targets are selected carefully,
then Asia Pacific economies should be continue to be able to record success after success in the
coming years. That will reinforce the APEC process as a means of promoting prosperity, mutual
understanding and a sense of community in the region.
The emphasis of the Busan Roadmap is on addressing behind-the-border issues to help create open
and efficient markets, domestic as well as international. Open and efficient markets are necessary
for promoting mutually beneficial economic integration. The centrepiece of the roadmap is the
Busan Business Agenda for facilitating trade and investment. This comprehensive business facilitation
program builds on APEC's Shanghai Accord of 2001 and the subsequent successful implementation
of APEC's Trade Facilitation Action Plan.
The Business Agenda responds to the more complex and integrated business environment of the 21st
century. The agenda also answers calls by the APEC Business Advisory Council for APEC governments
to take concerted action to deal with behind-the-border issues: these include customs procedures,
standards and conformance, business mobility, e-commerce, secure trade logistics, transparency and
anti-corruption, intellectual property rights, sound financial systems and competition policy.
APEC is already making progress on these matters, since governments are aware that cooperative
efforts can lead to all round benefits by reducing the costs and risks of international commerce.
Facilitating trade and investment depends on the capacity to design and implement appropriate
cooperative arrangements. Accordingly, the roadmap calls for a strategic new approach to capacitybuilding that is linked directly with the Busan Business Agenda.
A greater focus on non-border impediments to economic integration does not mean abandoning
trade liberalisation. Getting rid of the entrenched protection of sensitive products will need successful
WTO negotiations. But there is scope for further concerted unilateral decision-making among APEC
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governments to reduce less sensitive border barriers, to support WTO negotiations and to address
obstacles to trade which are not yet on the WTO agenda.
APEC governments should be able to identify and act on shared interests to liberalise trade and
investment in services, including international transport, capital flows and business-related travel. In
some cases, liberalisation may need further rounds of WTO negotiations. It should also be possible
to build on APEC's successful initiative to ensure WTO-wide free trade in information technology
products, with a view to preventing the emergence of more sensitive products in the future.
The second half of the paper identifies some priorities for the next two years. Foremost among these
is continued commitment to the Busan Roadmap.
The 2005 meetings offer the opportunity to make a crucial and timely input to the Hong Kong
meeting of WTO ministers to advance the Doha Development Agenda as well as to set the stage for
synergy between APEC and the East Asia summit process. The meetings also provide an opportunity
to move decisively away from preoccupation with entrenched vested interests in sunset industries
of the past century and seizing the many opportunities to deal with behind-the-border issues which
now pose the most significant costs and risks for the bulk of international commerce.
By the time APEC leaders meet in Viet Nam in 2006, it should be possible to set economy-specific,
ambitious and realistic targets for various aspects of the Busan Roadmap. The year 2006 is also a
vital opportunity to create an effective strategy for mobilising the resources needed to back the
implementation of the roadmap. It is already agreed that APEC should not become a development
agency. But APEC leaders should be able to catalyse investments to facilitate trade and investment
from international financial institutions and the private sector, provided APEC leaders can set clear
priorities for capacity-building. The year of Viet Nam provides the opportunity to cement effective
partnerships with multilateral development agencies and the private sector.
There will be a lot left to do in 2007. That year might usefully be seen as an opportunity to sustain
the momentum in the direction set in 2005, partly by implementing reform of APEC structures.
Looking further ahead, progress towards free and open trade and investment will continue to
depend on finding opportunities to reduce costs and risks of international commerce; opportunities
which are perceived to be mutually beneficial to the economies involved.
There are many opportunities for mutually beneficial co-operative action. The paper describes a
range of options to move closer to a vision of a much more open Asia Pacific region, where business
can operate more confidently in a gradually more consistent operating environment characterised
by:
• no, or negligible, border barriers;
• transparency, best practice, and consistency of regulations;
• national treatment of investment;
• well-managed financial systems;
• mutual recognition of standards;
• paperless commerce;
• free movement of business people and capital;
• best practice logistics and
• affordable access to the internet for all APEC communities.
Most of these ideals have been advocated by the APEC Business Advisory Council for some years;
APEC can develop consultative and cooperative approaches to move closer to them, similar to the
approach taken in other fields, such as the threat of pandemics, natural disasters, and terrorism.
APEC as such does not make decisions. Its role is to encourage APEC governments to make the
decisions needed to move in these directions. This will require flexibility, together with respect for
diversity.
Some APEC economies will reach milestones along the Busan Roadmap at different times, but
they can set examples for, and share their experience with, each other. Although different policies
are needed for diverse economies, most reforms to promote free and open trade and investment
represent movement towards broad principles of transparency, predictability, accountability and
non- discrimination. These form the basis of the

. Those principles can serve as a useful reference point for the design of policies
and institutions by individual economies, with the support of other APEC member economies, to
promote open, efficient and integrated markets in the region.

A Renewed Vision for APEC: Meeting New Challenges and Grasping New
Opportunities
by John Mckay (Nov. 2005)
ISBN 89-322-0045-9 / A5 / 75pp. / USD 7
APEC can be proud of some solid achievements since it was founded in 1989, but now is a very
useful time to evaluate the precise nature of its contributions and to attempt to define a new vision
for the organisation. There is now only five years until 2010, by which time the developed economies
have agreed to meet their Bogor goals. There is a further 10 years until the developing economies
are supposed to have reached a similar goal, but in many cases there is still a great deal to do before
reaching that standard. So, there is some urgency about the matter, and this is reflected in the
creation of the mid-term review process within APEC. My task here is related, but rather different.
Many things have changed in the Asia Pacific region in the last decade and a half, and this is an
appropriate time to ask whether the structures and processes that have been established within APEC
are still the most appropriate for the complex tasks at hand. More importantly perhaps, I want to
ask whether the goals and the focus established by APEC for its activities are now appropriate for the
new regional and global context. This is not an easy task, and it requires much detailed analysis and
creative thought, and the aim here is to make an initial contribution to this vital task.
In the report, I evaluate what APEC has achieved since its foundation, looking at the mainstream
trade and investment agenda as well as some broader contributions to the welfare and development
of the region. But I then go on to argue that the challenges facing the region have been transformed
significantly in recent years, and this has enormous implications for the role of APEC in the future.
After considering a number of possible scenarios for APEC’s future I conclude that:
· APEC grew out of some specific conditions as they existed in the late 1980s, and to a large extent
this very time-specific agenda continues to dominate APEC’s thinking. We should expect then that
as the regional and global environments have been transformed since then APEC should seek to
adapt or even transform its focus to meet these new challenges. In fact this has not happened nearly
enough, and now is an appropriate time to consider a radically different or expanded agenda.
· APEC has, however, made some significant contributions to the welfare and development of the
region. The main trade and investment core of APEC’s activities have been useful, but there have
been other important initiatives. The institution of annual Leaders’ meetings has been particularly
noteworthy, and this feature makes APEC unique, although now is perhaps the time to make more
effective use of these unique summits.
· Many features of the Asia Pacific region have changed dramatically since 1989. Many of the
old problems still remain and some important new ones have emerged. These issues present a
formidable challenge to APEC, and mean that its success is now more important than ever.
· The other regional organisations, notably ASEAN and the ARF, are facing severe problems of their
own, and this puts even more pressure on APEC to succeed and perhaps move into new areas.
The emergence of ASEAN Plus Three is an important feature of the region, presenting particular
dilemmas for APEC, but also offering some opportunities.
· The Bogor goals still have some relevance in their own right and as a contribution to the broader
multilateral trade liberalisation effort, and should be retained as an element of the APEC agenda.
However, in my view they may need to be updated and re-defined, and a range of other activities
need to be added to the APEC work programme.
· A redefinition of APEC to create a kind of Asia Pacific OECD has some very attractive features. The
region has a real need for the upgraded research, monitoring, information and policy capacities that
would be created. There are some real problems with this proposal, however, notably the limitations
on the human resource capacity and funding available to APEC at present.
· There is a real need for a substantial effort to build a more effective bridge across the Pacific.
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While US involvement in the region is strong, the relationship is in constant need of updating and
renewal. Relation s between Asia and the rest of the Americas are also important. APEC is the only
organisation that could fulfil such a role. There are significant political barriers to such a move,
however.
· APEC has already highlighted the new human security agenda as one of its important sets of
activities. The fight against terrorism is ea key element here. This area of its activities needs to be
expanded, but once again there are significant resource constraints that need to be addressed.
· The extent to which APEC such attempt to grapple with the more traditional security issues facing
the region is one of the most contentious issues facing the organisation. In some senses, APEC is
already a de facto security forum, most importantly through the annual Leaders’ meeting. After
considering the arguments for and against the expansion of such a role I argue that it would
probably be desirable, partly because of the dearth of contributions in this area from other
organisations, notably the ARF which seems to be in a state of steady and serious decline. However,
the political problems of acknowledging this area as an explicit APEC activity seem to be just too
strong at present, and it may be better to let APEC continue to contribute here without making too
much noise in public.
· The idea of trying to create a more comprehensive Asia Pacific community with APEC at its core is,
I believe, the most attractive option currently available. Such a community would combine the best
features of an OECD-like role, would continue to support the Bogor goals, would try to unite the
two sides of the Pacific, and would play a central role in facing the security problems of all kinds in
the region. The resources needed for such a programme would be well in excess of those currently
available to APEC, and this question would have to be addressed at an early stage. A first step in this
community building effort might be to set up an Asia Pacific version of the East Asia Vision Group to
consider how such a vision could be defined in more detail and how it might be implemented.
· APEC needs to consider the difficult question of whether the membership of the organisation should
be expanded to include a number of economies already keen to join. To a large degree, I argue, the
answer to this question depends on just what kind of future vision is accepted for APEC’s future.

CNAEC Research
Series

Korea and the Dual Chinese Challenge
by FranÇise NICOLAS (Apr. 2005)
ISBN 89-322-5059-6 / A5 / 66pp. / USD 5
The economic rise of China and its integration into the globalization process is undoubtedly one of
the most important developments of the past decades. The resulting change in the global balance
of economic activities has far-reaching implications for the world as a whole and for neighboring
emerging economies in particular, with Korea as a case in point. The objective of the paper is to
examine the exact nature of the Chinese challenge for Korea, and assess what may be the most
appropriate response to mitigate the risks and maximize the potential benefits associated with it.
The paper starts by providing a comprehensive description of the major changes implied by the rise
of China and argues that they give rise to a dual challenge for Korea. First, the paper assesses China’s
new role in the regional supply chain and the resulting change in the competitive game being played
in the region. Based on an analysis of the trade and FDI flows in the region over the past decade, it
highlights the differentiated impact on Newly Industrialized Economies, such as South Korea, and
on less advanced economies such as Malaysia, Indonesia or Thailand. The paper goes on arguing
that the recent changes in China’s stance toward its neighbors and its apparent resolve to become a
regional leader further compound the challenge raised by the new conditions prevailing on the Asian
competitive scene.
The next section takes a prospective stance and examines the steps that Korea can (and should) take
to face the dual challenge posed by the rise of China. It examines first the measures that can be put
in place at firms’ as well as at the Government level in order to enhance Korea’s competitiveness,
stressing in particular the need for further structural reforms. The establishment of the Japan-Korea
FTA, now in the final stage of negotiations, is shown to be a potentially powerful instrument to

that end. The paper also suggests that this FTA has to be associated with other arrangements with
China and ASEAN, if Korea wants to keep some leverage over the future of the East Asian integration
process.

Did Efficiency Improve? Megamergers in the Japanese Banking Sector
by Kimie Harada (Jun. 2005)
ISBN 89-322-5060-X / A5 / 66pp. / USD 5
This paper examines the technical efficiency implications of Japanese city banks to evaluate their preand post-consolidation efficiency. Using a sample from the period of 1999 to 2003, we consider
questions such as whether efficiency improved after consolidation and whether consolidation of two
weak banks created a strong bank.
The study has some significant findings. First, average technical efficiency scores worsened in the late
1990s compared with the estimates of earlier literature. Second, larger banks exhibited higher scores,
especially in the late 1990s. The findings supported our hypotheses that consolidation of healthy and
unhealthy banks would not create healthy banks and that consolidations between weak banks would
not strengthen them. Finally, it is also suggested that banks acted with short-term horizons when
they included adjustable sub-items like other business income in their income.

Measuring the Efficiency of Banks: Successful Mergers in the Korean Banking
Sector
by Kimie Harada (Jun. 2005)
ISBN 89-322-5061-8 / A5 / 64pp. / USD 5
This paper investigates how the Korean banking sector has published reform, with a focus on
mergers and acquisitions of banks. It examines the technical efficiency implications of Korean banks
to evaluate their pre- and post-consolidation efficiency. Using a sample from the period 1996 to
2003, we consider two hypotheses: whether banks with high foreign ownership perform better
than domestic banks, and whether bigger banks or banks under a holding company improve their
efficiencies and become more competitive.
The study has some significant findings. Average bank scale efficiency deteriorated until 1998, then
gradually improved to 2003. Banks with high foreign ownership performed better than other banks.
Bank holding companies’ efficiency level fell temporarily after compulsory or voluntary mergers, but
they still enjoyed high efficiency scores even after becoming larger.

Industrial Structural Interdependency in Northeast Asia: An International
Input-Output Analytical Approach
by Sumio Kuribayashi (Dec. 2005)
ISBN 89-322-5062-6 / A5 / 38pp. / USD 2
When one attempts to put the enhanced economic cooperation among the Northeast Asian
countries (NEA) into perspective, it is necessary to understand industrial linkages among the countries
concerned. For this purpose, this paper intends to compile a simple NEA (North Korea, South Korea,
China, Japan and Mongolia) regional I-O table for 2002. On this basis, this paper attempts to work
out basic simulations in order to clarify the structure of dependency of North Korea on the economies
in Northeast Asia.

The Illusive Quest for an Asian Common Currency: Economic Mirage or
Realpolitik?
by James H. Chan-Lee (Dec. 2005)
ISBN 89-322-5063-4 / A5 / 50pp. / USD 5
The Asian Financial crisis underscored the folly of running fixed exchange rates, with an independent
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monetary policy, open capital accounts and volatile capital flows. Interest in an Asian Common
Currency is growing, but the needed political commitment, institutions and market-based financial
systems are absent. This paper benchmarks the quality of institutions and financial systems to
assess the enigmatic roles of the Renminbi and Yen. A prioritized policy-matrix focused on building
institutions and robust banking systems are outlined. Accelerated trade liberalization, economic cooperation and political integration are crucial before a joint float or a common currency can be
envisaged realistically.

An East Asian Single Market? Lessons from the European Union
by Simon Hix and Hae-Won Jun (Dec. 2005)
ISBN 89-322-5065-0 / A5 / 56pp. / USD 5
Regional economic integration has been one of the most significant developments in the global
political economy in the last twenty years. However, East Asia is an exception where institutionalized
economic integration has progressed slowly. What we do in this paper is to consider the possibility
of economic integration in East Asia from the perspective of the single market in Europe. The
European experience demonstrates that creating a single market is primarily an exercise in market
regulation, and that creating a single market requires a convergence of socio-economic preferences
and sufficiently independent courts and the rule of law. However, these starting conditions are
necessary but not sufficient. What is also required is the delegation of significant agenda-setting and
enforcement powers to independent regulatory agents. If designed carefully, a single market in East
Asia would lead to further trade integration between the members, industrial consolidation in certain
sectors, and higher growth rates and more jobs. An East Asian single market organization might
also produce significant political benefits, such as an arena for promoting political integration and
resolving disputes, and the spread of democratic government and free markets in the region.

The Impact of FDI from South Korea to China on Bilateral Trade
by Liu Xiangfeng (Dec. 2005)
ISBN 89-322-5066-9 / A5 / 38pp. / USD 2
The purpose of this paper is to identify the major effects of South Korean FDI to China on their
bilateral trade. The paper investigates the influence of South Korean companies investing in China
for processing trade. South Korean FDI has positive effects on bilateral trade, especially on exports
to China. Meanwhile, processing trade plays a significant role in bilateral trade, and has been
chiefly responsible for China’s trade deficit with South Korea. It is notable that Korean FDI in China
is closely associated with export-oriented processing and assembly industries with labor-intensive
characteristics. Now confronted with overall economic internationalization, making better use of
foreign capital and optimizing the export structure is an urgent task for China. China should work
to develop goods that have a competitive advantage, support top export enterprises and increase
the export volume of machinery, electronics, and high-tech goods. The Chinese government should
enthusiastically encourage Korean companies to invest in and build a foundation for the export of
high-tech goods to achieve this.
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North Korea Development Report 2003 / 04

Comprehensive
Policy Analyses

by KIEP (Jul. 2004)
ISBN 89-322-0041-6 / A5 / 370pp. / USD 12
As a result of North Korea’s isolation from the outside world, international communities know
little about the status of the North Korean economy and its management mechanisms.
Although a few recent changes in North Korea’s economic system have attracted international
interests, much confusion remains as to the characteristics of North Korea’s recent policy
changes and its future direction due to the lack of information. Therefore, in order to increase
the understanding of readers in South Korea and abroad, KIEP is releasing The North Korea
Development Report in both Korean and English. The motivation behind this report stemmed
from the need for a comprehensive and systematic investigation into North Korea’s socioeconomic conditions, while presenting the current status of its industrial sectors and interKorean economic cooperation. The publishing of this second volume is important because it
not only supplements the findings of the first edition, but also updates the recent changes in
the North Korean economy. The topics in this report include macroeconomics and finance,
industry and infrastructure, foreign economic relations and inter-Korean economic cooperation,
social welfare and science & technology. This report also covers the ‘July 1 Economic Reform’
launched two years ago and subsequent changes in the economic management system. The
North Korea Development Report helps to improve the understanding of the contemporary
North Korean economy.

Saving, Investment and International Capital Mobility in East Asia

Policy Analyses

by Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang (Dec. 2004)
ISBN 89-322-1219-8 / A5 / 56pp. / USD 5
This project evaluates the degree of international capital mobility in East Asia. In particular, we
investigate whether the East Asian countries have fully utilized increased capital mobility in recent
years as intended by the series of policies toward financial market liberalization. Among numerous
measures that have been used to evaluate the degree of international capital mobility, we use the
relationship between saving and investment, in particular, saving-investment correlation. Savinginvestment correlation measures how much national investment is financed by foreign capital. Under
perfect capital mobility, national saving and national investment should not be correlated as agents
look for worldwide investment and saving opportunities regardless of the nationality of capital.
Therefore, a high correlation between national saving and investment would imply a low degree of
capital mobility.
However, since both saving and investment are subject to cyclical shocks in domestic and world
economy, it is important to control for these cyclical effects in order to correctly capture the
implications of the saving-investment correlation on capital mobility. In this paper, we use the
empirical methodology used in Kim (2001) to control for business cycle shocks in estimating savinginvestment correlation. By using the residuals from the regressions of saving and investment on
cyclical shocks (productivity shock, fiscal shock and the terms of trade shock), we can remove cyclical
effects from the saving-investment correlation. We apply the maximum likelihood estimation method
for 10 Asian countries from 1980 to 2002 and report various estimation results including times-series,
cross-section, and panel data analysis. We also investigate if country differences such as the size of
GDP and the nontraded sector have any systematic relationship with saving-investment correlation.
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We can summarize main findings of the study as follows. First, cross-sectional analysis reveals
that the saving-investment correlation steadily decreases over time, 0.76 in the 1980s and 0.53
in the 1990s. This result is consistent with the increase in the capital mobility in the 1990s.
On the other hand, panel data regression with the first differenced data shows that the savinginvestment correlation for East Asian countries (0.88) is higher than that of the OECD countries
(0.7), which is consistent with the fact that international capital mobility in East Asian countries
is lower than that of the OECD countries. In addition, after controlling for cyclical shocks, the
saving-investment correlation decreases, especially when including all three shocks with lags,
but the absolute value is still high around 0.4. This suggests that the degree of capital mobility
may be still low in Asian countries. Another interpretation on the high saving-investment
correlation can be related to the government policies towards current account management; as
government target the current account balance as their policy goal, saving and investment may
be forced to move together. Such a policy can be costly since the benefits of mobile capital are
not fully utilized.
We also found that country differences in terms of size of GDP do not have consistent
relationship with saving-investment correlation. Size of nontraded sector is positively related
to saving-investment correlation, but this relationship disappears when we control for cyclical
shocks. Finally, aggregate regional saving and investment data analysis reveals that the whole
region of East Asia is close to self-finance in investment. In other words, investment in the
region is largely financed by regional savings. In ASEAN countries, the degree of self-sufficiency
in investment is larger than that of Big 3 countries or Greater China.

Conference
Proceedings

Strengthening Economic Cooperation in Northeast Asia
by Yoon Hyung Kim and Chang Jae Lee eds. (Sep. 2004)
ISBN 89-322-3040-4 / A5 / 388pp. / USD 15
The end of the Cold War signaled a new era in Northeast Asian economic cooperation, leading trade
and investment to increase substantially in the 1990s. However, given the characteristics of Northeast
Asia, such as different political and economic systems, disparate levels of economic development and
historical remnants, until recently, regional economic integration was essentially driven by market
forces without any organized efforts from the central governments to enhance regional economic
cooperation. Therefore, Northeast Asia still lags behind the other major regions in terms of regional
economic cooperation and there is still no regional economic cooperation body let alone a regional
trade agreement among the Northeast Asian economies.
The Asian financial crisis of 1997 / 8, however, marked a watershed of Northeast Asian economic
cooperation. In the wake of the Asian financial crisis, financial cooperation has emerged as a
new form of economic cooperation. In addition, diverse institutionalization processes aiming to
strengthening region economic cooperation have developed. The ASEAN+3 process began in 1997,
and the Summit Meeting between the leaders of China, Japan and Korea has become an annual
event since 1999. Furthermore, prompted by the rise of worldwide regionalism, the Northeast Asian
economies have shown interest in the bilateral free trade agreements (FTAs).
This volume identifies the issues related to both traditional and new types of regional economic
cooperation, providing policy implications for strengthening Northeast Asian economic cooperation.
It examines rationale for enhancing economic cooperation in Northeast Asia including formal
economic integration such as a bilateral FTA and suggests some concrete policy recommendations.
It also addresses international production networks between China, Japan and Korea, and highlights
the need for development financing in Northeast Asia focusing on North Korea. It reviews financial
cooperation in East Asia and discusses possible directions for regional financial and monetary
cooperation beyond the Chiang Mai Initiative.

Enhancing Investment Cooperation in Northeast Asia
by Joon-Kyung Kim and Chang Jae Lee eds. (Dec. 2004)
ISBN 89-322-3041-2 / A5 / 320pp. / USD 12
Although Northeast Asia constitutes one of the core economic regions of the world, it has lagged far
behind other major regions such as The EU and North America in terms of economic integration. The
levels of foreign direct investment (FDI) flows in Northeast Asia as a whole and intraregional FDI still
remain relatively low, and in particular, few development projects in the northern parts of Northeast
Asia have been materialized. Notwithstanding this fact, there has not yet been any regional talk, at
least at the central governmental level, to expand intraregional FDI flows among the Northeast Asian
countries.
The papers in this volume, the product of a project jointly organized by the Korea Institute for
International Economic Policy and the Northeast Asia Economic Forum, attempt to shed new light
on the role of intraregional FDI in NEA in promoting economic integration, and to explore the
appropriate institutional arrangements that would be best suited for achieving investment cooperation
in the NEA region.
This edited volume comprised the papers written by scholars and experts from Korea, Japan and
China, as well as the United States and Canada. It analyzed the trends and characteristics of FDI
in Northeast Asia focusing China, Japan and Korea. It also strived to shed light on the relationship
between trade and FDI in the three countries by analyzing their trade-FDI links as well as drawing
lessons from the EU and NAFTA. In addition, it assessed the need for transportation infrastructure and
energy cooperation in Northeast Asia, searched for development financing schemes in the region,
including establishment of a Northeast Asian Development Bank.

Monetary and Exchange Rate Arrangements in East Asia
by Yonghyup Oh, Deok Ryong Yoon, and Thomas D. Willett eds. (Dec. 2004)
ISBN 89-322-3042-0 / A5 / 280pp. / USD 10
As the culprit for the crisis in 1997-1998, regional exchange rate instability called for dramatic
changes in the mindset of policy makers. While as a result the exchange rate regimes in East
Asian nations went through quite diverse paths, the exchange rates of East Asian countries are still
vulnerable and exchange rate stabilization is a key policy objective.
This volume deals with subjects such as post-crisis exchange rate behaviors in East Asia, foreign
reserve management and financial marketintegration in East Asia, and the link between exchange
rate arrangements and the real economy. Papers on post-crisis exchange rate behaviors examine
whether the fear of floating or bi-polar view is supported with the data since the crisis, test
ahypothesis of band reverting behavior of Korean Won and Japanese Yen against the US Dollar, or
provide critical evaluations on the practicality of the proposals made on exchange rate arrangements
in East Asia. Papers on foreign reserve management and financial market integration in East Asia
support the view that Asian countries are more integrated with the US than with each other and
show that the level of foreign reserves held by East Asian countries is higher than optimal. Papers
on exchange rate arrangements and the real economy study the impact on real economic variables
through the credit channel, the impact of China’s export-driven growth to its neighbor economies
and the linkage between exchange rate regimes and real activities such as trade and real business
cycles.

Monetary Union and Real Convergence Compared: Europe and East Asia

Discussion Papers

by Heungchong Kim, Woosik Moon, and Deok Ryong Yoon (Apr. 2003)
ISBN 89-322-4154-6 / A5 / 56pp. / USD 5
Using the Gross Regional Domestic Product data for 10 East Asian countries, this study shows that
East Asia as a whole tends to converge in terms of per capita income. Far stronger evidence in favor
of real growth convergence is observed if Northeast Asia is considered separately, while we cannot
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find any clear tendency of convergence for ASEAN 5 countries (Indonesia, Malaysia, Singapore, the
Philippines and Thailand). This result may reinforce a brighter prospect for furthering economic and
monetary integration in Northeast Asia.
We can observe there are still relatively wider income disparities among regions and nations in East
Asia than within Europe, suggesting that a common effort to reduce the income gap is needed for
deeper integration. If income disparity continues between some East Asian countries, it can lead to
the isolation of economically depressed regions or countries from a given union, which may then
jeopardize the East Asian economic integration process itself.

A Critical Assessment of India’s Banking Sector Reform
by Tae Hwan Yoo (Oct. 2004)
ISBN 89-322-4159-7 / A5 / 64pp. / USD 5
Development in the financial sector, in particular, the banking sector, plays a key role in stimulating
and stabilizing economic growth. Since the foreign exchange crisis in 1991, India has undertaken
banking sector reforms. This paper focuses on the following two issues. First, the paper investigates
development in the banking sector over the years, especially after the implementation of the reform
policy programs. In order to show the evolution of the Indian banking sector, it analyzes the reserve
ratios reduction, interest rate deregulation, non-performing assets and branch operations. Second,
this paper examines the performance of banking groups by comparing the degree of profitability and
the soundness and efficiency of banks in India. In conclusion, while the reforming policy has positive
effects on the performance of banks, especially nationalized banks in India, the Indian government
has to take further steps to deregulate and liberalize the banking industry.

The Structure of North Korea’s Political Economy: Changes and Effects
by Young-Sun Lee and Deok Ryong Yoon (Dec. 2004)
ISBN 89-322-4168-6 / 48pp. / USD 2
This study analyzes the structural changes of North Korea’s economy using social accounting matrix.
It finds that, since the early 1990s, North Korea’s official economy has shrunk because of the collapse
of state-owned enterprises, and the private economy has grown as a result of the people’s effort to
survive amid economic difficulties. Meanwhile, the military spending has increased demonstrating
the military’s important role in maintaining domestic stability and external security. Gradually, and
often under state initiated reforms like the reform measures introduced in July 2002, the private
sector in North Korea has expanded at the expense of the official economy, thereby transforming the
North into a market economy. International engagement toward a peaceful resolution with North
Korea should begin with efforts to support growth in the private sector.

The Macroeconomic Consequences of Terrorism

Working Papers

by S. Brock Blomberg, Gregory D. Hess, and Athanasios Orphanides (Mar. 2003)
ISBN 89-322-4152-X / A5 / 48pp. / USD 5
 e perform an empirical investigation of the macroeconomic consequences of international
W
terrorism and interactions with alternative forms of collective violence. Our analysis is based on a rich
unbalanced panel data set with annual observations on 177 countries from 1968 to 2000, which
brings together information from the Penn World Table dataset, the ITERATE dataset for terrorist
events, and dataset of external and internal conflict. We explore these data with cross-sectional and
panel growth regression analysis and a structural VAR model.
We find that, on average, the incidence of terrorism may have an economically significant negative
effect on growth, albeit one that is considerably smaller and less persistent than that associated
with either external wars or internal conflict. As well, terrorism is associated with a redirection of
economic activity away from investment spending and towards government spending. However,

our investigation also suggests important differences both regarding the incidence and the economic
consequences of terrorism among different sets of countries. In OECD economies, in particular,
terrorist incidents are considerably more frequent than in other nations, but the negative influence of
these incidents on growth is smaller.

Regional vs. Global Risk Sharing in East Asia
by Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang (Apr. 2003)
ISBN 89-322-4153-8 / A5 / 50pp. / USD 2
This paper estimates the degree of risk sharing in 10 East Asian countries within the region and with
OECD countries by using cross-country consumption correlation and formal regression analysis.
Estimation results reveal that the degree of risk sharing is far from complete and even quite low for
most countries in the region. Among individual countries, Taiwan and Singapore have the highest
risk sharing, while Indonesia and Malaysia the lowest (and significantly negative) risk sharing. We find
no consistent differences in the degree of risk sharing within East Asia and with OECD countries and
the degree of risk sharing does not increase over time in most countries. We also measure potential
welfare gains from complete risk sharing. The results show that for less developed countries in the
region, potential risk sharing gains with OECD countries are larger than those within East Asia.

Complementarity of Horizontal and Vertical Multinational Activities
by Sungil Bae and Tae Hwan Yoo (May 2003)
ISBN 89-322-4155-4 / A5 / 64pp. / USD 5
This paper explores the multinational activities of the Japanese automobile industry by focusing on
the vertical production structure of a firm. The main objective is to analyze the effects of horizontal
multinational activities on vertical multinational activities. First, we construct a theoretical model to
predict whether an increase in horizontal multinational activity leads to an increase in already existing
vertical multinational activity. This result mainly comes from the increased flow of intermediate
products. Second, by applying annual data for the Japanese automobile industry from 1982 to 1997,
we estimate equations based on a theoretical model. The estimated results provide a complementary
relationship between horizontal and vertical multinational activities, thereby supporting the results of
the theoretical model.

E-Finance Development in Korea
by Choong Yong Ahn and Doo Yong Yang (Jul. 2004)
ISBN 89-322-4156-2 / A5 / 42pp. / USD 2
E-finance in Korea has evolved since the late 1980s, when developments in information and
telecommunication technology started to be applied to the financial industry. Since the 1990s,
e-finance has led a paradigm shift in the financial industry as financial transactions in computerbased tools began increasing. There are several factors that contributed to e-finance development.
Korea possesses the basic requisite conditions to foster thriving e-finance, including an advanced
IT infrastructure, several government e-commerce initiatives and financial restructuring resulting
from the financial crisis. In fact, all of these factors have eliminated possible impediments to the
development of e-finance in developing countries. This paper shows that the decision for the
introduction of Internet banking depends on the profit level for the bank rather than the asset size
and/or operation costs. Intuitively, large banks are early takers in providing Internet banking due to a
huge amount of initial investment costs to establish an Internet banking network. At the same time,
cost inefficient banks are inclined to consider the introduction of Internet banking earlier to reduce
inefficiency caused by replacing cost-inefficient infrastructure. However, Korea shows an interesting
case such that the asset size and operation costs were irrelevant to the establishment of Internet
banking networks. On the other hand, profitability was relevant to the introduction of Internet
banking. This may implies that relatively profitable banks at the onset of the crisis were able to jump
into e-finance earlier than non-profitable banks. Furthermore, this paper shows that the adoption of

KIEP LIST OF PUBLICATIONS 1990-2011

67

Internet banking has a positive effect on bank profit.

Expansion Strategies of South Korean Multinationals
by Hongshik Lee (Aug. 2004)
ISBN 89-322-4157-0 / A5 / 52pp. / USD 2
The purpose of this paper is to study the motivations of South Korean foreign direct investment.
Using recent, detailed data on a selective sample of South Korean multinational firms, I examined the
export and import behavior of the affiliates abroad of South Korean multinational corporations. In
doing so, I investigated, on the one hand, to what extent multinational activity is consistent with the
factor proportions theory, i.e., to what extent multinational activity is related to cheap factor supplies.
On the other hand, I study the market access motivation for multinational activity. I also provide
some suggestive evidence about foreign affiliates that are export platforms. The obtained results are
broadly consistent with the recent findings for US multinationals.

Finance and Economic Development in Korea
by Yung Chul Park, Wonho Song, and Yunjong Wang (Aug. 2004)
ISBN 89-322-4158-9 / A5 / 54pp. / USD 2
This paper focuses on the following two issues. First, the paper investigates the extent to which
financial development has contributed to economic growth in Korea. For this purpose, we introduce
four well-known financial development indicators, and seek to find a long-run relationship between
output growth and financial development. Second, the effects of financial repression on economic
growth are examined. A financial repression index is constructed based on five related measures, and
this index is augmented to the growth-finance equation. For the robustness of the results, the model
with per capita capital stock is also estimated.
Empirical results show that, among the four financial development indicators, only Private Credit
has a stable long-run relationship with output growth. Furthermore, it is found that Private Credit
causes output growth positively in the long run and output growth also causes Private Credit in the
long run. More precisely, the long-run (non) causality test shows that there is a long-run feedback
relationship (or bi-directional causality) between Private Credit and the level of output. On the
other hand, financial repression turns out to have affected output growth negatively during the
sample period. This implies that although we do not exclude the possibility that repressive financial
policies may have had positive effects at early stages of economic development, its overall effects on
economy are significantly negative.

Impacts of Exchange Rates on Employment in Three Asian Countries:
Korea, Malaysia, and the Philippines
by Wanjoong Kim and Terrence Kinal (Nov. 2004)
ISBN 89-322-4160-0 / A5 / 52pp. / USD 5
Exchange rate fluctuations provide a source of movements in employment both within and across
industries. Previous studies focus on only developed countries, such as OECD countries. But country
and industry characteristics in developing countries are different from those of developed countries,
so that the effects of fluctuations in real exchange rates on employment in developing countries
may be different from those in developed countries. This paper examines the relationship between
exchange rates and employment using a panel of 28 industries in three developing countries (Korea,
Malaysia, and the Philippines) from 1970 to the 1990s using a panel VAR model. The impulse
response functions show that Korean and Malaysian employment responds positively to exchange
rate shocks. However, Philippine employment responds positively only after 1985. Compared to
the developed countries over the same period, the developing countries show a larger response to
exchange rate shocks.

International Capital Market Imperfections: Evidence from Geographical
Features of International Consumption Risk Sharing
by Yonghyup Oh (Nov. 2004)
ISBN 89-322-4161-9 / A5 / 42pp. / USD 2
This paper tests the validity of gravity variables to explain the degree of international consumption
risk sharing. Our data show that consumption and output cycles for selected economies in the
EU, NAFTA, East Asia and English-speaking countries have synchronized during the four decades
since 1950s, but the lack of consumption risk sharing is evident. For the panel of 27 countries our
results first show that the gravity variables such as distance, economic size, richness, sharing the
same border and sharing the same language are valid in explaining consumption correlations, but
among these variables sharing the same border is not significant in explaining output correlation.
Only richness, sharing the same border and sharing the same language turn out to be significant in
explaining consumption risk sharing. When used for each of the four economic blocks in our sample,
gravity variables have even less explanatory power with one notable exception that richness matters
for the English speaking countries. Richer English speaking countries seem to share consumption risk
better than any other group in our sample.

North Korea’s Economic Reform Under an International Framework
by Jong-Woon Lee (Nov. 2004)
ISBN 89-322-4162-7 / A5 / 126pp. / USD 7
This paper endeavors to draw a picture showing the expected roles of important players in North
Korea's economic reform. It explores the roles of inter-Korean economic cooperation in North Korea's
rehabilitation and transition. The measures needed to be taken to encourage North Korea integration
with the world economy are also studied, as North Korean issues are closely related to the interests
of neighboring powers. In particular, this study examines the easing of U.S. economic sanctions,
economic assistance from Japan through diplomatic normalization, China's role in influencing
economic reforms, and regional cooperation projects with Russia. It also explores the potential
roles of international financial institutions in North Korea's economic reform, while suggesting
policy measures for accelerating North Korea's exposure to the outside world. It is asserted that the
most feasible approach to facilitate North Korea's economic transition is to build a framework of
international cooperation. Recent signs of economic policy changes in North Korea since the summer
of 2002 could be used by South Korea and neighboring countries as an opportunity to stimulate
its economic reform. When international assistance is provided, along with a coherent long-term
development strategy, not only will this assist in North Korea's economic rehabilitation, it will also
contribute significantly to creating a favorable environment for furthering the economic openness
of this currently closed country. Multilateral engagement in North Korea's economic reform could
help bolster the present degree of stability on the Korean peninsula and facilitate regional economic
cooperation.

Exchange Rate Volatilities and Time-varying Risk Premium in East Asia
by Chae-Shick Chung and Doo Yong Yang (Nov. 2004)
ISBN 89-322-4163-5 / A5 / 64pp. / USD 5
This paper is to analyze characteristics of the foreign exchange market in four major East Asian
countries (Korea, Thailand, Singapore and Japan) before and after the financial crisis and to get
implications of it. Our focus is given on the relationship between exchange rate volatilities and
risk premium on the selected countries. The crisis-hit countries in the region including Korean and
Thailand show structural break during the Asian crisis in representing higher standard deviations on
nominal exchange rates since 1997. However, it is argued that they returned to the previous rigid
exchange movements due to a fear of floating. Nevertheless, it is believed that the exchange rate
arrangements in crisis-hit countries differ from the previous psedo-dollar pegged system.
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To examine the market structure in foreign exchange trading, we take a foreign exchange risk
premium in the selected countries. Risk premium is defined as the difference between expected
spot exchange rate of market participants and forward rate. Expected spot exchange rate of market
participants is inferred by using time series methodology. Risk premium is selected as a standard of
actual analysis to compare characteristics of foreign exchange market. The reason of using foreign
exchange rate risk premium is because changes in risk premium have been focused in previous works
that analyzed changes of foreign exchange system and foreign exchange market.
We present the theoretical model for foreign exchange risk premium in a Lucas type model in order
to explore the characteristics of the risk premium. Lucas' model is a dynamic optimizing model of
asset pricing that includes an important aspect of money into the model specification.
Empirical analysis of the time-varying risk premium is also provided. To summarize the result of the
empirical estimation is following: First, risk premium of won/dollar exchange rate is analyzed to have
negative value regardless of period or country. Risk premium of Singapore Dollar on US Dollar has
positive value mostly in analysis period. The result of analyzing Thailand is statistically unstable and to
use simple VAR for presumption of risk premium is not desirable in case of Thailand.
Second, absolute value of won/dollar exchange rate risk premium decreased after the crisis.
Considering that volatility of exchange rate and risk premium has close relationship, it is interesting
that risk premium decreased even though volatility of won/dollar exchange rate increased about
twice. After all, market risk for won/dollar exchange rate seems to be reduced in Period II, just
after the crisis. On the other hand, risk of yen/dollar exchange rate did not change much, but risk
premium per unit currency risk is assumed to increase.
Third, correlation of risk premium among countries became stronger after the crisis. The degree of
co-movement in risk premium of won/dollar, Singapore dollar/U.S. dollar and yen/dollar increased
more than seven times and two times respectively. It is analyzed that increase of correlation on
risk premium is resulted from increased co-movement of interest rates. In addition, the increasing
volatilities in the selected countries are resulted from the increased covariance between risk premium
and forward premium.
According to this analysis, it concluded that increase of exchange rate fluctuation could not be
increase of risk in foreign exchange market. In addition, efficiency of foreign exchange market seems
to increase in most countries. If the price of exchange rate is determined efficiently due to changes
of exchange rate regimes and liberalization of foreign exchange transactions, and reduction of
uncertainness caused by governmental interruption, it can be a reasonable consequence. In brief,
it can be a positive effect of liberalization of foreign exchange transactions in East Asia. Besides, it is
not proper to judge negative effect of liberalization of foreign exchange market and adoption of free
floating exchange regime only with increased volatility of fluctuation of exchange rates.

 arginal Intra-industry Trade, Trade-induced Adjustment Costs and the
M
Choice of FTA Partners
by Chan-Hyun Sohn and Hyun-Hoon Lee (Dec. 2004)
ISBN 89-322-4164-3 / A5 / 43pp. / USD 2
In recent years a new regionalism has begun to emerge in East Asia. Korea is no exception. Inside
Korea, however, there are many arguments against opening its domestic market for the foreign
competition resulting from a free trade agreement (FTA). The main reason is because the FTA would
result in costly factor adjustment. It has been argued by many researchers that intra-industry trade
generates smaller inter-industry factor adjustment than inter-industry trade, and hence intra-industry
trade involves lower adjustment costs than inter-industry trade. The purpose of this paper is to
understand the extents and the nature of Korea’s intra-industry trade (IIT) and its dynamic version,
so-called marginal intra-industry trade (MIIT), and is to help predict the relative degree of adjustment
costs when Korea would have an FTA with different trading partners. For this purpose, the paper
first calculates the weighted average of the unadjusted Grubel-Lloyd IIT indices for different trading
partners, using the data at three-digit SITC for 1991 and 2001, and the weighted average of Brülhart
(1994)’s A indices between 1991 and 2001. This paper then evaluates the country characteristics that

have effects on the extent of IIT and MIIT. Finally, the paper assesses the desirability of an FTA with
different trading partners from the perspective of trade-induced adjustment costs.

Geographic Concentration and Industry Characteristics: An Empirical
Investigation of East Asia
by Soon-Chan Park, Hongshik Lee, and Mikyung Yun (Dec. 2004)
ISBN 89-322-4165-1 / A5 / 36pp. / USD 2
In this paper, we assess the geographic concentration of 26 manufacturing industries over the 19861997 period, based on annual employment data for 8 East Asian countries. The average level of
geographic concentration, in the relative term, has decreased continuously during the period in this
region. We show that intra-industry linkage and inter-industry linkage have a positive and significant
influence on relative concentration. Furthermore, the industries with large demand bias, high scale
intensity and low capital intensity are geographically concentrated. Finally, we find the evidence that
regional integration in East Asia will lead to agglomeration of industries.

Location Choice of Multinational Companies in China: Korean and Japanese
Companies
by Sung Jin Kang and Hongshik Lee (Dec. 2004)
ISBN 89-322-4166-X / A5 / 44pp. / USD 2
By using aggregate and firm level data of Korean and Japanese foreign affiliates in China, we
investigate the recent FDI trends and the determinants of location choice. The comparision of the
FDI trends of Japanese and Korean companies show that Korean companies are concentrated into
China, especially in three regions of northeast of China. The conditional logit estimation results
differ between Korean and Japanese companies. Even though agglomeration variable is shown to
be positive and significant for two countries, regional income is shown to be positive for Japan but
negative for Korea. For Korean companies, the college graduate, the railway variables and trade share
are shown to be positive and significant but other variables such as the number of economic zones
and the share of production by government-owned companies to total regional production are
shown to be negative. In addition, the distance from Korea and the ethnicity factor might play more
significant roles in FDI decisions as well. Thus, we can interpret that the main determinants such as
agglomeration, vertical, horizontal FDI and infrastructure variables play significant roles in explaining
recent FDI location. However, explanatory power of those variables above for location decision of
Japanese companies is not significant.

Income Distribution, Intra-industry Trade and Foreign Direct Investment in
East Asia
by Chan-Hyun Sohn and Zhaoyong Zhang (Dec. 2004)
ISBN 89-322-4167-8 / A5 / 30pp. / USD 2
The purpose of this paper is to empirically investigate how intra-industry trade is linked to crosscountry income difference and foreign direct investment. We distinguish intra-industry trade as
either horizontally or vertically differentiated, using bilateral exports and imports data for Japan
and the rest of East Asian countries at the 5-digit SITC during 1990 to 2000. Our empirical results
show that the income difference has a negative relationship with the share of horizontal IIT, but a
significant positive with vertical IIT. This finding answers to the sign changes in the previous empirics,
including Hummels and Levinsohn (1995). Our results also show that cross-country foreign direct
investment has a positive relationship with the share of horizontal intra-industry trade, and a negative
relationship with the share of vertically differentiated trade. The findings have important implications
for the agglomeration effect of FDI on intra-industry trade.
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APEC Study Series

Revisiting the Open Regionalism of APEC: Assessment and New Challenges
by Seok-young CHOI (Sep. 2004)
ISBN 89-322-0038-6 / A5 / 100pp. / USD 5
 egionalism in the Asia-Pacific shows peculiar features and distinctive patterns. Despite remarkable
R
economic and political developments in the second half of the 20th century, the Asia-Pacific region
remains slow in institutionalizing regional cooperation. Economies in this region have long supported
multilateral trading system, while keeping away from regional trading agreements until late 1990s. In
political arena, despite the most difficult and intractable security problems, this region was devoid of
institutional frameworks for multilateral security cooperation.
Against this backdrop, the Asia-Pacific Economic Cooperation (APEC) was established in 1989 to
achieve trade and investment liberalization and facilitation. Its vision was set to achieve a regional
economic community from a longer-term perspective. APEC adopted the “open regionalism” as
underlying paradigm, while rejecting block-building process. But, all the options have proven to
be insufficient for describing a workable operational definition of the “open regionalism”, although
many efforts have been experimented.
In the mean time, APEC has faced with new challenges including, inter-alia, proliferation of subregional trade agreements (SRTAs) and non-trade issues such as the security agenda, both of which
are discriminatory in nature and were not envisaged in the formation of APEC in the early 1990s.
This paper analysed primarily two questions on whether the concept of “open regionalism” could be
applied to emerging issues such as proliferating SRTAs and non-trade concerns like regional security
issues, that are discriminatory in nature.
The paper looked into a number of efforts for clear definition of the term of “open regionalism”.
It concluded that, in order to keep the letter and spirit of the “open regionalism”, APEC should
continue to support the primacy of multilateralism and the merits of unilateral liberalization, and, at
the same time, attempt to interpret the concept of “open regionalism” in broader sense.
The reason is based on the fact that APEC should accept the reality that the sub-regionalism,
though discriminatory, has proliferated and also contributing to the multilateral process, and nontrade agenda has already taken root in APEC's agenda. In other word, APEC should embrace “subregionalism” in its path towards the realization of free and open trade in APEC region, and explore
wider applicability of “open sub-regionalism” in economic and political terms, while avoiding strict
legal interpretations on the concept of open regionalism.
This paper holds that APEC should embrace economic and political regionalism with its “open
regionalism” in order to realize secure and prosperous economic community in the Asia and Pacific.
It also emphasized the magnitude of difficulties in overcoming the underlying obstacles in the
community-building process, and mapped out recommendations to overcome them through a
shared vision and strong commitment by the APEC Leaders and through the improved efficiency of
APEC's activities.

CNAEC Research
Series

Country-Specific Factors and the Pattern of Intra-Industry Trade in China’s
Manufacturing
by Zhaoyong ZHANG (Dec. 2004)
ISBN 89-322-5052-9 / A5 / 31pp. / USD 2
Over the past few decades there have been extensive empirical and theoretical studies of the
determination of intra-industry trade (IIT), but mostly for the industrialized countries. This paper
aims to assess the trends and pattern of intra-industry trade and structural adjustment in China’s
manufacturing associated with its trade liberalization using data spanning from 1989 to 2001.
In particular, we distinguish intra-industry trade as either horizontally or vertically differentiated,
and examine how the various country-specific factors affect the intensity of China’s horizontally
and vertically differentiated intra-industry trade with its major trading partners, and how trade
liberalization changes the pattern of China’s IIT and integration with the East Asian region. These

issues have important policy implications for product differentiation strategy and labour adjustment.

