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ABSTRACT

An Analytical Study of the Short-run Variability of
Korea’s Balance of Payments, 1961-85: Application
of Keynesian and Monetary Approaches

to the Problem

by

Dong Yeub Kim, Doctor of Philosophy

Utah State University, 1989

Major Professor: Dr. Basudeb Biswas
Department: Economics

The relationships among the balance of payments and
other macroeconomic variables in the Korean economy for
the period 1961-85 are analyzed in this study.
Theoretical studies on the effects of government policies
on the economy and the balance of payments were conducted
under both the Keynesian and monetary approaches. The
Keynesian approach concentrates on the commodity and
capital market adjustment factors and does not focus on
the money market factors, whereas the monetary approach
considers the balance of payments adjustments as a symptom
of money market disequilibrium alone.

The basic assumptions of those two approaches, taken

separately, are not fully relevant to the Korean economy,



which has unemployed resources, a high proportion of non-
traded goods to traded goods, and monetary effects of
balance of payments changes. Therefore, a model combining
monetary and real factors to explain the short-run
behavior of Korea’'s balance of payments in a single
framework is developed.

The empirical results of the combined model show that
its explanatory power is much higher than either of the
two models taken separately. For balance of payments
adjustment policy in Korea during the period 1961-85,
fiscal and foreign exchange rate policy instruments were
found to be very effective in the short-run, but monetary
policy instruments were not.

(103 pages)



CHAPTER I
INTRODUCTION

Korea, as a developing country, has achieved
remarkable economic growth over the past three decades
through an outward-oriented policy. Since the 1960s, the
country has been radically transformed from a largely
agricultural economy, plagued by underemployment and
economic dualism, into one of the 1leading newly
industralizing countries of the world. Between 1960 and
1985, Korea’s nominal gross national product (GNP)
increased seventy times, from $1.46 billion to $83.7
billion; per capita GNP increased twenty-four times, from
$83 to $2,047; the average growth rate of real GNP was 7.8
percent per annum; and at the same time the average growth
rates of exports and imports were 33.5 percent and 24
percent per annum, respectively. The degree of openness
of the economy, measured by total trade as a proportion of
GNP, increased from 15 percent in 1961 to 73 percent in
1985.

The current-account balance of Korea exhibited large
fluctuations during this period. Table 1 shows the
overall picture of Korea’s balance of payments since 1970.
From 1970 to 1985, exports and imports increased at an
average rate of 25.9 percent and 21.8 percent per annum,

respectively. Until 1980, commodity imports increased



Table 1

Exports, imports, balance of payments of Korea,
1970-87
(millions of U.S. dollars).

Current Capital Overall
Year Exports Imports account account balance
£.0.b f.0.b balance balance

1970 882. 2 1,804.2 -622. 5 671 -4.2
1971 1,132.3 2,178, 2 -847.5 808 -187. 8
1972 1,676.5 2,250. 4 -371: 2 504 163. 6
1973 3,271.3 3,837.3 -308. 8 649 460. 3
1974 4,515. 1 6,451.9 <=2,022.7 1,848 -1,093.8
1975 5,003.0 6,674.4 -1,886.9 2,254 -150. 6
1976 71814, 6 8,405.1 - 313.6 1,623 1, 173:.6
1977 10,046.5 10,523.1 123 1,358 1,314.7
X978 12,710.6 14,491.4 -1,085.2 18116 -401. 9
1979 14,704.5 19,100.0 =4,151,1 5,025 =973, 3
1980 17,214.0 21,598.1 =5,320,7 5,632 -1,889.6
1981 20,670.8 24,299.1 -4.646.0 4,317 -2,297.0
1982 20,879.2 23,473.6 -2,649.6 2,655 =2, 711, 2
1983 23,203.9 24,967.4 -1,606.0 1,:