The Spoke Trap: Hub-and-Spoke Bilateralism in East Asia
by Richard E. Baldwin (Dec. 2004)
ISBN 89-322-5053-7 / A5 / 132pp. / USD 7
A Japan-Korea Free Trade Agreement (FTA) is very likely to trigger a domino effect that induces other
East Asian nations to aggressively pursue FTAs. The resulting liberalisation is likely to be good for
the region, but there is a danger. The political economy force that drives the domino effect tends
to produce hub-and-spoke bilateralism-an arrangement that is economic inefficient and potentially
divisive since Japan and China are the two natural hubs. This paper begins with a summary of the
negative effects of hub-and-spoke bilateralism and a discussion of the political economy forces that
drive it. This theory is used to motivate an empirical measure of ‘hub-ness,’ a measure that suggests
that only Japan and China are likely to be hubs as individual nations, while a Japan-Korea FTA would
create a clearly dominant hub in the region. With this analysis on hand, the next section conjectures
that unless explicit measures are taken, a two-hub, ‘bicycle’ system is like to emerge with Japan and
China as the hubs. The paper then considers solutions. It reviews various anti-spoke strategies from
around the world and proposes two arrangements that could help East Asia avoid the spoke trap.

 eal Interest Rate Linkages in the Asian-Pacific Region: A Time-Varying
R
Parameter Approach
by Kiyotaka Sato (Dec. 2004)
ISBN 89-322-5054-5 / A5 / 52pp. / USD 2
This paper examines the degree of real interest rate linkages between ten Asian-Pacific economies
and two financial markets, Japan and the United States, using quarterly series of short-term interest
rates from 1981 to 2003. The degree of linkages is evaluated on the basis of the empirical validity of
real interest rate parity (RIP). Notably, this paper conducts a time-varying parameter estimation of the
ex ante RIP with forecasted inflation rates to explore how real interest rate linkages have evolved over
time. It also analyzes the relative importance of US and Japanese real interest rates in determining
the rates of the Asian-Pacific economies. Whereas numerous studies have found closer linkages and,
hence, growing integration between the Asian-Pacific economies and Japan, this paper finds that the
linkages with Japan have gradually declined from around 1990 or before in Singapore, Taiwan and
Hong Kong. Our results will yield significant implications for a possible regional monetary union, as
financial integration is viewed as one of the preconditions for an optimum currency area.

Regional Integration in Northeast Asia: Approaches to Integration Among
China, Korea and Japan
by Jeong-Pyo Hong (Dec. 2004)
ISBN 89-322-5055-3 / A5 / 44pp. / USD 2
Since the nineteenth century, there have been conflicts among China, Korea, and Japan as in
European countries. Despite the history of conflicts, European countries have already reached a
common community, while these three countries in Northeast Asia hesitate to build an economically
integrated system. Before and behind the Asian financial crisis in 1997, there have been some
attempts of economic cooperation in East Asia. Nevertheless political integration in Northeast Asia
remains stagnant because these countries have hostile historical background with each other, and
have uncertain sovereignty. Even though there is still anti-Japanese sentiment in Korea and China,
cultural exchange continues to increase between these countries and Japan. The new generation
leaders in China and Japan will lead the regional integration in this area.
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 conomic and Political Interaction across the Taiwan Strait Facing the Trend
E
of Economic Integration in East Asia
by Lee-in Chen Chiu (Dec. 2004)
ISBN 89-322-5056-1 / A5 / 96pp. / USD 5
Regional economic integration has been an important issue for decades in Europe and North
America. However, this has been less the case in East Asia due to the complexity and diversity of
politics, diplomacy, culture, and economics. Another important reason is that one crucial country
Taiwan is ignored. This paper aims to explore the possible roles Taiwan might play in a more closely
integrated East Asia.
Four major initiatives have been considered worthy of being put into action: (1) an integrated
financial and monetary system, (2) closer East Asian open regionalism, (3) an agriculture “early
harvest package” for economically vulnerable countries, and (4) an intra-industry specialization
and manufacturing division of labor. The theoretical and practical approaches in tackling those
issues are reviewed. As to strategies for approaching free trade agreements (FTA) within ASEAN+3,
Malaysia and Indonesia prefer a multilateral approach, while Singapore and Thailand prefer a bilateral
approach. Japan and Korea are undertaking cautious evaluation. China targeted the first ASEAN+1
negotiation in 2002. Meanwhile, two closer economic partnership arrangements with Hong Kong
and Macao were signed in 2003. The effects of those FTAs are yet to be evaluated.
This paper elaborates how regional economies can mutually benefit from the manufacturing division
of labor accruing from Taiwan’s investment in China. Firstly, the policies that initiated economic
interactions across the Taiwan Strait were analyzed in four stages from 1978 to the present. The
shifting patterns of investment, moving from southern coastal China northward, and from a relatively
small scale to large is investigated. Secondly, this paper also investigates the ways in which Taiwan’s
investment to China have contributed to, (1) inducing more FDI and promoting China’s international
trade, (2) establishing local industrial networks so as to promote local industrial development, and
(3) introducing and upgrading local technology transfers. Thirdly, the benefits to Taiwan economy in
increasing business efficiency; establishing an authoritative logistics operation model; and increasing
Taiwan’s IT hardware market, making Taiwan a 21st century Asia- Pacific hub are elaborated.
Finally, the conclusion offers perspectives on how Taiwan can contribute to the above mentioned four
regional economic integration issues. A dialogue on cross-Strait peace and an operational framework
is proposed aimed at inaugurating political and economic interaction with China. After all, only with
peace across the Taiwan Strait, can economic integration in East Asia proceed peacefully and stably.

An Output Perspective on a Northeast Asia Currency Union
by Yin-Wong Cheung (Dec. 2004)
ISBN 89-322-5057-X / A5 / 60pp. / USD 5
The prospect of creating a currency union consisting of China, Japan, and Korea is evaluated using
output data. After a brief discussion on the interactions between the three countries, the study
investigates whether these three countries have common synchronous business cycles, which are
perceived as one of the preconditions of a currency union. Then, we assess the potential costs of
giving up monetary policy autonomy to form a currency union. It is found that the three national
output series tend to move together in the long run and share common business cycles. While
the output loss estimates depend on assumptions used to generate shocks, they tend to be small.
However, there are potential conflicts between these countries on the choice of the policy target of
the common monetary authorities.

A New Approach to the Asian Finance Cooperation: Asian Bond Market Initiative
by CHEN Hong (Dec. 2004)
ISBN 89-322-5058-8 / A5 / 31pp. / USD 2
The underdevelopment of bond markets is one of the factors contributing to the vulnerability of

financial systems in Asian countries. Due to over-reliance on bank loans, it has not been possible for
savings in Asia to be invested directly in enterprises. Instead savings is being funneled to international
financial centers in the U.S. and Europe and then back to Asia. In case of a crisis, enterprises and
financial institutions are faced with both “mismatch in maturity of loans” and “mismatch in currency
denomination” in their funding positions. The risks inherent in the dual mismatches are sources of
financial instability in Asia. Therefore there is a consensus among major Asian countries to develop
Asian bond markets in order to reduce these risks. For China, how to develop its domestic bond
market has become an important part of fostering Asian bond markets. Based on proposals and the
recent development of Asian bond markets, this paper discusses the problems and challenges faced
by China in developing domestic bond markets.
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Monetary Cooperation in East Asia: Exchange Rate, Monetary Policy, and
Financial Market Issues
by Sung Yeung Kwack, Choong Yong Ahn, and Young-Sun Lee (Jun. 2003)
ISBN 89-322-1143-4 / A5 / 88pp. / USD 5
The introduction of the euro as a single currency by the European Union has continued to promote
growth and stability in Europe. The Asia financial crisis of 1997-1998, and the evolution of the
euro zone have drawn greater attention from both policy makers and economic analysts as to the
possibility of an East Asian monetary union and what could be done with respect to monetary and
exchange rate policy, and financial systems.
The Chiang Mai Initiative in May 2000 outlined a plan for closer monetary and financial cooperation
among Asian countries. Although East Asia is a long way from adopting a common currency bloc,
the long term goal of a common currency for the region is worth considering.
An in-depth analysis of this study leads to the following assessment:
As East Asian economies grow more open and interdependent, they are vulnerable to disturbances
from abroad, given the high degree of capital mobility across countries in the world. The spread
of capital mobility makes it difficult for a single small country to keep its pegged exchange rates.
Forming a single currency region may be desirable. Currently, such a currency area is a very distant
prospect. The lack of political commitment and experience with political cooperation in East Asia
constitute the decisive factors against the formation of a common currency area in the near future.
A transition process, the formation of a quasi-monetary bloc, remains a viable option to East Asia.
It is suggested that a new organization be formed to assess needs, and coordinate and implement
the steps necessary for the formation of a quasi-monetary union. The coordinating institution should
provide the framework for implementing unified systems of flexible exchange rate and flexible
inflation target to all member countries Flexible exchange rate systems together with flexible inflation
targets are suitable to attain the objectives of lowering the costs of external shocks and keeping
inflation low. In addition, the coordinating institution should monitor the progress of financial
reforms and development. The financial systems should be improved, and good fiscal performance
should be attained.
The systematic implementation by the East Asian countries and the coordinating institution will
establish a quasi monetary bloc and lead to political convergence as well as economic convergence
among the East Asian countries. Greater political and economic convergence is a necessary process
toward establishing common monetary standards. Increasing intra-regional trade, a regional Free
Trade Agreement and capital investment will work toward the formation for a common currency
area.
China and Japan have been and continue to be important economic and political leaders in East
Asia. Each has its own problems that will need to be resolved before asserting economic and political
leadership in Asia. Both will play a leading role, with neither dominating the Asian transition process.
This might hamper East Asia from forming a common currency block. However, there is still room for
the pursuit of regional monetary and financial cooperation as outlined above.
Europe’s bold example has captured the imagination of many. We should note that European
monetary integration took about 50 years and encountered many obstacles. Today, they have
worked out an enviable system with many benefits for growth and stability. With a similar visionary
insight of Asian leaders and peoples, the formation of a quasi-monetary bloc will yield successful
monetary integration, essential for sustainable high growth and price stability.

Analysis of the Trade Negotiation Options in the East Asian Context
by Nakgyoon Choi, Soon-Chan Park and Changsoo Lee (Dec. 2003)
ISBN 89-322-1198-1 / A5 / 102pp. / USD 7
Employing static and capital accumulation CGE model, this study compares plausible outcomes of various
liberalization policy alternatives including the DDA and a set of Korea’s FTA options, and identify policy
implications from the Korean perspective. In case of the DDA as well as FTAs, the gains from the trade policy
reform would be larger in the long run than in the short run. In addition, liberalization in services increases
not only the efficiency in the services sector but also in the manufacturing sector. Considering both benefits
and adjustment costs, this study concluded that the priority of Korea’s trade negotiation options should be
given to the multilateral negotiations and a Korea-Japan FTA or a Korea-ASEAN FTA.

Financial Market Opening in China and Korea

Conference
Proceedings

by Young-Rok Cheong, Doo Yong Yang, and Wang Tongsan eds. (Dec. 2003)
ISBN 89-322-3035-8 / A5 / 400pp. / USD 12
These seminar proceedings, a compilation of the works of four Korean and five Chinese economists,
were the result of an international seminar co-organized by the Korea Institute for International Economic
Policy of Korea and Institute of Quantitative and Technical Economics at the Chinese Academy of Social
Sciences. The proceedings cover the diverse issues of perceptional changes in capital inflow, the sequencing
of market opening of banking sector, capital market and other financial market, the related evolution of
foreign exchange rate system and related supervision mechanism. There are various stages of capital market
protection in individual countries: fundamental positioning of utilization of foreign capital, formulating a
foreign exchange rate system, market opening of specific capital markets and financial supervision. This
book contains two papers on foreign borrowings versus attracting foreign direct investment, two papers on
the formulation of the foreign exchange rate system, four papers on specific capital market opening and
one paper on financial supervision. For Korea, it was important to secure regional financial cooperation to
minimize national risk. For China, the conference was instrumental in promoting understanding of financial
market evolutions.

Financial Development and Integration in East Asia
by Choong Yong Ahn, Takatoshi Ito, Masahiro Kawai, and Yung Chul Park eds. (Dec. 2003)
ISBN 89-322-3036-6 / A5 / 392pp. / USD 12
The growing interdependence in the world economy through trade and financial integration has increased
the need to engage in international and regional economic cooperation. This was never demonstrated more
clearly than during the Asian financial crisis of 1997, which highlighted the reality is that financial instability is
unlikely to remain within the national borders of the country of origin. Cooperation at both regional and global
levels is therefore needed to stem the negative spillovers.
At the national level, without sound financial institutions and adequate legal and regulatory systems, Asian
financial markets will remain vulnerable to external shocks. In realizing the need for reform, East Asian countries
have made a major effort to restructure their financial and corporate sectors since the 1997 crisis.
At the regional level, there has been a growing recognition that policy dialogues in the region could
complement and buttress the efforts of individual countries to reform and develop their financial systems. In
retrospect, the Asian financial crisis of 1997 more than anything else gave East Asians a strong impetus to search
for a regional cooperative mechanism that could forestall future crises and promote financial and monetary
integration in East Asia. After the proposal to create an Asian Monetary Fund (AMF) was shelved, the leaders of
ASEAN+3 (China, Japan and Korea) have sought a mechanism of financial cooperation that could safeguard
the region from future crises. Recognizing the need to establish regional financial arrangements to supplement
the existing international lending facilities, the finance ministers of ASEAN+3 agreed to establish bilateral
currency swap arrangements - the Chiang Mai Initiative (CMI) - at their meeting in Chiang Mai, Thailand, in
May 2000.
Against this background, this edited volume aims to provide intellectual input that may be useful to East Asian
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policymakers in their quest for developing an efficient and stable financial system. A group of experts have
conducted research on the three major issues related to financial developments in East Asia since the 199798 crisis. To stimulate interactions among experts and policymakers, a conference was held in September 1920, 2003 under the auspices of the Korea Institute for International Economic Policy (KIEP) and Policy Research
Institute (PRI) in Japan with the sponsorship of the Korean Ministry of Finance and Economy.
This volume is divided into three parts. Part I reviews the records of financial and corporate sector restructuring
in East Asia since the 1997 crises. This is followed in Part II by a discussion on the genesis and recent
developments in regional arrangements for financial and monetary cooperation in East Asia. Part III examines
the role of financial market development in the process of economic development. Four studies are devoted to
an analysis of the significance of financial development on productivity increases and growth.

European Integration and the Asia-Pacific Region
by Heungchong Kim ed. (Dec. 2003)
ISBN 89-322-3037-4 / A5 / 190pp. / USD 7
This book is composed of eight papers dealing with key issues at the recent stage of the European
integration and implications on the Asia-Pacific region. Professor Delmatino opens this book with
a discussion about the contents and characteristics of consensus building in negotiations over the
European Convention. Addressing effects of the EU enlargement in 2004, Dr. Dauderstadt argues
Asia is likely to remain one of EU’s most important economic partners, even though EU’s foreign
policy increasingly focuses on its ’near abroad’. Empirical evidence is generally congruent with Dr.
Dauderstadt’s interpretation. Dr. Kim’s paper provides analyses of the trade and investment relations
between the EU and Asia-Pacific region. In a case study of the negotiations between the EU and the
ACP, Professor Holland illustrates the dynamic nature of inter-regional partnership. One common
agenda linking the Asia-Pacific region and the EU is economic integration. Professor Murray examines
the EU as a model of interstate cooperation in a macro-regional context and addresses problems
in implementation. Dr. Shin’s paper is a unique piece which analyses Europe’s integration from the
foreign country’s perspective. This book is concluded with a case study by Professor Jain. The author
discusses how the South Asian Cooperation for Regional Cooperation (SAARC) has been unable to
emulate cooperative ties to foster economic development, even though experience of the European
Union has inspired the resurgence of many of regional groupings in the South during the 1980s and
1990s.

Structural Reforms and Economic Development – Experiences of the
Northeast Asia
by Chan-Hyun Sohn ed. (Dec. 2003)
ISBN 89-322-3038-2 / A5 / 134pp. / USD 7
The proceedings are made based on the materials presented in the international conference under the joint
auspices of Korea Institute for International Economic Policy (KIEP) and Korean Economic Development
Association (KEDA) in Sept. 26. 2003. It aimed at sharing the experiences of economic reform performed by
Korea, Japan and China during the long stagnation in the wake of financial crisis and lessening unnecessary
errors, which occur not infrequently in the actual reform processes. Most of all, in the process of the
discussion, it is assured it paved way of more deepening economic cooperation among them.

Northeast Asian Economic Integration: Prospects for a Northeast Asian FTA
by Yangseon Kim and Chang-Jae Lee eds. (Dec. 2003)
ISBN 89-322-3039-0 / A5 / 334pp. / USD 12
The 1990s witnessed a worldwide boom of Free Trade Agreements (FTAs) in which Northeast Asia
lagged far behind other regions. However, recent developments suggest that a new era of regional
integration may be dawning in Northeast Asia. This volume is a collection of papers presented at a
conference entitled “Northeast Asian Economic Integration: Prospects for a Northeast Asian FTA,” held
August 6-7, 2003 in Honolulu, jointly organized by the Korean Institute for International Economic

Policy (KIEP) and the Northeast Asia Economic Forum (NEAEF). Distinguished scholars from around
the world and experts from the region provided their views on feasible options and concrete policy
measures available to each country toward the realization of a trilateral FTA based on a deep and critical
analysis of economic / political constraints and the trade / economic structure of each country.

China’s Role in Asia and the World Economy Fostering Stability and Growth
by Jau Joost Teunissen ed. (Dec. 2003)
ISBN 90-74208-22-3 / A5 / 288pp. / USD 10
China’s continuing high growth rate and her comprehensive development process are expected to change
the economic landscape of not only East Asia but also of the entire world in the next two decades. In this
respect, China’s role in both regional and global economy is essential in maintaining economic and financial
stability. In this volume, a number of renowned Chinese scholars and other experts in international finance
and development present various views on China’s current state of development and future prospects, and
discuss the challenges Chinese policymakers are likely to face when dealing with domestic, regional and
international economic issues.
Against this background, this edited volume aims to provide an illuminating insight into China’s role in
fostering financial stability and growth in the Asian region and the world economy. The conference was held
at Seoul National University (SNU) on 27-28 March 2003 and jointly organized by the Forum on Debt and
Development (FONDAD), the Korea Institute for International Economic Policy (KIEP), and the School of
International and Area Studies of the Seoul National University with the co-sponsorship of the Dutch Ministry
of Foreign Affairs, the Asian Development Bank, the International Monetary Fund, and the World Bank.

Inward Foreign Direct Investment into Korea: Recent Performance and
Future Agenda

Discussion Papers

by June-Dong Kim (Feb. 2003)
ISBN 89-322-4131-7 / A5 / 56pp. / USD 2
After the financial crisis of 1997, the Korean government drastically changed its policy toward foreign
direct investment (FDI) by implementing extensive liberalization measures and undertaking all-out
efforts to promote FDI. Thanks to these policy changes accompanied by the global IT boom, FDI
flowed into Korea in a record amounts during the period 1999-2000.
However, FDI inflows into Korea fell sharply in 2001. This rapid fall of FDI inflows into Korea in 2001
was largely due to the slowdown of the world economy. It can also be attributed in part to the
increasing tendency of creditors and corporate executives not to sell their assets below their perceived
level of a proper price. In addition, the government has become more cautious and attentive to
the opposition groups in that it not only hesitate to make a timely decision on the sale of bankrupt
companies but also make no strong efforts to persuade the resisting labor unions or to educate the
general public.
In order to reach the next plateau where more FDI will flow into Korea, it is needed to remove certain
remaining barriers. According to a recent survey by the American Chamber of Commerce in Korea
(AMCHAM Korea) on the overall investment environment, the key areas to improve upon in order to
attract more FDI into Korea are tax environment, foreign exchange controls, labor flexibility issues,
English language skills and country image.
Firstly, the government needs to reduce the uncompetitive corporate and income tax rates. The
government is reluctant to reduce the overall tax rates due to concerns on the effect on tax revenue.
A recommendation is to raise the property tax rate which is relatively lower than that of other
industrialized countries and lower the corporate and income tax rates.
It is also necessary to expedite the abolition of the foreign exchange control before the target year of
2011, which may be too late for Korea to compete with other neighboring countries for the business
hub in Northeast Asia in this rapidly changing world economic environment. Considering that
Korea’s foreign exchange reserves is US$ 121.4 billion as of December, the government should not
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overly apprehend the possibility of capital flight.
The recommendation to enhance labor flexibility is to reform the labor laws to provide for a greater
balancing of interests between management and labor. However, the lack of labor flexibility and
unfavorable labor relations is a byproduct of the prolonged oppression during military dictatorship in
Korea. In addition, it is closely related with the lack of a proper social safety net in Korea. Hence, it is
more reasonable to take a gradual approach by exploring more success stories of labor relations and
by publicizing them as well as by reinforcing the social safety net.
For a company looking to establish its regional headquarters in Asia, the executives emphasized that
regional staff must be able to communicate their ideas effectively to other affiliates as well as to the
headquarter office while possessing the ability to think globally and make sound business decisions.
A policy initiative can be made to help each elementary and middle schools employ native English
teachers.
In order to close the gap that exists between Korea’s current image and the reality, it was
recommended that Korea first establish what the gap is, then plan and launch a long-term cohesive
image campaign to improve its global image.
There also remain some entry barriers in a few of the services market, including legal, medical,
education and audio-visual services. Opening up the legal services market is particularly important
in attracting FDI since many prospective foreign investors complained about the fact that the law
firms employed by the investors in their native countries are not operating in Korea. Lack of foreign
schools and hospital clinics as well as restrictions on cable and satellite broadcasting are among
the grievances filed by foreign investors. Liberalizing audio-visual services can also contribute to
projecting the country’s image as one of an open society.

The Need for Intraregional Exchange Rate Stability in Emerging East Asian
Economies
by Jonghwa Cho (May 2003)
ISBN 89-322-4134-1 / A5 / 42pp. / USD 2
There are three major reasons why the emerging East Asian market economies need to cooperate to
concert their exchange rate policies.
First, intraregional trade is increasing in this region. At present, the share of intraregional trade to total
trade in East Asia is almost 50%. As intraregional trade becomes increasingly important for the future
growth of this region, intraregional exchange rate stability will become all the more necessary.
Second, the structure of export commodities of the East Asian countries is becoming more similar.
Calculating the Export Similarity Index of East Asian countries, we found that ANIEs have been
following Japan in terms of their export commodity structure, while the ASEAN countries and China
have been following the ANIEs. These patterns explain why changes in the exchange rate of one
country affect the exports of another country. With the region’s heavy dependence on exports,
intraregional exchange rate stability is important for macroeconomic stability.
Third, there have been macroeconomic instabilities as the yen/dollar exchange rate fluctuates
in the international foreign exchange market. When the yen appreciates against the dollar, the
growth rate of emerging East Asian markets increases and vice versa. And because the export
commodity structures of the East Asian countries is becoming similar, exchange rate fluctuations
in any one country, as well as changes in the yen/dollar rate, affect the exports and GDP of other
countries. Therefore, East Asian countries have to cooperate in their exchange rate policy to avoid
macroeconomic instability due to intraregional exchange rate fluctuations.
Reviewing the establishment process of the European Monetary System, it seems evident that the
shared vision and policy directions on regional exchange rate cooperation and a realistic strategy
were the most important factors. For the successful establishment of a regional currency cooperation
body in East Asia, it is most important for the political leaders of the region to have a shared vision
on the need for regional monetary cooperation. For this we suggest greater research by East Asian
research institutions on the necessity, impact and feasibility of East Asian exchange rate policy
cooperation.

Evolving Patterns of Corporate Financing in Korea
by Haesik Park and Yunjong Wang (Jul. 2003)
ISBN 89-322-4140-6 / A5 / 67pp. / USD 5
Like many other countries in East Asia before the financial crisis of 1997, Korea relied heavily on
bank intermediation for corporate financing. The growth-oriented strategy of Korean banks, which
neglected profitability and proper risk management, resulted in the inefficient allocation of financial
resources and allowed Korean firms to have easy access to bank loans. However, the corporate
financing patterns of Korea remarkably changed after the crisis. Korea’s corporate sector increased its
reliance on internal financing after the crisis while direct financing became a popular form of external
financing, especially for large business conglomerates. At the same time, Korean banks began to
reduce their lending to the corporate sector, shifting more attention to the household sector. Bank
disintermediation has also emerged as one of the distinctive characteristics associated with the postcrisis Korean financial sector as banks move away from their traditional role of lending to become
more involved in securities investment.

Trade Facilitation in the WTO: Implications for Developing Countries and a
Roadmap to Cancun
by Chan-Hyun Sohn and Junsok Yang (Jul. 2003)
ISBN 89-322-4141-4 / A5 / 87pp. / USD 5
The 1996 WTO Ministerial conference, held in Singapore, mandated that WTO member countries
carry out exploratory and analytical work on the simplification of trade procedures to assess the scope
for WTO rules in trade facilitation. Consequently, trade facilitation is known as one of four Singapore
issues that has become subject to negotiations in the Doha Development Agenda.
The current state of discussions on trade facilitation entails some fundamental problems. First, it is
not entirely clear whether negotiations can begin after the 2003 Cancun Ministerial conference,
since the Members must form a consensus on the modality of negotiations. Even if a consensus can
be formed, the current schedule calls for the completion of all negotiations by the end of 2004. The
negotiations must be completed within a year unless Members agree to extend the deadlines, so
they should proceed very quickly.
There is little question that pursuing trade facilitation by itself is something that most Members
would find advantageous. The question, then, is whether trade facilitation should be pursued within
the context of the WTO and if so, the time schedule, details and level of obligation and coverage the
pursuit of trade facilitation should follow.
This paper suggests a roadmap for a successful Cancun Ministerial conference. First, given the
importance of trade facilitation, it would be desirable for the WTO to be involved in some way.
The WTO has already incorporated several aspects of trade facilitation through GATT Articles V, VIII
and X. However, for negotiations on trade facilitation to begin, they must be separated from other
Singapore issues.
In fact, it may be better to pursue three separate Understandings on implementation, one each
for Article V, VIII and X. There are several reasons for such a negotiating strategy. First, the level
of discussion is much more advanced for Article X than for Articles V and VIII. In addition, the
transparency issues covered in Article X may be less controversial and less technical than those
covered under the other two Articles because most member countries already have various
transparency mechanisms in place and there are precedents for other agreements.
Since one of the advantages held by the WTO over other multilateral organizations is the dispute
settlement mechanism (DSM), it would make sense to allow the DSM in trade facilitation
agreements. The use of the DSM, however, needs to be limited to cases where there is a consistent
systematic pattern of problems with complying over a provision in the agreement. The DSM should
not be used over a single, isolated incident, nor used as a retaliatory measure for market opening.
Finally, trade facilitation should be pursued by a multilateral rather than plurilateral agreement. Given
that trade facilitation is a subject which may require extensive multilateral regulation, it would be
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better for all Members to have input in the negotiations and the final drafting process rather than
only having a limited number of signatories responsible for drawing up the agreement and, even
more importantly, revising the document in the future.

Moving Forward on the Establishment of an Effective Surveillance System
and an Improved Financial Architecture for East Asia
by Yunjong Wang and Wing Thye Woo (Dec. 2003)
ISBN 89-322-4146-5 / A5 / 69pp. / USD 5
The goal of this study is to contribute to the efforts to construct regional financial arrangements that
would reduce the occurrences of financial crisis, and lower their costs. This study will confine itself to
the issues related to crisis prevention through mutual surveillance. This study will review and assess
existing regional or sub-regional arrangements covering information exchange, surveillance systems,
and institutions. In particular, in relation to the current development of the Chiang Mai Initiative (CMI),
our analysis will focus on how to strengthen mutual surveillance processes through regional policy
dialogue.

Working Papers

Trade Integration and Business Cycle Synchronization in East Asia
by Kwanho Shin and Yunjong Wang (Feb. 2003)
ISBN 89-322-4130-9 / A5 / 50pp. / USD 2
As trade integration deepens in East Asia, it is expected that there will be closer links in business cycles
among East Asian countries. Theoretically, however, increased trade can lead business cycles across
trading partners to shift in either direction: while inter-industry trade resulting in higher specialization
would induce less synchronization, intra-industry trade could overturn this tendency. By using the
data for twelve Asian economies, this paper finds that intra-industry trade is the major channel
through which business cycles become synchronized among Asian economies, although increased
trade itself does not necessarily lead to close business cycle coherence. This result has important
implications for the prospects of a currency union in the region.

 ow to Mobilize the Asian Savings within the Region: Securitization and
H
Credit Enhancement for the Development of East Asia’s Bond Market
by Gyutaeg Oh, Daekeun Park, Jaeha Park, and Doo Yong Yang (Mar. 2003)
ISBN 89-322-4132-5 / A5 / 93pp. / USD 5
The Asian crisis in 1997 has brought significant changes to the form of capital flows in East Asia, and
to the structure of capital market in the region. One of the biggest changes in the capital movement
in East Asia and development of the East Asian capital market is current account surplus of most
major East Asian countries, including the crisis countries since the 1997 Asian currency crisis. This led
them to switch from being capital importers to capital exporters. Further, the current account surplus
was translated into a rapid increase in foreign exchange reserves. Expanded foreign exchange
reserves prompted East Asian countries to import safe assets and export risky assets. This recent trend
of capital movement is likely to undermine capital market development in the region and have a
negative impact on the East Asian economy. First, the strong tendency of East Asian countries to
invest in safe assets of advanced economies and of advanced economies to invest in risky assets of
East Asia all but causes East Asian economies to reduce the earnings from asset management and to
raise the East Asian risk premium. Second, such capital flows do not contribute positively to the
development of the East Asian capital market. It would mean the same as deliberately abandoning
the opportunity for the East Asian financial market to grow. Third, the characteristic of such capital
flows results in raising the possibility of a currency crisis in East Asia. Investment of advanced
economies in East Asia is concentrated on risky assets, regardless of enough foreign exchange
reserves, which can induce a sensitive response to even a slight increase of risk. There lies a problem
in trying to avert a possible currency crisis every time the size of import of risky capital grows: to get

more foreign exchange reserves. Steady current account surpluses are critical for steady growth of
foreign exchange reserves, but this would further increase the overseas liabilities of the United States.
That would lead to bigger risks to the international financial market, in the case of US dollar
depreciation in an attempt to manage the risk of increasing current account deficit in the United
States. In particular, East Asian countries whose foreign exchange reserves are for the most part made
up of dollar-denominated assets would suffer bigger losses.
The development of bond market, therefore, is important for supplementing the vulnerable structure
in East Asia. It would turn the investment of advanced economies in risky assets to investment in
safe assets, as well as contributing to the development of the East Asian capital market. A stumbling
block to the current bond market development in East Asia is generally low credit and liquidity. The
investment of surplus capital in Asia is concentrated on foreign exchange reserves. Considering
that the central bank has to manage foreign exchange reserves safe and sound, surplus capital
should be invested in assets with high credit and abundant liquidity. However, the credit rating of
East Asian bonds, except for those of Japan and Singapore, is not high enough. Furthermore, the
liquidity in bond markets is so low that liquidity risks prevent active investments by foreign and
regional investors. East Asian bond markets with quality and liquidity would surely promote more
regional investment as well as investment from advanced countries. However, the development of
bond markets in East Asian countries requires much time and effort to build comprehensive market
infrastructure. In advanced economies, the emergence of various types of institutional investors and
asset diversification led to the expansion of gross capital flows among advanced economies. In this
vein, the increase of gross capital flows in East Asia is closely related to the risk attitude of regional
investors and the risk profile of regional issuers.
Securitizaiton is a scheme that is capable of narrowing the credit gap and the maturity gap between
investors and issuers in the region. However, it should be noted that East Asia’s financial environment
is very different from that of advanced economies. Adoption of securitization does not mean
immediate growth of well-functioning securitization market in East Asia. In that perspective, the role
of government is critical. To promote securitization in East Asia, strategic agents are indispensable, but
under the present circumstances, it is difficult to expect strategic agents to emerge from the private
sector. As in the case of Korea, the government can actively build the infrastructure for securitization
and create supply and demand for specific products (such as securitization of non-performing
loans), and the private sector can utilize that in expanding the supply and demand of other products
such as mortgage backed securities and collateralized loan obligations. In that respect, the East
Asian governments should play the role of strategic agents to stimulate securitization in the region
at this stage. In the short run, securitization can be a measure to increase the capital flow within
the East Asian region. Nonetheless, capital movement in the East Asian region is fundamentally a
comprehensive issue that involves development of regional capital market infrastructure and increase
of institutional investors.

International Capital Flows and Business Cycles in the Asia Pacific Region
by Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang (Mar. 2003)
ISBN 89-322-4133-3 / A5 / 74pp. / USD 5
This paper documents the evidence of business cycle synchronization in the selected Asia Pacific
countries in the 1990s. We also find that business cycles in the Asian crisis countries are highly
synchronized with those in Japan. We explain business cycle synchronization by focusing on the
channel of international capital flows. Using the VAR method, we find that most Asian countries
experience boom-bust cycles following capital inflows and that boom in output is mostly driven
by consumption and investment. Empirical evidence also shows that capital flows in the region are
highly correlated, which supports the conclusion that capital market liberalization contributed to
business cycle synchronization in Asia.
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Dynamics of Open Economy Business Cycle Models: The Case of Korea
by Hyungdo Ahn and Sunghyun H. Kim (Jun. 2003)
ISBN 89-322-4135-X / A5 / 70pp. / USD 5
 small open economy such as Korea is vulnerable to outside shocks, in particular, world interest rate
A
shocks, exchange rate shocks (or the terms of trade shocks), and foreign productivity shocks. Many
researchers have empirically analyzed the effects of these shocks on macroeconomic variables using
various time series estimation methods including the VAR. However, there has been an increasing
demand for an analysis based on a simulation method using dynamic stochastic general equilibrium
(DSGE) models, because the empirical estimation can only provide ad-hoc economic interpretations
of the results.
We construct a fully expanded DSGE model for a small open economy and calibrate the model
to match the model characteristics to those observed in the Korean data. We explicitly model the
nontraded sector of the economy. We focus on the dynamic effects of external shocks.
The business cycle statistics of Korea show that we can observe most stylized facts of business cycles
in general: consumption is less volatile than output and investment and external balances are more
volatile than output. Consumption and investment are pro-cyclical. The statistical analysis also reveals
that the pattern of business cycles in Korea is more similar to the patterns in the G7 countries than
in the Asian countries. We also investigate the fit of the model by comparing the second moments
from the data with those from the model simulations. In general, this model does a good job of
matching the second moments. However, the results are sensitive to the parameter values and model
specifications.
Impulse response analysis provides several interesting findings. First, compared to other studies
that have analyzed business cycles in a single good setup, this model provides important insights
regarding the responses of the economy to the productivity shocks. Even though the aggregate
variables respond in a similar manner to the productivity shocks in the exportable and nontraded
sector, the price variables respond in a totally opposite manner. If a positive productivity shock occurs
in the exportable sector, then the domestic price increases and the real exchange rate appreciates.
However, when a positive shock occurs in the nontraded sector, then the domestic price decreases
and the real exchange rate depreciates. This feature cannot be captured in a single good model.
Second, an improvement in the terms of trade has positive effects on investment, output and
consumption. These results confirm the predictions of the Harberger-Laursen-Metzler. Third, a
decrease in the world interest rate has a significant and positive effect on investment.

The Effects of Capital Outflows from Neighboring Countries on a Home
Country’s Terms of Trade and Real Exchange Rate: The Case of East Asia
by Sammo Kang (Jun. 2003)
ISBN 89-322-4136-8 / A5 / 59pp. / USD 5
While there is an extensive body of empirical analyses showing that currency crises tend to be
regionally concentrated to specific areas and contagious to countries with high levels of trade, there
has been insufficient research on the mechanisms underlying such tendencies. Using a two-country
model, we investigate the possibility of a deterioration in the terms of trade and a rise in the real
exchange rate of a home country in the case of capital outflows from its trade partner. In addition,
an empirical analysis of East Asian countries conclusively shows that some countries conform to the
model. If the actual real exchange rates do not rise immediately but remain overvalued, a currency
crisis in the home country would become more likely. Generally, neighboring countries trade
extensively with one another for reasons like low logistics costs. This paper finds that such patterns of
trade can be one reason for a currency crisis being regional.

Fear of Inflation: Exchange Rate Pass-Through in East Asia
by Sammo Kang and Yunjong Wang (Sep. 2003)
ISBN 89-322-4137-6 / A5 / 43pp. / USD 2

The purpose of this paper is to empirically examine the pass-through of exchange rates for import
prices and consumer prices in a few selected East Asian countries-Japan, Korea, Singapore and
Thailand. According to our empirical results, first, exchange rates had a greater impact on import
prices than on consumer prices in all four countries. Second, the impact of exchange rates on
import and consumer prices increased in Korea and Thailand after the 1997 currency crisis.

 acroeconomic Adjustments and the Real Economy in Korea and Malaysia
M
Since 1997
by Zainal-Abidin Mahani, Kwanho Shin, and Yunjong Wang (Jun. 2003)
ISBN 89-322-4138-4 / A5 / 103pp. / USD 5
This paper aims to review the post-crisis macroeconomic adjustment and the impact of policy
responses on the real economy in Korea and Malaysia. While both countries suffered under the Asian
financial crisis, their policy responses were quite different. Korea sought liquidity assistance from
the IMF, which obliged it to comply with the IMF’s structural adjustment program, while Malaysia
was able to maintain policy independence in the process of crisis resolution. Korea and Malaysia
adopted policies at opposite extremes in terms of capital market opening in response to the crisis. For
example, Korea drastically liberalized its capital account (but kept a few restrictions of capital outflows
by residents) with a free floating exchange rate regime, while Malaysia implemented more stringent
capital controls with a return to a fixed exchange rate regime. Despite the different policy stances
in terms of capital account and exchange rate regime, the swift change toward an expansionary
macroeconomic policy stance helped the two economies recover quickly. The positive role of
counter-cyclical macroeconomic policies in the post-crisis recovery raises the question of whether
the initial tightening of monetary and fiscal policy was kept high for too long and as a consequence
deepened the crisis in Korea.

Potential Impact of Changes in Consumer Preferences on Trade in the
Korean and World Motor Vehicle Industry
by Sang-yirl Nam and Junsok Yang (Jun. 2003)
ISBN 89-322-4139-2 / A5 / 71pp. / USD 5
In recent years, the United States has accused Korea of having an anti-import bias when it comes to
motor vehicles. US maintains that imports of motor vehicles in Korea is unusually low because Korean
consumers will not purchase foreign vehicles due to nationalistic or patriotic reasons. In this paper
we look at what would happen if consumers, Korean and worldwide, eliminate their preference for
domestic vehicles and judge both domestic and imported vehicles from different sources on equal
criteria in terms of substitutability among them. Since tariff barriers for passenger cars in Korea
are relatively low at 8%, a traditional approach, which looks at trade liberalization through tariff
reduction, is not likely to show a substantial change on trade. To examine the possible consequences
of changes in consumer preference on trade, we see what happens when substitution elasticities
concerning consumption behavior between domestic and imported motor vehicles are changed in
the GTAP model. When the entire world eliminates its discriminatory preference for domestic motor
vehicles, motor vehicle industry imports and exports for all countries will increase. In addition, the
domestic production and trade balance of the motor vehicle industry, welfare, and GDP will rise or
improve for motor vehicle net-exporting countries such as Korea, Japan and EU, while the variables
for motor vehicle net-importing countries such as US, Other Asia and Rest of the World will fall or
worsen.

The Effect of Labor Market Institutions on FDI Inflows
by Chang-Soo Lee (Oct. 2003)
ISBN 89-322-4142-2 / A5 / 59pp. / USD 5
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This study examines the impact of strengthening employment protection legislation, the structure
of collective bargaining (centralization and coordination) and other labor market variables (national
levels of unionization, strike levels and tax wedges on labor income) on a country’s FDI inflows.
Examining 29 OECD nations, our statistical analysis shows that strict EPL, which increases labor
market rigidity, is usually associated with lower levels of FDI shares. Japanese investors are more
sensitive to employment protection measures in choosing destinations for FDI than others. A
1-percentage-point increase in EPL causes a decrease of about 4.2 percent to Japan’s FDI share,
compared to the decrease of 2.2 percent that results in the worldwide share. Finally, we discuss the
implications of the recent employment protection policies in Korea that focus only on the interests
of inside labor, reducing FDI inflows as well as neglecting the interests of outside labor (unemployed
and future labor). Thus, policies for spending on outside labor and promoting entrepreneurship are
necessary for national welfare to increase.

Finance and Economic Development in East Asia
by Yung Chul Park, Wonho Song, and Yunjong Wang (Oct. 2003)
ISBN 89-322-4143-0 / A5 / 61pp. / USD 5
Despite the increasing trend toward market-based finance systems, most East Asian countries
still have bank-based systems. The purpose of this paper is to examine the extent to which bankbased financial development in East Asia has contributed to economic growth. To do this, a series
of empirical analyses are conducted to gauge the effects of changes in the exogenous component
of financial development on economic growth by using data on East Asian and Latin American
countries for the 1960-97 period. Our empirical results show that the exogenous changes to financial
development in East Asia have a strong, positive impact on growth rates. However, we find that there
is weak evidence of a negative relationship between finance and growth for Latin American countries,
a finding consistent with that of de Gregorio and Guidotti (1995).

Exchange Rat Uncertainty and Free Trade Agreement between Japan and
Korea
by Kwanho Shin and Yunjong Wang (Oct. 2003)
ISBN 89-322-4144-9 / A5 / 61pp. / USD 5
In this paper, we empirically analyze how increased exchange rate volatility influences the volume of
trade between Japan and Korea and between these two countries and the United States. Our results
strongly suggest that the increased exchange rate volatility is negatively related to the trade volume
between Japan and Korea and the U.S., Japan and Korea. Despite the evidence that exchange rate
stability promotes trade, the discussions on the Japan-Korea FTA are proceeding without emphasis on
exchange rate coordination. While the EU integration process was fortified initially by exchange rate
coordination and later by the introduction of a monetary union, NAFTA presents a contrasting case
of pure trade integration without monetary cooperation. The crucial elements in EU that facilitated
monetary cooperation were: a large trade share among involved countries and strong political will
from member countries. As the Japan-Korea trade integration process, at least in isolation, lacks both
elements, it is not likely that any explicit monetary or exchange rate coordination will naturally arise.

The Decision to Invest Abroad: The Case of Korean Multinationals
by Hongshik Lee (Dec. 2003)
ISBN 89-322-4145-7 / A5 / 65pp. / USD 5
R
 ecent firm-based empirical studies find that firms that serve foreign markets either through exports
or foreign direct investment (FDI) are more efficient than their domestically oriented counterparts.
However, recent empirical literature attributes these differences to only exports. The purpose of this
paper is to extend some recent works to study the link between firm performance of multinationals
and choice to participate in the foreign investment. In so doing, this paper explicitly differentiates

exports and FDI decisions. Using firm-level data for large Korean manufacturing firms, I provide
evidences that the premium for FDI is huge compared to exports, and good firms do FDI. Studying
performance across firms, I find that firms that do FDI in the future outperform other firms in all
possible dimensions: they are larger, pay higher wages and are also more productive. These results
are consistent with self-selection of a good firm into the FDI. I also find clear evidence that past FDI
experience has a strong positive effect on the probability of current investment abroad. This implies
that there may be some learning-by-doing effects.

Financial Integration and Consumption Risk Sharing in East Asia
by Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang (Dec. 2003)
ISBN 89-322-4147-3 / A5 / 45pp. / USD 2
This paper estimates the degree of consumption risk sharing and analyzes the channels of consumption
risk sharing among the ten East Asian countries. Estimation results show that a bulk of cross-sectional
variance of GDP, about 80 percent, is not smoothed within the region, which suggests that the
degree of consumption risk sharing is far from complete and very low in the region. Capital markets
play a minimal role, and credit markets provide a positive but limited role. These results imply that
market channels do not function well in smoothing idiosyncratic output shocks. To be consistent, we
also find that potential welfare gains from consumption risk sharing within East Asia are quite large.
Compared to OECD countries, the degree of risk sharing achieved is lower and the potential gains
are larger in East Asian countries, but the degree of risk sharing and the potential gains are similar in
relatively more developed East Asian countries.

Intra-industry Trade and Productivity Structure: Application of a
Cournot-Ricardian Model
by E. Young Song and Chan-Hyun Sohn (Dec. 2003)
ISBN 89-322-4148-1 / A5 / 35pp. / USD 2
This paper extends the reciprocal dumping model of trade to a general equilibrium theory. We
merge the Cournotian model of Brander (1981) with the Ricardian model of Dornbusch, Fischer and
Samuelson (1977). In this Cournot-Ricardian model, we find that the share of intra-industry trade in
total trade increases with a similarity between trading partners, where the similarity is measured in
terms of the industrial distribution of labor productivities. Thus our model provides another microfoundation to the general finding that the share of intra-industry trade is high when the trading
partners are at a similar level of development. We also put this new model to a test. Using the data
on trade and productivity, we find that the industrial distribution of labor productivities has significant
explanatory power over the variations of intra-industry trade across country-pairs. This new variable
seems to perform as well as the more popular variable, such as factor proportion, in explaining the
share of the intra-industry trade.

Corporate Restructuring in Korea: Empirical Evaluation of Corporate
Restructuring Programs
by Choong Yong Ahn and Doo Yong Yang (Dec. 2003)
ISBN 89-322-4149-X / A5 / 51pp. / USD 2
Since the financial crisis in 1997, several attempts have been made in restructuring the corporate
sector in Korea to strengthen the corporate sector as well as financial sector, as the two restructuring
tasks are two side of the same coin. As a result of massive bankruptcies due to the systemic crisis of
1997, both the out-of-court rehabilitation process and court-led bankruptcy procedures needed
to change. To handle massive bankruptcies in the short run and resolve systemic inefficiency in the
corporate sector, comprehensive reform measures were required. The government implemented
numerous reform measures, but three areas in corporate sector reform were emphasized. First,
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out-of-court corporate restructuring was implemented. Reducing corporate debt and bringing
accounting practices in line with international standards were the main objectives of the corporate
sector restructuring. Second, the legal framework for bankruptcy processes was strengthened
to support the rehabilitation and liquidation of insolvent firms. Third, to facilitate the exit or
rehabilitation of distressed firms, financial intermediaries such as CRF, CRC, CRV and CR-REITs were
introduced. We briefly review the corporate sector reforms in Korea to gain an understanding of how
corporate sector reforms have evolved and developed in section 2. The corporate sector reforms after
the crisis contributed to overcoming inefficiency in the corporate sector and the development of a
more market-driven economy. A strong threat of court-led bankruptcy proceedings and liquidation
induced debtors to restructure their obligations directly with their creditors. An efficient and reliable
system of enforcing creditor rights and managing corporate distress promoted financial discipline
and reinforced prudent lending by providing an orderly mechanism for non-viable firms to exit the
market and for the rehabilitation of distressed, but viable companies. To increase the efficiency of
court-led bankruptcy proceedings and bring predictability and certainty to the insolvency regime,
fragmented bankruptcy laws including the Bankruptcy Act, Composition Act, Court Reorganization
Act as well as the Corporate Restructuring Promotion Act should be harmonized. Furthermore,
creating a unitary insolvency law would eliminate the complication of transferring out-of-court
procedures to the court.
In section 3, we evaluate the rehabilitation measures for corporate restructuring from firm-level
data. It is shown that the bankruptcy system in Korea has fundamentally changed since the crisis
so that economic criteria is absolutely important in determining whether a firm goes bankrupt.
The estimation for the pre-crisis period shows that profitability and the degree of leverage cannot
explain the insolvency of a firm. However, The financial conditions for an ailing firm turn out to
be important factors in determining whether a firm is under court receivership, composition or
workout procedure for the post-crisis period. Especially the profitability of individual firm, such as
ROA and ROE, are statistically significant in explaining the bankruptcy. In addition, the degree of
leverage also provides significant factors for the bankruptcy. A highly leveraged firm is more likely
to have a financial problem by showing that the coefficients of debt/asset are statistically significant
and positive. Moreover, rehabilitation measures contribute to increasing the firm’s profitability.
This paper also shows that the ability of a firm to repay its debt is not considered in deciding the
firm’s insolvency. Interestingly, this paper shows “that the too big to fail” still prevails in the market,
but further studies are needed to investigate the reason why chaebol companies are less likely
bankrupted. We also analyze the effectiveness of corporate rehabilitation procedures, and find that
the only factor significant to the profitability of a firm is interest cost/total debt. This indicates that
the corporate rehabilitation procedures, especially workout procedure, are heavily concentrated on
the financial restructuring of insolvent firms rather than operational restructuring. This implies that,
despite the improvement in financial statement, overall profitability of domestic companies remains
weak because of large interest burden from debt and lack of operational restructuring.
Capital market development will improve the efficiency of corporate bankruptcy procedures in Korea.
High-yield financial asset markets or corporate restructuring markets provide important infrastructure
for a market-based financial system. Since the problems of continuing non-viable firms will prevail
in Korea, the market-based corporate restructuring market is necessary to facilitate efficient exit and
rehabilitation strategies for both creditors and debtors of a distressed firm. Obviously, this will reduce
future system risk for the corporate sector as well as the financial sector.

Specialization and Geographical Concentration in East Asia: Trends and
Industry Characteristics
by Soon-Chan Park (Dec. 2003)
ISBN 89-322-4150-3 / A5 / 57pp. / USD 2
In this paper, we examine changes in patterns of specialization and geographical concentration in
East Asia. We found that relative specialization, on average, has decreased in East Asia, implying that
the economic structures of East Asian countries have been converging. Investigating changes in the

industrial characteristics, it is shown that the differences in economies of scale between East Asian
countries have been greatly reduced over time. In addition, we also identified that geographical
concentration has increased. During the 1989/91-1995/96 period, 17 industries experience the
increase of geographical concentration more than 10 percent, while only three industries show
the decline in geographical concentration more than 10 percent. The industries with increased
concentration are characterized by above the medium level of economies of scale, capital and skill
intensity. In comparison with the United States and the EU, East Asian countries show a low level
of specialization and concentration. Thus, if East Asia countries follow the development patterns
of the more integrated regions, a regional trading agreement in this region may lead to further
specialization and concentration.

 rade Structure and Economic Growth - A New Look at the Relationship
T
between Trade and Growth
by Chan-Hyun Sohn and Hongshik Lee (Dec. 2003)
ISBN 89-322-4151-1 / A5 / 43pp. / USD 2
What is the relationship between trade and economic growth? Due to the ambiguity of the
relationship between trade and growth, the empirical relationship remains open (Rodriguez &
Rodrik 2001, Baldwin, 2003). This paper introduces “trade structure” variables, borrowing from the
structure-conduct-performance (SCP) paradigm of Industrial Organization literature, and applying
them to the relationship. A dynamic panel estimation for the data of 66 countries during 1991-2001
is used to verify the validity and robustness of the relationship. Trade structure variables that represent
Heckscher-Ohlin model and Product Differentiation model respectively show strong evidence of
positive effects on growth. This paper concludes that trade structures, not trade, well explain growth.

Trade Structure and Complementarity among APEC Member Economies
by Sang-yirl Nam (Dec. 2003)

APEC Study Series

ISBN 89-322-0036X / A5 / 254pp. / USD 10
APEC has pursued economic cooperation among its member economies in the Asia-Pacific region
since it was launched in 1989. In particular, APEC aims to foster free and open trade and investment
in the Asia-Pacific region by 2010 for developed economies and 2020 for developing economies
through the 1994 Bogor Declaration. To achieve this goal more efficiently, we need to know better
about the structure and relationships in international trade among APEC member economies. The
purpose of this study is to analyze the trade structure of 21 APEC member economies since the
establishment of APEC, emphasizing complementarities among APEC members that would enhance
integration through international trade. By using the index of trade conformity (ITC), the extent
of complementarity in the aggregate trade structure between APEC member economies will be
evaluated. Some commodities that make relatively large contributions to the ITC, and hence could
potentially increase trade among APEC member economies, will also be identified. In addition,
potential trade levels for each combination of APEC member economies are estimated with the
gravity model of trade and compared with their recent actual trade performances. Based on the
results from the analysis, some common sectors or ways to enhance the integration of APEC as a
whole through international trade and enlarge mutual benefits among APEC member economies will
be examined.

Korea’s FDI in China: Status and Perspectives
by Yao Shumei (Dec. 2003)
ISBN 89-322-5048-0 / A5 / 42pp. / USD 2

CNAEC Research
Series
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Korea’s FDI in China has been the major impetus for the rapid growth of bilateral economic
linkage. Korean investment in China has contributed to Korea’s trade growth and competitiveness
improvement, and it has benefit the Korean trade surplus and decreases Korean trade conflicts with
other countries. In the meantime, Korean investment also has had a positive effect on employment,
tax revenue, trade with other countries and industrial competitiveness in China. Since 2002, China
has replaced the U.S. to become the largest investment destination for Korean FDI. Therefore, Korea’s
FDI will play more and more important role in bilateral economic linkage.
In China, with its accession to WTO, there are some changes to the country’s FDI utilization.
Multinational companies have been increasing their investment in China rapidly, and the service
industry has become a new hot spot for foreign investment, which entailing a new environment for
Korean investment in China in the future.
In view of the outlook for China-Korea investment cooperation in the future, there will be some
changes to Korean FDI in China. Korean conglomerates will play an increasingly active role in the
future more Korean investment will be directed to the Yangtze River delta region and the share
of investment in service sector will grow. In the meantime, the Chinese investment environment
will become more convenient due toits accession to WTO, while its high economic growth, the
’Western Development’ strategy and the upcoming 2008 Olympic Games will offer a lot of business
opportunities. All these changes mean that investment cooperation between China and Korea will be
strengthened in the future.
However, there are also many barriers and challenges that the two countries will have to face.
First, the two governments should adopt active measures to boost bilateral trade, and improve
the current trade imbalance. Second, the Chinese government should endeavor to make its
hard and soft investment environment more convenient, including further reform on regulation,
legislation, customs, taxation and payment. As for Korean enterprises in China, it is necessary for
them to introduce high technology in China in order to improve their competitiveness. It is also
very important for Korean investors to make changes to their management systems in China by
appointing local supervisors in order to make their enterprises more effective. In view of small and
medium-sized enterprises, it is important for them to review the opportunities created by China’s
Western Development strategy.

North Korea Development Report 2002 / 03

Monographs

by Choong Yong Ahn ed. (Dec. 2003)
ISBN 89-322-0035-1 / A5 / 582pp. / USD 20
North Korea has been in political and economic straits since the collapse of the socialist bloc in the
early 1990s. Several problems remain as obstacles to the recovery of the North Korean economy,
including a continued deterioration in overall production, economic inefficiency, difficultly in
foreign relations, and political and military frictions with the outside world. Therefore, North Korea’s
economic development should be made on the basis of the reform and opening of the economic
system and the building of peace on the Korean peninsula through improved relations with
neighboring countries. This process will contribute to the building of a peaceful structure on the
Korean peninsula and international stability as well as having a positive influence on North Korea
itself.
Since the mid-1990s, South Korea and the international community have continued to support North
Korea during severe economic difficulty by providing humanitarian aid to alleviate food shortages.
However, international assistance to North Korea has not been accompanied by internal economic
reform, and food shortages were only assuaged in the short run. Looking at these circumstances, the
reform and opening of North Korea could be the most fundamental condition for economic recovery
and the expansion of international assistance.
North Korea, however, has showed some signs of change in its economic management since 2002.
Its major innovative policies can be summarized as a partial introduction of free market prices and
revison of the distribution system, the revaluation of a foreign exchange rate, the expansion of

managerial autonomy in the corporate sector and the strengthening of the incentive system. This
new economic policy has been seen to be more comprehensive than the partial reforms of the
economic management system made in the past.
However, due to North Korea’s insulation from the outside world, the international community knows
little about the North Korean economy or how it is managed. Therefore, the most fundamental
task in incorporating North Korea into the international society will be to understand the workings
of North Korea, especially its economic system. Recently, the changes in North Korea’s economic
system have attracted outside interest, but there is much confusion as to the characteristics of the
changes and their future direction due to the lack of comprehensive data. This is principally because
North Korea operates independently from the global economic system and therefore does not share
information with other economies. Consequently, this lack of information has limited the research
on the North Korean economy greatly and efforts to systematically collate the research that has
been completed has been lacking. Accordingly, policy makers, researchers and students experience
confusion and difficulty when attempting to understand North Korea.
To enhance the understanding of readers in Korea and abroad, KIEP is releasing both English and
Korean versions of the “North Korea Development Report.” This report was enabled through a
research collaboration agreement between the Korea Institute for International Economic Policy and
the JWK International Corporation, a private consulting firm in the United States.
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Currency Union in East Asia
by Han Gwang Choo and Yunjong Wang eds. (Nov. 2002)
ISBN 89-322-1140-X / A5 / 249pp. / USD 10
In the wake of the financial crisis many East Asian economies including South Korea have adopted a more
freely floating exchange rate system? in some cases, in consultation with the IMF. Prior to the financial crisis
many East Asian currencies appeared to be de facto pegged to the US dollar and highly overvalued, leading
to huge current account deficits, which are regarded by some observers as one of the causes of the crisis.
As a lesson from the recent crisis, one widely shared conclusion is that soft-peg exchange rate regimes are
extremely vulnerable and inherently crisis-prone in a world of volatile capital movements. Consequently, a
number of relatively fixed rate countries in East Asia were encouraged, in their interest and for the broader
interests of the international community, to adopt floating rate regimes.
Though many East Asian countries are now under a floating exchange rate system since the crisis, there also
appears to be a strong interest in hard pegs in the region. In view of the recent tendency for a polarization
of exchange rate systems, that is, a hard peg for exchange rate stability on one extreme or a pure floating
on the other extreme, East Asian countries may be tempted to try hard pegs if they become dissatisfied with
the pure float currently in use.
Hard pegs considered by the authors include currency board, dollarization (or yenization), and currency
union (monetary union); with the first two being unilateral hard pegs and the last one a multilateral hard
peg. There are the following major developments in the real world for our reference? Argentina and Hong
Kong’s experiences with the currency board, official dollarization in Panama, and the European Union’s
currency union.

East Asian Economic Integration: Recent Development of FTAs and Policy
Implications
by Inkyo Cheong (Dec. 2002)
ISBN 89-322-1142-6 / A5 / 113pp. / USD 10
Until recently, Northeast Asian countries - China, Japan, and Korea- have not participated in any
regional trade agreements. After the financial crisis, however, these countries began to show a great
interest in establishing free trade agreements. In 1998, Korea announced its plan to proceed with
an FTA with Chile and also began a joint study with Japan. In 1999, Korea began FTA negotiations
with Chile and concluded it October 2002. In addition to the FTA with Chile, Korea has been doing
joint researches on an economic effect the FTAs with Japan, New Zealand and Thailand would bring
about. Discussions of an ASEAN-Japan FTA have progressed rapidly since talks of an FTA between the
ASEAN and China blossomed in late 2000. If China, Japan, and Korea competitively pursue bilateral
FTAs with ASEAN, this may result in several important issues such as the spaghetti bowl effects, a hub
and spoke dilemma, regional leadership struggle, etc. Therefore, this book tries to show that an East
Asian FTA covering the whole region is economically desirable, and stresses that East Asian countries
should introduce a region-wide FTA, rather than multiple bilateral or sub-regional FTAs. An East Asian
FTA can be realized in the long term because of economic, political, and social obstacles. East Asian
countries, which already lag behind countries in other regions in terms of regionalism, should not
passively wait for the East Asian FTA, which is likely to take some time to be established. Rather, the
current momentum of increasing discussions and interest in FTAs should be progressively promoted
in order to realize the East Asian FTA. That is, a strategic approach is needed to develop the bilateral
and sub-regional FTAs, currently under discussion, into an East Asian FTA.

 nderstanding the Determinants of Capital Flows in Korea: An Empirical
U
Investigation
by Sammo Kang, Yunjong Wang, Sunghyun H. Kim, and Soyoung Kim (Dec. 2002)
ISBN 89-322-1141-8 / A5 / 110pp. / USD 7
Over the past few decades, we have witnessed a surge in the volume of international capital flows,
in particular into developing countries. Capital flows have both positive and negative effects on the
economy. In order to maximize the benefits of capital flows and at the same time minimize the costs
of capital flows, we first need to understand which factors affect capital flows for certain countries.
In this book, we analyze various factors that determine the magnitude and directions of international
capital flows, using the data of Korea. We investigate the determinants of overall capital flows as
well as each component of capital account such as foreign direct investment, portfolio investment
and foreign bank loans. Understanding the determinants of capital flows is crucial in implementing
proper policies towards stable international capital flows. Policies should depend on whether such
determinants of capital flows are exogenous to the country or domestic economy.

Korea’s Corporate Restructuring since the Financial Crisis
by Chan-Hyun Sohn (Dec. 2002)
ISBN 89-322-1170-1 / A5 / 146pp. / USD 7
The inefficient corporate sector was at the core of the Korean financial crisis that broke out in late
1997. This study tries to review and analyze the Korean economy’s policy measures to restructure the
corporate sector and ultimately restore the economy.
In this book were discussed the four major causes of the financial crisis, following a brief overview of
the event from 1997. The financial crisis was a combination of four inter-related, but logically separate
events: A foreign exchange liquidity crisis brought on by the contagion effect; the chronically weak
financial sector; large corporate sector debts; and the macroeconomic recession. Among these, the
corporate sector debt was a long-term or structural problem which has its roots, among others, in
the history of deep government intervention in the market. The intervention is more specifically the
government-led development strategy that included government guaranteed loans and bail-outs
that created moral hazard problems and led to large non-performing loans (NPLs) and persistence of
inefficient corporate governance and ownership structure.
This study concludes that although many macroeconomic indicators suggest a good recovery of
the Korean economy after the financial crisis, the corporate sector still remains highly leveraged by
international standards and continues to suffer from low profitability and thus to ensure sustainable
development of the economy corporate restructuring must be continuously pursued.

Conference
Proceedings

Korea’s Road to a Sound and Advanced Economy
by Co-authors (Nov. 2002)
ISBN 89-322-3032-3 / A5 / 203pp. / USD 10
This Second Korea-OECD Conference commemorates the 5th anniversary of Korea’s entry into the
OECD. We have two things in mind for this seminar. First, we hope to assess what Korea has achieved
over the past five years as an OECD member and we hope to identify what we want to further
achieve in the future. Second, we want to broaden the Korean people’s understanding of the overall
trends in international economic governance of which the OECD has been at the forefront.
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 ulture and Trade in the APEC — Case of Film industry in Canada, Mexico
C
and Korea
by Byung-il Choi (Oct. 2002)
ISBN 89-322-0026-2 / A5 / 63pp. / USD 5
The cultural industry in general and the film industry in particular have increasingly become a moot
subject in the international community. So far, there has been no discussion on the issue of trade and
investment liberalization of the cultural sector at the APEC. This situation casts an interesting contrast
to the WTO where the negotiations on liberalizing the film industry nearly broke off the latest
multilateral trade negotiations, the Uruguay Round. The ongoing WTO new round, referred to as the
Doha Development Agenda negotiations, is expected to take up the thorny issue again. The WTO
negotiations would present challenge to the APEC in the cultural industry.
This paper aims to provide policy suggestions and research questions for the proper discussion of the
liberalization of film industry in the context of the APEC. The paper examines the current situation
of the film industry of the three APEC economies - Canada, Mexico and Korea - with a view to
evaluating the arguments for and against liberalization of the cultural industry.
This paper highlights the importance of the negotiations perspective in approaching the issue of
culture and trade. The negotiations are being played at two-levels: domestic and international. The
paper argues that there will not be anything like “one-size fits all” in the trade liberalization of cultural
sector. The domestic negotiations among the stakeholders are the key determinant: How would
they settle the question of finding a right balance between protection and opening of their cultural
industry? The multi-stakeholder analysis in this paper, employed to probe the Korean screen quota
case, may shed an important insight into this question.
If the APEC starts to discuss the subject of cultural industry, the very presence of such a forum
would provide stimulus and incentives to the domestic players to examine the effectiveness and
sustainability of their current cultural trade policy and set them on the course to search for proper
policy measure compatible with the APEC goal. The most important policy implication to the APEC
at this juncture is to open the Pandora box of the cultural industry and start to examine the issues
fully utilizing the various organizational structures of the APEC, without prejudice of the outcome of
such discussion.

Diffusion Factors of Electronic Trade for Trade Facilitation in the APEC
Region: A Case of Korean Small Business
by Yongkyun Chung and Yongwhan Park (Oct. 2002)
ISBN 89-322-0027-0 / A5 / 59pp. / USD 5
In recent times, one of primary efforts of the APEC shits from trade liberalization to trade facilitation
reflecting the failure of early voluntary sectoral liberalization(EVSL) among APEC economies. The
failure of trade liberalization seems to originates from two innate obstacles in attaining trade
liberalization among APEC economies. The first obstacle faced with APEC is great diversity of member
economies in the perspective of stages of economic development, economic system and size of the
income level. The second obstacle is related with the fact that there are no effective instruments to
enforce member economies to implement trade liberalization among non-binding APEC economies.
For those reasons, it is difficult to implement trade liberalization in the APEC region .
Faced with structural problems related with trade liberalization, trade facilitation through the channel
of electronic trade is an alternative to expand the size of trade volume in the APEC region. The
electronic trade using information technology reduces transaction cost of the international trade
between trading partners. The purpose of this paper is to identify diffusion factors of electronic trade
using data of Korean small businesses. The electronic trade will contribute to trade facilitation of
Korean small businesses and the trade facilitation of Korean small business will promote the trade
facilitation in Korea. Our study of the Korean case will provide an example of trade facilitation in the
APEC region.
From the empirical results, we summarize following four points. First, our study shows that the

training and education of tools of electronic trade are important for the diffusion of the electronic
trade especially in case of firms trading with partners in APEC region. Second, The higher the share of
export out of total sales, more rapid the diffusion and the higher the diffusion level of electronic trade.
Third, the government should focus on the human resources development of electronic trade in
diffusing electronic trade, especially for the facilitation of trade with partners in APEC region. Fourth,
the government should build the infrastructure of electronic trade in particular the distributional
system.
Our study has many weakness. First the sample size is so small that we cannot get meaningful result
that is peculiar to APEC economies. Second, we have limitation in case of the recommendation of
governmental policy, since we only report survey’s result rather than reporting regression results. In
those areas, we recognize that future researches are needed.

Narrowing the Digital Gap in the APEC Region
by Yoo Soo Hong (Nov. 2002)
ISBN 89-322-0028-9 / A5 / 37pp. / USD 2
The international digital gap has been a growing concern of the world today. The paper examines
this issue in the context of APEC. Based on a statistical review of digitization performance over the
period 1995-2000, it is claimed that the digital gap in the APEC region has improved or, at least,
has not worsened. The paper identifies, through a regression analysis of 47 economies around the
world, that all or some factors such as income, education, network policy, FDI and R&D are the main
determinants of major digitization indicators.
As a supplementary extension of the regression analysis, this paper introduces an interactive model
for the digital gap and, on the basis of the model, the roles of people, resources, governments, firms,
markets, networks, and international organizations in digitization are discussed. Finally, the analysis
and discussion lead to an evaluation and suggestions for APEC to enhance member economies’
digitization level and narrow the digital gap in the region. In particular, the importance of ECOTECH
is emphasized.

Implementing the Bogor Goals of APEC
by Hongyul Han (Nov. 2002)
ISBN 89-322-0029-7 / A5 / 58pp. / USD 5
The Shanghai Accord, which was produced by the leaders meeting of APEC 2001 in China, can be
interpreted as an effort to move forward the APEC to the Bogor Declaration. Major agenda of the
Shanghai Accord are as follows; 1) broadening APECs vision for the future by identifying a conceptual
and policy framework to guide APEC in the new century, 2) Clarifying APECs roadmap for achieving
the Bogor Goals on schedule, 3) Strengthening APECs implementation mechanism by strengthening
the Individual Action Plan Peer Review process reinforcing Ecotech and capacity building efforts. The
Shanghai Accord is a substantial progress because it provides a clearer definition of the Bogor goals
and the methods of implementation. However, more practical measures need to be developed if the
Shangai Accord is able to provide a meaningful momentum to achieve the Bogor Goals.
In spite of the staggering process of APEC for the past years, it could continue its activities under the
assumption that those activities are connected to the efforts for achieving the Bogor goals one way
or the other. Nevertheless, there has not been any serious attempt even to specify the Bogor Goals.
The Shanghai Accord seems to fall far behind the necessary steps to achieve the Bogor goals. The
most important reason for the lack is quite simple; no one actually knows ‘what the Bogor goal’
is. There are three basic principles to be considered in defining the Bogor Goals and establishing
implementation procedures. First, the Bogor Goals should include meaningful liberalization measure,
by focusing on the border measures. Second, tangible economic and technical cooperation
programmes should be addressed along with trade and investment liberalization efforts for the Bogor
Goals. Third, specific goals and implementation procedures are desired to be based on ‘Soft Laws’
and avoid any WTO type negotiations based on reciprocity.
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APEC needs tangible TILF initiatives on border measures because the Bogor Goal is principally about
‘free and open trade and investment’. Any interpretation of the Bogor Goal neglecting this fact would
be misleading the real cause of APEC’s drifting away from the early vision over the past decade.
However, this does not necessarily mean trade and investment liberalization initiatives beyond what
APEC members can and want to do. It is necessary to set up a mechanism that can induce APEC
members to take actions for further liberalization. The easiest way to implement this strategy would
be to take advantage of the APEC’s important asset of IAP. The structure of IAP is designed to provide
information on recent improvements, current situation and future plan for improvements. The
merits of this approach is that every APEC member is familiar with this type of approach thanks to
IAP and CAP. Finally, a due consideration should be given to Ecotech initiatives as a part of the plan
to achieve the Bogor Goal. Current Ecotech initiatives serve the purpose of information gathering,
policy dialogue, researches and seminars. Also, individual Ecotech activities are proposed voluntarily
by individual economies and no active cooperations among members are being made. Ecotech
activities need to practically assist another member if APEC is to bring about meaningful outcomes in
TILF activities.

Searching for a Better Regional Surveillance Mechanism in East Asia

Discussion Papers

by Yunjong Wang and Deok Ryong Yoon (Feb. 2002)
ISBN 89-322-4102-3 / A5 / 79pp. / USD 5
Since the East Asian financial crisis, the need for regional financial cooperation has been greatly
emphasized. With integrated markets, financial instability is unlikely to remain within national
borders. Indeed, cooperative efforts at both regional and global levels are needed to counter the
negative spillovers. In particular, the increased regional economic interaction through both financial
and trade channels affords a basis for higher financial cooperation.
The most important precondition for successful regional financial cooperation is the
institutionalization of a monitoring and surveillance mechanism. Monitoring enables the countries
in the region to share necessary information, while surveillance ensures the countries comply with
agreements. Proper monitoring is a prerequisite for successful surveillance and a part of it.
Currently in East Asia, only shallow forms of financial cooperation are being forged. Under the
ASEAN+3 framework, progress has only been made in implementing the Chiang Mai Initiative
(CMI). Bilateral swap arrangements under the CMI need to be more structured and institutionalized.
In particular, policy dialogue, along with a regular monitoring and surveillance process, forms an
essential pillar of financial cooperation. This paper aims to critically review the existing surveillance
mechanisms for financial cooperation and to seek measures to strengthen surveillance processes
through regional policy dialogue.
Surveillance mechanisms must vary with the grade of financial cooperation, because a surveillance
mechanism should fulfill particular objectives. A regular monitoring process is essential for the
prevention of crises. The collected information will help detect and identify the characteristics of
economic and financial vulnerabilities at an early stage so that a proper menu of policy actions can be
taken in a timely manner. Through economic and financial sector monitoring, a close watch should
be kept on macroeconomic trends and policy changes, financial market developments including
cross-border capital flows, and institutional and legal changes. An early warning system (EWS) based
on this information and processed indicators can diagnose early symptoms of crises. However, an
early warning system cannot function properly when there is no reliable data.
Data provided from monitoring should make it possible to judge whether member countries in the
group comply with agreements or not. The effectiveness of surveillance relies on the existence of
enforcement mechanisms for ensuring the members abide by the agreements. Peer pressure is one
of the enforcement mechanisms widely used in international cooperation.
The European experience from the European Payment Union in 1950 to the European Monetary
Union in 1999 shows that monitoring and surveillance mechanisms have evolved along with
changing objectives through various periods and stages. The main implications that can be drawn

from the European experiences are the following: First, clearly specified objectives enable effective
surveillance. Second, member countries must nominate authorities to be responsible for surveillance.
Third, a regional body should have its own surveillance authority. Fourth, the surveillance mechanism
should develop along with the degree of regional integration. Fifth, administrative cooperation is an
obligation of member states.
At present, the East Asian countries broadly share a sense of financial cooperation. To complement
the CMI, the ASEAN+3 policy dialogue group feels it critical for the region to enhance the policy
dialogue process. Although regional surveillance initiatives provide a potentially meaningful and
substantive value-added contribution to existing multilateral and other mechanisms, East Asian
countries do not yet have other specified common policy objectives. Crisis prevention alone is
rather ambiguous as a policy objective for surveillance. Surveillance mechanisms should come along
with other pillars of monetary and financial cooperation. As the CMI further develops and other
initiatives such as exchange rate coordination emerge, the objectives of concomitant surveillance
mechanisms will be more clearly spelled out. The policy dialogue process through peer review will be
a good starting point, but it would not operate in vacuum. The next main issues are to identify the
appropriate modalities and design the necessary instruments, techniques, and institutions.

Korea’s FTA Policy: Focusing on Bilateral FTAs with Chile and Japan
by Inkyo Cheong (Sep. 2002)
ISBN 89-322-4111-2 / A5 / 59pp. / USD 5
A free trade agreement (FTA) eliminates tariffs and alleviates non-tariff barriers (NTBs), stimulating
trade for member nations while limiting imports from non-member nations at the same time. In an
effort to avoid the negative effects of exclusion from such agreements, to maintain economic reform
and an open policy, and to actively cope with proliferating regionalism, the Korean government has
decided to pursue FTAs with other nations. Forming FTAs will enable Korea to create political allies,
attract foreign investment, and establish overseas footholds, as well as allow Korean companies to
secure foreign export markets and overcome discriminatory practices under other FTAs.
This paper is aimed at providing an overview of Korea’s FTA policy and progress of Korea’s bilateral
FTAs with Chile and Japan. This paper tries to present a comprehensive and organized view on
Korea’s FTA policy, not just a translation from Korean to English. It also provides a summary of recent
developments in Korea’s FTA policy. This paper counters those who criticize Korea’s pursuit of an FTA
with Chile as hasty and impulsive, showing that considerable research and discussions were behind
the government decision to choose Chile as its first FTA partner. Regarding a Korea-Japan FTA, the
author emphasizes that, despite many obstacles, a Korea-Japan FTA is strategically significant and
offers various economic benefits, by strengthening the strategic alliances among the firms of the two
countries.
Korea is in the process of FTA negotiations with Chile, and should expedite these negotiations to
provide a feasible FTA environment internally and externally. Furthermore, it should endeavor to seek
a model FTA that provides a basis for negotiations to facilitate future FTAs. In the meanwhile, Korea
should hasten to conclude the FTA negotiations with Chile to lay the foundation for future FTAs. Since
Korea lags far behind other countries in concluding FTAs, it should hasten to conclude FTAs with
major trading countries. Rather than waiting to complete an FTA with one country before deciding
on the next FTA partner, Korea should simultaneously promote FTAs with multiple countries. Finally, it
can be pointed out that Korea should enhance its capacity to implement its FTA policy by improving
public awareness of the potential benefits of preferential FTAs.

Update on Korean Economic Reforms and Issues in Korea’s Future
Econonmic Competitiveness
by Junsok Yang (Oct. 2002)
ISBN 89-322-4112-0 / A5 / 66pp. / USD 5
Korea has made extensive reforms after the financial crisis of 1997~1998, some of which had been
documented in various books and papers. However, most of those books and papers were written
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at the height of the financial crisis, and some of the latest details are missing from those books and
papers. Furthermore, while Korea has recovered from the financial crisis in many ways, there still
remains many long term reforms to avoid further economic crisis and improve Korea’s long term
economic health and competitiveness.
This paper, then, seeks to update some of the Korea’s reform measures after the financial crisis, and
address some long term issues in Korean economic reforms and competitiveness. The paper is divided
into two parts: The first part, (Section II), summarizes the reforms Korea took after the financial crisis
and Korea’s economic situation, with an emphasis on Korea’s current situation as of mid 2002. In this
section, the paper argues that, on the basis of most macroeconomic indicators, Korea seems to have
recovered from the financial crisis on most fronts, though there are still some wounds which have
not fully healed, such as the GDP and per-capita GDP in dollar terms. In the second section of the
paper (Section III), the paper examines some of Korea’s competitiveness factors in the period after the
financial crisis, and argues that many of the factors which allowed Korea to recover so quickly after
the financial crisis may be temporary, especially the effects of the depreciation of the won, and there
remains long term fundamental problems which need to be addressed, such as the low profit rate for
Korean firms and low unit values of Korean exports. There have been some tendencies in Korea that
because the Korean economy has recovered from the financial crisis, it has succeeded in reforming
the economy. Section III examines four competitiveness issues and suggests that much of the Korean
economic recovery may be due to fortuitous short and medium term macroeconomic variables.
Thus, in conclusion, Korea should continue to carry out its reform policy vigilantly.

Prospects for Financial and Monetary Cooperation in East Asia
by Yunjong Wang (Oct. 2002)
ISBN 89-322-4113-9 / A5 / 42pp. / USD 2
The growing interdependence in the world through trade and financial integration has heightened
the need to engage in international and regional economic cooperation. This was never
demonstrated more clearly than during the Asian financial crisis of 1997. The reality is that financial
instability is unlikely to remain within the national borders of the country of origin. Cooperative
efforts at both regional and global levels are therefore needed to counter the negative spillovers. The
IMF’s surveillance activity is just such an example of the provision of a global public good. By the
commonsense logic of “two heads are better than one,” regional initiatives could complement the
IMF surveillance process.
The three pillars of liquidity assistance, monitoring and surveillance, and exchange rate coordination
are essential elements for regional financial and monetary cooperation. However, the development
of regional financial cooperation and its related institutions will be evolutionary as shown in the case
of European monetary integration. A shallow form of financial cooperation may comprise no more
than a common foreign reserve pooling or mutual credit arrangement such as bilateral swaps. In
other words, some kinds of shallow financial cooperation are conceivable without any commitment
to exchange rate coordination under which exchange rates of the participating countries are pegged
to each other or vanish through the adoption of a common currency. East Asian countries presently
appear to pursue this form of financial cooperation. Although a full-fledged form of monetary
integration is not viable at this stage, East Asia may begin to examine the feasibility and desirability of
cooperation and coordination in exchange rate policies. In this context, this paper aims to provide a
view on the current process and future prospects for regional financial and monetary cooperation.

An Overview of Currency Union: Theory and Practice
by Sammo Kang and Yunjong Wang (Oct. 2002)
ISBN 89-322-4114-7 / A5 / 51pp. / USD 5
The Mexican and East Asian currency crises and their sequels in Russia, Brazil, Turkey and Argentina
reminded us that an exchange rate regime lacking transparency and credibility could induce
abrupt interruptions of short-term capital flows, subsequently leading to costly output loss, social

dislocation, and frequently political turmoil. One widely shared view is that soft-peg exchange rate
regimes are extremely vulnerable and inherently crisis-prone in a world of volatile capital movements.
Consequently, a number of relatively fixed rate countries in East Asia were encouraged to adopt
floating rate regimes for their own good as well as the broader good of the international community.
An underlying notion of this argument is that a more flexible exchange rate regime leads to an
awareness of risk exposures related to exchange rate fluctuations on the part of both investors and
borrowers, while a pegged exchange rate regime offers an implicit guarantee to creditors that leads
to moral hazard and financial vulnerability.
While a flexible exchange rate regime is a fashion in one direction, the other extreme is a credible
bilateral or multilateral parity-fixing regime. As there is a renewed emphasis on price stability, the
sanctity of “one country, one money” has come into question. In particular, the formation of the
European monetary union, in which twelve countries have adopted the same currency, has given
rise to an intense debate on currency union. In this context, it is no wonder that the creation of a
regional monetary system or currency union in East Asia similar to the type adopted by the European
Monetary Union (EMU) has been recently proposed and discussed in academic circles and even
policy-making groups.
Given this backdrop, the Asian currency crisis in 1997 and the launch of the euro in 1999 made the
possibility and desirability of introducing a regional currency union in East Asia a point of debate. In
particular, there has been a voluminous literature on the topic of forming a currency union in East
Asia. However, the empirical findings and policy implications of previous studies are mixed. The aim
of this paper is to review the existing literature on currency union, including several proposals for a
regional cooperative framework for exchange rate stability.

Korea’s Trade Policy Regime in the Development Process
by Nakgyoon Choi (Nov. 2002)
ISBN 89-322-4115-5 / A5 / 55pp. / USD 5
Korea’s development strategy during the early stages was based on unskilled labor. Since the 1980s,
however, it has focused on skilled labor and technology through the support of an aggressive
liberalization policy. Specifically, trade and financial liberalization policies were implemented to
upgrade Korea’s economic structure. Liberalization and deregulation polices were accelerated in
order to overcome the financial crisis in the late 1990s.
Among the many factors that brought about economic growth and structural changes to Korea, the
most outstanding were an externally-oriented trade policy associated with exports, and prompt and
adequate measures against external shocks. Particularly under the circumstances characterized by
a lack of resources and economic base, the export promotion policy and infant industry protection
policy through import substitution played a critical role in the initial stage of the development
process.
On the other hand, the Korean economy, whose manufacturing sector contributes a major portion of
exports, has benefited from the multilateral trading system. An empirical analysis of the impact of the
Uruguay Round Negotiations reveals that the Korean economy gained opportunities for substantially
expanding foreign trade and overseas investment. In short, the favorable world trade environment
provided economic benefits to the Korean economy, which were enough to offset the negative
effects.
This experience implies that the future Korean economy will heavily depend on how efficiently its
trade sector adjusts to new external challenges as well as internal ones.
Firstly, the DDA will present great challenges as well as opportunities as it will mandate the country
to liberalize all economic sectors including the relatively weak industries. It is a well-accepted fact
that the growth of the Korean economy has depended on external-oriented development strategies,
meaning that the global market is indispensable to Korea’s economic growth. In this context, the
more open foreign market expected to result from the conclusion of the DDA is welcome. However,
the agricultural sector, among others, will experience a very painful restructuring process.
Secondly, Korea needs to actively engage in establishing FTAs as regionalism emerges as a new axis
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of the global trade system. As of 2001, 155 regional trade agreements have been reported to the
GATT/WTO. The number of regional trade agreements rapidly increased after the launch of the WTO
in 1995. This has been especially true in the Asia Pacific region and it is noteworthy that Japan and
China, which have never participated in regional trade agreements before, altered their positions to
pursue agreements with Singapore (Jan. 2002) and ASEAN, respectively. FTAs not only evade trade
barriers but also catalyze the restructuring of trade and industrial structures. FTAs can be used as
part of a preemptive policy to overcome economic slowdown by restructuring domestic economic
structures and regulations.
Thirdly, there exists an urgent need to substantially eliminate or alleviate domestic barriers such as
business practices, government regulations, cultural factors, etc. Since the financial crisis of 1997,
the Korean government has carried out extensive deregulation to reduce the operational burden of
businesses. Even with the recent intense efforts, many international institutions point out that there is
big room for improvement in transparency, accessibility, and compliance with international standards
and codes, meaning that most foreign business leaders still have a negative perception of Korea’s
business environment.

Reform of the Financial Institutions in China: Issues and Policies
by Eui-Hyun Choi (Nov. 2002)
ISBN 89-322-4117-1 / A5 / 47pp. / USD 2
This paper analyzes the financial reform in China, given the characteristics of the transition economy.
The Chinese financial system has certain characteristics including an overly rapid expansion of credit,
a bank-dominated financial system, weak central bank regulation and supervision of commercial
banks, and a massive buildup of non-performing loans (NPLs). The Chinese financial sector has
accumulated a huge number of NPLs. This is because i) banks are in charge of state projects in place
of the fiscal system, and ii) financial institutions give loans to money-losing enterprises. China needs a
coordinated reform of its financial, enterprise, and fiscal systems.
Following a detailed analysis of China’s recapitalization strategy, this paper suggests that bondbad debt swaps are the best option for dealing with NPLs. The annual cost of recapitalization as
estimated at the end of 2000 is 0.79-1.42% of GDP (RMB 70.6-126.9 billion). Moreover, in the long
term, China must not only commercialize state owned banks (SOBs), but also introduce hard budget
constraints on state owned enterprises (SOEs), reform the tax system, and establish an independent
central bank.

 everse Sequencing: Monetary Integration ahead of Trade Integration in
R
East Asia?
by Kwanho Shin and Yunjong Wang (Nov. 2002)
ISBN 89-322-4119-8 / A5 / 49pp. / USD 2
Regionalism is taking two forms. It is occurring firstly through free trade arrangements and secondly
through monetary arrangements. These trade and monetary integration processes imply that
geographically proximate countries hang together to foster trade on the one hand and to manage
intra-regional exchange rate stability on the other. These two processes interactively reinforce each
other.
In this paper, we highlight the issues related to the reversal of sequence between trade integration
(free trade agreement) and monetary integration (a monetary union). While the Euro area pursued
trade integration first, from a theoretical point of view, there is no clear reason for introducing trade
integration ahead of monetary integration. In fact, even in Europe, trade integration slowed down
whenever there were concerns about exchange rate stability among member countries. In this
regard, an important pre-condition for trade integration is a certain form of monetary cooperation.
We believe that there are many good reasons for forming a monetary union before a free trade
agreement. For example, a monetary union can increase trade among member countries quite
significantly by serving as a device to avoid a bottleneck that can be encountered during the process

of a free trade agreement. Given that this increased trade is likely to occur mostly within the similar
industries, weakening asymmetric shocks across member countries will also decrease the costs of
maintaining a monetary union. Further a monetary union can also accelerate financial integration in
the region, which might not be accomplished otherwise. Hence, a monetary union is a self-validating
process.
A major hindrance to a monetary union in East Asia, however, is the lack of historical experience
in regionalism in the region. Unlike trade integration, however, the nature of political objection
is more or less emotional and not based on differential economic consequences of a monetary
union to different sectors of the economy. In this sense, economic conflicts among members of a
monetary union can be less severe. Whatever economic benefits a monetary union brings, however,
it is unlikely to be realized in the near future if each country is unwilling to cooperate in the political
avenue.

Can East Asia Emulate European Economic Integration?
by Yung Chul Park and Yunjong Wang (Nov. 2002)
ISBN 89-322-4121-X / A5 / 33pp. / USD 2
The purpose of this paper is to provide a view on the current process and future prospects for
regional financial and monetary cooperation in East Asia. Looking forward, financial cooperation in
East Asia will be evolutionary. For over a half century, European countries worked hard to develop
various institutional frameworks which encouraged their cooperation on monetary and financial
matters. If the European experience is any guide, it may take many years to develop effective
cooperative arrangements and institutions in East Asia. However, there may be a breakthrough
over the next few years as we gain a better understanding of the economic consequences of
European monetary unification. The enlargement of the EU in 2004, when eight central and East
European countries are expected to be admitted, will also have a large impact on the way East Asian
policymakers think about regionalization in East Asia.

Debt Resolution, Cross-Border M&As, Governance and Control in Korea’s
Post-Crisis Corporate Restructuring
by Chan-Hyun Sohn (Nov. 2002)
ISBN 89-322-4128-7 / A5 / 56pp. / USD 2
The outbreak of financial crisis in Korea in 1997 exposed the structural weaknesses in the country's
economy. Heated debates have failed to generate definitive answers on just what caused the financial
crisis. Considering the importance of restructuring the corporate sector, this paper analyzes how the
resolution of corporate debts was accomplished and examines the role of foreign capital in Korea's
post-crisis corporate restructuring. Special attention is given to the measures devised to recover
non-performing loans for the liquidation of corporate debts; to the foreign capital inflows through
cross-border M&As or in privatization processes; and to the changes in control through corporate
governance reforms. This study concludes that the resolution of corporate debt has been satisfactory
and successful and that foreign capital contributed significantly to effective corporate restructuring
and debt resolution in the post-crisis restructuring of Korea.

Liberalization Measures in the Process of Korea’s Corporate Restructuring:
Trade, Investment and Capital Account Market Openings
by Chan-Hyun Sohn, Junsok Yang, and Seung Beom Kim (Nov. 2002)
ISBN 89-322-4129-5 / A5 / 84pp. / USD 5
This paper reviews the liberalization measures that have been implemented in Korea since the
financial crisis in 1997, and analyzes how well and in what ways they have contributed to corporate
restructuring, and ultimately, to economic rehabilitation.
In an attempt to rescue the Korean economy that suffered the worst economic shock and recession
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in almost 50 years, efforts to restructure its corporate sector have focused on three major areascorporate debt restructuring, corporate governance reforms and liberalization. Liberalization measures
were implemented to redress the structural problems of the Korean economy that stemmed from
the country’s old development paradigms, and to provide the cash-strapped corporate sector with
liquidity from the outside sources. Ultimately liberalization would improve efficiency of the Korean
economy and provide a better corporate environment for more successful corporate restructuring.
Post-crisis liberalization has concentrated on the three areas of investment, capital and foreign
exchange markets, and trade. Investment liberalization focused on removing or easing various
restrictions on foreign investors through the enactment of the Foreign Investment Promotion Act,
liberalization of the capital market, and the removal of restrictions on hostile takeovers of local
companies by foreigners. Together with several favorable factors such as devaluation of the won,
investment liberalization significantly increased FDI inflows into the Korean economy. Cross-border
M&As and privatization were the two major channels through which foreign capital flowed in. The
major role of large FDI inflow was to improve liquidity in the Korean corporate sector, but it also
helped introducing advanced management techniques and building a new corporate governance
and control structure.
Like investment liberalization, liberalization of the capital and foreign exchange markets increased
foreign capital inflows into the Korean corporate sector, mainly through foreigners’ investment in
the Korean stock and foreign exchange markets, and improved liquidity of the corporate sector. The
foreign net purchase of Korean stocks, although concentrated in equity investment, has increased.
The efficiency of the foreign exchange market increased, and the daily trade volume of foreign
exchange has also increased.
Liberalization of the trade sector had already been pursued long before the financial crisis, but it
was reinforced and accelerated after the financial crisis. Prominent trade liberalization was at first
carried out as a part of Korea’s IMF structural program. It included the elimination of the Import
Diversification Program (IDP), elimination of subsidies, the reduction of number of items subject
to adjustment tariffs, revision of import procedures, and the liberalization of some services sector.
Then a second round of trade liberalization was initiated by the Korean government, concentrating
on reducing government regulations on trade. As a result the Korean trade sector became more
globalized, as reflected in the increased share of trade in GDP, and various trade indicators improved.
Although evidence supports that liberalization has contributed to improving liquidity in the Korean
corporate sector, it is as yet ambiguous, due to lacking evidence and inadequate research, whether
liberalization has indeed improved overall efficiency of the sector. This paper nevertheless suggests
that against reform fatigue there should be continuing liberalization, and hopes to mark the starting
point of further researches on related issues.

Macroeconomic Effects of Capital Account Liberalization: The Case of Korea

Working Papers

by Yunjong Wang, Soyoung Kim, and Sunghyun H. Kim (Feb. 2002)
ISBN 89-322-4100-7 / A5 / 47pp. / USD 2
The macroeconomic effects of capital account liberalization in Korea are examined. Simple data
analysis suggests that capital account liberalization substantially changed the nature and composition
of capital flows. Based on the VAR model, we find the following stylized facts: First, after capital
market liberalization, capital flows become less driven by current account imbalances and therefore
become more autonomous. Second, capital account liberalization significantly changes the effects
of capital flows on macroeconomic variables. Third, capital account liberalization is highly related to
consumption and investment booms, and subsequent appreciation of nominal and real exchange
rates, which leads to the current account worsening. Finally, we find strong evidence of sterilized
foreign exchange market intervention in response to capital inflows.

A Framework for Exchange Rate Policy in Korea
by Michael Dooley, Rudi Dornbusch, and Yung Chul Park (Mar. 2002)
ISBN 89-322-4103-1 / A5 / 101pp. / USD 5
This paper proposes that interest rate policy be used to attain a flexible inflation target.
Flexibility in this context means that the authorities also care about short-run fluctuations in domestic
output and employment. The less powerful policy tool, sterilized intervention in the foreign exchange
market, would be used to limit day to day changes in exchange rates.
We argue that the government should continue to be an important participant in the foreign
exchange market but not attempt to establish a level for the exchange rate. Our proposal will involve
intervention that is triggered by exchange rate volatility but constrained by an announced target
for the government’s overall net foreign asset position. The objective of this regime is to allow the
government to participate in the foreign exchange market in a way that contributes to economic
stability and promotes the development of the private sector’s participation in foreign exchange and
financial markets.

New Evidence on High Interest Rate Policy During the Korean Crisis
by Se-Jik Kim and Chae-Shick Chung (Mar. 2002)
ISBN 89-322-4104-X / A5 / 43pp. / USD 2
The paper evaluates the effectiveness of the high interest rate policy in stabilizing the exchange rate
during the Korean crisis, based on a nonlinear impulse response function approach. By tracing impulse
responses within an estimated model, we find that high interest rates induce depreciation for a very
short period (five days), followed by a substantial appreciation for an extensive period (more than three
months). In contrast, a low interest rate policy would appreciate the exchange rate only for a very short
period but have little impact afterwards, indicating an asymmetry in the exchange rate response to an
interest rate shock. The impulse function analysis also suggests that a cutback of interest rates to the precrisis level does not cause serious depreciation. Our findings suggest that the IMF’s interest rate policy in
Korea, which was characterized by a sharp increase in interest rates at the onset of the crisis followed by
a cutback after several months, contributed to the stabilization of the exchange rate.

 ho Gains Benefits from Tax Incentives for Foreign Direct Investment in
W
Korea?
by Seong-Bong Lee (Apr. 2002)
ISBN 89-322-4105-8 / A5 / 53pp. / USD 5
Tax incentives for FDI in Korea have been extended after the financial crisis of 1997. With the newly
implemented tax incentives, foreign investors have been able to reduce the tax burden of their
Korean business activities. However, not all foreign investors receive the same level of tax benefits.
In this paper the varying tax benefits accorded to the different situations of foreign investors are
thoroughly analyzed. The paper first distinguishes foreign investors on the basis of major factors,
which can have an influence on the tax benefits of the incentives, and then compares the effects of
tax reductions and exemptions. This analysis includes taxation not only in Korea’ s jurisdiction but
also in the jurisdiction of the countries where investors have their residence. The analysis shows that
the tax benefits of incentives provided by the Korean government may not be maintained by foreign
investors to the extent intended by the Korean government. According to various factors, such as the
existence of a tax treaty, the dividends attributed to PEs, and the application of different methods for
double taxation relief, the provision of tax reduction and exemption can either become ineffectual
or the tax benefits can be diminished considerably. All these results of the analysis suggest important
matters of consequence both to foreign investors and the Korean government. Foreign investors who
are qualified for tax incentives need to build appropriate tax strategies by a thorough understanding
of their situation. Meanwhile, the Korean government needs to reconsider the tax incentives system
for FDI to enhance its effectiveness.
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Interdependent Specialization and International Growth Effect of
Geographical Agglomeration
by Soon-Chan Park (May 2002)
ISBN 89-322-4106-6 / A5 / 49pp. / USD 2
New economic geography theory predicts a catastrophic agglomeration of economic activities in the
sense that income inequality among countries or regions is inevitable. However, such a result relies
heavily on the assumptions that economic activities are independent of each other. In this paper,
a two-country three-sector model is developed, encompassing new economic geography theory
and endogenous growth theory. Unlike the previous economic geography literature, we construct
a model in which the three sectors are interdependent. Several interesting results are obtained
from small changes in the model setting. Geographical agglomeration causes interdependent
specialization between countries. The core and periphery grow at the same rate in the specialization
steady states. Further, this growth rate exceeds that in the symmetric steady states. In a world, in
which economic activities are interdependent, the growth effect of geographical agglomeration is
international rather than national. Hence, the periphery might, in the long run, be better off than
under dispersion. Moreover, economic integration may reduce the income inequality between
countries that arises from the agglomeration process. Economic integration also has growth effects.

Hanging Together: Exchange Rate Dynamics between Japan and Korea
by Sammo Kang, Yunjong Wang, and Deok Ryong Yoon (Jun. 2002)
ISBN 89-322-4107-4 / A5 / 51pp. / USD 5
Japan and Korea are close countries in terms of economic interaction as well as geography. To
quantify the impact of changes in the yen/dollar exchange rate and Japanese industrial production
on the Korean economy before and after the crisis in 1997, the sample period is divided into two
sub-periods and then the causal relationships are examined by using vector autoregression analysis.
Our estimates show that while the response of Korean industrial production to changes in the yen/
dollar exchange rate is not significant during the pre-crisis period, it becomes significant during
the post crisis-period. The forecast error variance decomposition also confirms that the yen/dollar
exchange rate shocks have almost negligible explanatory power with regards to Korean industrial
production during the pre-crisis period, but they have some significance for the post-crisis period.
These empirical results show that the free floating exchange rate regime adopted since the crisis
cannot insulate the Korean economy from external nominal shocks such as the yen/dollar exchange
rate shocks.

Korea’s FDI Outflows: Choice of Locations and Effect on Trade
by Chang-Soo Lee (Jul. 2002)
ISBN 89-322-4108-2 / A5 / 69pp. / USD 5
According to a formal model for choice of locations for Korea’s FDI stock, market size and growth
in real GDP significantly cause a positive effect on location of FDI, while the real GDP per capita
and distance variables turn out to cause negative effects on FDI. In particular, the negative effect of
real capita GDP on FDI implies that Korean overseas production has little relation to high-income
consumers and products. We can find changes in patterns of choice of location after the Asian
financial crisis; in the early 1990s, the motivation behind FDI was to seek low cost labor in declining
industries, but by the late 1990s, the main factor driving FDI was the globalization of businesses in the
large conglomerate sector. In addition, the insignificance of human capital abundance, technology
level and tax rates means that institutional and policy-related variables such as transparency and proFDI policy might be more important than those variables.
The estimated coefficients on FDI in the equations for trade and exports are positive and statistically
significant in most years, indicating that Korea’s FDI tends to promote its exports and overall trade.
The observed strong relationship between Korea’s FDI and trade is consistent with the earlier

empirical results of Kim (1994) and Kim and Kang (1997). Empirical results also show that the effects
of Korea’s FDI on trade become smaller after the Asian financial crisis, and that market size proxied
by nominal GDP becomes more important than in the earlier period. The positive values of the AFTA
(ASEAN) dummy can be interpreted as strong complementary interdependence between Korea and
the ASEAN countries.

Trade Integration and Business Cycle Co-movements: The Case of Korea
with Other Asian Countries
by Kwanho Shin and Yunjong Wang (Aug. 2002)
ISBN 89-322-4109-0 / A5 / 49pp. / USD 2
As Korea increases its trade within Asia, it is becoming more and more integrated with the other
economies in the region. Theoretically, increased trade can lead business cycles across trading
partners to be patterned in either direction, towards convergence or divergence. By using the data
for twelve Asian economies, this paper finds that intra-industry trade is the major channel by which
the business cycle of Korea becomes synchronized with that of other Asian economies, although
increased trade itself does not necessarily lead to close business cycle coherence.

 Dynamic Analysis of the Korea-Japan Free Trade Area: Simulations with
A
the G-Cubed Asia-Pacific Model
by Warwick J. McKibbin, Jong-Wha Lee, and Inkyo Cheong (Aug. 2002)
ISBN 89-322-4110-4 / A5 / 73pp. / USD 5
The discussion of an FTA between Korea and Japan began in 1998 and led many research institutions
to conduct studies on the economic effects of the FTA. The most prominent one is a joint study
between the Korea Institute for International Economic Policy (KIEP) and Japan’s Institute of
Developing Economies (IDE), which was commissioned by the governments of Korea and Japan.
The KIEP-IDE study illustrates that preferential tariff elimination between Korea and Japan under the
FTA may worsen Korea’s welfare level and trade balance with Japan and also may cause a reduction
in production scale in Korea’s heavy and chemical industries.
This paper attempts to improve these existing studies’ estimates on the effects of a Korea-Japan FTA
by providing empirical estimates for the effects of a Korea-Japan FTA based on a new simulation
model which is better equipped in assessing the dynamic effects of policy changes such as trade
liberalization. Our experiments are based on a dynamic intertemporal general equilibrium model
called the Asia-Pacific G-cubed Model. We believe our model has a number of advantages over the
standard CGE models. Unlike the standard CGE models, this model permits an incorporation of
rational expectations and forward-looking intertemporal behavior on the part of individual agents.
Bilateral elimination of tariffs in Korea and Japan is expected to lead to a reallocation of resources in
both countries. In the long run, the reallocation of resources raises incomes in both countries. In the
short run there are adjustment costs, which reduce the short run income gains relative to the long
run gains. The real GDP gain amounts to about 0.15 percentage point relative to the baseline by
2020. An interesting result we find is that the output gains are greater when the tariff cuts are phased
out than when they are implemented at once. This result holds true in both Korea and Japan. Finally,
the omission of agriculture from the free trade area reduces the GDP and consumption gains for both
countries. In the case of Korea, the costs for excluding agriculture can be as large as 5% of the GDP
gains. This is not surprising given that protecting agriculture sector implies inefficient allocation of
production resources.

Bailout and Conglomeration
by Se-Jik Kim (Nov. 2002)
ISBN 89-322-4116-3 / A5 / 75pp. / USD 5
This paper develops a model of business groups in emerging markets where banks do not have
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sufficient capability to accurately distinguish between good (or high productivity) and bad (or low
productivity) borrower firms. However, the bank can observe whether each firm repays on the
repayment day, infer the probability of bad firms among the defaulted, and use liquidation as a
screening device to select good firms. For stand-alone firms, the bank may find it optimal to liquidate
all the defaulted, given that the chance of bad firms among the defaulted is large. In contrast, for
business conglomerates, the optimal policy can be a full bailout since conglomeration, through
cross debt payment guarantees, hinders the bank from obtaining information on the productivity
of individual firms that is needed to sort out the firms to be liquidated. Expectation of such a bailout
policy may encourage risk-averse firms to form a conglomerate to serve as an information-diluting
device that helps eliminate the risk of liquidation.

Exchange Rate Regimes and Monetary Independence in East Asia
by Chang-Jin Kim and Jong-Wha Lee (Dec. 2002)
ISBN 89-322-4118-X / A5 / 37pp. / USD 2
This paper examines whether changes in exchange rate arrangements have affected monetary
independence in East Asian countries after the 1997 Asian crisis. We find that the sensitivity of local
to U.S. interest rates has declined for many Asian countries since they adopted floating exchange
rate regimes after the crisis. This empirical finding suggests that the choice of exchange rate regime
is an important factor for the independence of monetary policy. Floating regimes appear to offer East
Asian countries at least some degree of monetary independence after the East Asian crisis.

Has Trade Intensity in ASEAN+3 Really Increased?
by Heungchong Kim (Nov. 2002)
ISBN 89-322-4120-1 / A5 / 62pp. / USD 5
This study examines the observable phenomenon of growing trade intensity among the ASEAN+3
countries over the last twenty years by using a standard gravity approach. While there is a
conventional belief that trade intensities within CJK (China, Japan and Korea) and between CJK and
ASEAN have increased, we cannot find proper evidence that the relations have intensified over time
beyond the gravity factors, considering the change of pattern in the gravity residuals. Moreover, with
the exclusion of Hong Kong, the fitted trade flows projected by the gravity equation can explain
most of the actual flows within CJK. With respect to the trade relations between CJK and ASEAN,
substantial time-serial fluctuations in trade intensity disappear if the two entrepots of Hong Kong and
Singapore are excluded.
A test for any special trade relations between each CJK country and ASEAN reveals that the widely
known close trade relations between Japan and ASEAN are mostly explained by the gravity factors
even in the heyday of the Japanese yen bloc, but that the Chinese connection which the gravity
regression cannot explain, may exist in trade with ASEAN. It is also revealed that recent developments
in trade between Korea and ASEAN are growing increasingly distant from the realm of the gravity
explanation.

An Examination of the Formation of Natural Trading Blocs in East Asia
by Chang-Soo Lee and Soon-Chan Park (Dec. 2002)
ISBN 89-322-4122-8 / A5 / 38pp. / USD 2
This paper seeks to identify the appropriate form of a regional trading agreement in East Asia by
examining empirically the intra-regional trade bias of various informal regional groups. The findings
are as follows. First, it is difficult to verify empirically that the three Northeast Asian countries, China,
Japan and Korea, are forming a regional trading bloc. Second China and ASEAN have no special
relation in trade. Third, ASEAN+3 is emerging as a strong candidate for a natural trading bloc in East
Asia. Fourth, there is little evidence that ASEAN+3 is centred around Japan, while the influence of the
U.S. on the intra-regional trade in ASEAN+3 is positive and strong. Fifth, ASEAN+3 is characterized

by openness to trade with the rest of the world. Finally, these results strongly suggest that ASEAN+3
would be the natural policy choice for the formation of regional trading agreements in East Asia. At
the same time, ASEAN+3 will not diverge from the principles of open regionalism and multilateralism,
when we consider its inherently open character and the positive influence of the U.S.

How FTAs Affect Income Levels of Member Countries: Converge or Diverge?
by Chan-Hyun Sohn (Dec. 2002)
ISBN 89-322-4123-6 / A5 / 34pp. / USD 2
The purpose of this paper is to analyze whether the formation of an FTA will converge or diverge the
economic levels of its member countries. Although similar previous studies predicted, to a certain
degree, the possibility of economic convergence among FTA members, they failed to provide
reliable research methods or concrete conclusions. By introducing the concept of “accelerating
convergence”, this study tries to estimate economic convergence to analyze the pure effects of
an FTA on the economic level convergence among its members. The model of economic growth
developed by Barro and Sala-i-Martin (1995) is extended for this purpose, and by employing the
panel data analysis of major FTAs including EU, NAFTA, Mercosur and AFTA, the seemingly unrelated
regression (SUR) method provides considerable evidence on accelerated convergence.

Measuring Tariff Equivalents in Cross-Border Trade in Services
by Soon-Chan Park (Dec. 2002)
ISBN 89-322-4124-4 / A5 / 30pp. / USD 2
Trade barriers in services do not take the form of import tariffs, but rather of a complex variety
of quantitative restrictions, prohibitions and regulations. This paper attempts to measure tariff
equivalents in 7 traded services for 51 countries by using a gravity model. It is shown that the gravity
equation has great explanatory power not only in illustrating trade patterns in merchandise but
also in services. Unlike previous studies, this paper shows that estimates of tariff equivalents are not
systematically associated with a country’s level of development. The EU countries have more open
regimes relative to other industrialized countries.

Korea’s FDI into China: Determinants of the Provincial Distribution
by Chang-Soo Lee and Chang-Kyu Lee (Dec. 2002)
ISBN 89-322-4125-2 / A5 / 40pp. / USD 2
This paper seeks to identify the major factors determining the location of Korea’s FDI across 25
Chinese provinces, comparing the results with those of world FDI as a whole, and to understand why
those factors are important.
The major findings of this paper are as follows. First, the distance variable is a very significant factor
in Korean investors’ choice of FDI location in China. Second, the effect of openness and infrastructure
are not identified as determinants of Korean FDI in China, whereas they are with statistical
significance in the case of world FDI. Third, market-size related variables do not have a substantial
effect on the location of Korean FDI in China because Korean investors are not always motivated by
local market-related factors; rather, Korean investors locate in China to engage in processing trade
activities. Fourth, China’s abundance of skilled labor, investment promoting policies, internal reforms,
and ethnic ties are major determinants of location for Korea’s FDI. This stems from the participation
of the Korean affiliates in China in the international segmentation of production, which is closely
linked to processing trade.

How Far Has Regional Integration Deepened?
by Soon-Chan Park (Dec. 2002)
ISBN 89-322-4126-0 / A5 / 38pp. / USD 2
Deep regional integration is accompanied by harmonization and coordination of regulatory regimes
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and policies. Such developments may boost and facilitate trade in services, since liberalization of
trade in services requires regulatory reforms to reduce the market segmenting effect of domestic
policies. To examine how far regional integration agreements have advanced, this paper estimates
the effects of regional integration on trade in nine services by using a gravity model. The results show
that the existing regional blocs are at different stages. We identify that the efforts of the EU towards
deep integration have had a significant impact on trade in services between members, while NAFTA,
Mercosur and Andean trade less with their own members than their potential as suggested by
income and geography.

 hanges in Industrial Interdependency between Japan and Korea since
C
1985—An Application of International Input-Output Analysis
by HongBae Lee (Dec. 2002)
ISBN 89-322-4127-9 / A5 / 58pp. / USD 2
Based on an analysis of the International Input-Output Table Japan-Korea (1985, 1990) and the
Asian International Input-Output Table (1995), this paper focuses on changes in the industrial
interdependence between Korea and Japan after the Plaza Accord, an agreement which triggered
a drastic appreciation of the yen. Considering the industrial structures of the two countries and
the structure of the trade between them, special attention was paid to the manufacturing sectors,
which were analyzed on the basis of a more detailed industrial classification than the other sectors. In
particular, we measured the international technological specialization (ITS) index between Korea and
Japan, which provided a foundation for studying the structure of Koreas heavy dependence on Japanmade intermediate inputs. The ITS index shows the amount of intermediate goods certain industries
in two countries import from each other, and serves as a good indicator of a country's dependency
on imports for intermediate inputs.
The empirical results showed that Korea still depends quite heavily on imported intermediate inputs
from Japan, particularly in the machinery industry. The results also showed clearly that Japan is
gradually becoming more dependent on Korean-made intermediate inputs. This implies that the
technology gap between Korea and Japan has gradually narrowed throughout the sample period.

Korean Crisis and Recovery

Monographs

by David T. Coe and Se-Jik Kim (Sep. 2002)
ISBN 1-58906-068-7 / A5 / 531pp. / USD 30
Four years after the outbreak of the Asian economic crisis and three and one-half years after the
beginning of the IMF program with Korea, the International Monetary Fund (IMF) and the Korea
Institute for International Economic Policy (KIEP) jointly sponsored a conference on the Korean crisis
and recovery. The conference was held at the Shilla Hotel in Seoul on May 17-19, 2001.
The objective of the conference was to distill lessons from the Korean economic crisis and recovery,
and the policies adopted by the government with support from the international community. The
timing of the conference, coming after the three-year Stand-By Arrangement with the IMF ended
on December 2, 2000, and following two years of remarkable economic recovery from the crisis,
seemed appropriate for such an assessment. The conference brought together Korean and nonKorean economists with Korean policymakers and IMF and World Bank staff, some of whom were
involved in designing and implementing the Korean program. Holding the conference in Seoul, with
broadly equal participation by Koreans and non-Koreans, was considered essential to ensure that
Korean perspectives on the crisis were well represented.
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Capital Account Liberalization and Macroeconomic Performance: The Case
of Korea

Policy Analyses

by Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang (Oct. 2002)
ISBN 89-322-1125-6 / A5 / 200pp. / USD 7
Many emerging market economies have relaxed and removed statutory restrictions on capital
account transactions and liberalized domestic financial markets to capture the benefits of capital
inflows. However, in a number of cases, capital account liberalization and ensuing capital surges
seem to be associated with financial crises. While capital account liberalization does not necessarily
lead to financial crisis, it is true that high capital mobility can easily drive an emerging economy to be
more vulnerable to outside shocks by complicating its macroeconomic management.
In order to infer how much capital account liberalization has contributed to recent financial crises, we
should first correctly identify the effects of capital account liberalization on domestic macroeconomic
performance. However, few researches have rigorously analyzed this issue, since empirical tests of the
relationship between capital account liberalization and macroeconomic performance are demanding
due to the difficulty of separating the effects of capital account liberalization from other factors that
contribute to macroeconomic performance. In this book, we attempt to answer this challenging
question by empirically testing the effects of capital account liberalization on macroeconomic
performance of the Korean economy.
The rest of this book consists of the following chapters. Chapter II provides a literature survey on
many issues of capital account liberalization, including benefits and costs of liberalization, optimal
sequencing of liberalization and macroeconomic effects. Chapter III summarizes history and brief
implications of Korea’s capital account liberalization policies in the 1980s and 1990s. We extensively
investigate the capital flow data in Chapter IV and explore any stylized facts in capital flows and
macroeconomic performance. In particular, we compare the data in the 1980s and in the 1990s and
report differences in main characteristics of various economic variables. In Chapter V, we construct
a VAR model and investigate the effects of capital account shocks on various macroeconomic and
monetary variables, based on impulse responses and variance decomposition. Chapter VI suggests
some linkage between capital account liberalization and financial crises using the empirical analysis in
the previous chapter. Chapter VII discusses lessons and policy implications as conclusion.

New International Financial Architecture and Korean Perspectives

Policy References

by Tae-jun Kim and Doo Yong Yang eds. (May 2001)
ISBN 89-322-2071-9 / A5 / 195pp. / USD 7
The recent episodes of currency crises in Asia fueled the debate, which continues well into this day,
on their causes. Economic and systemic problems of the crisis countries, i.e. internal factors, have
been pointed out as the basic causes. Of late, external factors such as the international economic
management system are regarded as the critical force of bringing about the economic crises around
the world in the period 1997-1998. In particular, problems in the international financial architecture
are now found to be closely related to the inception of the Asian currency crises and contagion
from those crises. Accordingly, the perception became widespread that reforming and reinforcing
the institutional mechanism of international economy is a pressing requisite for preventing future
economic crisis in Asia as well as in other regions. Against this background, discussions on reforming
the international financial architecture are actively making headway in the G-7, the IMF and the G-20.
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The establishment of the G-20 holds positive implications for emerging market economies, in the
sense that it provides a springboard for developing countries to better embody their situation in
talks and negotiations on the reform of the international financial architecture. However, in reality
the role of emerging market economies in G-20 discussions so far leaves much to be desired. This
may fundamentally be attributed to the minor stake of developing countries in the world economy,
especially in the international financial market. Moreover, emerging market economies will have
to clearly show their colors toward various issues related to reforming the international financial
architecture, if they wish to take on a weightier role.
With expanding movement of capital account liberalization and growing interconnectedness with
the international financial market, emerging market economies are expected to feel stronger impact
from the international financial architecture that governs the global financial order on their economic
management in the days to come. Therefore, they need to clarify their position and strengthen
bargaining leverage for core issues of reforming the international financial architecture. To that end,
circumstances and support conducive to effectual in-depth research should be created for domestic
experts.
As part of efforts to encourage further study of the reform of the international financial architecture
by local scholars, the Korea Institute for International Economic Policy, in close cooperation with the
government, and the Study Group for International Financial Economics, a research body of domestic
experts of international finance, have jointly designated six key issues and carried out research on
those issues.
The six key issues are:
1. Short-term capital mobility and capital control
2. Plans for efficient management of foreign capital flows
3. Choice of exchange regime for emerging market economies
4. Establishment and implementation of international standards
5. Reform program of international financial institution
6. Measures of burden sharing by private sector creditors
Papers on each issue in this publication basically present overviews of major findings discussed until
now and evaluate them from different angles. Based on the evaluation, the papers elucidate Korea’s
stance and responses to problems laid out by the six issues. We hope that this publication helps
to confirm Korea’s position on the reform of the international financial architecture and serves as
meaningful reference to studies related to reforming the international financial architecture.

Conference
Proceedings

Regional Financial Arrangements in East Asia: Issues and Prospects
by Yoon Hyung Kim and Yunjong Wang eds. (Aug. 2001)
ISBN 89-322-3030-7 / A5 / 349pp. / USD 10
The Asian financial crises provided a strong impetus for East Asia to reform and strengthen its
domestic financial systems. At the same time, a strong need has arisen for developing a framework to
support regional financial cooperation to prevent and manage such crises in the future.
The Chiang Mai Initiative (CCMI), agreed among ASEAN+3 countries (China, Japan and South
Korea), is now widely perceived as a major step toward strengthening financial cooperation in East
Asia. However, if the ASEAN+3 countries continue to explore further development beyond the CMI,
they will face much tougher challenges and tasks. East Asian Countries need to tell the international
community clearly what they are motivated to do, how they will develop an action plan, and how
they believe it fits in the existing global financial system.
This book identifies major issues related to regional financial cooperation and provides comprehensive
analyses, policy implications, and recommendations. It discusses obstacles and misgivings to
overcome in the process of building a regional architecture. It highlights challenging tasks in order to
achieve regional financial stability. It reviews previous proposals for regional financial arrangements
and makes new proposals for constructing a better cooperative scheme.

Korea’s Five Years in the OECD: Finding A New Path
by Hyungdo Ahn ed. (Dec. 2001)
ISBN 89-322-3031-5 / A5 / 214pp. / USD 10
This Second Korea-OECD Conference commemorates the 5th anniversary of Korea’s entry into the
OECD. We have two things in mind for this seminar. First, we hope to assess what Korea has achieved
over the past five years as an OECD member and we hope to identify what we want to further
achieve in the future. Second, we want to broaden the Korean people’s understanding of the overall
trends in international economic governance of which the OECD has been at the forefront.

Korea’s FTA Policy: Current Status and Future Prospects

Discussion Papers

by Chan-Hyun Sohn and Jinna Yoon (Sep. 2001)
ISBN 89-322-4097-3 / A5 / 66pp. / USD 5
The purpose of this paper is to give a general picture of Korea’s FTA policy in terms of its background,
current status and future challenges. Further, it suggests selection criteria for determining Korea’s
eligible FTA partner and draws important implications on how Korea’s future FTA policy should be
developed.
Until mid 1990s, the trade policy of Korea has long been based on multilateral and bilateral trade
liberalization, hardly paying attention to regional trading arrangements. However, both external
and internal factors have influenced on Korea’s recent adoption of FTA policy. These include ①
the growing importance of regional trading arrangement in the world trade, ② the changes in
the international perception toward regionalism, ③ the need for securing export and investment
markets, ④ the continuation and acceleration of market openings and structural reforms, and ⑤ the
need for strengthening politico-economic ties with major trading partners.
With this background, this paper first discusses the current status of Korea’s major FTA initiatives: a
‘Korea-Chile FTA,’ a ‘Korea-Japan FTA,’ and a ‘Korea-US FTA.’ A ‘Korea-Chile FTA’ which is Korea’s
first FTA initiative started since late 1998. It is still in the process of negotiations to narrow down the
differences over the tariff concession schedules. Talks on a ‘Korea-Japan FTA’ were also initiated in late
1998. Korea and Japan conducted a joint research on the bilateral FTA and exchanged its results at
International Joint Symposium on May and September 2001 at Seoul and Tokyo, respectively. Now
the private sector is taking the lead in the bilateral FTA talks through Business Forum. As for a ‘Korea-US
FTA,’ no formal bilateral FTA talks have yet been launched but discussions have been ongoing since
late 1990s in academic and business circle. Korea is also conducting feasibility studies on a ‘KoreaThailand FTA’ and a ‘Korea-New Zealand FTA.’ Considerations are also given to other FTAs such
as a ‘Korea-Japan-China FTA’ and an ‘ASEAN+3 (i.e., Korea, Japan and China)’ as a way to create a
regional trading arrangement to counterbalance other major economic blocs such as EU and NAFTA.
Korea, with all eagerness to adopt FTA as its trade policy priority, still lacks in definite and consistent
orientation to project the future course of FTA initiatives. Therefore, in this paper, we will suggest five
important criteria that would be useful in selecting Korea’s desirable FTA partners. These are ① the
structure of comparative advantage, ② income level, ③ geographical proximity, ④ market size, and
⑤ the outstanding level of trade barriers.
Taking into account these five criteria, the U.S and Japan are considered to be the most feasible and
desirable FTA partners for Korea. Recently there are prevailing talks on a ‘Korea-Japan-China FTA’ or
an ‘ASEAN+3 FTA’ in order to create a regional trading arrangement in East Asia. However, this may
not seem feasible in the short-term for two main reasons.
The first problem is China’s capacity. To meet WTO entry criteria, China should reduce its average
tariff rates from the current 16.8% to 9.44 % over next three years (until 2004). Therefore, China
may find it hard to make an additional tariff cut to zero in order to form an FTA with Korea and
Japan. Moreover, since China maintains relatively higher actual tariff rates for Korea and Japan than
average tariff rates applied to other countries, a complete elimination of tariffs for China to form a
‘Korea-Japan-China FTA’ seems not feasible in the short-term.
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The second problem is the WTO compatibility of ‘ASEAN+3 FTA.’ The FTA among ASEAN countries,
namely AFTA is a preferential trading arrangement among developing countries. It is based on GATT
‘Enabling Clause,’ not on GATT Article XXVI. It is therefore exempt from the provision of GATT Article
XXIV. Before forming an ‘ASEAN+3 FTA’ or ‘East Asian FTA,’ AFTA should first be transformed into an
FTA under the terms and conditions of GATT Article XXIV covering ‘substantially all the trade,’ which
requires significant time and commitments.
Therefore, in practical point of view, a ‘Korea-US FTA’ and a ‘Korea-Japan FTA’ seem most feasible
with greater economic effects. A ‘Korea-Japan FTA’ is particularly recommendable as it could later be
developed into an ‘East Asian FTA’ through expanding its membership to China and possibly ASEAN
countries.

An Appraisal of ASEM Economic Dialogues and Future Prospects
by Chong Wha Lee (Dec. 2001)
ISBN 89-322-4101-5 / A5 / 51pp. / USD 5
This paper seeks to conjecture the future navigation of ASEM with an emphasis on Gerald Segal’s
“subsidiarity question” taking account of the recent development of trade and investment relations in
ASEM. The progress achieved in ASEM does not yet meet the requirement dictated by the subsidiarity
question. As for the future of the ASEM process, there seem to be three broad scenarios: the status
quo scenario, APEC-type evolution scenario and hybrid scenario. Under the status quo scenario, its
agenda will be aimed primarily at facilitating information networks. Concerning the second, a more
forward-looking strategy for ASEM would be aimed at achieving a goal where trade liberalization
measures are matched with a non-binding regional investment initiative such as those in place in
APEC. Under the hybrid scenario, ASEM can be used as a useful vehicle to facilitate information
networks and to reinforce open multilateralism at the same time. A more plausible scenario to date
right after ASEM - may well be somewhere in between the status quo scenario and hybrid scenario
taking into account the new initiatives for ASEM -, including a non-binding study of TFAP. Finally, it is
to be noted that a substantive agenda, if not agreement, has to be paralleled with the launch of the
Doha Development Agenda(DDA) negotiation. Actually, with regard to the DDA negotiation, it could
be said that the main conflict arises from discrepancy between the EU and ASEAN, especially for
those Singapore issues. In addition, if the EU takes the initiative vis-&agrave;-vis the US in advancing
the DDA, it would be from ASEM that the EU seeks support during the negotiations. Therefore, if
ASEM provides a useful vehicle for the success of the DDA negotiations, for example during the
fourth ASEM Summit Meeting, it turns out to be really WTO-enhancing. If this is the case, ASEM
would give a decisive momentum to multilateral liberalization and the ASEM process as well, which
would allow it to be found either somewhere between the hybrid scenario and APEC-type evolution
scenario or even beyond that level.

Working Papers

Does the Gravity Model Fit Korea’s Trade Patterns? Implications for Korea’s
FTA Policy and North-South Korean Trade
by Chan-Hyun Shon and Jinna Yoon (May 2001)
ISBN 89-322-4094-9 / A5 / 61pp. / USD 5
The purpose of this paper is to empirically analyze Korea’s trade patterns based on the gravity model
and to suggest possible ways to expand trade by identifying important factors determining Korea’s
bilateral trade flows. The gravity model assumes that trade flows between two countries are positively
related to their economic size and negatively related to the distance between them. By taking into
account geographical factors, such as distance, population and adjacency, which had long been
disregarded by international trade theorists, the gravity model is now recognized as one of the best
models for explaining international trade volumes.
In this paper, new explanatory variables, such as the Trade Conformity Index and APEC membership,
were also included in order to examine the peculiarity of Korea’s trade patterns - whether they follow

the Heckscher-Ohlin model or the Differentiated Product model - and to estimate the influence of a
regional economic bloc on Korean bilateral trade flows.
According to the regression results of the analysis, it is found that Korea’s bilateral trade patterns
fit the basic gravity model well. This means that Korea tends to trade more with countries in close
proximity and having large economies. By analyzing the possible impact of complementary trade
structures on Korea’s bilateral trade flows, it is also found that Korea’s bilateral trade flows increase
in proportion to the trade complementarity (TCI). This implies that Korea’s trade patterns are based
on inter-industry trade rather than on intra-industry. In addition, the fact that Korea trades more
with APEC countries than with non-APEC countries is a clear empirical evidence of the growing
importance of the regional trading arrangements.
We found two important policy implications based on the findings of this study.
First, Korea’s actual trade volumes with countries like Japan and China, which in terms of economic
size and distance present greater advantages, seem to fall short of the trade volumes predicted
by the gravity model. Both countries showed relatively lower levels of actual bilateral trade flows
than forecast, respectively only 85% and 67% of the predicted levels. This implies that there is
a considerable level of missing trade between Korea and these countries due to significant trade
barriers. Korea, by establishing an FTA with Japan or China, is expected to enjoy, in addition to the
benefits of trade creation effect, the recovery of missing trade through the elimination of unnecessary
trade barriers.
Secondly, in this study, the gravity model is also applied to compare the actual and predicted
bilateral trade flows between South and North Korea. The results show that that the actual trade
of South Korea with North Korea (US$ 290 million) represents only one-fifth of the predicted value
(US$ 1.43 billion). This means that, with the normalization of trade relations and the elimination
of trade barriers, the bilateral trade between the two countries could expand to as much as five
times the current level. Furthermore, if North Korea becomes an APEC member and makes strong
commitments to open its market and liberalize trade, the trade flows between South and North
Korea are expected to expand to three times (US$ 4.3 billion) the level before APEC membership.

Impact of China’s Accession to the WTO and Policy Implications for AsiaPacific Developing Economies
by Wook Chae and Hongyul Han (May 2001)
ISBN 89-322-4095-7 / A5 / 85pp. / USD 5
This paper analyzes the economic impact of China’s entry into the WTO on developing economies in
the Asia-Pacific region (AP developing economies), and provides guidance for their national policies.
A landmark deal on U.S.-China trade promises to open up one of the world’s largest economies to
unprecedented foreign competition. China has committed to conduct a substantial reduction in
tariffs and remove most quotas on both agricultural and industrial products. A more striking and
surprising outcome from the deal is China’s comprehensive commitments to phase out restrictions in
a broad range of services over a relatively short period. Noting, however, that most of AP developing
economies are expected to benefit little from China’s liberalization in service sector, quantitative
analyses in this paper are focused on the impact of China’s tariff reduction on AP developing
economies.
Analyses show that most East and Southeast Asian economies have great interest in exporting
products such as industry special machines (SITC 72), office and data processing machines (SITC
75) and electrical equipment (SITC 77). It is therefore expected that significant tariff reduction on
these products will provide great export opportunities for East and Southeast Asian economies.
In particular, Korea and Chinese Taipei are to be the greatest beneficiaries of China’s overall tariff
reduction. On the contrary, China’s import expansion of primary products in which some South
and Southeast Asian economies have interests is quite limited. In that respect, China’s liberalization
schedule seems biased toward the import of capital intensive products and provides benefits to
relatively advanced economies in the Asia-Pacific region.
The paper also shows by conducting constant market share analysis (CMS) that the phase-out of
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MFA by 2004 and China’s accession to the WTO may pose a great challenge to AP developing
economies. While it is difficult to predict exactly what will be the consequence of MFA abolition, small
but protected textile and apparel suppliers of AP developing economies will be certainly exposed to
additional competition from other currently restrained but competitive exporters like China.
The paper concludes with the following suggestions for AP developing economies, which are
designed to help them compete better in the world market as well as in the Chinese market.
First, they have to accelerate trade and investment liberalization by active participation in multilateral
trading system, regional economic cooperation and bilateral investment treaties. Second, they have
to put efforts to follow international standards for new issues such as environment, labor, investment,
competition policy and transparency in government procurement. Third, they have to restructure
their domestic industries to strengthen competitiveness by fostering knowledge-based industries
including the service industry. Finally, they have to secure the human resource capacity to quickly
adjust to change of the world economy by expanding investment in education and by ensuring
flexibility of labor market

Is APEC Moving Towards the Bogor Goal?
by Kyung Tae Lee and Inkyo Cheong (Aug. 2001)
ISBN 89-322-4096-5 / A5 / 49pp. / USD 2
The achievement of the Bogor Goal has been mentioned in many APEC statements. However, APEC
has not yet much discussed how to achieve it and has shown very poor performance so far, although
some progress has been made in institutional development, membership and coverage of issues.
This paper shows that APEC’s voluntary liberalization has limitations in inducing member economies
to reduce trade barriers. Therefore, it proposes that the facilitation of trade liberalization that utilizes
preferential RTAs is a practical method to achieve the Bogor Goal, defining the role of APEC as the
facilitation of the transformation of bilateral and subregional RTAs in the region into a APEC-wide FTA
in the long run. APEC should adopt principles and guidelines for RTAs in the region in terms of scope
of coverage, comprehensiveness, transparency, etc.
APEC countries should endeavor to achieve the Bogor Goal through active and serious discussion
on the issue. In this regard, it is necessary for APEC to clarify the Bogor Goal and numerous related
concepts such as the time limit, the scope of trade liberalization, definition of developed and
developing nations, open regionalism and so on.

Impact of FDI on Competition: The Korean Experience
by Mikyung Yun and Sungmi Lee (Oct. 2001)
ISBN 89-322-4098-1 / A5 / 91pp. / USD 5
Korea has seen tremendous changes in its foreign economic relations since the outbreak of the
currency cum financial crisis in 1997. One notable consequence of the crisis is a significant increase in
foreign investment, following dramatic liberalization measures and aggressive solicitation of foreign
investors. Ceilings on foreign equity ownership in the stock market have been eliminated, cross
border mergers and acquisitions (M&As) are now allowed and foreign land ownership has been fully
liberalized.
The benefits of FDI are well established in the literature. FDI induces not only stable, long term
capital, but also spillovers in technology and managerial know-how, employment creation and
regional development.
Foreign investment has an added significance for post-crisis Korea: it can be a source of funds
for restructuring firms which cannot find qualified domestic investors, both in the financial and
managerial sense. Even if not directly involved in the workout process of distressed firms, the larger
presence of foreign firms in the Korean economy can encourage the adoption of international best
practice and promote better corporate governance.
FDI is seen by some as providing the only viable competition for dominant domestic chaebols,
both in managerial and product markets. In fact, the domination by chaebols is seen by some

to have inhibited foreign investors in the past. Serious concerns remain, however, regarding the
concentrating effects of multinationals, especially because recent FDI has entered through mergers
and acquisitions rather than green-field investment. Critics suspect that foreign monopolies may
simply substitute for domestic ones. Clearance of large M&As in the name of restructuring, which
might not have been allowed under normal circumstances, certainly fuel such concerns.
This study focuses on this issue of how FDI impacts on market structure and competition in Korea.
In Section II, the study adopts a simultaneous estimation to investigate the impact of FDI on
concentration and price cost margin in Korean manufacturing industries during the pre-crisis years of
1991-1997. Even though FDI as a proportion of total capital formation was not large, FDI consistently
increased during this period following several liberalization measures and played a significant role in
some sectors. Therefore, it would be meaningful to explore how competition was affected by FDI
entry during this period.
The economic ramifications of the financial crisis are still unfolding, and the post-crisis years would be
less amenable for a quantitative study, especially due to lack of consistent time series data. However,
the massive inflow of FDI after the crisis, especially in the form of M&As, has raised particular concern
regarding anti-competitive effects of multinationals. Therefore it would be important to analyse post
crisis impact of FDI. This issue is explored through two detailed case studies on the seed and paper
industries in Section III. Case studies would show more in detail the process through which FDI affects
the competition process and provide a useful complement to the quantitative analysis.
Although the empirical study in Section II is limited in many ways, the results from this study provide
some perspective on how FDI affected competition in Korean manufacturing industries during the
1990s, pre crisis. According to the estimation results, FDI seems to have an upward influence on
concentration, confirming earlier studies for Korea. At the same time, concentration leads to higher
price cost margin, and through this channel, FDI would indirectly contribute to increasing price cost
margin. The direct impact of FDI on price cost margin is not conclusive, but seems to suggest that
multinationals are attracted to markets where profits are stable (and probably high), but compete
profit away as they enter these markets.
Implication of these results for competition policy is threefold. First, FDI dominant sectors can be
highly concentrated and firms in this sector may enjoy supernormal profits. This would warrant
continuous vigilance with respect to FDI dominant sectors on the part of the competition authority.
Secondly, because of the strong positive feedback mechanism between concentration and price cost
margin, persistence of concentration would be a reasonable indication of presence of excess profit
and market power, although at what level of concentration market power is achieved cannot be
discerned from the empirical study.
Thirdly, although MNCs may have an upward impact on price cost margin over time through raising
concentration, they may also lower price cost margin at entry, offsetting anti-competitive effects to
a certain degree. Thus, it would be important to examine industry specific competition dynamics
carefully to determine the competitive impact of FDI in that particular sector, rather than to merely
consider concentration level at a given point in time. For example, in the Seminis case, given the
backwardness of domestic seed industry, foreign investment seem to have played a positive role in
upgrading technology and efficiency in general, as well as providing export opportunities through
formation of international networks. In addition, since this sector does not form a large part of the
economy and no chaebol firms are in operation, the repercussions to the economy as a whole should
not be large. On balance, the positive impact of the acquisition may have been stronger than anticompetitive effects, at the time of entry.
The case studies in Section III throw more light upon the process through which a multinational
company can gain market dominance over time. And, in some cases, such dominance has given
them the power to influence prices, even at market shares lower than the 50 percent threshold, and
competition was drastically reduced where the multinational has segmented not only the national
market but also the world market among its non-competing subsidiaries.
For example, although the Seminis case does not cause serious competition concerns when viewed
using merger regulation guidelines, especially at the time of entry, the market segmentation
arrangement between Hungnong and Choong Ang and their ability to control prices gave rise to
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substantial market dominance. It is plausible that their market share and dominance may increase
in the long term. Further, the abuse of such market dominance was evident in the resale price
maintenance policy of Seminis.
The paper industry seems to be the more worrisome case. The mergers have led to substantial
concentration, with merging party market share increasing rapidly over the 50 percent benchmark.
In the newsprint paper market, because continued market growth is expected, consolidation through
mergers to correct temporary excess capacity would be ill advised. The dominance of merging
parties in the international market, especially with the regional market segmentation agreement, has
also been substantially enhanced.
Some lessons for merger regulation can be drawn from these case studies. Although concentration
and market share levels may be reasonable indication of market power as results from the
econometric study suggests, the use of 50 percent benchmark to determine effective suppression
of competition may be inappropriate, and should be complemented by greater analysis of price
changes specific to the mergers.
Further, the use of market share ceiling as a remedial measure is not very effective. In general,
behavioural remedies such as market share restrictions or price ceilings do not fundamentally address
competition concerns, and are more difficult to monitor than structural remedies. The remedial
measure required in the hygienic band market was more effective in this sense. Nevertheless, here
too, if prior notification was in place, the third party to which the problem asset could have been
divested may have been identified before the merger. This would have made both the merger and
remedial procedures more efficient.
Since the multinationals tend to acquire more than one firm or business units in a sequential manner,
the impact of a particular multinational seems to be more pervasive in the long term than it appears
at first sight. The continued vigilance of competition authority would therefore be desirable. Indeed,
with the liberalization of the FDI regime, competition policy has gained greater importance. Free
entry of FDI should be accompanied by strengthened competition policy. It should also be noted
that open trade regime is important when proportion of foreign ownership becomes greater, since
import protection protects foreign multinationals as well as domestic firms. However, when the
multinational is also a dominant player in the world market (which would usually be the case), little
import competition would be forthcoming. Again, dynamic, industry specific analysis would be
important in these cases.
These results are based on a limited number of cases and data set at a highly aggregated level. Much
improvement is to be gained from a firm level study with a larger data set, better specification of
estimated equations with clearer hypotheses to test, and greater number of case studies.

Aggregate Shock, Capital Market Opening, and Optimal Bailout
by Se-Jik Kim (Dec. 2001)
ISBN 89-322-4099-X / A5 / 57pp. / USD 5
This paper explores the joint effect of aggregate productivity shocks and capital market liberalization
on the optimal bailout (or liquidation) policy of banks towards defaulted borrowers. It suggests
that in bad times both good and bad firms default on their obligations, it is harder for the bank to
distinguish between the two and therefore it is less costly to bail out defaulted firms. Therefore, the
optimal liquidation rate in a closed economy may be substantially lower in recessions than in booms.
In an economy with open capital markets, however, the corporate rate of return has to be raised at
least up to the world rate of interest by improving the composition of the corporate sector through
higher liquidation in order to prevent an outflow of capital and the subsequent financial crisis. As a
result, the optimal liquidation rate (bailout rate) during recessions may be much higher (lower) in an
economy with liberalized capital markets than in a closed economy. The model in this paper explains
why liquidation rates of defaulted firms have risen significantly and structural reform to facilitate
more liquidation has been pursued after the financial crisis in those East Asian countries with more
liberalized capital markets.

China’s Integration with the World Economy: Repercussions of China’s
Accession to the WTO
by Kyung Tae Lee and Justin Yifu Lin

(Dec. 2001)

Monographs

ISBN 89-322-0022-X / A5 / 426 pp. / USD 20
This book is the outcome of intense academic and policy debates at a round table conference
held to assess the impact of China’s accession to the WTO on the Chinese and world economies.
The conference, held in Beijing on August 25 and 26, 2001, was organized by the Korea Institute
for International Economic Policy (KIEP), a policy-oriented thinktank in Seoul, Korea. Some 30
distinguished scholars and policy makers from China, Korea, Japan and Hong Kong participated in
the conference, exchanging views on issues related to China’s entry into the WTO.
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Regional Arrangements to Borrow: A Scheme for Preventing Future Asian
Liquidity Crises
by Yunjong Wang, Tae-Jun Kim, and Jai-Won Ryou (Nov. 2000)
ISBN 89-322-1107-8 / A5 / 200pp. / USD 7
For over three years, the East Asian crisis countries, other than Malaysia, have dutifully followed the
IMF structural programs to make their corporate and financial sectors more transparent, efficient and
resilient to financial market instability. The reform processes in these countries are far from over, yet there
is already a growing concern that they will remain vulnerable to future financial crises even with faithful
execution of reforms. The domestic economic reforms alone may not safeguard them against future
crises, so long as the reform of the international financial system is deferred or pushed forward without
due consideration of the institutional and structural characteristics of the emerging market economies.
The reform led by the G-7 countries has been losing steam and from the viewpoint of emerging market
economies does not adequately address the supply side problems. In particular, the small and mediumsized open economies in East Asia, on their own, may not be able to fend off rapidly globalized and
virtualized speculative attacks. For these reasons, there has been increasing support in East Asia for
developing a regional mechanism of defense in the form of financial cooperative arrangements. This
support has culminated in the Chiang Mai Initiative of ASEAN+3 to create currency swap arrangements
among thirteen countries in East Asia. The initiative is widely perceived as a major step toward
strengthening financial cooperation among East Asian countries. Details of the swap arrangements
among the ASEAN+3 countries will need further elaboration; however, at this stage it is too early to tell
whether they will be able to successfully negotiate the creation of such arrangements, given the different
interests of different countries in the region.
As was the case of the Asian Monetary Fund proposed by Japan when the crisis touched off in July
1997, the idea of a regional monetary fund or regional lender of last resort still faces strong opposition
by the United States, European countries and, of course, the International Monetary Fund (IMF) for a
number of reasons. Many western scholars dismiss the contention that an East Asian regional fund may
have a comparative advantage in diagnosing regional economic problems and prescribing appropriate
solutions on the basis that it will increase competition in the market for ideas. A more serious argument is
that East Asians are not ready or capable of creating and managing an effective regional monetary fund.
Compared to European countries, East Asia lacks the tradition of integrationist thinking and the web of
interlocking agreements that encourages monetary and financial cooperation.
Nevertheless, regional financial arrangement could be structured and executed so as to be
complementary to the role of the IMF. For example, a regional financial arrangement could provide
additional resources to the IMF while joining forces to work on matters related to the prevention and
management of financial crises. Furthermore, the East Asian countries’ joint efforts to monitor economic
and financial market developments in the region will support the IMF’s global surveillance activities. In
this regard, an East Asian regional financial arrangement, along with a regional surveillance process, can
be explored while avoiding institutional duplication and reducing operational costs as well.
Beyond the Chiang Mai Initiative, the Asian Arrangements to Borrow (AAB) would build a strong
foundation for committed financial cooperation in East Asia. The AAB shall be activated as the first line of
defense for a country faced with a temporary shortage of foreign exchanges before officially requesting
emergency loans from the IMF. The AAB would not require the establishment of a formal institution.
The AAB would be based on the credit arrangements among participants, as in the case of the credit
mechanism under the European Monetary System (EMS). However, the AAB should be distinguished
from the facilities to maintain the par value system among participating countries under the regional

monetary system.
To avoid or mitigate the moral hazard problem embodied in the automatic lending system of the
AAB, it would be desirable to link the limit of borrowing assigned to each participant with its credit
commitments. In addition, a penalty rate should be applied to borrowing countries. The AAB could
become the next initiative by developing the network of bilateral swap arrangements, currently discussed
under the Chiang Mai Initiative, into a truly multilateral scheme. If carefully designed and implemented,
the AAB may serve as a milestone for closer and deeper financial cooperation in East Asia.
As the East Asian countries become more regionally integrated, the next agenda for the regional financial
cooperation would be to search for a means to stabilize exchange rates among regional currencies.
An even higher level of concerted cooperation would be required to establish appropriate monetary
arrangements at the national as well as regional dimensions. As seen in the ERM crisis of 1992-93,
however, even this EMS institutional framework would not be sufficient to ward off speculative attacks.
An Asian currency unit or a single currency could be further explored over a longer term, if regional
political consensus emerges along with deeper regional economic integration.
East Asia has a long way to go before formalizing and putting into effect the Chiang Mai Initiative, and
launching further cooperative initiatives. In this respect, China and Japan should be able to provide
leadership in leveling out the differences among the East Asian countries that are likely to surface during
the negotiation process.

Foreign Exchange Market Liberalization: The Case of Korea
by Chae-Shick Chung, Sangyoung Joo, and Doo Yong Yang (Dec. 2000)
ISBN 89-322-1124-8 / A5 / 200pp. / USD 5
The Korean government has liberalized its foreign exchange market in early April 1999. The
foreign exchange law has been simplified considerably: it transformed from a positive list system
- no transactions allowed, apart from certain explicit exceptions - to a negative list system - all
transactions allowed, with a few exceptional cases. As a sequel, the second stage of the liberalization
is scheduled for January 1, 2001. Both liberalization actions aim at removing unnecessary regulations
for transactions related to foreign exchange, either directly or indirectly, as well as at increasing depth
and liquidity of the market.
The purpose of this study can be put simply into the following questions: What are the special
features in Korea’s won / dollar foreign exchange market distinguished from foreign exchange
markets of other major currencies? Does foreign exchange liberalization increase the trading volume
and enhance market efficiency of the foreign exchange market? We believe that the answers for
these questions may be able to provide useful policy guide for the relevant parties.

Conference
Proceedings

APEC Forum on Shared Prosperity and Harmony
by Kyung Tae Lee ed. (Jul. 2000)
ISBN 89-322-0009-2 / A5 / 246pp. / USD 15
The objectives of the APEC Forum on Shared Prosperity are to exchange views on the current status,
strategies and future directions of the structural reforms and liberalization, pursued by individual
economies in overcoming the economic crisis so as to explore ways to coordinate the policies of the
member economies, and present policy directions for sustainable economic growth in the Asia-Pacific
region.
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The Korean government plans to report the conclusions of the Forum to the next APEC Leader’s
and Finance Ministers’ Meeting as a basis for future discussions and hopes that they will provide
invaluable foundations for various APEC Meetings in the future.

The Seoul 2000 Summit: The Way Ahead for the Asia-Europe Partnership
by Chong-Wha Lee ed. (Oct. 2000)
ISBN 89-322-3027-7 / A5 / 222pp. / USD 15
1. ASEM has, in regularly bringing together East Asian countries and a consolidated group of
European partners, contributed to the emergence of a new voice on the global scene, the voice
of East Asia. This has important geo-strategic implications as it will permit Asia’s position to be
strengthened through a partnership with Europe in accordance with a new model of equal
partnership.
2. ASEM was not originally conceived as a bloc-to-bloc dialogue process, but it has taken on, more
and more, an inter-regional character.
3. Hence, while ASEM should by nature be open to Asia as a whole, and Europe might in future be
enlarged, there might be some value in consolidating ASEM first as a Western Europe-East Asia
forum, at least for the time being. Nevertheless, ASEM could consider opening further dialogue
avenues with countries which might become partners in the future.
4. ASEM should remain an informal process where no decisions have to be taken, nor treaties
negotiated. It can be a useful forum to build consensus between East Asia and Western Europe
on political dialogues and global issues such as the New Trade Round, international financial
architecture, drug trafficking, money laundering, and the environment.
5. Non-institutionalisation in the form of a loose and informal process does not necessarily mean an
absence of organisation. The function of a lean and effective secretariat along the lines suggested
in the Asia-Europe Vision Group’s report, in addition to existing political co-ordination mechanisms,
might not be inconsistent with the principles of adding value and avoiding duplication of
initiatives. Initiatives such as the ASEM Trust Fund or ASEM Educational Hubs should be given due
recognition, and it can be seen that through this loose and informal process, Track I may give birth
to various institutions and build infrastructure to promote exchanges between Europe and Asia.
6. A common agenda is not given, but must be built through a continuous effort. Issues such as
the challenges of globalisation, the necessity of state and corporate reform, human rights, good
governance, and the role of civil society should be discussed. An annual ASEM Roundtable on
Globalisation was proposed as a useful vehicle to promote such discussion.
7. Parliamentarians, the media, and NGOs should be more actively associated with the ASEM
process, whether through Asia-Europe Foundation (ASEF) or other initiatives. The role of the ASEF
should generally be fully acknowledged at ASEM III, and its mandate should be renewed, backed
by the necessary financial commitment.
8. In the economic sphere, ASEM does not yet have any binding obligations. However, it is evolving
through peer pressure and discussions on trade and investment liberalization help to build an AsianEuropean consensus in support of free trade and open economies, as well as international cooperation
and globalisation with a human face.
9. Political issues should not be conceptualised too narrowly. Despite initial difficulties and
confrontations, it is hoped that ASEM III will forge a new equilibrium for political dialogue based
upon mutual respect.


Reforming the International Financial Architecture: Emerging Market
Perspectives
by Il SaKong and Yunjong Wang eds. (Dec. 2000)
ISBN 89-322-3028-5 / A5 / 309pp. / USD 12
The recent Asian financial crisis which first began in 1997 has raised a critical question on the

adequacy of the existing international financial architecture and provided an impetus for discussion
on how it can be modified or redesigned.
There have already been many reports and policy recommendations put forward regarding this issue.
However, these reports and policy recommendations are frequently criticized because emerging
market views are not fully recognized and their concerns are not fully reflected, although emerging
markets are most vulnerable to the systemic risks of the global financial system.
For this purpose, an international conference was organized by the Institute for Global Economics
and the Korea Institute for International Economic Policy to concentrate on discussing these critical
issues among Group members and international experts.

Korea in the OECD Perspective: Shaping up for Globalization
by Yunjong Wang ed. (Dec. 2000)
ISBN 89-322-3029-3 / A5 / 206pp. / USD 10
The purpose of this seminar was two-fold. First, it wanted to seek the advice and expertise of
the OECD and advanced economies of the world on how Korea should prepare itself for the
New Economy and globalization and how it can better managed and complete our economic
restructuring efforts which began three years ago. Second, it wanted to increase the awareness of the
Korean public about the economic cooperation and collective discourse taking place among

Review of APEC’s IAPs: Competition Policy and Deregulation

Discussion Papers

by Hyungdo Ahn, Junsok Yang, Mikyung Yun (Oct. 2000)
ISBN 89-322-4087-6 / A5 / 181pp. / USD 7
This paper reviews and evaluates Individual Action Plans (IAPs) of the non-OECD member economies
of APEC. APEC adopted a unique modality of trade and investment liberalization and facilitation,
called IAPs. Individual member economies announce their liberalization plans unilaterally and
voluntarily. Then, they jointly review the IAPs and their implementation to encourage the member
economies to achieve measures to be carried out over the immediate, medium and longer term in
fifteen specific areas.
This paper focuses on competition policy and deregulation. Competition policy is included in IAP
to enhance the competitive environment in the Asia Pacific region through the review of respective
competition policies, implementation of technical assistance, and establishment of appropriate
cooperation arrangements. Deregulation in IAPs is to promote transparency of regulatory regimes
in APEC member economies and eliminate the distortion arising from domestic regulations. In
particular, the focus is on the trade and investment effects of domestic regulations.
There is a growing consensus that competition oriented policy framework would be instrumental
in achieving the Bogor goal of trade and investment liberalization. But at the same time, there is no
consensus on the specific goals or scope of competition policy among member economies because
they are at various stages of industrialization, and have different institutional, legal and cultural
heritages. This is evident in the IAPs submitted by member economies. To partly resolve the problem
of lack of a common principle in the area of competition policy among APEC member economies,
the APEC Principles To Enhance Competition and Regulatory Reform was adopted in September
1999 at the Auckland APEC Leaders Meeting.
Similarly, IAPs for deregulation is limited in advocating comprehensive regulatory reform in the
economies studied under the current APEC charter. While many countries carry out comprehensive
program of regulatory reform, including deregulation, to improve efficiency of business and
government, and raise consumer welfare, APEC’s deregulation deals mostly with market opening
deregulatory measures. Thus, APEC overlooks some of the most important aspects of regulatory
reform such as reforms of public administration, or the possibility of systematic adoption of tools to
examine usefulness and efficiency of regulations (e.g. regulatory impact analysis). Part of the problem
is that there is no clear definition of “deregulation” for IAPs. The deregulation component acts as a
“catch-all” listing of various deregulation measures which are not listed in many other, better defined
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areas of IAPs (eg. customs procedures, technical standards and conformity, sectoral regulations)
which have not been covered in this paper. Consequently, deregulation process in these economies
can seem incoherent and haphazard, if only looked at through the IAP for deregulation.

Reform of the International Financial System and Institutions in Light of the
Asian Financial Crisis
by Yung Chul Park and Yunjong Wang (Dec. 2000)
ISBN 89-322-4091-4 / A5 / 73pp. / USD 5
When East Asian countries came under speculative attacks in 1997, some of these countries were
not able to defend themselves and subsequently had to seek the IMF financial assistance and accept
its stabilization programs. These crisis-hit countries were criticized for not having restructured their
financial, corporate, and public sectors along the lines suggested by the Washington consensus. This
failure was singled out as the main cause of the crisis and understandably, these crisis-hit countries
were subject to heavy doses of structural reforms. The East Asian crisis became contagious, even
threatening the stability of major international financial centers. The severity and contagiousness
of the East Asian crisis underscored the importance of and renewed interests in reforming the
international financial system. Numerous proposals have been put forward. The G-7 led reform,
however, has concentrated its efforts on reforming the financial and corporate sectors of developing
economies, while by and large ignoring the problems of the supply side of international finance.
As was in the Mexican crisis of 1994-95, the appetite for radical reform of the international financial
system has receded considerably in the wake of global recovery. The ongoing debate on the future
direction of the international financial reform in fact suggests that most of the problems that beset
the international financial system are likely to remain unchanged. This pessimistic outlook arouses
deep concern in developing countries that they will remain vulnerable to future financial crises even if
they faithfully carry out the kinds of reform recommended by the IMF and the World Bank. Given this
reality, developing countries may have to develop a defense mechanism of their own by instituting
a system of capital control and adopting an exchange rate system that lies somewhere between the
two corner solutions.

Working Papers

Issues in Korean Trade 1999: Trends, Disputes & Trade Policy
by Junsok Yang and Hong-Youl Kim (Apr. 2000)
ISBN 89-322-4078-7 / A5 / 104pp. / USD 7
This paper is a survey of some of the important issues in Korean trade during 1999. 1999 was an
important year in Korean trade for several reasons. In 1999, Korea began its recovery from the Asian
Financial Crisis, with its GDP growing by more than 10%. Much of the growth, especially in the
latter half of the year, was due to a healthy export sector. Korea’s exports to all major regions rose
greatly. Korea’s imports also rose greatly, but imports from some regions, such as Asia and North
America, grew more quickly than imports from other regions such as Europe. The growth in exports
was driven by such goods as semiconductors and automobiles. On the import side, the growth of
imports was driven by increases in the import of capital goods due to Korea’s recovery from the
Financial Crisis and the recession which followed.
Such growth in exports could not help but generate trade disputes between Korea and its trading
partners, most notably the United States. While the bilateral trade disputes were not as serious as
they had been in the 1980s, there were some notable issues in 1999, particularly with regard to steel,
semi-conductors, pharmaceuticals, and movies.
While many of these trade dispute issues were being dealt with bilaterally, between Korea and various
complainant countries, the world was rapidly moving toward establishing a common multilateral
rules on trade, and 1999 was an important year in the multilateral trade arena as well. On November
30 1999, the WTO Ministerial Conference was held in Seattle. The Conference was to signal the
beginning of a New Round of trade negotiations designed to liberalize trade, as well as introduce

multilateral rules with respect to several “New Issues”. However, because of disagreements among
member countries, the negotiations were “suspended,” and except for certain “built-in agenda”
issues, the negotiations will not resume until the members can attain a wider agreement on various
issues concerning the New Round negotiations.
Korea submitted 12 official position papers to the WTO on various topics concerning the New
Round. These topics include agriculture, services, the anti-dumping agreement, market access
for industrial goods, trade and investment, trade and competition policy, and transparency in
government procurement.

Competition and Complementarity in Northeast Asian Trade: Korea’s
Persepective
by Sang-yirl Nam (Apr. 2000)
ISBN 89-322-4079-5 / A5 / 60pp. / USD 5
This paper reviews the degree of competition and complementarity among three Northeast Asian
countries - China, Japan and Korea. An attempt is made to identify sectors or commodities that are
expected to potentially increase trade between Korea and China or Japan. For the analysis, bilateral,
as well as total trade at a somewhat disaggregated commodity level, are considered. In addition,
various trade-related indices are utilized with an emphasis on the demand rather than supply side of
international trade.
Overall, Japan and Korea are quite similar in terms of their aggregate trade structures. Japan and
Korea are commonly import-oriented in beverages and tobacco, inedible crude materials, animal
or vegetable oils and fats; and primarily intra-industry trade oriented in most of the manufacturing
sectors. China has quite a different trade structure from Japan or Korea. More specifically, China’s
export-orientation in food and live animals, beverages and tobacco, miscellaneous manufactured
articles is well contrasted with its import-orientation in manufactured goods classified as materials,
animal or vegetable oils and fats, machines and transportation equipment. Therefore, China is highly
complementary in trade with Japan and Korea.
We also try to analyze the extent of the structural similarities (between one’s exports and the
other’s imports and vice verse, therefore, complementarity) in international trade between the
Northeast Asian countries with the index of trade conformity (ITC). The ITC denotes the overall
complementarity between two countries’ trade. Since the ITC can also be interpreted as a summation
of each commodity’s contribution, we can identify some commodities which would potentially
increase trade between two countries. The ITC analysis yielded the following implications. Korea’s
imports from Japan are much more likely to increase than those from China, in a potential sense.
Potentially speaking, Korea’s exports to the two other countries will increase relatively, somewhat
more for Korea’s exports to Japan than to China. Looking at it another way, in terms of potential,
Korea’s exports to China are much more likely to increase than are China’s exports to Korea. The
overall aggregate trade structures (between one’s exports and the other’s imports and vice versa)
of Japan and Korea are quite similar, therefore complementary, and Japan’s exports to Korea are
potentially a little more likely to increase than are Korea’s exports to Japan.
We also try to identify some commodities (disaggregated in terms of the SITC three-digit
classification) which are expected to increase bilateral trade between Korea and China or Japan. For
example, Korea’s exports to Japan have the potential to increase in other textile apparel, men’s and
women’s clothing excluding knit (SITC 845, 841, 842); fresh, chilled, frozen fish and meat (SITC 034,
036, 037, 012); parts for office machines (SITC 759); baby carriages, toys, games, miscellaneous
manufactured goods (SITC 894, 899); aluminum, copper (SITC 684, 682); bags, textile articles,
furniture (SITC 831, 658, 821); measure and control instruments (SITC 874); organo-inorganic
compounds, miscellaneous chemical products, medicines (SITC 515, 598, 541); and watches and
clocks (SITC 885). It was possible to identify even more complementary relationships between the
countries as the product classification was disaggregated further.
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Currency Conversion in the Anti-dumping Agreement
by Jong Bum Kim (Apr. 2000)
ISBN 89-322-4080-9 / A5 / 40pp. / USD 2
A dumping margin calculation in involves currency conversion of either the export price or the
normal value. Although the Anti-dumping Agreement permits the conversion of currency when
it is necessary for the price comparison, it does not provide a sufficient guideline to guard against
potential distortion in the dumping margin calculation resulting from conversion. Unless the
conversion is done with an appropriate exchange rate, an investigation authority’s price comparison
potentially results in a spurious estimate of dumping margin, in violation of the fair comparison
requirement of Article 2.4 of the Anti-dumping Agreement. In particular, the distortion in the
dumping margin calculation is magnified when the exchange rate moves significantly. This paper
reviews the currency conversion clause of the Anti-dumping Agreement and suggests modifications
in order to address the shortcomings.

 ast Asian-Latin American Economic Relations: A Korean Perspective After
E
the International Financial Crisis
by Won-Ho Kim (May 2000)
ISBN 89-322-4081-7 / A5 / 58pp. / USD 5
Although there had been interregional “political attempts” to envision a new development model,
to escape from the core-periphery economic structure as shown in the New International Economic
Order movement of the 1970s, the “actual” economic relations between Asia and Latin America were
not really of any consequence until the late 1980s. The post-debt crisis Latin America’s economic
opening and the emergence of most Asian economies to the newly-industrializing status served as
momentum for accelerated inter-regional trade and investments, and for deepened mutual economic
interdependence. The formation of the Southern Common Market (MERCOSUR) also stood out in its
appeal to the interests of Asian entrepreneurs. Its member countries’ political economic stability and
market potential induced Asian businesses to enter South America with a more localized mindset.
The earlier Asian focus on Central America, the Caribbean and Mexico as a detour to the ultimate U.S.
market now contrasted with the new concentration on local markets and meaningful investments in
South America, particularly in Brazil.
Japan, Korea, Taiwan, and Hong Kong are the major Asian trade and investment partners for Latin
America. Although Japan, without any doubt, is the largest exporter and importer in absolute terms,
Latin American shares of Korea’s total were the highest among Asian countries trade in 1996 and
1997. Korea’s investments in Latin America in 1997 recorded the highest amount in its history,
US$614 million, accounting for a record-high 11.7 percent of Korea’s total overseas investments. All
this meant that the Latin American market became more important to the Korean economy than to
any other Asian economy. Meanwhile, Brazil, Chile, Argentina, Mexico, Peru, and Ecuador, in that
order, are the main exporters to the Asian region. Among others, Chile and Peru are focusing more
on Asian markets as part of their trade diversification strategy, and this explains why they are the only
two South American countries joining the Asia-Pacific Economic Cooperation (APEC).
This interregional partnership, formed in the early 1990s, has come into crisis recently. The
momentum for expansive trade and intensive investments was threatened by the financial crisis in
Asia first, and then by the contagion of this crisis over Latin America, and finally by policy responses
here and there. What was worse than the 1980s situation, however, was the contagion of this Asian
crisis over Latin America in 1998 and 1999. The real threat, at the turning point of the century, was
the change of mood between the Asian and Latin American policymaking fronts. As more Asian
goods, cheaper with the currency devaluations, appeared in the local markets of Latin America,
several Latin American countries erected tariff and non-tariff barriers to restrict Asian imports. This
might signal a new era of conflict and severe competition between Asia and Latin America, ending a
short-lived cooperation period.
Ironically, however, the crisis opened and widened the opportunity and space for better mutual

understanding, strategic cooperation or alliance, and institutionalization by sharing the new economic
model, political and socioeconomic challenges at both the domestic and international fronts. First,
Asia’s first serious financial crisis since the late 1970s/early 1980s served as the momentum for an
enhanced awareness of the interdependence on each other. One region has come to understand
the dynamics of the liberalized trade regime, and that it was increasingly vulnerable to the financial
situation and policy responses of the other. Secondly, such awareness of interdependence promotes
strategic alliance between the two regions. Examples of the immediate outcome were the free trade
initiatives between Korea and Chile, and between Japan and Mexico. The ultimate Korea-Chile and
Japan-Mexico free trade arrangements will represent a new momentum for Asia’s presence in Latin
America and for redefining strategy in its relationship with the region and ultimately intensify intraindustrial trade and cooperation. Thirdly, a more serious effort toward the institutionalization of AsianLatin American relations has been undertaken in the post-crisis context. The East Asia-Latin America
Forum (EALAF) proposal gains significance given the traditionally low profile of Latin America in
the Asian policymaking framework of international relations and vice versa. The success of such an
institutionalization, however, will depend on the realization, identification and harmonization of
mutual interests, problems to solve, and realistic methods in the globalized context.

The Effects of NAFTA on Mexico’s Economy and Politics
by Won-Ho Kim (Jun. 2000)
ISBN 89-322-4082-5 / A5 / 63pp. / USD 5
The North American Free Trade Agreement (NAFTA), after six years of existence, has left its mark and
brought tremendous change to both Mexico’s economy and its politics. There are cases both for and
against NAFTA in terms of its performance and impact. Arguments on the positive side are that, first,
NAFTA has contributed to the transformation of Mexico into one of the major traders in the world.
Second, NAFTA paved the way for the prompt assistance of the U.S. when Mexico fell into financial
crisis at the end of 1994. Third, NAFTA provided Mexico with an attractive investment environment
and foreign direct investments increased from $4.4 billion in 1993 to $12.5 billion in 1997 and $10.2
billion in 1998. The trade expansion and investments surge absorbed labor. Others, on the negative
side, however, argue that Mexico’s socioeconomic situation is still far short of real improvement. First,
the continuous readjustments in the manufacturing sector produced an increase in unemployment
for unskilled workers who were then only later absorbed by the informal employment sector, which
has adversely affected the accuracy of employment and job statistics and has also worsened labor
conditions. Second, the Mexican economy has increasingly become further exposed to external
shocks. Third, the gap between the rich and the poor has widened, and this has resulted in providing
critical momentum for increased sociopolitical instability.
The timing of the establishment of NAFTA overlapped Mexico’s ongoing unilateral trade liberalization
and the sharp devaluation of the Mexican peso amid the financial crisis. This further complicates the
possibility of offering an objective evaluation of NAFTA’s effects in Mexico. Many of the “positive”
effects largely resulted from trade liberalization and the peso devaluation. On the other hand, most
of the “negative” effects occurred prior to the implementation of NAFTA or would have happened,
whether NAFTA existed or not, under the ongoing liberalization and globalization environments.
Both sides’ evaluations of NAFTA tend to be exaggerated due to the politicization of the NAFTA issue
and the practical difficulty in distinguishing NAFTA’s effects from those caused by other factors.
On the political front, the politicization of NAFTA, and other reform issues, by opposition political
parties and other actors on the one hand, and the depoliticization of Zedillo’s economic policy on
the other hand, quite naturally resulted in the political defeat of the ruling party in the July 6, 1997
mid-term parliamentary and local elections. The result may be seen as contributing to the further
democratization of Mexican politics as well as to the decentralization of power. However, whether
the political realignment that took place after the 1997 elections has been beneficial, or at least still
neutral, to the continuity of economic reform is quite uncertain. The government has to negotiate
with the opposition in the Congress on the details of economic policies without global consensus,
and deal with traditional governors and local caciques (power brokers) to meet decentralizing
challenges for the purpose of coordinating economic policy at the national level. This may bring
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about deadlocked economic policies in Congress, and accelerate the already existing accountability
and transparency problems at the state level.

Corporate Leverage, Bankruptcy, and Output Adjustment in Post-Crisis Esat
Asia
by Se-Jik Kim (Sep. 2000)
ISBN 89-322-4083-3 / A5 / 53pp. / USD 5
Different levels of corporate leverage are used in this paper to help explain the very wide range of
output adjustment across east Asia in response to the 1997-98 crisis. In the model developed here,
highly leveraged firms facing a cutoff of capital inflows are threatened by bankruptcy. These firms
respond by eliminating investment and selling their capital goods - at a discount - to try to stay afloat.
Lower investment and wasteful capital sales shrink the aggregate capital stock, trigger deflationary
pressures, and contract overall output. The available data are consistent with the assumptions and
predictions of the model.

Patent Protection and Strategic Trade Policy
by Moonsung Kang (Oct. 2000)
ISBN 89-322-4084-1 / A5 / 57pp. / USD 5
This paper reconsiders the well-worked topic of strategic trade policy, but we approach the topic
from a novel and important perspective. We observe that previous work on strategic trade policy
with regard to R&D subsidies, starting with the seminal paper by Barbara Spencer and Jim Brander
(1983), has proceeded under the implicit assumption that firms have perfect property rights to the
results of their R&D investments. In reality, of course, the protection of intellectual property rights
(IPRs) is not perfect. So it is natural to consider optimal choices for these policies in tandem rather
than examining R&D subsidy policy in isolation. We show that the level of IPR protection can have
important implications for a government’s incentives to intervene in the R&D decisions of domestic
firms.
We treat the level of IPR protection as exogenous, and consider how weak IPR protection may affect
the case for an R&D subsidy in an international duopoly setting. When IPR protection is perfect, the
model is identical to the original Spencer and Brander setup, and exhibits its well-known features.
A firm’s profits rise when its rival undertakes smaller amounts of R&D, and so governments seek to
reduce the R&D levels of rival firms with their R&D policies. As a firm’s best response to an increase
in R&D by its rival is to reduce its own R&D (i.e., R&D reaction curves slope down), the domestic
government will wish to subsidize R&D because, in providing the domestic firm with an incentive
to do more R&D, the government is able to discourage R&D activity be the foreign rival firm.
However, in the presence of imperfect IPR protection, a novel force comes into play in determining
government incentives to intervene in firm R&D choices: a rival’s R&D now directly reduces one’s
own costs as well. If IPR protection is sufficiently weak, we show that R&D reaction functions will in
fact slope up, so that a prediction of R&D subsidies will again obtain. But now it is fore precisely the
opposite reason found in the original Spencer and Brander logic: the domestic government will wish
to subsidize its firm’s R&D in the presence of sufficiently weak IPR protection, because in providing
the domestic firm with an incentive to do more R&D, the government is able to encourage R&D
activity by the foreign rival firm, and the greater R&D investments of the foreign rival increase the
profits of the domestic firm.
This paper is useful in that it succeeds in identifying and characterizing the interesting effects that
exogenous variation in the degree of IPR protection can have on standard strategic trade policy
arguments. In pointing out the importance of the IPR regime for understanding the incentives to
subsidize R&D, and even for predicting the sign of the optimal strategic R&D policy, we also set the
stage of future research, which models the joint determination of R&D subsidies and IPR regime.

 ppropriate Exchange Rate Regime in Developing Countries: The Case of
A
Korea
by Chae-Shick Chung and Doo Yong Yang (Oct. 2000)
ISBN 89-322-4085-X / A5 / 63pp. / USD 5
The choice of exchange rate regime in developing countries carries critical importance to their
self-protection from speculative attacks and currency crises, as well as achievement of long-term
economic growth. Deep integration of developing countries to the global economy makes it difficult
to keep the intermediate regime between the two polar solutions. Shifting to more extreme choices
between free floating and credible institutional arrangement (monetary union, currency board, or
even dollarization) is recommended for many developing countries.
This paper examines the viability or appropriateness of two polar solutions, especially free-floating
regime for developing countries. To do so, We investigate the Korean financial markets, which
provide interesting case, utilizing multivariate GARCH and various VAR (Vector Auto-Regression) tools.
We find that the slightest sign of either weakness of domestic economy or fragility of international
financial markets might cause foreign investors to flock out of Korean financial markets and result in
inviting another turmoil in Korea. In a limited sense, it is fair to say that the current transitory period
from managed to flexible exchange rate regime is a very vulnerable period for Korean economy, and
we need to be well equipped to another near international financial turmoil.

Patent Infringement and Strategic Trade Policies: R&D and Export Subsidies
by Moonsung Kang (Nov. 2000)
ISBN 89-322-4088-4 / A5 / 62pp. / USD 5
Given the idea from my previous research that the R&D subsidy issue must be considered with IPR
protection, we examine policy choices when a government chooses both R&D subsidies and IPR
protection levels simultaneously. Under the circumstance, it will choose a sufficiently weak level of IPR
protection that its optimal R&D policy choice will be a subsidy. Hence when both IPR protection and
R&D policy choice are modeled, the case for an R&D subsidy remains, but for very different reasons
than those of the original strategic R&D subsidy logic. That is, we show that it will be optimal for the
domestic government to adopt IPR protection which is sufficiently weak that, in light of this weak IPR
protection, it will also want to subsidize the R&D investments of the domestic firm, so as to induce
R&D investment of the foreign rival firm to rise as well, which in turn increases the profits of the
domestic firm.
Like the original Spencer-Brander result, the R&D incentives that we identify lead governments to
set positive R&D subsidies in the non-cooperative equilibrium. However, we find that if exporting
governments could cooperate over their policy choices they would continue to subsidize R&D,
rather than agreeing to tax R&D as in the original Spencer-Brander setup. The reason is that under
cooperation they will also agree to share perfectly the results of R&D investments (i.e., eliminate IPR
protection), and R&D subsidies are then required to maintain appropriate incentives for firms to
engage in R&D investments. This last result is interesting for two reasons, both of which point to the
importance of examining R&D subsidies and IPR policies in tandem as we have done rather than in
isolation as has heretofore typically been done. First, by this result we show that the case for strategic
R&D subsidies is more robust than previously thought, as it applies whether exporting governments
are acting cooperatively or non-cooperatively, once their equilibrium choices of IPR protection are
taken into account as well. And second, by this result we identify a puzzle as to why governments
might wish to agree to jointly eliminate, rather than tighten, their levels of IPR protection, given that
they have at their disposal R&D subsidy policies to offset the disincentive effects of agreements to
share R&D outcomes. We show that the flavor of these findings extend as well to the case in which
governments also have export policies at their disposal. In the original Spencer-Brander setup, the
addition of export policies leads governments to tax R&D and offer export subsidies, pointing to
another way in which the case for strategic R&D subsidies appears to be fragile. But again our results
imply that this fragility disappears in a setting in which the choice of IPR protection is modeled as well.

KIEP LIST OF PUBLICATIONS 1990-2011

127

Liberalization of Trade in Services and Productivity Growth in Korea
by Jong-Il Kim and June-Dong Kim (Dec. 2000)
ISBN 89-322-4089-2 / A5 / 53pp. / USD 5
Due to industrialization that had put priorities to manufacturing at the expense of services, the
service sector in Korea was grossly underdeveloped up to the early 1990s. Numerous sector specific
regulations and restrictions on FDI prevented competition and impeded the offering of higher value
services. In 1990, the labor productivity of the Korean service subsectors was much lower than that
of the advanced countries. The labor productivity of “distribution services, etc.”, in particular, was less
than one-fifth that of the U.S. in 1990.
Since the mid-1990s, the Uruguay Round negotiations and the OECD accession enabled the Korean
government to gradually open its service sector to foreign suppliers. As a result, distribution services,
business services, entertainment and recreational services and other personal services, in particular,
have been almost completely liberalized.
The financial crisis of 1997 also gave momentum to the elimination of horizontal and sector-specific
market access restrictions in the service sectors beyond the commitments made in the WTO and
the OECD. The Korean government has accelerated its liberalization schedules for transportation
services, financial services and telecommunication services since 1998. As of July 2000, the degree
of liberalization of the Korean service sector is comparable to that of the developed countries, with
almost all the service subsectors open, with the exception of a few areas sensitive to national security,
culture, and political stability.
Thanks to the accelerated liberalization, Korea’s trade in services increased rapidly in the 1990s. Trade
in services, by the three modes of supply (cross-border supply, consumption abroad and movement
of natural persons), except commercial presence, increased from $22.8 billion in 1991 to $49 billion
in 1998. More significant increase in trade in services occurred through commercial presence. FDI
inflows in services increased from $1.6 billion in 1982-90 to $6.3 billion in 1998-99. In particular, FDI
in distribution services and transportation services increased remarkably in 1996-97. FDI in financial
services and other services experienced a sharp increase after the financial crisis.
The liberalization of services is presumed to bring productivity gains in the service sector and also
in the manufacturing sector which use liberalized services as inputs. By examining the changes in
productivity of the service subsectors in 1970-97, we find that liberalization may have positively
contributed to the productivity of the liberalized service subsectors.
“transport and communications”, which was partially liberalized in the 1990s, showed a gain in total
factor productivity growth in the late 1990s, from 2.2 percent in 1990-95 to 4.12 percent in 199597. The total factor productivity in “distribution, etc.”, which was almost completely liberalized in
1996, also improved in the late 1990s, from -0.41 percent in 1990-95 to -0.02 percent in 1995-97.
Whereas, “finance, etc.”, which had been nearly closed until the late 1990s, showed negative total
factor productivity growth rates throughout the periods studied.
The hypothesis that liberalization in services may increase the productivity of the manufacturing
subsectors which use liberalized services as inputs is also tested by comparing the growth rates
of productivity by manufacturing subsectors and the input coefficients of services to those
manufacturing subsectors. However, it seems to be difficult to extract any consistent pattern, possibly
due to the relatively small input coefficients of services in the manufacturing subsectors.
Considering the positive impacts of the liberalization of trade in services on domestic economy, it is in
the interest of the Korean economy to continue the liberalization process and refrain from retreating.
As entry barriers have been widely removed, most remaining obstacles are the internal barriers faced
by both foreign and domestic suppliers. These barriers are more difficult to remove because they are
part operating practices, part regulation and part cultural.
In particular, the ambiguous tax laws as well as cumbersome regulations are regarded as the most
serious impediment to foreign investors. This implies that deregulation should focus not only on
reducing the number of regulations but also on enhancing its transparent enforcement. In the
process of deregulation, the government should also be attentive to reducing excessive regulations
for fulfilling their objectives.
Another important area which has not been adequately addressed is labor market inflexibility. The

limitations on layoffs may discourage foreign service suppliers from establishing local subsidiaries,
which otherwise can create employment. Establishing an adequate social safety net and effective
retraining programs is thus needed not only because it enhances labor market flexibility but also
because it enables the government to liberalize mode 4---temporary entry of service providers.

Trade Policy Mix under the WTO: Protection of TRIPS and R&D Subsidies
by Moonsung Kang (Dec. 2000)
ISBN 89-322-4090-6 / A5 / 57pp. / USD 5
This paper provides a theoretical framework to explain why governments seek restrictions on
IPR protection and allow R&D subsidies through multilateral trade agreements such as the TRIPS
Agreement and the Agreement on Subsidies and Countervailing Measures. After 7 years of discussion,
the Uruguay Round extends GATT’s trade-liberalizing philosophy to worldwide use of subsidies as
a secondary means to intervene in international trade. Through the Agreement on Subsidies and
Countervailing Measures the WTO tries to preserve one of basic principles of GATT’s philosophy:
Fair Competition. The principle of Fair Competition is of particular importance in understanding
the WTO. To harness GATT’s trade liberalizing philosophy, the WTO as a successor of GATT takes
this principle as objectives that are pursued through the enforcement and implementation of other
principles, for instance the non-discrimination and reciprocity. As an example of the fair competition
principle, the WTO prohibited any type of export subsidies through the Agreement on Subsidies
and Countervailing Measures, but allowed R&D subsidies. The allowance of R&D subsidies by the
WTO is a puzzle because it is well known that R&D subsidization forms the prisoners’ dilemma
when governments are active to set R&D policy. In order to find any reasonable logic to explain this
puzzle, we focus on the interaction between strategic trade policy tools: R&D subsidization and IPR
protection. Indeed, at an international level IPR protection has been a major focus of negotiations
along with R&D subsidies. The WTO also requires member countries to strongly enforce patent
protection through the TRIPS Agreement. In our analysis, it turns out that it is globally optimal to
perfectly disseminate knowledge without IPR protection and to subsidize inventive firms by solving a
problem that the weak IPR protection damages firms’ incentive to invest in R&D activities. However,
current trade agreements do not match with our global optimum. We show that exporting countries
may benefit at the expense of importers from a trade agreement to demand stronger enforcement
on IPR protection because exporting countries experience the prisoner’s dilemma problem when
both countries free ride on the rival firm’s R&D outcome. Therefore we conclude that it is possible
to understand the TRIPS Agreement as an inefficient victory of the interests of northern exporting
countries over those of southern importing countries.

 orea’s Overseas Direct Investment: Evaluation of Performances and Future
K
Challenges
by Seong-Bong Lee (Dec. 2000)
ISBN 89-322-4092-2 / A5 / 49pp. / USD 2
The 1997 financial crisis in Korea has had a substantial impact on the economy and the society
as a whole. Korea’s overseas direct investment is no exception. Korea’s direct investment abroad,
which surged in general from the late 1980s to 1996, has fallen dramatically after the financial
crisis. Accordingly, a large number of companies have cancelled or delayed their overseas direct
investment plans in the face of a wide range of problems, including liquidity. The financial crisis has
prompted the need to reassess Korea’s past overall economic development strategy; evaluating the
accomplishments achieved through the overseas direct investment by Korean multinationals is now
more important than ever.
Since the financial crisis which erupted at the end of 1997, the debates over the effects of overseas
direct investment have focused on the soundness of overseas investment rather than its effects
on the domestic industry or trade. This paper analyzes the performance of overseas subsidiaries
holding outstanding invested amounts of more than $10 million based on the financial statements
of overseas subsidiaries in 1997 and 1998, before and after the financial crisis. This study shows the
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poor business performance of Korea’s direct investments abroad. Korean subsidiaries exhibit extreme
instability due to capital depletion caused by continuous losses and high debt ratios in 1997 and
1998. Added to this are net losses resulting in profit indexes indicating low earning rates.
Such problems in foreign subsidiaries are identified as aggravation of profitability, instability and
high dependency on the parent company. This inferiority results from the deteriorated management
practice of entering overseas markets for quantitative expansion without sufficient evaluation of
business profitability. However, limiting advance into foreign markets on the basis of low business
performance is not only unrealistic but also undesirable. Rather, the role of redirecting direct
investment abroad toward more profit-based decision making procedures must be left up to the
market participants such as creditors and shareholders. In order for market participants to perform
their role, openness and easy access to management details must be guaranteed.

The Liberalization of Banking Sector in Korea: Impact on the Korean
Economy
by Sang In Hwang and Inseok Shin (Dec. 2000)
ISBN 89-322-4093-0 / A5 / 61pp. / USD 5
Since the 1990s, the international financial environment has changed fast in terms of
globalization, diversification, deregulation and innovation. The development of information and
telecommunications technology has led banking institutions to shift from the traditional lending and
borrowing activities to multi-financial projects and development of new financial products. Financial
engineering has generated various derivatives and international financial transactions have, thereby,
been diversified, with the various loosening restrictions on the financial industry.
On the 21st century, the financial industry will have achieved a unified international financial market,
due to international financial liberalization and cross-border services under the WTO New Round.
With more competition and removal of entry barriers in the international financial market, developed
countries have promoted M&As in the financial industry and universal banking system.
After financial crisis, important steps were taken to increase foreigners’ access to the banking
sector in Korea such as subsidiary and ownership of banks. The benefits of liberalization in banking
sector is as follows: to facilitate the exchange of goods and services; to facilitate risk management;
to mobilize resources; to obtain information, evaluate firms, and allocate capital; and to provide
corporate control. However, there are possible negative effects such as increase in unemployment,
higher foreign capital occupancy of the local market, more influence of foreign capital on domestic
market and intervention in domestic corporate. Also, freer capital flows have the effect of smoothing
consumption over time, and it has to be recognized as the benefit of the liberalization.
We investigated the trend in penetration of foreign banks into the Korean market. Given the
regulatory restriction, it has been confirmed that the extent of the penetration remained limited.
Foreign banks in Korea have been engaged in foreign currency lending business to Korean
corporations and banks, which was funded by their parent offices. Since the share of foreign bank has
been too minor to bring about serious changes in charter values of Korean banks and the competitive
environment of the Korean banking sector, we focused on their behavioral patterns. We found
that their foreign currency lending was neither pro- nor counter-cyclical in contrast to their Korean
currency lending which was pro-cyclical. Also interestingly, foreign currency lending of Korean banks
turned out to be pro-cyclical.
Foreign banks in Korea were able to provide rather stable foreign currency lending service irrespective
of macroeconomic fluctuation of the Korean economy. Foreign banks have more cushions to absorb
cyclical shocks specific to the Korean economy than Korean banks. Hence, we argue that allowing
commercial presence of foreign banks should be expected to be beneficial in this regard.
It is too early to make a comprehensive assessment of the impact of the liberalization of banking
service. However, we conjecture that the ongoing restructuring and entry of foreign banks will make
the domestic banks more competitive. In order to survive, management should be independent and
efficient. In other words, The Korean banking services should establish the responsible management
system and asset soundness. Also, financial infrastructure should be established through

improvements in accounting, credit ratings and payment system. The range of banking services
needs to be enlarged through development of various products and management skills, along with
M&As and joint business with other banks. Consistent market liberalization will more rapidly drive
financial globalization. This will lead to the advanced financial institutions as in developed countries.

An Analysis of CO2 Emission Structures of the APEC Economies:
Implications for Mitigation Policies and Regional Cooperation

APEC Study Series

by Kihoon Lee and Wankeun Oh (Dec. 2000)
ISBN 89-322-0013-0 / A5 / 51pp. / USD 5
We examined historical contributions of inter fuel substitution, changes in carbon efficiency and
energy intensity, growth of economy and population to the APEC countries’ CO2 emissions from
1980 to 1998 using a perfect decomposition approach. We also investigated whether or not CO2
emissions in the member countries are increasing by using new criteria suggested by Sun (2000). By
adopting log mean Divisia method, we explained the causes of the differences of both the total and
per capita CO2 emissions between the income groups of APEC countries.
The study reveals that economic growth (i.e. per capita income growth) is the most significant factor
to CO2 emissions growth in most countries other than Russia, Peru, and Philippines. Population
growth is another important factor that contributes CO2 emissions growth in all countries but Russia.
Changes in the energy intensity, fuel substitution, and carbon coefficient may be classified as negative
contributors to CO2 emissions growth. Especially, enhanced energy intensity played dominant role
in halting CO2 emissions growth in developed countries. In some less-developed countries, however,
this factor played reversed role.
If the effect of per capita income growth was set aside, many countries achieved negative growth rate
of CO2 emissions. Advanced countries like USA, Japan and Canada achieved more than 1% average
annual decrease rate. This emission decrease is explained by improvement of energy efficiency. In
most developing countries, however, they could not improve energy efficiency except China, which
recorded considerable success in enhancing energy intensity.
In the income group comparison, per capita income effect explains the higher emission level in
advanced countries than in the developing countries. Meanwhile other factors contributed to
narrow the emission gaps between the groups. Above all, the higher energy efficiency in advanced
economies is the most outstanding factor to decrease the gaps.
Based on these findings, we may draw implications on policy options for CO2 emissions mitigations
and find ways to strengthen environmental co-operations among APEC member economies.
Developing countries need to accelerate substitutions of fossil fuels to CO2 free or less CO2 intensive
fuels, to enhance carbon emissions efficiency, and to improve energy efficiency. Improving energy
efficiency through various measures will yield desirable results. Controlling population growth in low
income countries is also an essential factor in checking rapid CO2 emissions growth.
In achieving emissions mitigation in developing countries, environmental cooperation among APEC
member countries is essential. Developed countries need to transfer adequate technology and
to finance to less-developed countries in enhancing clean and sustainable energy and economic
development. To this purpose, APEC countries need to actively utilize the Kyoto Mechanism, which
is Joint Implementation (JI), Clean Development Mechanism (CDM), and International Emissions
Trading (IMT). The Prototype Carbon Fund to be operated by the World Bank may be a good source
to expand such investment to the developing countries.
Among APEC economies, we find there exist big carbon credit suppliers and buyers. Most developing
countries including China, Malaysia, Indonesia, Viet Nam, Peru, and Thailand are found to have very
large potential to provide carbon credits. While USA, Japan, and Canada have to buy carbon credits
to meet their commitments to the Kyoto Protocol. In that sense, activating intra-regional trading
of carbon credits in the International Emissions Trading Regime proposed by the Kyoto Protocol is
recommended. It may be conceivable to form an environmental bubble like the Umbrella Group that
includes USA, Japan, Russia, Canada, Australia, New Zealand, etc.
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Digital Divide in the APEC: Myth, Realities and A Way Forward
by Byung-il Choi (Dec. 2000)
ISBN 89-322-0014-9 / A5 / 41pp. / USD 2
There is a growing concern about the ‘Digital Divide’ at the APEC. Many are fearful that Digital Divide
would worsen the existing gap among the member economies. While many policy prescriptions
are suggested and implemented, there is no academic attempt question the validity of the logic
of Digital Divide. This paper offers a preliminary attempt to the question from an evolutionary and
long-term perspective. Drawing on the time series data on the penetration ratio of fixed and mobile
telecommunications lines from the APEC members, it is found that, whereas the current disparities
are substantial, disparities in access to information infrastructure have been steadily decreasing and
disparities are more rapidly bring declining in fixed network. The paper concludes that there exist
neither firm bases nor compelling evidences which point out the deepening of the Digital Divide
over time.

A Model Development for Measuring Global Competitiveness of the Tourism
Industry in the Asia-Pacific Region
by Chulwon Kim (Dec. 2000)
ISBN 89-322-0015-7 / A5 / 79pp. / USD 5
This study developed the evaluation model of competitiveness, and suggested “four dimensional
sources of competitiveness”. The primary sources of competitiveness include the subject,
environment, and tourism resources. The secondary sources of competitiveness are comprised
of tourism policy, tourism planning, tourism investment, tourism tax and prices, and tourism
management. The tertiary sources of competitiveness include tourism infrastructure, tourism
reception system, tourism attractiveness, tourism publicity system, and tourism manpower. The
fourth sources of competitiveness are comprised of tourism demand, tourism employment, overall
tourism performance, and tourism export. These four sources of competitiveness are determinants
which dominate competitiveness in the tourism sector.
The constantly growing number of travel destinations, and the enhanced quality of existing ones, is
putting great pressure on those responsible for a given destination to find better ways to compete in
the tourism marketplace and to do so in a sustainable manner. The first step in achieving this goal is
to better understand those forces and factors that determine the competitiveness of major tourism
destinations
Given the wide-ranging nature of the concept, and the problems of application, it is not surprising
to find that there is no unique measure for competitiveness. The notion of tourism competitiveness
must be consistent with the notion of ‘competitiveness’ in the international economics and
international business literature. The literature on international competitiveness was critically reviewed
with a view to developing a framework suitable for tourism research.
This research uses a concept of tourism competitiveness, mixing with national competitiveness,
like the concept of M. Porter. Competitiveness in the tourism sector is defined as the ability of the
tourism market environment and conditions, tourism resources, tourism human resources, and
tourism infrastructure in a country create an added value and increase national wealth. That is to
say, “the competitiveness in the tourism sector” is not only a measure of potential ability, but also an
evaluation of present ability and tourism performance.
By this study, it is expected that a measurement to compare strengths and weaknesses in the tourism
industry of every country will be developed, and that mutual cooperation among nations will be
promoted to develop national, overall competitiveness in international tourism. This means that
international cooperation should be strengthened through development of evaluation indicators
of competitiveness. In the international tourism market every nation finds a way to strengthen
international competitiveness through common efforts. Strategic cooperation among tourism
industries, expansion and utilization of investment for a high value-added tourism industry,
construction of tourism information system, and international cooperation among businesses for
specialization of high-quality tourism can be suggested. For example, countries holding a dominant

position in a field will increase attractiveness in the overall international tourist destination, and create
much stronger potential power, as supporting other countries, and constructing cooperation system
with their neighbour countries.
On the other hand, policies for positioning and raising the existing tourism industry, strategically
supporting and improving, and developing a new category of tourism business can also be
suggested.
According to the above, the following program of five stages for strengthening the competitiveness
of every country in the international tourism community was deduced. In the first stage, changes
in the international market are identified, and the position taken by each country. The second stage
is to analyze the reasons for those positions to find key points to strengthen competitiveness. In the
third stage, every country sets up its vision to demonstrate its potential power to the highest level,
and to establish the purpose for objective measurement and scientific proof. In the fourth stage,
every country recognizes the level of competitiveness and the reason why a gap of competitiveness
exists. It is essential to construct an international cooperation system for choosing effective system
and policy to bring about the highest continual benefit. The fifth stage is to suggest a substitute plan
and establish an action program.

Investment Environ-ment after the Financial Crises in the Asia-Pacific Region
by Taeho Bark and Hwy-Chang Moon (Dec. 2000)
ISBN 89-322-0016-5 / A5 / 41pp. / USD 2
The Asian crisis of 1997 gives us a valuable lesson that foreign direct investment (FDI) can play a
more important role than other capital flows such as bank lending and portfolio equity investment.
This paper explains the relationships between FDI and the crisis. Specifically, the paper studies the
role of FDI for a stable economic growth. Recent developments of inward FDI policies by the Asian
member economies of APEC are then analyzed after they are categorized into four groups within a
framework that is developed in this paper. Some important, generalized implications for FDI policies
are also provided.

Measures for Promoting Knowledge-based Economies in the APEC Region
by Yoo Soo Hong (Dec. 2000)
ISBN 89-322-0018-1 / A5 / 55pp. / USD 5
For the promotion of KBEs in the APEC region, several new ideas and projects have been proposed:
① information sharing on best practices, ② reorganizing WGs in line with KBE promotion and
strengthening ECOTECH, ③ joint business development in KBIs, ④ infrastructure development for
KBEs, and ⑤ HRD for knowledge workers.
APEC’s role is to assist all member economies to actively move toward KBEs. In this direction,
APEC may consider several actions: ① Disseminating case study results and best practices for KBE
promotion; ② Establishing a policy consultation group for KBE promotion for member economies;
and ③ Inducing some existing or new ECOTECH programs towards KBE promotion for member
economies. Sometimes the distinction between the specific programs for individual economies by
APEC and joint programs at APEC level is blurred.
Although all APEC activities are directly or indirectly related to the promotion of KBEs, ECOTECH
is more so. Considering the increasing criticism of developed economies, which more emphasized
trade and investment liberalization and less contributed to ECOTECH, greater efforts by developed
economies for the joint promotion of KBEs in APEC are encouraged.

Issues of the WTO New Round and APEC’s Role
by Sung-Hoon Park (Dec. 2000)
ISBN 89-322-0017-3 / A5 / 51pp. / USD 5
Established in 1989 as the first broad regional institution for intergovernmental dialogue on
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economic policy issues?in the Asia-Pacific region, APEC has emerged as one of the most powerful
regional groups in the world economy, assuming more than 50% of world GDP and trade
volume, respectively. Over the last 11 years of its existence, APEC activities achieved a remarkable
progress: the number of its members nearly doubled, the level of intergovernmental cooperation
has been substantially upgraded, and since 1997 APEC has entered the stage of implementation.
Also, cooperation areas of APEC have been widened continuously and the degree of cooperation
deepened successively.
Even though APEC attained a relatively influential position in the world economy, its importance
within the world trading system remains controversial, both internally and in its external relations.
APEC at the moment stands at a crossroad, and runs the risk of being marginalized not only in the
world trading system, but also in the Asia-Pacific region.
Not to be labeled as a qozere talk shop? APEC has to tackle both internal and external challenges.
Internally, the solidarity among all member economies needs to be strengthened, which means APEC
has to redesign and solidify its long-term vision, and systemize the cooperation agenda. Moreover,
in its outreach to non-members, and especially in its relationship to the multilateral trading system,
APEC has to find out how it can contribute to the strengthening of the multilateral trading system.
In this context, it is imperative that APEC elaborates how it can assist the launch and successful
operation of a WTO new round.
This paper elaborated on possible contributions of APEC to a WTO new round, concentrating on
three issue areas ? launching, liberalization and rules making. Main conclusions of the paper are as
follows.
First, the paper argues that APEC can exercise a strong influence on the shaping of a new multilateral
trading system. Second, as regards the launching of a WTO new round, the paper recommends
APEC to vigorously pursue the earliest possible launch of a new round, and suggests APEC establish
a position that favors a comprehensive approach and a single-undertaking-approach, while paying
special attention to ensure a balance of interests and concerns of its members. Third, the paper
identifies a unilateral implementation of the ATL package by APEC member economies as the best
policy option to deliver substantial contributions to the new round.
Fourth, the paper argues that the composition of APEC, which has diversity in economic development
stages with heterogeneous industrial structures, offers a chance for APEC-internal agreements to
spill over to the multilateral trading system. It points out that agricultural liberalization and reform
of WTO anti-dumping rules are good candidates for this approach. Fifth, the paper also regards the
recent APEC initiative to set moratorium on the imposition of customs tariffs for e-commerce related
product categories as a model case for the APEC process to have positive impact on the multilateral
WTO process. Sixth, the paper recommends APEC to unify different APEC-intern rules of origin or
at least harmonize them, and deliver those rules to the WTO, thereby to partly compensate for the
negative impacts stemming from the proliferation of sub-regionalism within APEC.
Lastly but most importantly, the paper argues that a strong US leadership both within APEC and in
the WTO is needed to capture the opportunities for APEC and the WTO to mutually support each
other.

APEC Trade Liberalization After EVSL
by Sang-yirl Nam (Dec. 2000)
ISBN 89-322-0019-X / A5 / 51pp. / USD 5
This paper overviews recent efforts for and experiences from trade liberalization in the World
Trade Organization (WTO) and Asia-Pacific Economic Cooperation (APEC), with an emphasis on
sectoral approach of APEC’s Early Voluntary Sectoral Liberalization (EVSL). Based on the analysis of
international trade and potential welfare growth, we can draw some points to be considered for
further trade liberalization activities in APEC.
With the premise of open regionalism, APEC has contributed to the integration of global economy
as well as its Asia-Pacific member economies. The trial of EVSL in 1997 was a breakthrough for trade
liberalization. However, EVSL failed to reach an agreement on the implementation of 9 priority sectors

among the 15 sectors agreed to in 1997. The failure has been regarded as a credibility crisis for APEC.
Currently, EVSL follows a three-track approach to liberalization: market opening measures, trade
facilitation activities, and economic and technical cooperation initiatives. APEC members decided
to transfer the tariff element of EVSL to the WTO in the name of Accelerated Tariff Liberalization
(ATL) and to focus on non-tariff measures, facilitation, and economic and technical cooperation
components of the sectoral initiatives.
The sectoral approach is an efficient way to further trade liberalization after achieving overall
reduction of tariff barriers under GATT and WTO multilateral trade negotiations. For further
trade liberalization in APEC, we should consider the environment and experiences of APEC trade
liberalization and also consider the relationship between the WTO and APEC as well as trade
liberalization efforts in these bodies. Some examples are as follows.
First, the APEC goals of trade liberalization mentioned in the Bogor Declaration are to be reexamined
and redefined in detail.
Second, as far as trade liberalization aspects of APEC are concerned, its relationship with the WTO as
the multilateral trade negotiation process should be clearly defined.
Third, if the Bogor goals of APEC trade liberalization are not totally changed, voluntary IAPs will not
be enough to achieve the goals in consideration of the concessions in previous IAPs.
Fourth, subgroupings within APEC should not undermine the multilateral efforts for trade
liberalization but contribute to creating a liberalizing climate by fostering trade.
Fifth, mutual cooperative complementary roles among the three pillars of the APEC process such as
trade liberalization, facilitation and ECOTECH are to be strengthened.
Sixth, trade liberalization and facilitation should concentrate on a few common interested sectors in
the beginning to create momentum and to enhance the credibility of the APEC trade liberalization
process.
Besides, APEC should place priority on reducing the gap between members since it consists of diverse
members in terms of economic development. In practice, the best ECOTECH policy that DC member
economies can offer LDC member economies is to allow more market access for goods in which
both DCs and LDCs have relatively large intraindustry trade in practice and potentially. The most
appropriate commodities are especially from traditional manufacturing sectors such as processed
food, textiles and apparel, parts and intermediate goods for industrial sectors, consumer electronics
and others. Other sectors having relatively large differences in trade barriers among member
economies should be considered and concentrated on ECOTECH prior to trade liberalization.

Korea and Brazil: A Partnership for the New Millennium

Monographs

by Won-Ho Kim ed. (Oct. 2000)
ISBN 89-322-0011-4 / A5 / 304pp. / USD 12
Brazil, the fifth largest nation in the world, and possessing a population of 160 million, is the world’s
eighth largest economic power and leader of the South American market. During the Cold War,
both Brazil and South Korea maintained very cooperative relations in political terms, however,
their economic relations were quite limited. Brazil’s import-substitution industrialization strategy,
from the 1960s through 1980s, and the prevalence of macroeconomic instability there, in the
late 1980s, led to protectionist trade measures that hindered both countries’ attempts at further
developing their economic relations. In the 1990s, however, the reformist governments in Brazil and
its neighbors chose to focus on open-regionalism strategies, and established the Southern Common
Market (MERCOSUR). While taking advantage of the economies of scale resulting from this regional
integration, Brazil has continuously promoted market-oriented economic reforms. As the leader of
MERCOSUR, Brazil has forged free trade accords with Chile and Bolivia, as well as with other major
South American economies. All this has helped Brazil to emerge as a dynamic force in the world
economy. Although Brazil recently suffered from a financial crisis resulting from an overwhelming
accumulation of foreign debt and the confidence-loss effect caused by the Asian financial crisis, its
economic dynamism was strong enough to allow Brazil a rapid recovery. The annual inflow of more
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than $20 billion in foreign direct investment firmly indicates that the economic growth of the country
has not lost any momentum.
In the spirit of continued cooperation, the Korea-Brazil 21st Century Commission, created as a result
of President Kim Yong Sam’s visit to Brazil in 1996, during its first four meetings and parallel academic
conferences, held alternately in Korea and Brazil, decided on a number of fields to be jointly
developed by both countries. Notable progress has resulted from the Commission’s coordination of
the exchange of intellectuals and experts from a vast array of fields of mutual interest. The proposed
science, technology and industrial cooperation fund, visa exemption accord, and summit meeting
are already in sight.
This book is a compilation of numerous papers and presentations submitted by Korean and Brazilian
scholars, and discussed by the Korea-Brazil 21st Century Commission members. Several new articles
have been added, and others have been re-edited and updated since their initial presentation. We
would like to give our special thanks to the esteemed members and coordinators of the Korea-Brazil
21st Century Commission for their insightful, wise and expert contributions, through all stages of
this project, and to all those who put a great deal of effort into this book. It is my sincere hope that
this publication provides both useful information and ideas that will assist in the building of further
mutually cooperative and rewarding relations between Korea and Brazil, while also serving as a
valuable academic resource.
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1999
Exchange Rate Regimes in Emerging Market Economies

Conference
Proceedings

Yung Chul Park and Yunjong Wang eds (Dec. 1999)
ISBN 89-322-3025-0 / A5 / 436pp. / USD 2
The type of exchange rate regime in emerging economies has been at the center of economic
debate since the Asian crisis. The choice of exchange rate regime has been regarded as critical for
emerging economies to achieve sustainable economic growth, and also has important implications
for the world economy. In principle, the most appropriate regime for any given economy may differ,
depending on the particular economic circumstances, such as the degree of integration into the
world economy. Since economic circumstances vary over time, the most appropriate regime for any
given country may also change over time.

Korea-US FTA: Prospects and Analysis

Working Papers

by Inkyo Cheong and Yunjong Wang (Apr. 1999)
ISBN 89-322-4044-2 / A5 / 74pp. / USD 5
In the 1990s, regional trade agreements (RTAs) have become widespread and increasingly became a
threat to non-member countries. Despite the GATT/WTO Article 24 and its provision for the overall
trade barriers in any new regional or bilateral trade agreement to be no higher than the preexisting
ones, the trade diversion effects of regionalism are having an increasingly negative effect on the
trade of non-member countries. A realistic Korean policy response to the spread of RTAs would be
the establishment of free trade agreements (FTAs) with major trading partners. This paper analyzes
the potential effects of a Korea-U.S. FTA, as this would become the most significant trade agreement,
which Korea might enter into.
Not only would a Korea-U.S. FTA allow both countries to benefit from the preferentially favorable
measures, but it would likely reduce the amount of trade disputes involving Korea. The United States
is the most important trading partner for Korea, and yet, it also is the greatest source of trade friction.
Although a Korea-U.S. FTA could not eliminate every trade friction between the two countries, such a
liberalization effort would likely reduce the frequency and gravity of the trade disputes.
In this paper, we have performed simulations to cover five different scenarios of tariff reduction. In
each of the scenarios, we have found that the welfare of Korea and the United States would both
increase, with Korea receiving a relatively greater share of the welfare benefits. Korea’s greater reliance
on the trade with the United States and comparatively higher existing tariffs may explain its greater
potential benefits. An FTA between the two countries would improve Korea’s welfare by 0.73 to 1.73
percent, and that of the United States by 0.07 percent at the most. In addition to the simulations
covering an exclusive FTA with the United States, we also have performed a simulation, measuring
the effects of Korea’s joining the NAFTA. Due to the larger market size, trading with the NAFTA would
result in a 0.54 percent increase in Korea’s welfare gains, which is higher than that expected from
Korea’s signing an FTA exclusively with the United States. The simulations also demonstrated that the
United States would optimally benefit from an FTA with Korea, if it would have a clause, eliminating
all of the agricultural tariffs. In effect, this would promote liberalization for this very sensitive sector.
In this paper, we have focused on the effects of tariff reduction. A more comprehensive analysis /
particularly, the one which considers the effects of preferential rules of origin - yet remains undone.
And while economic considerations should be the logical starting point, political benefits and
burdens of signing an FTA, which this paper only briefly addresses, also require further study.
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Korea’s FTA Policy Consistent with APEC Goals
by Inkyo Cheong (Apr. 1999)
ISBN 89-322-4045-0 / A5 / 60pp. / USD 5
Up until very recently, Korea had maintained a steadfast support of trade liberalization realized only
through multilateral means, such as through the WTO and APEC. However, as countries of almost all
regions except East Asia have embraced regionalism, Korea has been forced to question its adherence
to a view that would see it lose out to the substantial trade diversion of these growing agreements,
even though Korea still remains a strong supporter of the WTO.
This paper begins with a more detailed analysis of the factors that led to Korea’s more open approach
to FTAs, culminating in the officially stated intention of exploring a bilateral FTA with Chile. Korea
and Chile have concluded preliminary talks and working-level negotiations are expected to begin
in 1999. Looking beyond the FTA with Chile, Korea has stated that it is pondering establishing FTAs
with Thailand, South Africa, and Turkey. The choice of these countries is part of Korea’s strategy to
establish an FTA with a country in each continent in order to increase market access around the
world. However, this paper takes the position that if Korea seeks for future free trade partners after
the establishment of a Korea-Chile FTA, Korea needs to look a new regional trading bloc within APEC.
Through extending preferential bilateral FTAs to other APEC economies, Korea’s FTA may not only
accelerate the trade and investment liberalization of APEC, but also help Korea play a leading role in
APEC in the future.
This paper then proceeds to support a view that Korea’s next move needs to be the consideration of
bilateral FTAs with Australia, New Zealand and Canada or a multilateral FTA encompassing all four
countries. While trade with all of these countries would be highly complementary for both sides, the
most compelling reason for such a FTA would be its potential for spreading free trade throughout the
Asia Pacific region. Along with Chile, Australia, New Zealand and Canada are all APEC members. Such
a free trade area would demonstrate the benefits of free trade to regional economies and possibly
exert the pressure needed to restart the currently stalled free trade talks of APEC. Such progression
would move Korea to the forefront of international trade talks.
Korea’s overall position remains one of the pursuit of widening free trade through multilateral
agreement. APEC is one potential vehicle through which Korea’s goal may be realized. However,
currently, efforts to expand APEC trade liberalization appear stalled. This paper takes the stance
that one possible approach to reinvigorating free trade under APEC free trade talks is for a group of
member economies to spur intra-APEC trade.
The paper evaluates the economic impact of Korea’s bilateral and multilateral FTAs with Australia,
Canada, and New Zealand. While individual bilateral trade agreements with each country would
increase the welfare of Korea, they would also result in an overall increase in Korea’s trade deficit.
Meanwhile, Korea would likely realize a trade surplus if a multilateral agreement includes all four
countries. Furthermore, this four-way multilateral agreement increases Korea’s welfare the most.
Therefore, this paper concludes that pursuing a multilateral FTA covering all four countries is more in
Korea’s interest than pursuing bilateral FTAs with each country individually.

 estructuring and the Role of International Financial Institutions:
R
A Korean View
by Yunjong Wang (Jun. 1999)
ISBN 89-322-4049-3 / A5 / 66pp. / USD 5
Since the agreement on the IMF restructuring program, Korea has swiftly implemented a wide range
of economic reform measures. All of the measures have been driven towards rebuilding market
confidence as well as expediting the economic restructuring. Although foreign sentiment relates
that Korea’s restructuring process is moving toward the right direction but slowly, Korea deserves
much credit for its recovery and reform efforts so far made, as it has come up with solid results. The
international credit rating agencies have each upgraded Korea’s sovereign credit rating from noninvestment to investment, and it is among the evidences, which purport to show that Korea has
been committed and will continue to commit itself to changes and improvement.

In retrospect, we can draw some lessons about the role of international financial institutions (IFIs).
Certainly, the key question is whether the diagnosis of the IMF was correct and the policy prescription
of the IMF was relevant and effective. Regarding such diagnosis, a balanced view regarding the
root of the Asian crisis is needed. The amount of research and policy papers pouring out since the
onset of the Asian crisis is understandably great, with the differing views leading to different policy
implications. Academics have greater liberty to choose among different economic models or theories
on which to base their views. However, policy makers have to be more cautious in implementing the
policy measures by taking into account the reality and relevance of all findings and views.
The fundamental difference among the academic circles may be divided into two camps for the sake
of simplicity. One camp, which focuses on the liquidity shortage of the Asian countries, emphasizes
the vulnerability of the international financial market and the skittish behavior of international
investors and creditors as a major triggering factor in the outbreak of the crisis. In this light, expanded
financial support facilities through the IFIs, orderly capital market liberalization, and safeguards in the
case of emergency could be relevant policy proposals for building the new international financial
architecture. In addition, this view holds that the high interest rate policy and/or other austerity
programs should be reconsidered as those policy measures may aggravate the situation rather than
improve credibility in the eyes of international investors.
The other camp, which focuses on structural weakness of the country in question, and, in particular,
the moral hazard problem in both the corporate and financial sectors, stresses the necessity of
restructuring and growth sustainability based upon a sound economic system. In the international
dimension, the practice of bailing-out international private creditors with international public funds or
government debt payment guarantees has created a serious moral hazard problem. In this regard, a
pre-established program for international debt workouts would help to shape market expectation in
advance and thereby would reduce uncertainty in times of crisis.
The purpose of this paper is to discuss the role of international financial institutions by reviewing
Korea’s restructuring program and its process. Based on Korea’s experience of crisis management,
this paper will address four issues. First, this paper will discuss the key question of whether the root
of the Asian crisis should be attributed to regional structural weakness, or must be understood in the
context of inherent vulnerability of the global financial market. Second, the Asian crisis has ignited a
lively debate on the necessity of the inclusion of a restructuring program in the IMF rescue package.
Because both internal structural weakness and external factors combined together have caused
the Asian crisis, overcoming the crisis in the true sense will not be achieved without a successful
completion of restructuring. Third, as the liquidity provision by the IFIs is alone insufficient to resolve
the immediate crisis, we will ask if there is a catalytic effect of lending by the IFIs. In light of Korea’s
experience, the credibility and capital inflows are largely associated with the perceived strength of
commitment of the government to economic restructuring rather than IFI involvement per se. Finally,
a short remark will be made on the necessity of an international lender of last resort.

The Present and Future Prospects of the North Korean Economy
by Myung Chul Cho and Hyoungsoo Zang (Jun. 1999)
ISBN 89-322-4050-7 / A5 / 64pp. / USD 5
Confronted with economic difficulties and no alternative options for rehabilitating the economy
without international help, North Korea seems to be inclining toward greater openness to South
Korea and the U.S. There are increasing signs that North Korea’s relationship with the US and Japan,
both political and economic, is likely to improve rather than to deteriorate as long as the political
regime of North Korea remains stable. On the other hand, South Korea and the U.S. seem to be
moving toward broader ranged assistance to North Korea.
In the short term, there seems to be little chance for North Korea to undertake wide-ranging reforms,
but it is also unlikely that the North Korean regime will collapse. In the longer term, however, so long
as North Korea maintains political stability, it is likely to grow bolder with reforms, especially if South
Korea and the international community remain supportive of these reforms. A scenario of reform
will likely to entail the two Koreas entering into some period of peaceful coexistence, followed by
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a gradual economic integration with South Korea. On the other hand, if political stability in North
Korea begins to weaken as a result of policies of broader-ranged openness, an implosion is likely to
occur.

APEC After 10 years: Is APEC Sustainable?
by Hyungdo Ahn (Jun. 1999)
ISBN 89-322-4051-5 / A5 / 32pp. / USD 5
The purpose of this paper is to evaluate the ten years of APEC. There has been progress in several
respects, that is, in terms of institutional development, membership, and coverage of issue areas.
However, there also exist widespread doubts about the APEC’s substance and performance. Some
questions what have been achieved after 10 years of lengthy discussion on Asia-Pacific Cooperation.
In this paper, we briefly review the major achievement of APEC over 10 years. Then we evaluate the
performance of APEC in three areas: TILF, Ecotech, and Macroeconomic and Financial Cooperation.
The review of APEC’s performance over the last 10 years turns out to be unsatisfactory. The
difficulty seems to rise from the heterogeneity of the member economies, especially in the level of
development and consequent differences in interest. Despite the unsatisfactory performance, APEC
still appears to be a useful forum for Asia-Pacific economies. In the least, APEC provides an arena
where Asia-Pacific economies get together and discuss on their common problems. Also, APEC
played a useful role as a regional economic body in the process of completing UR Agreement and
Information Technology Agreement. Over the last 10 years, APEC member economies have been
able to deepen the understanding about one another through clashes and agreements of opinions.
APEC is moving forward even though it is slow. As long as the member economies have the will for
the Asia-Pacific community and patience to reach the Bogor goal in 2010/2020, APEC is sustainable.

Inward Foreign Direct Investment Regime and Some Evidences of Spillover
Effects in Korea
by June-Dong Kim (Jun. 1999)
ISBN 89-322-4052-3 / A5 / 63pp. / USD 5
This paper seeks to document Korea’s inward foreign direct investment regime and some evidences
of its spillover effects. Since the financial crisis of the late 1997, the Korean government started to
actively promote inward foreign direct investment (FDI). In November 1998, the Korean government
enacted the Foreign Investment Promotion Act. This new legislation focuses on creating an investororiented policy environment by streamlining foreign investment procedures, strengthening
investment incentives and establishing an institutional framework for investor relations, including
a one-stop service. The Korean government also undertook full-fledged liberalization in the area of
hostile cross-border M&A and foreign land ownership.
As of July 1998, the government liberalized medium-term foreign loans in order to reduce the
burdens on businesses seeking foreign capital. The requirement that commercial borrowing from
abroad should exceed $1 million was eliminated. In April 1999, Korea abolished the restrictive
Foreign Exchange Management Act and replaced it with the Foreign Exchange Transaction Act.
With the Foreign Exchange Transaction Act in place, most of the restrictions on foreign exchange
transactions and domestic transactions in foreign currencies have been eliminated. Remaining
restrictions are now classified under a negative rather than a positive listing system.
Thanks to these policy changes, the FDI inflow has increased remarkably in 1998, reaching a record
amount of US$ 5.1 billion. The pace of foreign direct investment through cross-border M&A has
picked up markedly. Compared to US$ 698 million or only 10% of total foreign direct investment in
1997, foreign acquisitions of outstanding Korean stocks have increased to US$ 1,241 million or 14%
of total FDI in 1998. If the acquisitions of assets were included in the statistics of cross-border M&A,
the amount of cross-border M&A would be more than half of the total FDI inflow in 1998.
The case studies on some selected industries including semiconductor and chemical show that
foreign invested firms raised domestic productivity by spinning out skilled workers; providing

technical guidance to subcontractors; bringing in new capital goods and technology; introducing
advanced management know-how; conducting in-house R&D; enhancing competition.
Considering the benefits of FDI in raising productivity through spillover effects, it is needed to attract
more FDI by removing remaining barriers. As entry barriers have been almost completely ended,
most remaining obstacles are the same as faced by domestic investors. Although the government
is making some progress by streamlining investment procedures, Korea’s markets and industries
are still bogged down with regulations that are as complicated as they are vague. In particular, the
ambiguous tax laws as well as cumbersome regulations on customs and import procedures are
regarded as the most serious impediment to foreign investors.
Another important area which has not been adequately addressed is labor market inflexibility. Layoffs
are still difficult to execute on a large scale and are allowed only in the case of emergency. Efforts to
enhance labor market flexibility is limited by the lack of a social safety net.
Anti-foreign public sentiment remains at the top of lists of perceived weaknesses of the Korean
culture from the point of view of foreign investors. Other weaknesses pointed out by foreign investors
include a lack of rationality due to personal decision-making or emotional reactions, relationships
based on school or locality, lack of flexibility or resistance to change, militant labor unions, poor
dissemination of information, and the lack of internationalization.

Distressed Corporate Debts in Korea
by Jae-Jung Kwon and Joo-Ha Nam (Aug. 1999)
ISBN 89-322-4058-2 / A5 / 38pp. / USD 2
This paper undertakes an investigation of the loans extended by Korean financial institutions to their
corporate borrowers based on forward-looking criteria - namely, corporations?debt levels and their
debt-servicing capabilities ?while focusing on the future size of non-performing loans (NPLs). We
define NPLs as loans and credits extended to corporations, whose interest coverage ratio commonly
defined as the ratio of earnings before interest and taxes to interest expense is less than 100 percent.
Financial statements from 1998 demonstrate that the NPLs held by listed companies amount to 32.1
percent of their total debts carried. The ratio for unlisted companies in 1997 appears higher than
that of listed companies. We classified our sample companies into four groups based on their sizes.
The NPL ratios of unlisted companies consistently ascend in the order of second-tier chaebols, SMEs,
third-tier chaebols and the top five chaebols. In the case of unlisted companies, the order is slightly
different in that the ratio of third-tier chaebols precedes that of SMEs. However, the order in 1998
resembles that of unlisted companies.
Having classified our data by different industries, it has been shown that the NPL ratios of listed
companies in industries, such as textile, apparel, non-metal mining products, automobiles, furniture,
construction, and chemical have recently experienced relative increases. In the case of unlisted
companies, their NPL ratios are high in industries, such as agriculture, fishing, wood and publishing,
and transportation and telecommunications.
Our sensitivity test results show that the decline in interest rates by 5 percentage points will reduce
the NPL ratio by 13.9 percentage points - from 35.7 percent to 21.8 percent. Although the reduced
interest rates and the rebounding economy are alleviating the corporate debt problem to a certain
extent, a significant proportion of the Korean corporate sector still remains subject to the various
risks, such as commercial and market risks and external shocks. This study has the following policy
implications: reflationary macroeconomic policy is the only option in the absence of plausible
alternatives; debt restructuring by creditor financial institutions is necessary, given that the effects
of cost reduction from lower interest rates and slimming-down efforts are proven insufficient; and
additional public resources may be necessary even after the appropriate cost allocation.

Capital Inflows and Monetary Policy in Asia before the Financial Crisis
by Sung-Yeung Kwack (Aug. 1999)
ISBN 89-322-4055-8 / A5 / 58pp. / USD 5
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Asia has received sizable capital inflows before the Asian crisis in 1997. Capital inflows are contributed
in part by internal factors such as high economic growth, liberalizing the financial system and
opening the capital market, and in part by external factors such as low rates of interest in industrial
countries, especially the United States. Capital inflows supplied finance needed for a high rate of
investment, imports and economic growth. At the same time, capital inflows distorted relative good
prices, fed bubbles into real asset markets and inflationary pressure into the economy.
Substantial capital inflows can give rise to microeconomic and macroeconomic policy issues.
Especially, capital inflow surges increase the difficulty in managing monetary policy of an open
economy under a fixed exchange rate system and with unrestricted trade flows and capital flows.
The higher the degree of capital mobility, the more difficult the maintenance of a fixed exchange
rate and the control of the money stock.
The main purpose of this study is to empirically explore how the monetary authority in Asia did cope
with the surge of capital inflows in the period 1985-1996. It statistically examines the extent to which
the massive capital inflows influenced the conduct of monetary policy and the effects of the policy
of sterilization and intervention in the foreign exchange market. it provides empirical evidence for
what a group of seven selected countries across Asia have done. The seven countries in the group are
Indonesia, Korea, Malaysia, Philippines, Singapore, Thailand, and Taiwan( R.O.C.). The regression is
estimated using a panel of 84 observations for the seven countries during 1985-1996.
A capital inflow generates monetary expansion and pressure for exchange rate adjustment. It poses
an important policy question as to how to deal with capital inflows. It is uncertain whether capital
inflows last long or not. Asian countries regarded capital inflows as a transitional phenomenon. As
a result, Asian countries decided it was desirable to minimize the impact of capital inflows on the
economy.
Asian countries heavily utilized the policy categories of measures to minimize the impact of capital
inflows on the money supply and exchange rate. The monetary authority conducted contraction
of the domestic source in the monetary base of the central bank, primarily directed to offset the
effect on the money supply of an increase in the net foreign assets of the central bank resulting from
capital inflows. At the same time, the monetary authority intervened in the foreign exchange market,
primarily designed to absorb pressures on exchange rates that are accompanied by capital inflows
and to prevent nominal exchange rate appreciation.
The statistical results indicate that the degree of sterilization of the monetary authority is very
high and that the sterilization is undertaken to control the money supply rather than to control
the monetary base. Furthermore, the effect of the intervention in the foreign exchange market is
estimated to be small. The main statistical finding implies that the monetary authority took the policy
of a high degree of sterilization with a low level of intervention in foreign exchange markets. The
policy leads for a capital inflow to yield negligible effects on the exchange rate and small positive
effects on the money supply and the price level. Consequently, the monetary authority succeeded
in keeping exchange rates at desired levels and in limiting increases in monetary growth, despite a
surge of capital inflows.
The majority of industrial countries allow their exchange rates to float and unrestricted capital flows.
Under the world conditions, the monetary authority in Asian countries could have accepted the view
that capital flows are of a permanent nature and that sterilized intervention policies are effective over
a short period. If the monetary authority accepted the view, it would have floated the exchange rate.
The study concludes that Asian countries could have avoided the financial crisis.

Korean Implementation of the OECD Bribery Convention: Implications for
Global Efforts to Fight Corruption
by Jong-Bum Kim (Aug. 1999)
ISBN 89-322-4056-6 / A5 / 56pp. / USD 5
The OECD Bribery Convention is an important milestone in the global efforts to combat bribery
and corruption. The convention, which has entered into effect on February 15, 1999, effectively
criminalizes the bribery of a foreign public official. However, it is limited in that it deals with the

bribery of a foreign public official by developing measures against bribe-giving activity only. The
convention does not deal with the problem of the bribe receiving foreign public officials. In addition,
the convention does not deal with the bribery and corruption that do not involve transnational
business.
Although the OECD Bribery Convention only tackles with the supply side of bribery in transnational
business, it sets an important standard for combating bribery in both domestic as well as
transnational business. Specifically, the OECD Bribery Convention establishes the criminal liability of a
legal person. In addition, it imposes sanctions against the proceeds obtained from bribery. For some
countries, these instruments against bribery are not established for domestic bribery offense. In the
case of Korea, the implementing legislation of the OECD Bribery Convention establishes the criminal
liability of a legal person. Also, it establishes monetary sanctions against the proceeds obtained from
the bribery. In contrast, the Korean Criminal Codes punishing the offense of the bribery of a domestic
public official do not establish similar measures against domestic bribery.
This paper compares the legal purposes behind the OECD Bribery Convention and those behind the
Korean Criminal Codes on bribery offenses. The legal purpose behind the OECD Bribery Convention
is primarily the protection of fair competitive condition in the international business transactions,
while the legal purpose behind the Korean Criminal Codes is the protection of “incorruptibility” of a
public official’s duty. This paper argues that the Korean Criminal Codes should also be reinterpreted
to protect the fair competitive conditions in the domestic market. It is recommended that the
Korean Criminal Codes on domestic bribery should be amended to incorporate the new instruments
introduced in the OECD Convention.
In today’s rapidly globalizing world, bribery and corruption has no national boundaries. In a
global effort to combat corruption, all the trading nations in the world should adopt the OECD
Bribery Convention so that the existing criminal measures to fight domestic corruption would be
strengthened in line with the measures introduced to fight transnational bribery in the OECD Bribery
Convention.

The Asian Financial Crisis and the Need for Regional Financial Cooperation
by Yunjong Wang (Sep. 1999)
ISBN 89-322-4057-4 / A5 / 60pp. / USD 5
The Asian financial crisis and its policy implications can be understood on the national, regional,
and global dimensions. At the national level, both directly and indirectly affected countries have to
strengthen their self-defensive countermeasures to prevent a future financial crisis. For this purpose,
countries under the IMF program, including Thailand, Indonesia, and Korea, have undertaken
macroeconomic stabilization policies and bold structural reforms in financial and corporate sectors.
As a result, usable foreign reserves have accumulated dramatically and the structure of external debts
has much improved. In addition, policy-makers are very serious about structural reforms, although a
sense of complacency can be observed among consumers, businesses, and trade unions.
At the regional level, there were also many calls for financial cooperation just after the Asian financial
crisis broke out. However, the discussion on regional financial cooperation has largely remained
within the realm of academia and has not been able to produce any tangible result. This is primarily
due to the lack of a consensus initiating a regional framework to respond to the crisis, both in terms
of crisis management and prevention. The three Northeast Asian countries - China, Japan, and Korea
- officially participate in such regional fora as ASEAN+3 and APEC to discuss major issues concerning
regional financial cooperation. However, in order to obtain more concrete results that can reflect
the interests of the three countries, there needs to be a dialogue channel beforehand for a much
closer regional financial cooperation. Such a dialogue is not necessarily exclusive to the neighboring
countries around the region. Rather, it should evolve into an institution that strengthens and
stabilizes the East Asian financial system. However, considering the fact that the U.S. is constrained
to act globally and will not cooperate with the region as a region, the three countries have to form a
consensus in East Asia on a mutually beneficial basis. The political feasibility of a regional framework
will not be a burden, if we start to lead a discussion over economic and financial issues in the relevant
regional context.
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As exemplified by the launching of the Euro, the discussion on regional financial cooperation may
focus on such sophisticated topics as monetary cooperation. However, more realistic and workinglevel agendas are likely to produce more tangible results. In other words, the task of regional financial
cooperation is to be approached from a long-term and gradual perspective. As was the case with
the Euro, the different levels of economic achievement among the East Asian countries must be
considerably narrowed to meet the economic requirements for monetary cooperation. This is not to
say the discussion of monetary cooperation itself is futile. A consensus on monetary cooperation will
emerge when the achievement of more specific agendas shows the possibility of regional financial
cooperation.
At the global community level, various issues for building a new international financial architecture
are being discussed at numerous arenas. However, the major leading group is the G7, which is
composed of highly industrialized countries. Furthermore, the scope for Asian participation is limited.
In such regional fora as ASEAN+3 and APEC, and such extended global fora as G22 and G33,
several Asian countries, including crisis-affected countries and China could have the opportunity to
express their own views. However, there is a serious division between the U.S. and the rest of the G7
membership on various architectural issues. In most cases, outside inputs from developing economies
are not satisfactorily recognized and incorporated.
This paper examines the need for regional financial cooperation and points out the importance
of the regional dialogue channel for further close cooperation. In order to create a more formal
institutional framework for regional financial cooperation, we should simply start a discussion on
various possibilities in a more informal and freer way. Through successive rounds of discussion, we
will discover what barriers against an institutional framework for regional financial cooperation exist.
The paper is organized as follows. Section II will review the regional actions to deal with the Asian
crisis. Section III will also review the global actions to deal with the Asian crisis and its aftermath.
Section IV will discuss the long-term and short-term agendas for regional financial cooperation.

Developing an ASEM Position toward the New WTO Round
by Chong Wha LEE (Sep. 1999)
ISBN 89-322-4058-2 / A5 / 38pp. / USD 2
This paper discusses how ASEM can play an effective role in the upcoming new WTO round and
thereby further liberalization of the multilateral trade regime. As ASEM only came into being after the
conclusion of the Uruguay Round, participation in the new WTO round will be challenging yet critical
as it could demonstrate whether the ASEM process can function as a complement to multilateral
trade liberalization. In this connection, ASEM members collectively and individually need to take a
proactive stance towards framing the agenda of the New Round.
Several features deserve attention. First, considering the dynamic interaction towards trade
liberalization between regional and multilateral initiatives, and the failure of APEC’s regional initiative
(EVSL), ASEM can be expected to give new momentum to the prospects for enhanced multilateral
trade liberalization. This can be achieved through providing united support for further liberalization
in the New Round. Second, considering the differing development stages of ASEM members, a
comprehensive New Round with the principle of a single undertaking could probably best meet the
divergent interests of member countries because only this approach would enable the bargaining
and concessions to occur. Third, the three issues, namely trade and investment, trade facilitation and
electronic commerce, seem to meet common interests of ASEM members since they are directly
trade-related and have enormous potential to enhance trade. In addition, as ASEM has its own
programs in these areas, especially trade and investment and trade facilitation, it could pave the way
for reaching common ground in the ASEM approach to the New Round. Fourth, in order to build
consensus among ASEM members, it would be necessary to use ASEM’s informal features, such as
people-to-people dimension and substantive political dialogue. Lastly, if the EU takes the initiative vis?och-vis the US in advancing the New Round, it would be from ASEM that the EU seeks support in
the New Round, and ASEM thus could be expected to take a leadership role. Consequently, if ASEM
provides a useful vehicle for the New Round, this would give a decisive momentum to multilateral
liberalization and the ASEM process as well and contribute to Asia and Europe making great strides in

cooperation at the dawning of a new millenium.

Political and Security Cooperation, Membership Enlargement and the
Global Information Society: Agenda Solutions for ASEM III
by Simonetta Verdi (Nov. 1999)
ISBN 89-322-4061-2 / A5 / 50pp. / USD 5
This paper discusses political and security cooperation, membership enlargement and the Global
Information Society in the context of ASEM III agenda building.
While the economic and business cooperation issues have so far ‘monopolized’ ASEM’s attention, it
is now clear that the evolving and complex reality of the ASEM process needs to increasingly address
other issues such as political and security cooperation, membership enlargement and the Global
Information Society in a more concrete and focused manner. As ASEM evolves from the ideation
stage to the practical implementation stage, leaders and operators need more detailed answers
about all aspects of this comprehensive Asia-Europe partnership. Since all the areas of cooperation are
clearly interlinked, any one area which is ‘ignored’ will reflect negatively on another, and in the end
the whole process could potentially suffer.
Several features deserve attention. First it is necessary to reinforce the security elements in the ASEM
relationship as an investment for a stronger economic and business relationship. In an interdependent
world, adequate security cooperation can best guarantee stability and, therefore, economic gains
on a permanent basis. The ‘fruits’ of the economic agenda could be jeopardized if security matters
(and their political consequences) become unmanageable. In ASEM’s movement towards a security
community, perhaps addressing directly the single issues affecting the two regions could be a more
dynamic approach instead of focusing exclusively on the creation of a security architecture, that
maybe at some point in the future would also address the real issues at stake.
Second, as the ASEM III meeting in Seoul is approaching quickly, the controversial issue of
membership enlargement is going to re-present itself. A country’s membership in ASEM brings with
it that country’s distinct positions on economic, political, security, and civil society issues. When it
comes to taking action, who is a member and who is not could determine the outcome for a specific
issue. ASEM leaders will have to choose between the principle of widening versus the principle of
deepening. However, at this still very early stage for ASEM, deepening as opposed to widening is
the most efficient course to take as it is an investment in the consolidation of its procedures and
the establishment of a solid identity. Indeed this strategy is going to benefit both the ASEM process
and the potential candidates themselves because a well-functioning ASEM is going to integrate new
members into the dialogue more fairly and efficiently. In this way synergies will emerge as opposed
to lines of conflict.
Third, the Global Information Society (GIS) is a fundamental element in sustaining the ASEM
economic partnership, highlighting a new era of communication and interaction between the two
regions. Although at this stage, ASEM specific initiatives in the GIS can be appreciated only within a
very limited context, some current GIS related issues are being addressed through relations between
Europe and some Asian countries. These cover a number of areas with the final goal of creating
a knowledge-based society for the 21st century. What will prove useful at ASEM III is information
exchange from all sectors, both public and private, coordinated in the form of an ASEM Information
Technology Council (as recommended by the AEVG). ASEM should not become a structure
imprisoning or distorting the fast paced, natural flow of the GIS, therefore this Council should
function reflecting the reality of the complex and fast moving Global Information Society.

 n Assessment of the APEC’s Progress toward the Bogor Goals: A Political
A
Economy Approach to Tariff Reductions
by Honggue Lee (Nov. 1999)
ISBN 89-322-4062-0 / A5 / 58pp. / USD 5
The average tariff rate of APEC member economies has been lowered by almost half from 15.4
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percent to 7.6 percent during the period between 1988 and 1998. Many countries such as Australia,
China, Indonesia, Korea, New Zealand, the Philippines, and Thailand experienced a dramatic decline
in their average tariff levels. Currently, four countries (Hong Kong, Singapore, Brunei and New
Zealand) have average rates below 5 percent, while eight countries (USA, Canada, Australia, Japan,
Korea, Taipei, Malaysia and the Philippines) have mean rates between 5 and 10 percent. Three
countries (Chile, Indonesia and Mexico) are in the range of 10 to 15 percent levels. The remaining
three countries (China, Papua New Guinea and Thailand) have their average rates above 15 percent.
Some points can be made with regard to tariff reductions. First, the IAPs of 1998 regarding tariffs
have made a limited improvement, which in turn has not been uniform across APEC economies.
Second, for some member economies, implementing UR commitments has eclipsed the APEC
process of unilateral tariff liberalization and reduction of non-trade barriers. Third, regional integration
arrangements such as NAFTA, ANZCERTA, MERCOSUR, CER and AFTA have contributed to tariff
reductions in some member economies. Fourth, the Early Voluntary Sectoral Liberalization (EVSL)
initiative, announced in Vancouver in 1997, still constitutes a going concern in the region. Fifth, the
member economies have been giving support to the Information Technology Agreement (ITA) and
the subsequent ITA II. This support will generate significant benefits in terms of production, exports,
and lower prices. At the same time, ITA in the Asia Pacifi region will enforce its conclusion in the
WTO. Sixth, the provision of data needs to be improved.
Tariff reductions are endogenously determined. Thus it is worthwhile to ascertain whether the extent
of tariff reductions provided in IAPs is “sufficiently bearable or reasonably sincere” in light of member
economies’ past experience and present “capability.” For that purpose, we identified the elements
that determine the endogenous tariff rates (current rates) as reference rates. Then we compared the
IAP commitments and/or the Bogor goals with the reference rates.
The point of our empirical exercise is to devise an indicator that can be used to assess the APEC’s
progress toward the Bogor goals on an individual country basis. Our approach is unique in that it
puts emphasis on individual country’s “ability” to implement the IAPs, and that it focuses on the
political process, both internal and external, of each member economy, which eventually leads to the
proposed action plan.
However, limited data availability keeps us from fully evaluating the achievements made by APEC
members in the area of tariff reductions. Yet we were able to evaluate the relative performance of
18 members. When we compared the fitted values (which are supposed to reflect the ability and
sincerity to implement the commitments made in their IAPs) with what these member economies
actually implemented, we found that, among these members, Papua New Guinea, Singapore,
and Thailand have been carrying out the most drastic cut in tariff rates. They are followed by the
Philippines, China, Korea, Australia, New Zealand, Malaysia, Indonesia, Chile, Japan, Canada,
the United States, and Mexico in the order of the size of their relative tariff reductions. This result
contrasts with the comparable order in the Yamazawa scheme, in which Hong Kong (gets 95 points
out of 100) and Singapore (95 points) lead the pack. They are followed by New Zealand (90),
Australia (85), Brunei (85), the United States (85), Canada (80), Japan (80), Korea (75), Malaysia (70),
Taipei (70), Indonesia (55), the Philippines (55), Chile (50), Thailand (45), Mexico (35), China (30),
and Papua New Guinea (10).
What we can infer from the present analysis is the following. First, some advanced economies in the
region such as the United States, Canada, and Japan are slow or reluctant to implementing their
liberalization commitments. Second, other advanced economies such as New Zealand and Australia
are doing relatively well in carrying out their IAPs. Third, it is those developing economies again such
as Papua New Guinea, Thailand, the Philippines that have reduced their tariff rates more drastically
than what they would normally do, should they live up to the endogenous tariff determination
hypothesis.

The Relationship between the WTO and APEC: Trade Policy Options for
APEC in the 21st Century
by Sung-Hoon Park (Nov. 1999)

ISBN 89-322-4048-5 / A5 / 40pp. / USD 2
APEC is celebrating its tenth anniversary in 1999. Established in 1989 as “the first broad regional
institution for intergovernmental dialogue on economic policy issues” in the Asia-Pacific region,
APEC has emerged as one of the most powerful regional groups in the world economy, assuming
more than 50% of world GDP and trade volume, respectively. In the period since its inception
APEC has gone through three development stages: (1) official inauguration and institutionalization
(1989-1992); (2) preparation of visions and action plans (1993-1996); (3) implementation (1997now). Throughout these three stages of its evolution, economic cooperation agenda within APEC
has been focused primarily on its two pillars of cooperation -economic and technical cooperation
(Ecotech) and trade and investment liberalization and facilitation (TILF) -with financial and currency
cooperation gaining importance only after the outbreak of the Asian crisis.
In relations to non-members, APEC officially adopted open regionalism as an instrument to
contribute to the strengthening of the multilateral trading system governed by the GATT/WTO.
Therefore trade policy measures of APEC are serving as the interface between APEC and the WTO.
With its big economic (market) size and intense trade relations both within the region and with nonmember countries, APEC has acquired some degree of influence in global economic issues. However,
APEC has had in reality enormous difficulties in reaching internal consensus on whether and how to
implement open regionalism both within the Asia-Pacific and in relations to non-member countries.
In the light of the WTO’s Millenium Round, this paper elaborates trade policy options available for
APEC in relations with the multilateral trading system under the WTO.
Main conclusions are as follows: First, In the short- and mid-term, APEC has to contribute to the
successful launch and completion of the Millenium Round, whereas in the long-term APEC should
concretize and, in possible, revise the operational definition of open regionalism. Second, in the
short-term strategy the author regards the successful integration of the ATL initiative of APEC into the
official agenda of negotiations of the WTO’s Millenium Round as the most important contribution of
APEC to the WTO system. Third, developing a single position of APEC on the coverage, modality of
the Millenium Round will be an additional contribution of APEC. Especially, balancing the developing
and developed memebr economies’ interest within APEC will ease the potential tensions between
developing and developed member countries of the WTO in the upcoming new round. Fourth,
APEC has to reconsider and/or concretize the concept of open regionalism. A well-designed and wellimplemented open regionalism concept has the pot
ential to contribute to the strengthening of the multilateral trading system. However, APEC has had
so far enormous difficulties in reaching agreement how to practically implement the concept. For
this, APEC has three options to choose: implement open regionalism in the form of unconditional
MFN treatment; making APEC’s liberalization to happen at same speed and coverage as that of the
WTO; abandon open regionalism and adopt its own regionalism. With three options showing their
own advantages and disadvantages, the central message of the paper is that APEC has to clarify its
long-term vision that is viable for the new century.

Competition Principles and Policy in the APEC: How to Proceed and Link
with WTO
by Byung-il Choi (Nov. 1999)
ISBN 89-322-4064-7 / A5 / 50pp. / USD 5
There is a growing consensus that competition-oriented policy framework would be instrumental
in achieving the Bogor goal of trade and investment liberalization by 2010/2020. As of now, only
eight economies have the experience of operating competition policy more than a decade. Many
emerging economies of the APEC have only begun to introduce competition policy. Even with the
adoption of competition policy, it is true that many economies, developed as well as developing
ones, are still haunted by the conventional policy of protecting unproductive sectors and promoting
targeted sectors at the cost of overall economic efficiency.
The Auckland APEC Leaders Meeting of 1999 adopted the APEC competition principles. The
adopted APEC competition principles are based on the four key principles of comprehensiveness,
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transparency, accountability and non-discrimination. It is a significant step forward, but a more
hard work lies ahead: the issue of developing specific and concrete work program to implement the
competition principles within the APEC and how to put the work of competition policy in the much
broad context of a multilateral trading system. The paper maps out a specific strategy to move the
competition policy agenda forward at the APEC and how to link the WTO. Whether or not the WTO
decides to include the competition policy in the agenda for the new round, there is a constructive
role to be played by the APEC. The paper identifies the sources of such value-added and makes a
proposal in order to best utilize them.

 he Relations Between Government R&D and Private R&D Expenditure in
T
the APEC Economies: A Time Series Analysis
by Sun G. Kim and Wankeun Oh (Nov. 1999)
ISBN 89-322-4065-5 / A5 / 52pp. / USD 5
An effective innovation policy for the less developed countries would be different from that of the
advanced ones. In most of the less developed countries, we argue that innovation policies designed
to link demand and supply for technology will not be as effective as has been strongly indicated
in previous literature. In addition to building a competitive market condition, government R&D
expenditure has to be made for a certain period of time, as one of the necessary conditions for
indigenous private R&D.
In this paper, we examined the importance of government R&D expenditure for stimulating
private R&D. Our main hypothesis is that government R&D expenditure has significant impacts
on private R&D expenditure for the NICs even though the effectiveness may vary by the stage of
industrialization. That is, government R&D expenditure does not generate any R&D investment
from the private sector at the initial stage of industrial development. However, once the economy’s
technological capability reaches a certain level the government sector starts to induce investment
from the private sector until the share of private firm’s R&D grows to a certain level. Using a time
series analysis we test the hypothesis for three advanced and two developing member economies in
the APEC: U.S., Japan, Canada, Taiwan, and Korea.
We found mutual Granger causality relations between GERD and PERD in the U.S, a unilateral
causality from GERD to PERD in the case of Japan, and no causality relation in Canada and Taiwan.
For the case of Korea, we found bilateral causality relations for the full period of sample from 1971
through 1997. Dividing the sample period by two we have no causality relation for the first half from
1971 through 1981. For 1982-1997, however, there exists only uni-directional causality from GERD
to PERD as in the case of Japan.

Ecotech and FEEEP in APEC
by Ki-Kwan Yoon (Nov. 1999)
ISBN 89-322-4066-3 / A5 / 44pp. / USD 2
This paper that FEEEP/Ecotech Projects which APEC is now promoting is slower than TILF’s
proceeding speed in its importance and emphasizes that APEC members ought to promote FEEEP
more positively and fast.
That is, this paper suggests some difficulties emerged from the process of promoting FEEEP/Ecotech
and some countermeasures to overcome those difficulties.
Such difficulties include : ① it has not yet been fully realized to manifest the essence of FEEEP and
consensus-making among the member economies, ② there is a great difference in the levels of
interest in FEEEP between developed economies and developing ones, ③ the member economies
respresent the rich diversity of the region as well as differing levels of economic growth, ④ APEC
is faced with many difficulties in fund raising for promoting FEEEP projects in spite of having a
nature of which FEEEP-related projects should be imlemented urgently judging from their perceived
importance, their start has been delayed and their accomplishment would require a super-long
time frame in which to realize result, ⑤ as FEEEP cooperation has essentially a worldwide influence,

a close cooperation with non-memebers would also inevitably be deemed necessary, ⑥ as APEC
is a cooperation system, it is doubtful whether Asia-Pacific economies perform sincerely their
engagement related with FEEEP cooperation, ⑦ as FEEEP cooperation has certain contents partially
overlapping with TILF, there is the possibility that APEC’s effiency could be diminished.
On the other hand, some countermeasures in order to overcome such difficulties include : ①
Drawing of New Concept for Promoting Positively FEEEP Cooperation, ② Initiating a Multilateral
Study to suggest Evidently Mutual Effects among Five Aspects of FEEEP, ③ Drawing Consensusmaking for using ODA funds in order to raise funds required to promote FEEEP projects, ④
Strenthening publicity activities towards “FEEEP cooperation” in order to have a full response from all
member’s people.

Economic Integration in Northeast Asia: Searching for a Feasible Approach
by Inkyo Cheong (Dec. 1999)
ISBN 89-322-4068-X / A5 / 40pp. / USD 2
The need for economic cooperation in Northeast Asian region is increasing due to several factors.
These are the deepening of the economic interdependence among the three countries; the need
for the prevention of overlapping investment in major regional industries; as a response to the
formation of economic blocs in the world economy and the growing number of fields requiring the
coordination of common interests such as fishing activity rights and the problem of trans-boundary
pollution. None of the Northeast Asian countries has joined any regional trade agreement so far
but Japan and Korea have recently renewed their interest in concluding some kind of regional trade
agreement. Also, China has intensified its trade liberalization process and tried to modernize its
institutions in order to become a member of the WTO. Thus, the possibility of establishing Northeast
Asian economic cooperation is higher than ever before.
Economic cooperation should be pursued through a preferential trading bloc that is compatible
with WTO rules and that can gain momentum in the process of implementation. One possibility is
to conclude a close economic cooperation organization in the region. An alternative can be an FTA
among the three. However, this option has so far not been under serious consideration, due to the
socialist regime of China, the attitude of Northeast Asian countries suspicious toward Japan because
of the history of the past, and the fear of the aggravation of existing economic gaps. But the need for
economic cooperation among East Asian countries has been reemphasized after recent changes in
the international economic environment, especially after the East Asian financial crisis.
To examine the economic feasibility of Northeast Asian regional economic integration through the
expansion of market approach, let us analyze the economic effects of trade liberalization between
Korea and Japan, prior to exploring a simulation of economic integration of the three countries. If
Korea and Japan eliminate tariff barriers on a preferential basis, Korea is projected to lose by USD 2.0
billion annually, and its trade balance with Japan will worsen by USD 7.1 billion. On the contrary, it
appears that Japan will realize substantial gains. This result can be explained by the special conditions
of both countries’ economies. Korea’s major industries overlap with Japan and thus are trade
competitors, while Korea has weaker international competitiveness. Moreover, Korea’s general tariff
rates are higher than Japan’s. Therefore, trade liberalization between the two countries will enhance
Japanese price competitiveness over Korea’s. Korea’s dependence on high-tech industrial products
from Japan will be higher, while Korea’s industry structure will tend towards the development of
low value-added industries such as textiles, clothing, shoes, etc, which will deteriorate the overall
efficiency of resource allocation in Korea.
Next, a simulation was performed by adding China to the Japan-Korea FTA. Results similar to those
in Korea-Japan FTA were obtained. The trade liberalization of the whole Northeast Asian region,
however, would increase intraregional trade in a considerable way but at the same time, there is also
a possibility that it would deteriorate the regional trade imbalance. This shows the importance of
having a well-thought out strategy in achieving regional economic integration.
According to simulation results, the formation of an FTA would substantially improve Korea’s and
Japan’s trade balances, while China would experience a sizeable increase in its trade deficit. This
indicates that simple enhancement of market access by removing tariffs and non-tariff barriers (NTBs)
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within a short period of time is not a feasible approach for economic integration in Northeast Asia.
Therefore, in creating an FTA, measures to mitigate anticipated problems should be devised. In
creating the Northeast Asian Free Trade Area, we need to implement a strategy that will gradually
lead to regional economic integration while overcoming the aforementioned obstacles.

The Mekong River Basin Development: The Realities and Prospects of Korea’s
Participation
by Jae-Wan Cheong (Dec. 1999)
ISBN 89-322-4069-8 / A5 / 70pp. / USD 5
The Mekong River, flowing through Yunnan Province, Myanmar, Laos, Thailand, Cambodia and
Vietnam, is the largest river in Southeast Asia and those countries’ lifeline as well. The area, since the
end of 1980s, has undergone rapid economic growth due to the conversion to a market-oriented
economy system and a policy of continuous economic development. The tremendous economic
growth potential of this area stems from its abundant labor force and natural resources.
Activities to develop the Mekong River Basin resumed in the first half of the 1990s. Much of the
support for the Mekong River Basin Development Plan has been undertaken under the auspices of
the ADB, MRC, and ESCAP. The Mekong Development Project focuses on several key sectors: traffic,
energy, communications, trade and investment. These SOC construction projects, including the TAR
(Trans-Asia Railway) Project, make for an extremely attractive market. However, the Mekong River
Basin Development suffered a setback following the financial crisis in East Asia that began in July
1997.
The development of various infrastructural elements, such as roads and energy, are urgently required
for continued economic growth and the inducement of foreign capital for the Basin development.
Furthermore, as the economies in the region have begun to recover from the financial crisis, it is
expected that the Basin development activities will resume. With all the nations in the region having
joined ASEAN, except for China, the region has become even more important and is expected to
experience accelerated economic development backed by repercussions of economic growth. In
particular, if the GMS Fund, which was discussed at a regional meeting in Manila in September 1998,
is established, the development of the Mekong River Basin Development may be expedited.
There will certainly be renewed interest in investing in the region by Japan, Australia and Europe as
the Basin is increasingly seen as being an untapped but potentially lucrative new market. The existing
ASEAN members will also continue their active participation in the Basin Development through the
“One Southeast Asia (ASEAN 10)” banner.
Korea had a great deal of interest in the Basin Development even prior to the ASEM summit in
March 1996, and Korean corporations had been active in road construction and hydraulic power
projects, and government aid, which had been inadequate up to that point, has been expanded
and facilitated since the summit. While Korea remains keenly interested in participating in the
development of the area, the lingering effects of its economic crisis prevent it from immediate
participation in the Basin Development. Taking into account, however, the fact that the Basin and
Southeast Asia are Korea’s largest markets and possess great potential for future growth, it is essential
that Korea’s active participation in the region is viewed in a mid and long-term context.

Assessment of Korea’s Individual Action Plans of APEC
by Hyungdo Ahn

(Dec. 1999)

ISBN 89-322-4071-X / A5 / 64pp. / USD 5
Korea made a significant progress towards the OAA(Osaka Action Agenda) objectives and Bogor
goals through the implementation of IAPs(Individual Action Plan) 1996 to 1998. Korea removed
its barriers to trade and investment in various areas, enhanced transparency, took policy reforms,
and amended the laws and regulations to achieve the OAA Objectives and Bogor Goals. Korea’s
performances in non-tariff measures and investment are outstanding. Performances in Services,
Standard and Conformance, Government Procurement, and Mobility of Business People are

also noteworthy. However, Korea needs to do better in the areas of Intellectual Property Rights,
Deregulation, and Rules of Origin.

 ow to Sequence Capital Market Liberalization: Lessons from the Korean
H
Experience
by Inseok Shin Yunjong Wang (Dec. 1999)
ISBN 89-322-4073-6 / A5 / 42pp. / USD 2
Since a global financial market and its potential volatility pose such a grave potential danger for most
emerging economies, individual countries and the international community should find ways and
build mechanisms, by which the systemic risk of global financial instability could be minimized. Most
of all, at the national level, the old question on how market opening should be sequenced may need
re-examination in a new perspective. The old wisdom holds that properly and orderly sequenced
external liberalization should be from the current account to the capital account and capital account
liberalization should be in the order of long-term to short-term. However, after the recent crisis,
heated debates are not on how to get the sequencing right, but on how to deal with the volatility of
short-term capital flows.
In fact, there are often-heard voices advocating temporary controls over capital inflows a la Chilean
scheme, which should be introduced before a crisis occurs, or controls over capital outflows, a la
Malaysian way, which should be applied after crisis arises especially if a country is in the transition
period of strengthening the institutional and regulatory domestic financial institutions. At the same
time, the argument for an enhanced disclosure requirement and changes in current bank lending
procedures to hedge funds is also gaining force. Maybe, we had better get ready to see more
emerging markets trying various mechanisms for controlling short-term capital inflows, including
hedge funds, on the other hand and fostering long-term capital inflows, such as foreign direct
investment, on the other hand.
This development of policy interests suggests that the question on sequencing should be dealt with
in a rather broadened scope. Indeed, the main purpose of this paper is to argue that the scope
should go beyond mere contemplation on carriers of capital flows and comprise considerations on
incentives of domestic and international agents who make use of those carriers.
The most serious sequencing problem in Korea was to liberalize short-term financing through banks
rather than long-term financing, and to underestimate the potential devastating impact on the
economy when massive capital inflows have come to reverse. Although long-term capital inflows
were rather repressed during the pre-crisis period, it would be an exaggeration to say that short-term
capital movements were liberalized greatly. Neither firms nor banks could sell their short-term debt
instruments in domestic currency to foreigners. Only liberalized were trade-related financing of firms
and short-term foreign currency borrowings of banks.
The intention was clear: liberalize first capital flows that are only trade related. Then, how about
short-term foreign currency borrowings of banks? Should the Korea government have restricted
short-term borrowings of banks? Probably the answer is No. It is extremely costly to control
short-term transactions of banks. What was lacking was financial supervision and appropriate risk
management. Without strengthening banking supervision and enhancing corporate governance,
corporate debt crisis will be an inevitable outcome. In this regard, the main lesson of the Korean crisis
is not the sequencing problem in the capital market liberalization, but the structural deficiencies as
prerequisites of capital market liberalization.

Searching for an Economic Agenda for the 3rd ASEM Summit: Two Scenarios
by Chong Wha LEE (Dec. 1999)
ISBN 89-322-4074-4 / A5 / 34pp. / USD 2
ASEM, being still under probation in the sense that its action plans have not yet been transformed
into real action, needs to be consolidated in terms of its goals and agenda. In this regard, this paper
seeks to investigate the agenda setting for the 3rd ASEM summit that will be held in 2000. For
more than just symbolic reasons, the year 2000 provides ASEM with an excellent occasion for both
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retrospect and prospect, allowing it to pursue a revision of its agenda and thereby articulate its
goals. In addressing this topic, the focus is on testing Gerald Segal’s ‘subsidiarity question’ for ASEM which is to ask, “what can best be done for ASEM?” - taking into account the recent development of
ASEM’s economic dialogues.
Several features deserve attention. First, the progress achieved at ASEM does not yet meet the
requirement dictated by the subsidiarity question. Consequently, ASEM will have to become more
than a venue for verbal exchanges and ministerial rhetoric extolling its achievements if it is to survive
in the new millennium. As for the future of ASEM navigation, there seems to be two broad scenarios:
‘an APEC type evolution scenario’ and ‘ASEM’s own pace of evolution scenario.’ Second, as for the
former, a more forward-looking strategy for ASEM would be aimed at achieving a goal matching
trade liberalization measures and a non-binding regional investment initiative such as those in
place in APEC. Under this scenario, especially concerning trade liberalization, it not only brightens
ASEM navigation but also provides a decisive momentum to multilateral liberalisation. Third, under
‘ASEM’s own pace of evolution scenario’ its agenda will be basically aimed at facilitating information
networks. Much of the economic agenda can be left to the markets to manage. ASEM would still
remain a consultative forum. Consequently, It is questionable whether ASEM will truly be meaningful
in the sense that it helps to develop and strengthen a more open multilateral trading system. Under
this scenario, one possible agenda would be merely follow-up activities on ongoing works, namely:
(1) concerted efforts for open multilateralism in general and investment liberalization in particular;
(2) reinforcement of technology transfer combined with protection of intellectual property rights; (3)
active transfer of knowledge, especially in areas such as education and human resource development;
(4) improvement of infrastructure linkages; and (5) enhancement of business exchanges. One
practical way to enhance such a network is to launch an Asia-Europe Trade Week (AETW). Fourth,
taking into account the new initiatives agreed upon at EMM II, including a non-binding study of
the TFAP and a voluntary report and review mechanism conducive to FDI, a more plausible scenario
will be somewhere in between the two. Fifth, whatever the case is, one should bear in mind that
the Asian and European industrial sectors are primarily complementary, both in manufacturing
and services and, thus, are expected to provide healthy potential for cooperation. Lastly, what is
certain is that out of the current crisis comes a new opportunity to build a much stronger, more
varied and longer-lasting Asia-Europe relationship. Now, the time has come. Following the recovery
from the financial turmoil in East Asia and the successful launch of the euro, the conditions have
been improved for ASEM, allowing it to make great strides in the new millenium. For more than
just symbolic reasons, the year 2000 provides an excellent occasion for building a more grandiose
vision of ASEM which should serve as the foundation for a solid international economic order for the
twenty-first century.

The Stuctural Transformation of the Japanese Enterprise Groups After the
Economic Recession of the 1990s: The Impact of Financial Restructuring on
the Keiretsu Structure
by Yongsok Choi (Dec. 1999)
ISBN 89-322-4075-2 / A5 / 52pp. / USD 5
This paper argues that the ongoing restructuring process and big bang acceleration in Japan’s
financial sector precipitate changes in the organizational structure and corporate governance of the
‘kigyo-shudan,’ or bank-centered, enterprise groups. It pays particular attention to the effect of the
government restructuring policies on the enterprise groups as they deal with these changes, and
maintains that their structural transformation can best be understood if equal emphasis is placed on
examining both institutional and economic factors.
The organizational structure of Japan’s six enterprise groups - Mitsui, Mitsubishi, Sumitomo, Fuyo,
Sanwa, and Dai-Ichi Kangyo - was considered to have been well entrenched since having been
(re)established after World War II. Typically classified as organizational isomorphisms, they are
characterized by the “keiretsu” structure, meaning a vertical alignment of firms of different sizes. Each
enterprise group consists of member firms that are connected horizontally, often active in different

industries. A member firm maintains vertically aligned and affiliated subsidiary firms. These subsidiary
firms are, in addition, affiliated with many medium and small sized subcontracting firms ranked as
either primary, secondary, or tertiary, depending on size and closeness. Also, each enterprise group
has its own banks, insurance companies, and trading firms for the common financial and distributive
needs of the member firms.
Once established, the organizational structure of the postwar business combine is considered to
have become entrenched thereafter, referred to either as an “intermarket group” (Dodwell 1984), or
“financial keiretsu,” or “kigyo-shudan (enterprise group).” However, with the implementation of the
major financial reform policies of the Japanese government after the economic recession of the 1990s
aimed at revitalizing the economy, the keiretsu structure is considered to have entered a phase of
rapid transition. If ongoing financial reform measures are implemented successfully, the kigyo-shudan
will no longer be able to preserve their current structures, because financial institutions have so far
acted as their de facto holding companies.
The financial reform measures include the enactment of the financial system reform law, legalization
of the financial holding company, withdrawal of the full-deposit protection scheme, corporate
accounting reform and the boosting of foreign competition. As a result of these measures, the
unwinding of cross shareholdings in the enterprise groups is being accelerated, the role of capital
market financing is increasing, greater transparency is required, the “national” identity of the
enterprise groups is withering and their internal labor market is changing.
The above statement implies that the current structural transformation of the Japanese enterprise
groups is attributable not only to their efforts at adapting to the changing market environment,
but also to the legitimizing efforts of the crisis-ridden state under environmental uncertainties. The
“political repercussions” of the economic crisis threatened the state and caused it to respond with
counter-crisis policies for legitimation, in the form of socio-political and economic reforms. The
policies of the legitimacy-pressured state led to the institutionalized sanctioning of the business
practices and economic activities of the Japanese enterprise groups, resulting in controlled market
behavior. As a result, the possibility is greater than ever that the keiretsu structure of the enterprise
groups, preserved throughout the postwar period, will finally be transformed or may even disappear
completely.

Exchange Rate Policies in Korea: Has Exchange Rate Volatility Increased After
the Crisis?
by Yung Chul Park, Chae-Shick Chung, and Yunjong Wang (Dec. 1999)
ISBN 89-322-4076-0 / A5 / 66pp. / USD 5
The type of exchange rate regime in emerging economies has been at the center of economic
debate since the Asian crisis. The choice of exchange rate regime has been regarded as critical for
emerging economies to achieve sustainable economic growth, and also has important implications
for the world economy. In principle, the most appropriate regime for any given economy may differ,
depending on the particular economic circumstances, such as the degree of integration into the
world economy. Since economic circumstances vary over time, the most appropriate regime for any
given country may also change over time.
The Korean government responded to the currency crisis by adopting a free floating exchange rate
regime and by more actively pursuing capital account liberalization. As a natural consequence, we
may expect that the foreign exchange market is more likely to be linked to other financial markets,
such as stock and bond markets. The empirical methodology to uncover inter-relationships among
three variables is Granger causality tests and variance decomposition. Empirical results are, however,
different from our conjecture: any statistically significant empirical relations are not found among
three variables after the crisis. The foreign exchange market has been relatively stable during the
post-crisis period, while the stock market has been quite volatile. Since the bond market in Korea is
not fully developed and credit risks of corporate bonds are still high, foreigners are rather reluctant to
participate in the domestic bond market. One important indication, to support our presumption that
the Korean government has intervened in the foreign exchange market, is the stability of exchange
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rates relative to that of stock prices.
Under the free floating exchange rate regime with free mobility of capital flows, why has the Korean
government intervened in the foreign exchange market? We would like to focus on two reasons.
One is related to the vulnerability of financial markets in Korea. In order to build a buffer to this
vulnerability, the Korean government continued to accumulate foreign reserves even during the postcrisis period. While financial and corporate restructuring were still underway, events of Daewoo’s
bankruptcy and resultant ITC troubles increased the vulnerability in Korea’s financial markets. To
counter the financial vulnerabilities, the Korean government has undertaken various measures. Also
recognizing the fact that the currency turmoil resulted in financial panic in Korea just two years ago,
the Korean government is now endeavoring to strengthen the ex ante defensive measures.
A certain level of foreign reserves can be geared into a set of ex ante defensive measures. However,
the recommended level of foreign reserves, which is equivalent to the value of three month imports,
will not be adequate in times of free capital mobility. Taking short-term capital movements and
possible reversals into account, it can be suggested that a minimum level of foreign reserves, which
can finance short-term external liabilities plus capital outflows, should be maintained.
The Korean government is keenly aware of the important lesson from the recent crisis that, in the
age of global financial integration, the financial sector is increasingly as important as the real sector.
Based upon this recognition, the Korean government will pursue financial sector restructuring on
a continuous basis. However, it will take several years to develop healthy financial institutions and
markets such as those in industrial countries. A more flexible exchange rate system will definitely
reduce the required level of foreign reserves, only if Korea has much sounder financial systems.
The other important justification for the government’s intervention in the foreign exchange market
can be found in the vulnerable and underdeveloped infrastructure of the foreign exchange market.
As the free floating exchange rate regime was introduced, the Korean government also endeavored
to develop the infrastructure of the foreign exchange market through various means. First of all,
policy makers pointed out the problem that market participants are limited in Korea’s foreign
exchange market.
In order to broaden the foreign exchange market, the government has lifted various regulations
on the speculative trading. If the foreign exchange market operates freely from any intervention,
volatility will increase and the necessity of hedging and speculative demand will increase. Volatility
may be a necessary evil so as to induce more market participants. In this regard, it might be argued
that the government should allow for some degree of volatility as a natural outcome of the free
floating exchange rate regime, since foreign exchange market intervention seems truly inconsistent
with the government’s plan for foreign exchange market development. Nevertheless, there are
many other obstacles in developing a more liquid foreign exchange market. That is to say, the
government’s non-intervention exchange rate policies will not sufficiently increase the volume of
daily turnovers in Korea’s foreign exchange market.
The basic transaction fees in the interbank market are surprisingly cheap: only KRW 4,000 per USD
one million for spot, forward, and swap (beyond one month). The major factor restraining the market
access of domestic banks into the interbank market is the inadequate provision of credit lines. While
foreign branches play a role as market makers, domestic banks as foreign exchange traders do not
receive enough credit from those foreign branches because the credit ratings of most domestic banks
are still below non-investment grade. This limited access of domestic banks to interbank forward or
swap transactions has even aggravated foreign exchange trading in the customers markets. Since
domestic banks have to square the foreign exchange positions through, such as, swaps, they have
been reluctant to provide forward contracts to domestic companies. Most companies should provide
some form of guarantee such as deposits or securities. This extremely limited accessibility to the
currency hedging markets has obliged
the government to intervene in the foreign exchange market to stabilize exchange rate fluctuations.
Nevertheless, the volume of transactions in the third quarter of 1999 has increased almost
twice as much as that in the same quarter of 1998. This partly reflects the improvements in the
creditworthiness of domestic companies.

Total Factor Productivity Growth in Korean Industry and Its Relationship
with Export Growth
by Sang-yirl Nam (Dec. 1999)
ISBN 89-322-4077-9 / A5 / 52pp. / USD 5
This paper examines a measure of productivity, the total factor productivity (TFP) growth rate, for
both major Korean industries and disaggregated manufacturing sectors. Initially, focus is placed on
attaining credible estimates of the productivity measure by using consistent data. Next, interpretation
of the estimates are given in an attempt to find a relationship between TFP growth rate and other
factors related to production function and industrial structure change. It is followed by an analysis to
verify if any differences in TFP growth rate exist among various manufacturing sub-sectors as well as
among major industries. Subsequently, this paper attempts to explain why such differences in TFP
growth rate, if any, arise. Finally, the relationship between TFP growth rate and export growth rate is
examined.
The annual average rates of change in the TFP were calculated as having been relatively high in
industries such as (4) Electricity, gas and water (4.89%); (2) Mining and quarrying (3.10%); and (7)
Transportation, storage and communication (0.70%). These three sectors have shown relatively rapid
increases in investment. In contrast, TFP growth rates were calculated as having negative values in
(1) Agriculture, forestry and fishing (-6.62%); (5) Construction (-6.17%); (8) Finance, insurance, real
estate and business services (-3.31%); (6) Wholesale and retail trade, restaurants and hotels (-1.86%);
and others. Among disaggregated manufacturing sectors, TFP growth rates were calculated as
having been relatively high in (h) Electric and electronic products (7.24%); (g) Metal products and
machines (5.18%); and (i) Transportation equipment (5.02%). The common characteristics of
these sectors were that they were capital and/or knowledge intensive sectors. On the contrary, TFP
growth rates were calculated as having low and even negative numbers in labor-intensive traditional
manufacturing sectors with low value added. In sum, the high growth rates of TFP in most of the
manufacturing sectors were attributed to the fast increase in investment.
TFP growth rates and structural changes seem to have been closely inter-related. Resources, the
factors of production, had moved from the primary sectors to the manufacturing sectors of traditional
labor-intensive industrial goods and then to the manufacturing sectors of chemical & heavy industrial
goods.
The correlation coefficient between the TFP growth rates and the adjusted export growth rates was
calculated as being 0.93, which suggests that the two variables were highly correlated. With that
result, we might conclude that TFP growth rates had a close relationship not only with technological
factors, as denoted in the production function, but also with market demand conditions, especially
for exports, for East Asian emerging economies with relatively restricted domestic market demand.
Therefore, in order to formulate more complete industrial policies, not only technological
characteristics but also market demand conditions should be fully considered.
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Policy Analyses

Technology Cooperation in the APEC: Case of the APII
by Byung-il Choi and Eun-Mee Kim (Dec. 1998)
ISBN 89-322-1074-8 / A5 / 112pp. / USD 7
This research is undertaken to have a close look at the current status of technology cooperation in the
broad context of ECOTECH drawing on the case of the APII(Asia-Pacific Information Infrastructure).
The expectations were such that the pursuit of the APII would help to reduce disparities among
the APEC member economies in telecommunications and information sector. Statistical analysis of
telecom infrastructure of member economies reveals that, despite rapid growth of the developing
economies, disparities between the developed and developing economies show no sign of reducing.
The analysis of the activities of telecom working group(TEL) at the APEC shows that, even though
the TEL strives for a balanced attainment of the goal of TILF and ECOTECH, more weight is geared
towards TILF. Many activities on ECOTECH remains small-scale event-type lacking enthusiastic
participation of private/business sector from developed countries. The paper calls for a more balanced
treatment of ECOTECH and TILF for reducing disparities in telecom sector.

Policy Papers

Korea’s Economic Reform Measures under the IMF Program
by Chan-Hyun Sohn and Junsok Yang (June 1998)
ISBN 89-322-1071-3 / B5 / 334pp. / USD 15
By November 1997, the financial crisis that had been tormenting Southeast Asia since the summer of
that year spread to Korea. The foreign exchange difficulties were quite unlike anything the world had
ever seen. The resultant economic chaos is still being sorted out and the effects will likely be felt for
years to come. The crisis in Korea was touched off in November when a loss of confidence by foreign
investors resulted in huge withdrawals of funds and a swift, massive depreciation of the Korean won.
In early December, the Korean government requested the assistance of the IMF. The government
and the IMF agreed on a program of fundamental economic reforms to curb the foreign exchange
crisis. In particular, the reforms aimed to eliminate some of the long-standing problems with the
Korean economy such as excessive regulations, inefficient financial sector, corporate governance
without checks and balances, high levels of restrictions in trade and capital flows, rigid labor markets,
and non-transparency. At the same time, the government requested that we, the Korea Institute
for International Economic Policy (KIEP), establish the “Nation’s Confidence Enhancement Team”
which, with the assistance of the Ministry of Finance and Economy (MOFE), would help restore
foreign investor confidence in the Korean economy. Since the biggest problem that foreign investors
faced was the lack of information about the Korean economy, the team was to provide information
about economic reforms and restructuring. Information covering reforms and the current economic
situation was compiled, summarized, translated, and placed at the “Korea’s Economic Reform
Update” website within the KIEP homepage (http://www.kiep.go.kr/ENGLISH/ekiephome.html).
While at times quality had to be sacrificed for the sake of making material available immediately, we
are proud of what the team has accomplished. Therefore, upon the completion of the project on
May 8, we decided to publish their efforts. This volume compiles the individual entries of the website.
We believe this compilation provides a unique insight into the critical first six months of Korea’s
financial crisis, and will provide useful background material to anyone interested in early government
responses to the country’s financial crisis.

Adjustment Reforms in Korea since the Financial Crisis
by Yunjong Wang and Hyoungsoo Zang (Dec. 1998)
ISBN 89-322-1089-6 / B5 / 208pp. / USD 15
The East Asian financial crisis emerged as Thailand’s currency crisis in July 1997 spread to the
neighboring countries, which eventually forced Indonesia and Korea to request assistance from
the IMF. The Korean government had officially made the request on November 21 after nearly all
of its foreign reserves were depleted in defense of the Korean won. For the short-term, the IMF
program stresses on a tight aggregate-demand policy to stabilize the foreign exchange market. For
the mid- and long-terms, it stresses on the structural reforms of the financial and corporate sectors,
which were the underlying causes of the currency crisis. The IMF programs for the affected East
Asian countries - including Korea - are a combination of the traditional aggregate demand and
restructuring policies.The international financial institutions’ assessment of the Korean economy and
the Korean government’s mandated and voluntary reform measures wields a significant influence
over Korea’s ability to attract fund support from the governments and banks of the United States,
Japan, and other advanced economies, including foreign investors. Thus, a continued cooperation
with the international financial institutions, such as the IMF and IBRD, and, particularly, the steadfast
compliance with, and successful implementation of the IMF program is the highest priority for Korea
to overcome the current currency crisis. The aim of this publication is to help improve wide audience’s
understanding of the posed issues in the IMF Restructuring Program Agreement, and to examine
the progress of Korean government’s implementation of the Program. The structure of this book is
as follows. In Chapter II, we will examine the nature of the IMF support and the conditions, which
Korea must adhere to. In Chapter III, we will examine the trends of working relationship between
the IMF and Korean government while the discussions of the Program were in progress. The book
covers from the 1st Letter of Intent of December 3, 1997 to the 6th Letter of Intent of May 2, 1998
- 6 rounds of fund support. The changes of issues are classified into five categories: macroeconomic
policies (monetary, exchange rate, fiscal, foreign reserves, external debt management), financial
sector restructuring, corporate restructuring, trade and capital account liberalization, and labor
market policies. In Chapter IV, we will review the Korean government’s implementation of the IMF
Program. In Chapter V, we will introduce and discuss the future implementation schedule of the IMF
Program, as indicated in the 6th Letter of Intent. An emphasis will be placed on major reform issues
for the financial and corporate sectors in the future. In Chapter VI, we will analyze and evaluate the
enduring effects, which the crisis and the IMF Program both have had on the Korean economy,
largely through reviewing the macroeconomic indicators from November 1997 to June 1998. In
Chapter VII, we will summarize and make policy recommendations for the future.

B
 ankruptcy Procedure in Korea: A Perspective

Working Papers

by Mikyung Yun (July 1998)
ISBN 89-322-4024-8 / A5 / 54pp. / USD 5
Considering Korea’s current economic environment, foreigners are likely to have greater interest in
Korean bankruptcy procedures than before. However, little English-written material covering the
subject currently exits. To fill this gap, this paper briefly describes reorganization procedures and
introduces some of the related discussions that have taken place recently. Korean reorganization
consists of two distinct processes: composition and corporate reorganization. Some of the most
important issues raised with respect to these procedures are; 1) treatment of existing managers and
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shareholders, 2) the appropriate roles of composition and corporate reorganization (and whether
they should be unified), and 3) interim financing.

The Role of Foreign Direct Investment in Korea’s Economic Development:
Productivity Effects and Implications for the Currency Crisis
by June-Dong Kim and Sang-In Hwang (Sep. 1998)
ISBN 89-322-4028-0 / A5 / 50pp. / USD 5
This paper seeks to investigate the role of foreign direct investment (FDI) in Korea focusing on
productivity spillover effects in manufacturing and implications for the current currency crisis.
Estimation results of a random-effects model with instruments using the annual data of six subsectors
in manufacturing industries reveal that foreign direct investment had a positive but statistically
insignificant effect on the productivity of Korean manufacturing during 1970-1996. The paper also
examines whether or not FDI has the role of preventing bail-out loans in a currency crisis. The probit
estimation results using cross section data of 90 developing countries show that the incidence of
bail-out loans from the IMF during 1994-1997 is negatively associated with FDI stock relative to total
GDP. The probit analysis using pooled data of 84 countries in 22 years of 1973-1994 also reveals
that FDI inflow relative to total debt is negatively associated with both currency crashes and the IMF
rescue loans.

Korea’s Trade and Industrial Policies: 1948-1998
Why the Era of Active Policy is Over
by Chan-Hyun Sohn · Junsok Yang · Hyo-Sung Yim (Sep. 1998)
ISBN 89-322-4029-9 / A5 / 86pp. / USD 5
Throughout its history, Korea has based its economic policies on ideas of how to best promote
exports and control foreign exchange reserve levels. Even during periods of liberalization, more
attention was given to promoting exports than liberalizing imports.
The review of Korean trade and industrial policies showed how the trade policy, which began by
effectively utilizing international competition, evolved into an industrial policy which encouraged
close cooperation between the government and the private sector. Such close ties led to cronycapitalism which is the underlying root of the current economic crisis. Thus, activist industrial policy
must no longer be a part of government’s policy options. The theoretical justifications are no longer
as clear in the 1990s as in the 1960s, and the potential for misuse and the negative effect on the rest
of the economy is too high to be tolerated.
Instead, Korea must now engage in policies which undo the ties between the public and private
sectors fostered during the last fifty years. In the short term, this means that the government must
acknowledge and reveal publicly the quasi-legal and illegal ties it maintained with the private
sector since the 1980s. In the long run, it means that the government must change their emphasis
and engage in policies designed to lower the concentration of market power in a few select large
conglomerates, increase competitiveness, and thus promote the innovativeness and the flexibility of
the Korean economy.

ASEM Investment Promotion Action Plan (IPAP) Revisited: Establishing the
Groundwork for Regional Investment Initiative
by Chong Wha Lee (Oct. 1998)
ISBN 89-322-4030-2 / A5 / 48pp. / USD 5
This paper seeks to investigate FDI rule in ASEM, a logical extension of ASEM-IPAP, based on the
arguments stemming from the factors hindering FDI flows between the two regions and the impacts
of the recent Asian financial turmoil. The barriers to Asia-EU inter-regional FDI are often related to
regulatory regimes in Asian countries. However, Asia’s future prospects as a destination for profitable

FDI remain solid despite the recent financial and economic crisis. Furthermore, it is the EU based
multinational firms that express highly favorable attitudes for the Asian countries most affected by the
financial crisis.
The ASEM-IPAP has to take into account this new reality and the expectations from both sides. In
light of that, the evolution of ASEM-IPAP was viewed through the prism of existing international FDI
rules. There will be four directions for the medium- to long-term evolution of ASEM-IPAP: promote
the development of a legal environment which is conductive to investment without any legal
mandatory rules like EU-MERCOSUR Interregional Framework Cooperation; shape a non-binding
regional investment initiative such as the one in place in APEC; frame a binding regional investment
agreement similar to NAFTA; and accede to the MAI once the treaty is concluded. Each needs to be
assessed carefully to respond to expectations of ASEM members, which may be quite divergent at the
moment. But as the process moves on, there is certainly positive, common agreements which could
be further developed and enhanced and ultimately result in positive benefits for all ASEM members.

APEC’s Ecotech: Linking ODA and TILF
by Hyungdo Ahn and Hongyul Han (Dec. 1998)
ISBN 89-322-4032-9 / A5 / 6pp. / USD 2
TILF and Ecotech have been pursued in an unbalanced way during the APEC’s development. While
developed economies emphasize the role of the private sector in promoting Ecotech, developing
economies argue that governments should also play at least a complementary role in order to
maintain the momentum of the APEC trade and investment liberalization process (TILF) that has
accelerated recently. Redirection of developed economies’ ODA policies in favor of APEC could
alleviate financial limitations of Ecotech, promoting many concrete and practical programs and
balancing Ecotech with TILF. In this context, we have discussed the possibility of the existence of a
positive link between international trade and aid. Also, a recipient economy’s tariff can be reduced
by more aid. Empirically, we found that donors with high export/GNP ratios provide less ODA to
recipients with smaller export shares. While all donors provide more ODAs to recipients with lower
per capita income, except the U.S., Japanese ODA policy is directed toward APEC and France and
German are against it. The U.S and U.K have no particular favor or disfavor on the APEC. Therefore,
as further liberalization of TILF programs will bring about higher trade interdependence, more aid
from APEC developed economies could not only improve its own welfare but also promote APEC
liberalization process. An obvious implication is that strengthening of Ecotech through more ODA
toward the APEC and acceleration of TILF are mutually re-enforcing.

Technology-Related FDI Climate in Korea
by Yoo-Soo Hong (Dec. 1998)
ISBN 89-322-4039-6 / A5 / 50pp. / USD 2
The recent financial crisis has pressed the Korean government to further accelerate liberalization
of investment in order to improve the local financial and business environment. Foreign direct
investment (FDI) in Korea has decreased in the first half of 1998 to USD 2.5 billion, a 44.9% decrease
from the same period in 1997. However, the recent trend has shown substantial month-to-month
increase. As of November 1998, aggregate FDI had already equaled 1997 total FDI of USD 7.0
billion.
Korea imported USD 2.4 billion in technology in 1997. The U.S. and Japan contributed 60.8%
and 20.9% of the imports, respectively. The government of Korea has promoted international
cooperation in R&D in various forms. At the governmental level, the International Joint Research
Program, which started in 1985, has played the major role. So far, 906 joint projects have received a
total of USD 41 million in support from this program. The government-sponsored research institutes
are also involved in boosting cooperative international R&D efforts. Large firms have actively pursued
strategic technological alliances with leading multinational corporations(MNCs).
As Korea has been losing competitiveness due to rising labor costs, restructuring the industry to
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improve the competitiveness of Korea’s high technology and high value-added production has
become an increasingly important part of the national agenda. In order to implement this agenda
and to provide alternatives to those workers displaced by financial and corporate restructuring,
the government has emphasized the promotion of small and medium-sized firms, especially new
ventures. While beginning in the 1960s, venture business only began to emerge in the 1980s as a
viable concern. There were about 1,500 venture enterprises with more than 70,000 employees in
Korea as of 1996. Both public and private organizations are involved in the promotion of venture
businesses.
The most ambitious national agenda adopted by the new government is the knowledge-based
nation building for the 21st century. According to the plan, a substantial amount of new investment
will go towards information infrastructure, development of new knowledge-based industries,
improvement of the science and technology environment, and education reforms.
Many barriers and problems hindering technology-related investment and joint ventures with
foreigners still need to be overcome. However, the recent efforts of the government, such as the
enactment of the Foreign Investment Law, as well as actions by other public and private organizations
to reform the economy and improve the investment climate, promise to induce more active
involvement of foreign partners. The strategy to build a knowledge-based economy will also render a
favorable environment to induce increased FDI.

Conference
Proceedings

Korea and Central America: Toward a New Partnership in Changing
Environments
by Won-Ho Kim ed. (Oct. 1998)
ISBN 89-322-3021-8 / B5 / 126pp. / USD 10
• Central American Countries in the past decade have rapidly achieved democratic as well as
economic stability. Sustained economic growth, increased foreign investment, exchange rate
stability and low inflation rates have transformed the region’s economic outlook in a strongly
positive direction. Central America not only possesses abundant tourist resources, but also an
advantageous geographic location at the crossroads of North and South America, and the Atlantic
and Pacific. Central America also benefits from preferential tariff rates with the United States and
EU, which are enhancing the position of Central America as a new and invaluable market of trade
and investment.
• The Central American Common Market (CACM), created in 1960, experienced a serious collapse
of confidence in the 1980s due to the political and economic problems in the region. However, the
CACM has reversed course and is now entering a new era of development, taking advantage of
the political and economic stability in the region. The CACM is not only deepening the economic
integration in the region, but is also strengthening its relations with the EU, and actively is
promoting the formation of the Free Trade Area of Americas (FTAA).
• Due to the geographical and cultural distance between Central America and Asia, the extent of
cooperation between the two regions had remained relatively insignificant. However, relations
between the two regions are now making remarkable progress owing to Central America’s
increasingly large potential for economic growth and development derived from its commitment
to liberalize trade and investment, while maintaining macro-economic stability. In particular, Korea’s
cooperative relations with Central America will be strengthened by the establishment of KoreaCentral America Forum for Dialogue and Cooperation, the brainchild of the 1996 Korea-Central
America Summit, and by Korean firms increasing trade and investment in the region.

Korean Economic Restructuring: Evaluation and Prospects
by Mi-Kyung Yun (Nov. 1998)
ISBN 89-322-3022-6 / B5 / 126pp. / USD 10
• Following the outbreak of the foreign currency crisis in November 1997, the resolution of domestic
debt has emerged as the primary task for restoring economic stability in Korea. A year of economic

turmoil and efforts at reform have now passed and it seems to be a good time for a reflection;
for this purpose, KIEP held an international seminar, focusing on the two most important and
intertwined aspects of economic reform: financial sector reform and corporate restructuring.
• The financial sector reform has been reviewed by Dr. Stijn Claessens of the World Bank, and
corporate restructuring by Dr. Ira Lieberman, also from the World Bank. The papers provide
updated information on the reform process, and identify the size of the debt and the size of funds
to resolve it as the biggest and immediate problem to be taken care of.
• Both argue that this should take priority to any long term measures, and that greater government
role is paramount in setting the speed and providing a central guidepost through, for example,
greater use of fiscal policy and setting up of funds or a special purpose vehicle (SPV) to purchase
debt to turn it into equity.
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Policy Papers

Impact of Trade Liberalization under Alternative Scenarios
by Inkyo Cheong (Dec. 1997)
ISBN 89-322-1053-7 / A5 / 90pp. / USD 5
This paper evaluates economic effects of five scenarios for APEC trade liberalization, including
preferential trade liberalization, unconditional liberalization, two alternative conditional MFN-based
liberalization scenarios, and global trade liberalization. APEC and global trade volumes increase
substantially in all five scenarios, for both exports and imports. For example, under a preferential
trade liberalization, export volumes by APEC economies increase by US$ 354 billion, compared
to US$ 420 billion in the global scenario. As in the case of trade flows, the gains in welfare as
measured by gains in real GDP are the greatest in the global liberalization scenario and lowest in
the APEC preferential scenario. The APEC region gains over $64 billion in income under preferential
liberalization, while gaining $82 billion when global liberalization is achieved. Only in the case of
preferential liberalization is there a decline in GDP outside the APEC region. In all other scenarios,
APECs external partners experience a net benefit which grows to the extent that they join APEC
in liberalizing. This study suggests that while global free trade produces the most favorable results
for APEC economies, unconditional liberalization by the APEC region captures the main part of the
potential benefits for its member economies regardless of whether non-APEC regions reciprocate
or not. The empirical estimates support the view that its core principle of nondiscrimination forms
a sound basis for economic cooperation within APEC. The findings also suggest that member
economies should promote the adoption by non-members of APEC liberalization initiatives through
appropriate fora.

Regional Integration and Liberalization in the Asia-Pacific
by Honggue Lee and Jai-Won Ryou (Dec. 1997)
ISBN 89-322-1058-2 / A5 / 148pp. / USD 7
This study examines how strongly the Asia-Pacific region is interconnected through trade and
investment, and analyzes the welfare implications of regional trade and investment liberalization
in the APEC process. It is shown in this study that intra-regional trade and FDI in the APEC region
actually work to strengthen interdependence among its member economies. In spite of unilateral
as well as multilateral liberalization efforts of the APEC member economies, however, there still
exist substantial barriers to trade and investment in the region. An empirical analysis of the welfare
effects of regional trade liberalization implies that Singapore, Malaysia, Chile and Korea belong to
the group that would benefit greatly from liberalization. However, the overall effects of regional
trade liberalization are substantially affected by the relative size of scale effects. Meanwhile, it remains
uncertain whether regional liberalization in the APEC would bring about convergence of income
levels of member economies.

Northeast Asia’s Transboundary Pollution Problems: A Pragmatic Approach
by Sang-Don Lee and Tack-Whan Han (Dec. 1997)
ISBN 89-322-1063-6 / A5 / 76pp. / USD 5
The progress of existing institutions for Northeast Asia’s transboundary pollution problems is not
satisfactory so far. The question concerns which type of institutional and financial arrangement should
be chosen. This study considers the institutional and financial arrangements for the transboundary

pollution problems in Northeast Asia as the cost allocation and cost efficiency problem among the
countries in the region. The cost allocation problem refers to the question of who should bear the
cost of emission abatement required to avoid environmental aggravation in the region. The cost
efficiency problem seeks the most efficient way to mobilize financial resources while giving economic
incentives to those who undertake projects. These two problems are related. However, if possible,
the separation of the efficiency issue from the cost allocation issue may alleviate the bottleneck of
the cooperation. Based on the estimates of transboundary transportation of pollutants in the region,
an example of cost allocation guided by a commonsense rule, and an example of the incentive for
international fincncial transfers, bilateral and regional, are provided. The result supports the superiority
of a regional mechanism to a bilateral one. Existing institutions’ performances are evaluated from this
viewpoint. The authorss suggest more flexible and pragmatic approaches in seeking efficiency. They
include the consideration of APEC as a potential ancillary forum for the issue, the use of innovative
financing methods involving private sectors, and wider use of economic instruments. At the same
time, the existing intregovernmental body addressing the issue should preserve its central role for the
issue with a clearer and higher, but flexible mandate.

Impact of Foreign Direct Investment Liberalization: The Case of Korea

Working Papers

by June-Dong Kim (Aug. 1997)
ISBN 89-322-4012-4 / A5 / 48pp. / USD 2
This paper seeks to investigate the impact of Korea’s foreign direct investment (FDI) liberalization
on its economy. Estimation of externalities in production using the available aggregate data reveals
that increased production of foreign invested enterprises (FIEs) has a significantly positive effect
on the production of domestic firms during 1984-86. Through technology transfer, FIEs helped
the semiconductor industry to develop into a world-wide dominance in memory chips. They also
contributed to the pharmaceutical industry in inventing new drugs by raising research capabilities.
Besides technology transfer, opening-up of the domestic market to FDI is changing Korea’s industrial
structure. The FDI liberalization in the retail industry has replaced the manufacturer-dominated
structure with the retailer-dominated ones.

APEC’s Eco-Tech: Prospects and Issues
by Jaebong Ro and Hyungdo Ahn (Dec. 1997)
ISBN 89-322-4014-5 A5 / 50pp. / USD 2
The purpose of this paper is to assess the current status of APECs work on economic and technical
cooperation(Eco-Tech), and make suggestions on the ways to strengthen Eco-Tech. The review of
Eco-Tech projects reveals that the current Eco-Tech program in APEC faces serious challenges such as
duplication of work, passive attitude of member governments toward Eco-Tech, limitation of project
designs, and so on. In order to achieve successful economic and technical cooperation, APEC needs
to develop more concrete and result-oriented Eco-Tech projects. In addition, earnest support and
guidance from the developed member economies are crucial in the process of project development.

 conomic Evaluation of Three-Stage Approach to APEC’s Bogor Goal of
E
Trade Liberalization
by Inkyo Cheong (Dec. 1997)
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ISBN 89-322-4015-2 / A5 / 60pp. / USD 3
The objective of the Asia Pacific Economic Cooperation (APEC) forum, formed in 1989, has been to
achieve comprehensive trade and investment liberalization in the region. APEC covers 18 countries
throughout most of the Asia-Pacific region. Over the last six years, APEC has grown from an informal
discussion group to a formalized organization, providing a framework for discussion of a broad
range of economic issues. The leaders declaration from the 1994 APEC meetings (Bogor, Indonesia)
sets forth the goal of free trade and investment in the Asia-Pacific region by 2010 for industrialized
economies, and by 2020 for developing economies. Even though the accord is not a legal
commitment, it is an important milestone.
We perform simulations with computational general equilibrium (CGE) models, described in detail
in chapter III. CGE models have been used extensively to address the issues of trade liberalization
and economic integration. Even though many authors suggest that trade liberalization in the AsiaPacific area would accelerate development, there has been little research into the effects of such
liberalization. This paper will be focused on the economic effects of post-WTO tariff cuts under five
types of regionalism (discussed below) in the Pacific Rim.
In chapter I, the role of APEC in the world wide economy will be reviewed and APECs regionalism
will be discussed. Next, the relationship between regional integration and the MFN principle under
the WTO will be discussed and related to APECs non-discrimination principle. Chapter II covers the
experimental design for the analysis of APEC trade liberalization. This chapter includes the URs trade
liberalization. A verbal description of a CGE model will be provided in the chapter III, followed by the
description of major parameters used for this study.
This paper also contains the interpretation of the simulation results in chapter IV. The first experiment
is to study the effects of APECs own preferential trade liberalization (a closed FTA). APECs reduced
tariffs can be offered to non-member nations free of any conditions (unconditional open regionalism),
or APEC may require non-member nations to reciprocate with tariffs (conditional open regionalism).
The second part covers APECs unconditional open regionalism. The next two experiments will
be to examine what happens to the APEC nations and non-member nations when APEC adopts
conditional open regionalism. APEC will adopt open regionalism, under which non-APEC nations
are not discriminated against with respect to tariffs, as long as non-member nations reciprocate with
tariffs of their own. In this paper, the world economy is disaggregated into 17 regions (countries). Of
the 17 regions, 15 regions are APEC nations, and the remaining two regions are non-member nations
of the European Union (EU) and the rest of the world (ROW), excluding EU and APEC nations. The
third experiment is to assume that only EU will reciprocate when APEC reduces tariffs. In the fourth
experiment, only the ROW will be assumed to reciprocate. This aspect distinguishes APEC from other
regional agreements, and can be important in strengthening the multilateral trading system in that
APECs open regionalism may contribute towards global trade liberalization.
The last simulation will be to study the economic effects of global trade liberalization, where APEC
reduces tariffs and both the EU and ROW reciprocate. This should be interpreted as the results arising
when both the third and fourth experiments are simultaneously performed; however, the effects of
the last experiment may not represent the sum of the results of the third and fourth experiments
because of the interactions among nations.

In Search of an Effective Role for ASEM: Combating International Corruption
by Jong Bum Kim (Dec. 1997)
ISBN 89-322-4017-6 / A5 / 36pp. / USD 2
ASEM has emerged as an important vehicle for linking Asia and Europe. This paper searches for an
effective role for ASEM by suggesting ASEM to take up the contentious issue of combating bribery
and corruption. This paper describes the recent international movement to combat corruption
against the backdrop of multilateral efforts to develop a framework for investment liberalization.
In the process, it is argued that ASEM can play an important role by assisting the discussion on
combating corruption in other multilateral bodies. This paper describes the current efforts at ASEM
level to combat corruption, and proposes that ASEM should first take up the issue of combating

international corruption before tackling domestic corruption issues.

Economic Impact of Foreign Debt in Korea
by Sang-In Hwang (Dec. 1997)
ISBN 89-322-4018-3 / A5 / 42pp. / USD 2
Korea has recently experienced a rapid increase of total external debt and a predominance of shortterm loans. Instead of the level of debt itself, the debt structure and the increase in the growth rate of
debt are the most important factors involved in the current debt crisis.
The empirical analysis on Korea’s foreign debt indicates that an increase in the growth of debt is
harmful to Korea’s economy and that total external debt may not be sustainable. The result of the
sustainability test implies that the gradual reduction of foreign debt to a certain level is desirable.
In order to decrease the foreign debt, Korea needs to increase its current account surplus, either
by increasing savings or by decreasing investment, and increase foreign direct investment through
deregulation.
The structural problems associated with a rapid increase in debt are: accumulation of current account
deficits; over-investment; a large amount of bank liabilities due to government intervention; labor
market inflexibility; and a loss of policy credibility. These contribute directly or indirectly to the
tremendous increases of foreign debt.
The current debt crisis was difficult to predict because it was caused by complex economic, financial
and political events. For the efficient debt management, a possible solution is to set up an early
warning system that can predict debt crisis. It is necessary for the government at this point to
improve the national debt management system in order to monitor and manage the scale and
structure of outstanding debt. Then, Korea will be able to track down the flow of its debt structures
and trends. In this way, Korea can plan and prepare well in advance to prevent future debt problems.

Implications of APEC Trade Liberaliza-tion on the OECD Countries: An
Empirical Analysis Based on a CGE Model
by Seunghee Han and Inkyo Cheong (Dec. 1997)
ISBN 89-322-4019-0 / A5 / 80pp. / USD 5
Over the past decade, globalization has been a pervasive trend in almost all economies. The word
economy is becoming increasingly interdependent, deepening and intensifying international
linkages, most notably in trade. As trade expands among nations throughout the world, integration
of the Organization for Economic Co-operation and Development (OECD) economies with nonOECD economies has become a salient feature of the global economy.
This study identified the possible long-term effect of APEC’s trade liberalization commitments on
real GDP and trade across regions, both inside and outside the APEC area, and on employment by
production sector in each region using a multiregion, multisector, computational general equilibrium
(CGE) model.
One of the key finding from our empirical work is the impacts of trade liberalization and facilitation
measures in the APEC region have turned out to be significant at least in direction if not in
magnitude, throughout OECD as well as non-OECD economies. In particular, because agricultural
liberalization and trade facilitation are incorporated in our experiment, the impact stemming from
liberalization in these areas turned out to be substantially important.

International Economic Implications of Korean Unification

Conference
Proceedings

by Young-Rok Cheong ed. (Feb. 1997)
ISBN 89-322-3013-7 / B5 / 228pp. / USD 10
The possibility of a North Korean collapse has attracted much attention from parties both inside and
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outside Korea. One indicator of imminent collapse is the recent flood of North Korean defectors to
the South. Dozens of North Koreans have been reported every day crossing over to South Korean
embassies in countries in economic transition such as China. South Korean diplomats, however, have
generally rejected such requests.
This book is a compilation of the proceedings from the seminar on International Economic
Implications of Korean Unification held on June 28-29, 1996 in Seoul, organized by the Korea
Institute for International Economic Policy (KIEP) and The Korea Herald, in collaboration with the Asia
Foundation and the Korea Economic Institute (KEI) of America. This publication should prove to be
useful and timely considering recent developments surrounding the Korean peninsula.

Europe-East Asia Economic Relations: Current Status and Prospects
by Bak-Soo Kim ed. (Dec. 1997)
ISBN 89-322-3018-4 / B5 / 348pp. / USD 15
Until the 1980s, Europe-East Asia relations were eclipsed by those between East Asia and North
America. However, Europe-East Asia interaction has greatly accelerated in the 1990s. As a result, the
volume of trade between the two regions has come to surpass that of Europe and North America.
The volume of investment between the two regions has also increased gradually. Against this
background, the launching and development of ASEM signifies the beginning of serious efforts to
promote closer and cooperative economic relations between Europe and East Asia.
This book is a compilation of the papers and comments from the Seminar on Europe-East Asia
Economic Relations held in Seoul on October 30-31, 1997, organized by the Korea Institute for
International Economic Policy (KIEP) in collaboration with the Friedrich-Ebert-Stiftung (FES) of
Germany. Held right at the onset of the Korean financial crisis, this seminar reviewed Europe-East
Asia economic relations in a long term perspective, focusing on opportunities for closer trade and
investment between the two regions.

OECD Economic Policy Committee: Short-Term Economic Prospects

KOPIE

by KIEP (Dec. 1997)
B5 / 170pp. / not for sale
 he Outlook to End-1998: Detailed Country Projections / The Outlook to End-1999: Cross-Country
T
Detail of the Projections / Recent Economic Development and Prospects

Seminar Paper
Series

Trade Policy for the Next Century: Some Observations
by Kevin G. Nealer (May 1997)
A5 / 32pp. / USD 2
The GATT in Context / From GATT to WTO / Regionalism, the next “big idea,” and unanswered
questions / Conclusions

Assessing APEC Trade Liberalization
by Mari E. Pangestu (May 1997)
A5 / 40pp. / USD 2
Introduction / Towards A Framework for Assessing APEC Individual Action Plans
Assessing MAPA 1996: Goods Trade Liberalization / Other Challenges: Sectoral and Voluntary Early
Liberalization / Conclusions

How Japan is Coping with its Macroeconomic and Structural Adjustment
Problems: Lessons for Korea
by Hugh T. Patrick (June 1997)
A5 / 34pp. / USD 2
Macroeconomic Policies and Performance / Too little, too late, too mixed / Premature Fiscal Restraint
/ Japan’s Financial System Mess / Other Structural Adjustments / The Demographic Transition : Some
Random Thoughts / The Sectoral Structure of Production / Some Other Structural Adjustment Issues
/ Lessons for Korea?

Implications of Korean Unification for International Cooperation
by Robert A. Scalapino (July 1997)
A5 / 38pp. / USD 2
Presentation / Supplementary Comments

Challenges for APEC in 1997: A Canadian Viewpoint
by Leonard J. Edwards (Dec. 1997)
A5 / 26pp. / USD 2
APEC and the Trading System / APEC’s Trade Agenda for 1997 and Beyond / Trade Facilitation:
Reducing the Cost of Doing Business / Eye on Vancouver: Trade and Investment Results / Other
Priorities for 1997: The Role of Business / Economic and Technical Cooperation / Making the Links:
TILF and ECOTECH / Conclusion

Social Policy Dilemas under Decentralization and Federalism: The Case of
Brazil
by Lawrence S. Graham (Aug. 1997)
A5 / 50pp. / USD 2
Introduction / How Mobilization Outside the State Has Reshaped Brazilian Government / Brazil’s
Institutional Setting / Why Institutional Reforms Have Remained Incomplete / Grassroots Mobilization
and Democratization / The Significance of State and Local Autonomy in Brazil / The Limits on Brazil’s
New Democracy / The Administration of Fernando Henrique Cardoso : An Interim Appraisal

Benefits and Costs of Agricultural Liberaliza-tion in Korea
by David P. Vincent · Honggue Lee (April 1997)
A5 / 94pp. / USD 2
Introduction / Korea’s Agricultural Protection Regime / Influences for reform / Measuring the effects
on the Korean economy of Korea’s agricultural protection / Effects on Korea’s trading partners /
Appendix A: Details of Korea model / Appendix B: The version of the GTAP model used

Asia and Latin America: A New Partnership
by Omar Martinez Legorreta (Oct. 1997)
A5 / 40pp. / USD 2
APEC and Latin America / Security

ASEAN: 30 Years of Existence and Challenges Ahead
by Chia Siow Yue (Oct. 1997)
A5 / 46pp. / USD 2
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Introduction / ASEAN Economies / ASEAN Political-Security Cooperation / ASEAN Economic
Cooperation / Expansion of ASEAN Membership / External Linkages / Conclusion

China’s Banking Reform under Sustained Growth
by Nicholas R. Lardy (Nov. 1997)
A5 / 52pp. / USD 2
Presentation: China’s Banking Reform under Sustained Growth / Supplementary Comments
by Potential for Services Liberalization Between AFTA and CER
Christopher Findlay · Tony Warren (Dec. 1997)
A5 / 52pp. / USD 2
Introduction / Services and the World Trade Organization / Asia Pacific Regional Agreements and
Services / Architectural Initiatives / Sectoral Initiatives / Conclusions

LIST OF
PUBLICATIONS

1996
Economic Interdependence and Challenges to the Nation-State

Seminar
Proceedings

by Jane Khanna and Chang-Jae Lee ed. (Apr. 1996)
ISBN 89-322-3009-9 / A5 / 134pp. / USD 10
The conference’s aim was to evaluate the economic, political, and security facets of Yellow Sea rim
economic cooperation and to learn more about the nature of economic interdependence that
such cooperation might imply. All too often, these questions are addressed by only one group of
experts, with political scientists, security analysts, and economists focused on separate themes and
issues. The intent of this conference was to bring the benefit of combined expertise to bear on the
larger question of the nation-state’s vitality and viability in an era of economic globalization and fluid
political and security relations. By focusing on the subregional level, we hope to gain insight on new
forms of economic ties may inform and help shape the larger economic and political strategies of the
nation-state.

Asia-Pacific Economic Cooperation: Current Issues and Agenda for the Future
by Ku-Hyun Jung and Jang-Hee Yoo (Oct. 1996)
ISBN 89-322-3012-9 / A5 / 202pp. / USD 7
Since APEC had its first meeting at Canberra in 1989, APEC has grown in function and role,
following the need to strengthen economic ties among Asia-Pacific economies. As the first official
intergovernmental cooperative body in the Asia-Pacific region, APEC pursues concrete benefits from
economic cooperation, while respecting the diversity of the member economies. APEC adopted the
decision process of consensus building and has been operating in a forum mode where opinions
have been gathered through discussions and consultations rather than through binding agreements
or institutional provision. However, a high probability exists that APEC will hereafter develop into a
more binding economic cooperative body, as the APEC Leaders Meetings began in 1993 and the
Action Agenda for the promotion of tangible economic coooperation was adopted in 1995.

G
 lobalization and Strategic Alliaance among Semiconductor Firms in the
Asia-Pacific: A Korean Perspective

Working Papers

by Wan-Soon Kim (Apr. 1996)
ISBN 89-322-4005-1 / A4 / 32pp. / USD 3
The major purpose of this paper is to review cross-border alliances ad catalysts for Korean firms
in globalizing their business operations, especially in the Asia-Pacific region, and as strategies for
their technology development and technology sharing. In this context, this paper tries to provide a
perspective from a small country outside of the Triad powers. The three central questions raised in
this paper are: One, I ask what implications the dynamically changing global environment have for
the Korean management system and for the trade and industrial policy of the Korean government in
the future. Two, an attempt is made to examine the role of the Korean government in facilitation the
formation of technology alliances by asking how it has participated in enhancing competitiveness of
the firm, and whether it has liberalized Korea’s investment climate and properly protected intellectual
property rights to a sufficient degree. Finally, due to the increasingly global nature of business
activities, I question whether the rules of international trade manifested in the WTO are effective and
objective in coping with bilateral trade disputed occurring in high-technology trade.
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Toward Liberalization of International Direct Investment in Korea:
Retrospects and Prospects
by Yunjong Wang and Jung-Dong Kim (Apr. 1996)
ISBN 89-322-4006-X / A4 / 40pp. / USD 3
The Korean government has implemented various liberalization measures for foreign direct
investment (FDI) as one of the main sources for fostering economic development. FDI, particularly
in high-tech industries, has been recognized as a catalyst to facilitate industrial restructuring of the
Korea economy. Furthermore, it would also enhance Korea`s competitiveness in the international
market since FDI tends to bring with it various advanced technologies. Liberalization of FDI in Korea
has been paralleled by the government`s efforts to improve the domestic investment environment.
Foreign firms operating in Korea have increasingly been given equal protection and fair treatment
comparable to domestic firms, and foreign investors are now allowed to participate in a wider range
of investment activities than ever before. All of these have resulted in freer and fairer competition in
the Korean economy.

International Trade in Software
by Su-Chan Chae (Apr. 1996)
ISBN 89-322-4007-8 / A4 / 12pp. / USD 3
This is a work in progress. In this paper, I introduce a proto-type model of international trade in
software. Software products are characterized by the high cost of enhancing the quality of the
product and the low cost of distributing the product to consumers. After investigating the benefits
and patterns of international trade, I look into the relative benefits of the developed and less
developed countries in a dynamic context where leading-edge firms enjoy temporary monopoly
profits. When the productivity growth factor is sufficiently large, the benefits to the North are larger
than benefits to the South, and the South may try to redress the balance by resorting to distortional
instruments such as tariffs. I analyze a non-distortional bargaining outcome.

The Emerging WTO and New Trade Issues - Korea’s Role and Priorities in the
WTO System
by Chan-Hyun Sohn (Aug. 1996)
ISBN 89-322-4008-6 / A4 / 42pp. / USD 3
The aim of the World Trade Organization (WTO) is to clear the way for a new international economic
order, one of freer and fairer trade in the global economy. In this sense, it is hoped that the WTO
will lead us out of the protectionism and managed trade of 1980s and into a free trade regime
of the 1960s and 1970s. Since its inception less than two years ago, the WTO has already made
considerable accomplishments and has shown its potential in playing a central role in the multilateral
trading system.
Although WTO efforts have thus far concentrated on the full and efficient implementation of UR
commitments, the WTO will soon be looking ahead in other directions. Namely, it will focus on
maintaining the momentum of trade liberalization among countries and on keeping up to date with
the ever-changing integration processes of the world economy. In fact, the first WTO Ministerial
Conference will be held in Singapore on December 9th-13th to review the work and progress of
the WTO’s UR implementation efforts over the last two years and analyze the outstanding service
negotiation results. Furthermore, the so-called new trade issues such as the environment, investment,
competition policy, labor standards, and bribery and corruption will also be examined. Lastly, the
topic of regionalism as a threat to the WTO system will be under heavy discussion at the Conference.
This paper examines the role and priorities of Korea in the WTO system. To this end, in Section II, we
start by elaborating on the characteristics of the WTO system and then discussing Korea’s role within
that system. Based upon these observations, Section III assesses the WTO’s first twenty months of
activity and the WTO’s future direction, and consequently, looks at how Korea’s priorities fit in line

with these directions. Section IV explores new trade issues facing the WTO and Korea, and the last
section offers a brief conclusion and some comments.

An Economic Assessment of Anti-Dumping Rules: From the Perspective of
Competition Laws and Policy
by Wook Chae (Oct. 1996)
ISBN 89-322-4009-4 / A4 / 28pp. / USD 3
This paper is organized as follows : Section II discusses the definition of dumping in economic
and legal terms, and reviews certain types of dumping and their impacts. Section III first examines
some characteristics of existing anti-dumping rules in comparison with other trade measures such
as general tariffs and safeguards, and then reviews the legislative background of GATT/WTO antidumping laws. In section IV, the rationales of current anti-dumping rules are evaluated from the
perspectives of price discrimination, sales below cost and predation. Section V analyzes some major
anti-competitive factors in current anti-dumping rules. Section VI then suggests some guidelines for
reform of current rules in the context of competition policy. Finally, section VII concludes the paper.

Cultural Differences in the Crusade Against International Bribery
by Joon-Gi Kim and Jong-Bum Kim (Dec. 1996)
ISBN 89-322-4010-8 / A4 / 50pp. / USD 3
This article examines why the current efforts need to be expanded and why a forceful international
proclamation against bribery should be eventually adopted. It will offer suggestions as to how
this might be achieved, particularly in view of the concerns toward respecting cultural differences.
Considered by some a model to follow, the FCPA still raises many concerns. This article suggests,
however, that certain aspects of the FCPA, if incorporated, may allay concerns expressed by certain
countries, thereby facilitating the eventual establishment of a multilateral consensus.

Competition Policy and Transfer Pricing of Multi-National Enterprises
by Young-Soo Woo (Dec. 1996)
ISBN 89-322-4011-6 / A4 / 20pp. / USD 3
In a world where foreign direct investment plays an important role in resource allocations,
multinational enterprises have been drawing much attention and raising two general issues regading
their role. First. multinational firms make great contributions to enhancing economic efficiency, by
expanding and replacing their economic activities all over the world based on the simple economic
principle of efficiency, In a world of truly free trade and investment, the only guiding light for firms is
the search to uncover latent profit. Multinational enterprises are the soldiers seeking that goal thereby
contributing to the world of economic efficiency by enlarging the pie-size for the world community.
Secondly, the economic activities of multinational enterprises create the political economic problem
of what rules can be used for cutting and assigning the slices of pie to the parties involved. In
some sense, this matter can be described as an economic noncooperative game between national
sovereignties and multinational firms.
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1995
Seminar
Proceedings

Korea in the New World Economic Order: Issues and Solutions for the Future
by Sung-Hoon Park ed. (Nov. 1995)
ISBN 89-322-3007-2 / A5 / 70pp. / USD 10
1995 marks the 50th anniversary of the Republic of Korea’s national independence. This years will
also bear great historics significance as a unique moment in the world economics order. The World
Trade Organization(WTO) was inaugurated on the first day of 1995, signifying the entire world
community’s firm commitment to a truely open and fair trading system.
In the past 50 years, the Korea economy has achieved remarkable economic growth and
development which was unprecedented in history. From a very poor and a war-devastated
country, Korea has become one of the leading countries in the world economiy. Now, it is ranked
11th and 12th in the world in terms of GDP and trade volume respectively. It is well known that
Korea’s economic developement was based on an export-oriented industraializion strategy, and has
benefited a lot from trade with other trading partners.
In this respect, the embarkment of the WTO system will provide the Korean economy with more
challenges as well as more opportunities. Under WTO, providing direct subsidies to domestic
industries is prohibited, and new areas such as intellectual property right and services are also to be
regulated. At the same time, however, the reduction of trade barriers under the WTO system will
bring about a sizeable trade expansion effect, from which Korea’s economy is expected to benefit.

Issues in Capital Account Liberalization in Asian Development Countries

Working Papers

by Jae-Jung Kwon (Dec. 1995)
ISBN 89-322-7056-2 / A4 / 48pp. / USD 5
This paper discusses problems often faced by a country in the process toward a more open capital
account and the policy responses to these problems. In the following sections, we begin to discuss
the issues accompanied by a capital account liberalization. The discussion in each section is followed
by the actual episodes of capital account liberalization which focus on six Asian developing countries :
Indonesia, Korea, Malaysia, the Philippines, Singapore and Thailand. Reviewing the kinds of problems
these countries have been facing and the governments’ responses to the problems, we will discuss
the prospects on the financial opening of developing countries including other Asian developing
countries.

LIST OF
PUBLICATIONS

1994
Northeast Asian Economic Cooperation: Progress in Conceptualization and
in Practice

Policy Analyses

by Co-authors (Dec. 1994)
ISBN 89-322-1010-1 / A5 / 302pp. / USD 5
The purpose of this book is to help build a consensus on the necessity and means to advance
Northeast Asian economic cooperation by clarifying the ongoing debates and by suggesting
perspectives for those debates. This book is divided into two parts. The first part is devoted to the
debates and viewpoints on Northeast Asian economic cooperation within the Northeast Asian
countries themselves and within the U.S. In addition, the Tumen River Area Development Program
(TRADP) is discussed separately. Part two is an assessment of current economic cooperation in
Northeast Asia. It discusses the progress made as well as the future prospects for sectoral cooperation,
for instance, within trade, foreign investment, banking, transportation, communications and the
environment.

 oreign Direct Investment in the United States:
F
A Review of the Current Legal and Regulatory Framework

Issue Reports

by Eugene John Park (Dec. 1994)
ISBN 89-322-2022-0 / A5 / 80pp. / USD 5
Foreign direct investment(“FDI”) in the United States typically takes the form of real estate
investments, greenfield operations, or mergers and acquisitions. Despite recent moves towards
increased regulatory supervision of FDI, the U.S continues to permit foreign concerns and individuals
to freely acquire U.S. real estate or U.S. concerns without the joint-involvement of a U.S. counterpart
and without government approvals for money remittances or repatriation.

Korea-US Science and Technology Cooperation Forum 2

Seminar
Proceedings

by Yoo Soo Hong ed. (Nov. 1994)
ISBN 89-322-3004-8 / A5 / 250pp. / USD 5
These proceedings are the outcome of the Korea-U. S. Science and Technology Cooperation
Forum2, which was held in Washington D. C. on May 26, 1994. The forum hosted more than 50
speakers and 300 participants from the administrations, legislative bodies, science and technology
communities, and business sectors of both countries. Forum2 reconfirmed the spirit of Forum1
and made significant progress in enhancing science and technology cooperation between the two
countries by making a resolution to recommend the establishment of a foundation for Korea-U. S.
science and technology cooperation.s

Trade-Environment Issues and Korea’s Alternatives
by Taek-Whan Han ed. (Dec. 1994)
ISBN 89-322-3006-4 / A5 / 142pp. / USD 10
The Rio Declaration and Agenda 21 adopted in 1992 identified the issues to be addressed by
countries and international institutions in the area of environmental protection. Subsequently, the
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Commission on Sustainable Development was established to monitor the performances of those
countries and international institutions. The essential elements of the measures to address the global
environmental problems include: the deepening and widening of the public’s understanding of the
issue; capacity building; the financial mechanism; and technology transfer.
Countries also share the view that the harmonization of policies concerning trade and the
environment is necessary to attain sustainable development. The international community,
including international institutions such as GATT, UNCTAD, UNEP, OECD and CSD, are examining
the relationship between trade and the environment. In particular with the Uruguay Round finally
reaching a conclusion, the Subcommittee on Trade and Environment has already started discussions
to prepare the framework of negotiations under the World Trade Organization.

Working Papers

Current Status and Prospects for Korea-Russian Economic Cooperation
by Chang-Jae Lee (Jul. 1994)
ISBN 89-322-4001-9 / A4 / 76pp. / USD 5
The rapprochement between Korea and the Soviet Union in the late 1980s unveiled the Soviet
Union to Koreans for the first time in decades. In fact, trade between the two countries grew quickly,
initiated by Korean businessmen who were also very active in searching for investment opportunities
in the Soviet Union. Furthermore, in January 1991, Korea pledged to provide the Soviet Union with a
US$3 billion economic cooperation fund over a three-year period.
However, the disintegration of the Soviet Union at the end of 1991, as well as political instabilities
and economic deterioration of the Russian economy that followed, constituted very serious obstacles
to the further development of the economic cooperation between Korea and Russia. In addition,
the fact that Russia was unable to service Korean loans made the Korean public very skeptical as to
whether economic cooperation with Russia was in Korea’s best interest.
How serious is the recent slowdown in Korea-Russian economic cooperation; First, this paper will
try to answer this question by reviewing the evolution of economic ties between the two countries,
concentrating on their bilateral trade and direct investments. Furthermore, this paper will attempt
to find the causes of the recent malaise in bilateral economic cooperation by analyzing the obstacles
to it. In the last section of this paper, both long-term possibilities and short-term prospects for KoreaRussian economic cooperation will be discussed.

Development of Foreign Trade Relations between Korea and Russia
by Je-Hoon Park (Aug. 1994)
ISBN 89-322-4002-7 / A4 / 76pp. / USD 5
The purpose of this paper is to evaluate the current state and future prospects of economic
cooperation between Korea and Russia, focusing on foreign trade relations. In the first part of this
paper, the current state of reforms in Russian foreign trade will be summarized The second part will
analyze the current state of Korea-Russian trade, including trends both general and those based on
commodity composition. Finally, the problems and prospects of trade between the two countries will
be discussed.

Technology Transfer: The Korean Experience
by Yoo Soo Hong (Nov. 1994)
ISBN 89-322-4003-5 / A4 / 76pp. / USD 5
It is often said that many Asian countries have followed the Japanese model of industrial and
technology policy. Among these Asian countries, Korea has been regarded as the most faithful
follower of the Japanese model. This paper reviews the Korean technology transfer of the past and
compares it with the Japanese experience, and points out the similarities and differences between
them. It also draws some implications and lessons that may be considered by other Asian countries
for developing their own technology transfer strategies.

Technology is transferred through various channels and by many different agents. The paper
first reviews these channels and agents, and then a brief comparison between Korea and Japan
in technology trade and R&D is introduced. Although various forms of technology transfer are
considered, licensing is discussed more often than others in this paper. Since Korea’s outward
technology transfer is negligible, only inward technology transfer is discussed here. Having reviewed
the historical evolution of technology development and transfer, the main features and characteristics
of the process are pointed out. In order to gain some insights, technology transfer in the Korean
electronics industry is examined in more detail. Finally, the paper discusses the challenges ahead for
korea and makes some suggestions for Korea and other Asian developing countries.
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1993
Seminar
Proceedings

Two Years Since German Unification
by Jin-Young Bae ed. (Feb. 1993)
A5 / 202pp. / USD 10
The Korea Institute for International Economic Policy (KIEP) co-hosted the international seminar with
the Friedrich Ebert Stiftung (FES) on “Two Year Since the German Unification: Economic Evaluation
and Implications for Korea”, on October 1-2, 1992.
German unification has provided Korea with a number of important implications. Studies on
Germany’s unification are of greater importance. German unification suggests the possibility of
a united Korea. However, the two-year experience of unified Germany also suggests that the
unification process can be accompanied by severe suffering and anguish, more than ever expected.
The aftermath of Germany’s unification demonstrates a difficulty associated with the combining of
two different nations with different political, economic and social system.
Consequently, from the lessons learned from the German experience, it has now become apparent that
South Korea should immediately expend its efforts to gather the wisdom and energy of its people.

Korea’s New International Economic Diplomacy and Globalization Policy
by Jang-Won Suh ed. (May 1993)
A5 / 152pp. / USD 5
The Korea Institute for International Economic Policy (KIEP) and the Asia Society of the United States
co-sponsored and international seminar entitled, “Korea’s New International Economic Diplomacy
and Globalization Policy”, which was held on February 19, 1993. During this conference, a number
of eminent scholars from the U.S., Korea, Japan and Europe were invited to participate in an open
dialogue in wihic insightful political-economic perspectives for Korea’s future progress were shared.
These proceeding are a collection of the lectures, papers, and formal comments made by the
distinguished speakers and discussant.

The Asian Dimension of EC Integration-Problems and Prospects
by Bak-Soo Kim ed. (Dec. 1993)
A5 / 276pp. / USD 10
The Korea Institute for Internatioal Economic Policy (KIEP), in collaboration with the Friedrich-EbertStiftung (FES) of Germany, organized the international seminar on “The Asian Dimension of EC
Integration: Problems and Prospects” on November 10-11, 1993 in Seoul.
This seminar gathered a number of distinguished scholars and specialists from the EC and Asian
countries, who participated in efforts to share views on the issues and to develop new policy concepts
that will help build foundations for further cooperative relationships between the EC and Asian
countries.

Regional Context for Korea’s Dynamism
by Chang-Jae Lee ed. (Dec. 1993)
A5 / 138pp. / USD 10
Korea’s dynamism has put it in an important position to affect the Northeast Asian economy. With

this in mind, a group of distinguished scholars from the U.S. and Korea participated in a seminar
entitled, “Regional Context for Korea’s Dynamism: Certainties vs. Uncertainties” on October 12, 1993
in Seoul. During this seminar, the challenges that lay ahead for Korea at the turn of the century were
scruinized in for the purpose of developing new policy directions and enhancing Korea’s economic
role, especially in a regional context for the near future. The meeting provided a rich opportunity to
exchange various political-economic perspectives for future progress.

The Economic Effects of the Import Source Diversification Policy (ISDP)

Working Papers

by In-Soo Kang (Jan. 1993)
A4 / 82pp. / USD 5
Import source diversification policy(ISDP) presupposes that foreign trade deficit vis-a-vis one
nation is undesirable and its purpose lies in maintaining the balance of trade with each country.
The background for this policy can be found in a search for ways to cushion the impact stemming
from import liberalization, which began in 1978 and furthermore, to protect and foment domestic
industry.
In the meanwhile import source diversification policy(ISDP) has had some merits in terms of
controlling the trade deficit vis-a-vis Japan and fomenting domestic capital goods industry.
But on the other hand, there have been criticism about the negative side-effects of ISDP. First of all,
for the most part, no consistent principles have been established on the types of products which are
to be included or excluded from the policy. Thus, some suspect whether ISDP has only succeeded
in protecting industry interests while creating many inefficiencies by restricting competition. In
particular, since the end of 1980s when the export competitiveness of Korean products has dropped
sharply, many people question the efficiency of ISDP.
Further, with respect to the outside world, ISDP violates GATT Principles. As such, ISDP not only
produces a negative image concerning Korea’s desire for free trade but is also likely to lead to
demands for revision. And, in the context of Korea-Japan trade negotiations, Japan can be expected
to use Korea’s ISDP as a pretext to defend its protectionist policies and practices. Therefore, Korea
must formalize its response to such actions by Japan.
In this connection, this study proposes to set forth plans for enhancing ISDP in the future on the
basis of a critique of the economic efficiency of the said policy. Specifically, the focus of this study will
center on the following questions.
First, what is the actual contribution of ISDP to the import source diversification of designated
products and protection of domestic industry?
Second, with respect to major ISDP-designated products, what is their degree of import dependence
on Japan and competitiveness status and, problems which can be expected to arise in the event of
ISDP’s cancellation?
Third, what are clear criteria for inclusion and exclusion within ISDP in order to enhance ISDP?
To answer the above questions, this paper has been structured as follows. The remainder of Part I
deals with the purpose and actual status of ISDP, along with Japan’s response to it. Part II reviews and
compares the conversion of import sources and import substitution effects for all products covered
by ISDP. Furthermore, for the period 1988 - 1990, changes in import unit prices and export unit
prices are examined. Part III, which concentrates on 105 items for which consistent data are available,
analyzes the dynamic changes in import and export during ISDP designation and cancellation.
In particular, on the basis of the cancellation experience of some items, policy principles of ISDP
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designation and cancellation are derived. Part IV summarizes the principal results and offers directions
for improvements in the enforcement of the policy in the future.
Finally, with regard to the actual evidece presented in the study, I must point out that the difficulties
involved in obtaining consistent data created serious limitations. First of all, the classification of trade
data was converted from CCCN(Customs Cooperation Council Nomenclature) to HS(Harmonized
Commodity Description and Coding System) in 1988. Also, as the reader might know, the method
of classification differs for trade statistics and industry statistics (KSIC: Korean Standard Industrial
Classification), limiting the feasibility of a systematic analysis of production and trade effects.
Therefore, a direct investigation of the effects of ISDP not only on the relevant products but the entire
economy left much to be desired. The issue of general efficiency of ISDP remains a research topic for
future.

Korea’s Foreign Direct Investment in Southeast Asia
by Jai-Won Ryou and Byung-Nak Song (Mar. 1993)
A4 / 44pp. / USD 5
The purpose of this paper is to present the major trends and characteristics of Korea’s FDI in Southeast
Asia and to assess its causes and consequences. Our study confirms that mutual benefits from FDI
flows are prevalent. As for the Korean economy, the outward FDI in Southeast Asia contributes to
industrial restructuring by promoting resource re-allocation from sectors losing their comparative
advantage to those with promising growth opportunities. The host economy can expect that FDI
inflows in industries with a comparative advantage will promote export and transfer of appropriate
technologies for economic development.
This paper will first review major characteristics of recent trends in Korea’s outward FDI. Secondly, it
examines Korea’s FDI in Southeast Asia with a focus on its present status, performance and economic
effects. Thirdly, this paper then discusses prospects for Korea’s investment in Southeast Asia.

German Economy after Unification: Facts, Prospects and Implications for
Korea
by Sung-Hoon Park (Jun. 1993)
A4 / 48pp. / USD 5
This paper tries to briefly examine the German experiences with unification, especially the integration
of two different economic systems and derive implications for the coming reunification of the
two countries in the Korean peninsula. It is organized as follows. In section 2, current economic
performances and future prospects of the united German economy are discussed, and main
economic policy measures practiced after GEMSU are reviewed. Here, also, the activities of the
Treuhandanstalt, which is a government trust engaged in privatizing the formerly state-owned
properties, will be introduced. Section 3 presents a simple model of system transformation that
is developed based on the German experiences and could be used for the Korean case. Here, the
effects on the integration process of GEMSU will be discussed briefly. In Section 4, implications on the
Korean unification of German experiences with unification will be derived based upon the discussions
so far. The paper ends with a summary of results and concluding remarks in section 5.

A Note on Korea’s Anti-Dumping System and Practices
by Wook Chae (Jun. 1993)
A4 / 136pp. / USD 5
Since Korea joined GATT in 1967, it successfully pursued strong export-oriented economic policies
until the late 1970’s. During this period, Korea maintained an unprecedentedly high economic
growth rate under high tariffs and various non-tariff protective measures allowed to it because of its
status as a developing country suffering from a large trade deficit.
The ultimate goal of the anti-dumping system is to correct unfair foreign trade practices and relieve

the domestic industry’s injury in cases where material injury or a threat of material injury is posed
by foreign dumping practices. It is, however, noteworthy that the system is strictly restrained in its
use under provisions approved by GATT, and, hence, the misuse of the system will certainly result
in disputes with trading partners. In this regard, it is extremely important for all the countries to
guarantee four basic requirements of the system-transparency, fairness, efficiency, and specialty-in
enforcing the national anti-dumping practices.
This paper reviews the whole history of Korea’s anti-dumping system and practices and suggests
some lessons on Anti-dumping Regulations of GATT and Advanced Countries.

Structural Changes in Korea’s Exports and the Role of the EC Market
by Chung-Ki Min (Oct. 1993)
A4 / 28pp. / USD 5
It is generally acknowledged that international trade flow is determined by the comparative
advantage of relative factor endowments in different countries. The purpose of this paper is to
test the factor proportion hypothesis in trade theory on Korea’s manufacturing exports and to
differentiate these export patterns towards Korea’s major trading partners, i.e the U.S., EC, Japan,
EFTA, and ASEAN. In addition, this paper will also analyze the role of the EC market in Korea’s
changing comparative advantage during 1978-1991.
To analyze the structural changes in Korean exports, 81 manufactured commodities classified by
the 2-digit level of HS were employed, since Korean exports consist mostly of manufactured goods.
Comparative advantage of a given country has been conventionally defined in terms of relative
export performance, while neglecting imports which are greatly affected by protectionist policies.
The analysis is based on three testing procedures. First, section II of this paper discusses how to
measure comparative advantage, and by using the measurement method in this section, describes
the changes in Korean export patterns towards its major trading partners. The factor intensities
of each export industry are measured within the framework of the factor proportion theory. The
structural changes in each trading partner’s comparative advantage are estimated in section III. Using
the same regression method, the role of the EC market in time-variation of Korea’s comparative
advantage is estimated in section IV.

Tax Implications of International Capital Mobility
by Joo-Sung Jun (Dec. 1993)
A4 / 38pp. / USD 5
The paper begins with a discussion of tax neutrality in an open economy. The focus is on the
distinction between taxation based on the ownership of capital and taxation based on the location of
capital. Even at this conceptual stage, tax implications of moving from a closed economy to an open
economy can be dramatic. The greater the mobility of financial capital among countries, the greater
are the opportunities for international tax arbitrage. Efficiency considerations may require highly
unrealistic constraints on the optimal tax rates such as uniform taxation, exemplifying the difficulty of
international tax coordination.
The actual tax treatment of foreign source capital income is quite complex. There exist many
other sources of distortion than can be described in a stylized theoretical framework. The efforts by
countries to relieve double taxation of foreign source income are often incomplete and asymmetric
across income types. The tax treatment of multinationals is extremely complicated, influencing
both their real and financial behavior. The existence of alternative forms of international capital
flows creates additional complications. Foreign direct investment faces a very different statutory tax
treatment than foreign portfolio investment. The role of tax treaties and investment incentives in
attracting foreign investment is not as clear as generally perceived. The rest of the paper addresses
practical aspects of taxing international capital income.
The organization of the paper is as follows: Section 1 analyzes the basic principles of tax neutrality
in the presence of international capital mobility. The most standard practices of taxing foreign
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source income are summarized in section 2. Section 3 discusses various tax effects on international
investment and financial behavior, while their implications for Korean tax policy are presented in
section 4.

 everaging Technology for Strategic Advantage in the Global Market:
L
Case of the Korean Electronics Industry
by Yoo-Soo Hong (Dec. 1993)
A4 / 28pp. / USD 5
Today, Korea is the third largest producer in the world of consumer electronic products and
components, and Korean electronics have become the world’s third largest industry. It is also the
third largest exporter of consumer electronics, but ranks fifth with the inclusion of components and
re-exports.
Methodological Questions
Why has the Korean electronics industry-an obvious latecomer-been so successful? Can this trend
continue? And what lessons does this specific case provide, if any, for other industrializing nations?
These are the issues which will be discussed in this paper. But in order to gain a better appreciation
for the complexities involved in these topics, one must first understand what has made the consumer
electronics industry unique from other industries in recent Korean history.
In 1970, Korea sold 55 million U.S. dollars worth of electronics to the world market. In 1992, two
decades later, that figure has skyrocketed to 20.7 billion U.S. dollars, over 6 percent of the world
market. Despite growing trade restrictions by the U.S. and by the EC, Korean-manufactured personal
computers and VCR’s now occupy an impressive share of their respective markets all around the
globe, with exports representing more than three-quarters of total production.

Changing Patterns of Korea’s Trade in Goods and Services
by Jin-Soo Yoo (Dec. 1993)
A4 / 20pp. / USD 5
Korea has achieved rapid economic growth with its export-oriented industrialization policy since the
60’s. The average annual growth rate of Korea’s real Gross National Product(GNP) during the 19621992period was almost 8%, and the average annual growth rate of Korea’s real GNP in the late 80’s
was above 10%. In 1992, Korea’s per capita GNP became US$ 6,749, which is more than 77times of
that in 1962.
Unfortunately, Korea could not maintain its trade surplus. which was attributed to the considerably
weakened competitiveness of Korean products. The trade surplus in the late 80’s resulted in the
appreciation of the Korean won and severe labor disputes caused wage increases. The Korean won
appreciated by as much as 24% in the late 80’s, and wages doubled during the same period.
Recently, economic recession in developed countries is working against Korean exports. Protectionist
sentiments are prevailing in major countries as well, because of the high unemployment rate in
these countries. Korea is also experiencing difficulties in acquiring high technology and in attracting
foreign direct investments. Accordingly, the growth rate of Korea’s exports, especially to developped
countries, dropped recently. The average annual growth rate of exports during the 1989-1992
period recorded 6.0%, which is considerably lower than the 80’s. The average annual growth rate of
imports, on the other hand, recorded 12.3% during the same period.

LIST OF
PUBLICATIONS

1992
Korea’s Recent Foreign Exchange Rate Systems

Policy Analyses

by Jin-Chun Kim (Oct. 1992)
A5 / 70pp. / USD 5
The initial goal of the paper was to evaluate the working of the MAR system which was adopted in
Korea in March 1990. However, since the system is only two years and several months old, no credible
macroeconomic empirical test could be accomplished due to the lack of data. It was also necessary to
review the history of Korea’s foreign exchange rate system in order to shed light on the background
and rationale of the MAR system. Therefore, instead of only investigating the functioning of the MAR
system, this paper reviewed the whole history of the foreign exchange rate system and evaluated the
MCBP system which was adopted for the period of March 1980 through February 1990. This system is
important in understanding the MAR system since it was the first effort made in Korea in the direction
of a market-oriented foreign exchange rate system. This paper also reviewed Taiwan’s central exchange
rate system since it was the system that Korea followed in the name of the MAR system.

The Economic Cooperation between EC and Korea: Problems and Prospects
by Chung-Ki Min (Mar. 1992)
A5 / 226pp. / USD 10

Seminar
Proceedings

The Korea Institute for International Economic Policy (KIEP) together with Friedrich-Ebert-stiftung
(FES) organized the international seminar on “The Economic Cooperation between EC and Korea:
Problems and Prospects”, on October 14-15, 1991.
The objective of this forum was to share views on the progress of the European Economic Integration
and to deliberate on the policy implementations that would effectively promote trade and
investment between EC and Korea. In addition, it was an attempt to contribute to the planning of
market liberalization and improvement of foreign investment in Korea.

Russia’s Reform and Economic Cooperation between Korea and Russia
by Je-Hoon Park ed. (Dec. 1992)
A5 / 194pp. / USD 5
The Korea Institute for International Economic Policy (KIEP) organized the conference on “Russia’s
Reform and Economic Cooperation Between Korea and Russia” on September 7-8, 1992.
This forum gathered together eminent economists and researchers from both countries in an effort
to share visions and to intensify efforts for the two countries’ economic cooperation. It would come
up with some meaningful insights for the future of Korean-Russian economic cooperation.

Changing World Trade Environment and New Political Economics

Working Papers

by Jang-Hee Yoo (Sep. 1992)
A4 / 32pp. / USD 5
The objective of this paper is four-fold. First, the characteristics of current international trade in the
capitalist regime and their implications will be analyzed without resorting to the conventional
comparative advantage or the factor endowment theory. Second, expected changes in the
international capitalist market under the new world economic environment will be illustrated. Third,
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the implication of recent world economic developments such as economic integration, regionalism,
formation of free trade areas, and economic cooperation among the industrial powers, like G-7, will
be studied in light of the first two objectives. Finally, from the standpoint of these recent economic
developments, we shed light on the kind of adjustments required for those countries whose
economic developments have been engineered on the basis of the outward-looking economic
growth model.

LIST OF
PUBLICATIONS

1991
Uruguay Round: Unresolved Issues and Prospects
by Tae-Ho Bark and Wook Chae eds. (Sep. 1991)
A5 / 256pp. / USD 10
The Korea Institute for International Economic Policy (KIEP) organized the international seminar on
“the Uruguay Round: Unresolved issues and Prospects” on March 28-29, 1991. With the participation
of many distinguished scholars and experts who are directly or indirectly involved in the negotiation
process, we hope that this seminar offered an excellent opportunity for frank and direct discussions
which eventually will develop a consensus on major unresolved issues.

Seminar
Proceedings

Northeast Asian Economic Cooperation
by Jang-Won Suh ed. (Dec. 1991)
A5 / 78pp. / USD 5
The Korea Institute for International Economic Policy (KIEP) together with the Asia Society of the
United States organized the “Regional Forum on Northeast Asian Economic Cooperation,” on
September 3-4, 1991.
The purpose of this forum was to analyze characteristics unique to the Northeast Asian economies
and identify critically potential areas of economic cooperation. In addition, it was an attempt to
determine the modalities of this cooperation and the roles that each of the countries would play.

Models of Exchange Rate Behavior: Application to the Yen and the Mark
by Sung-Yeung Kwack (Jan. 1991)

Working Papers

A4 / 38pp. / USD 2
As part of the effort to enhance our understanding of the actual movements of exchange rates under
the floating exchange rate system, the purpose of this paper is to review the development of major
exchange rate modeling in the past two decades and to build a better empirical model of exchange
rate determination. This paper presents an empirical model of yen-dollar and mark-dollar exchange
rates tested over the period from January 1976 to June 1990.
In section two, we will discuss major theories on exchange rate determination for industrial countries
generated since the early 1970’s to cast some light on exchange rate modeling. In section three, we
discuss some of the empirical results of the theories of exchange rate determination applied to the
yen-dollar and mark-dollar rates, and finally section four holds the conclusion of this paper.

A
 nti-Dumping Restrictions Against Korean Exports: Major Focus on
Consumer Electronic Products
by Tae-Ho Bark (Apr. 1991)
A4 / 66pp. / USD 5
This paper has examined the economic aspects of the anti-dumping cases and restrictions that have
been brought against Korean products paying particular attention to Korean consumer electronic
exports. The trends of industrial countries’ Non-Tariff Barriers (NTBs) and Anti-Dumping Restrictions
(ADRs) imposed on Korean exports was first analyzed. By examining all anti-dumping cases initiated
against Korean exports, the paper discussed various characteristics of such cases. Ther brief history
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and major distinctive characteristics of the Korean electronics industry were then reviewed. Among
anti-dumping cases imposed on Korean exports, those of color TV sets, microvave ovens and
VTRs were examined in detail. Finally, the causes and effects of ADRs from the restricted exporting
country’s perspective were analyzed.

Implications of Economic Reforms in CEECs for DAEs: With Emphasis on the
Korean Case
by Yoo-Soo Hong (Jul. 1991)
A4 / 66pp. / USD 5
Central and Eastern European countries (CEECs) are currently undergoing rapid political, economic
and social changes. These changes are a result of reform efforts to change centralized planned
economies into market-oriented economies. Achievement of successful economic reform and
subsequent integration of CEECs into the golbal economy will provide both challenges and
opportunities for dynamic Asian economies (DAEs).
The purpose of this paper is to review the economic reforms currently in process in (CEECs) and the
present economic relations between CEECs and (DAEs), as well as to discuss the future means of
cooperation between the two groups.

The ANIEs-An Intermediate Absorber of Intraregional Exports?
by Jang-Hee Yoo (Jul. 1991)
A4 / 28pp. / USD 2
The purpose of this article is twofold. First, it reviews the economic performances of the ANIEs during
the last two decades and identifies some of their unique characteristics. Second, the article is aevoted
to developing a formula in which the ANIEs can be a catalyst for regional economic growth, thereby
contributing to narrowing the welfare gap among the three groups. This is one step towards the
cooperative modality that Klein (1990) proposes. That is, as an alternative to an export-led growth
strategy, developing economies in the region may form a new trading bloc such as a customs union,
a currency union, or some more comprehensive form of economic integration.

The Uruguay Round Negotiations and the Korea Economy
by Tae-Ho Bark (Oct. 1991)
A4 / 26pp. / USD 2
The main purpose of this paper is three-fold. The first objective is to show how Korea has been
handling the negotiations by describing the government structure involved in the negotiating
process and its positions taken in the Uruguay Round. Second, this paper tries both to evaluate
the potential impact of the Uruguay Round on the Korean Economy and also to suggest the policy
measures and actions to be taken by the government as well as the private business community. The
third objective of this paper is to share the difficulties experienced by Korean negotiators.

LIST OF
PUBLICATIONS

1990
Asia-Pacific Economic Cooperation: The Way Ahead

Seminar
Proceedings

by Jang-Won Suh and Jae-Bong Ro eds. (Oct. 1990)
A5 / 242pp. / USD 5
The Korea Institute for International Economic Policy (KIEP) organized an international conference on
“Asia-Pacific Economic Cooperation Forum” in Seoul on 21-22 June, 1990.
The aims of this forum were to share the visions and areas of possible contributions for Asia-Pacific
economic cooperation of the individual economies of the region and to deliberate on alternative
schemes and modalities of institutional framework for such cooperation.
Twenty-three eminent researchers and academics as well as government decision-makers from
Asia-Pacific countries participated in the forum in the hope that the outcome of the conference will
provide meaningful insights for the future of Asia-Pacific economic cooperation.

Regional Economic Cooperation Bodies in the Asia-Pacific: Working
Mechanism and Linkages

Working Papers

by Chung-Soo Kim (Aug. 1990)
A4 / 50pp. / USD 2
This paper will investigate whether or not the present mechanisms for Asia-Pacific economic
cooperation are appropriate. In particular, it examines the channels of consultations, official and
private, on matters of economic cooperation among Asia-Pacific countries, with a specific reference
to the recent changes in the constellation of economic power structures and economic exchanges
among countries, as well as the long-term structural characteristics of the Asia-Pacific economy.

Strategic Partnering Activity by European Firms through the ESPRIT
Programme
by L. K. Mytelka (Aug. 1990)
A4 / 22pp. / USD 2
Strategic partnerships in research and development (R&D) are a new form of international
relationship distinguishable from more traditional forms of joint ventures and licensing arrangements
by three main characteristics. First, they are focused on joint knowledge production and sharing as
opposed to a one-way transfer of technology-where knowledge is understood to include research
and development, as well as design, engineering, marketing and management capabilities. Second,
they are frequently contractual in nature with little or no equity involvement by the participants.
Third, they tend to be part of the longer term planning activity of the firm rather than simply an
opportunistic response to short-term financial gain.
After briefly tracing the extent to which R&D has become both more collaborative and more
internationalized, the paper offers an explanation for this process and an illustration of strategic
partnering activity in the context of the European Strategic Programme for Research and
Development on Information Technology (ESPRIT). Lastly, it draws out some of the implications of
this new form of international competition for the newly industrialized economies (NIEs).
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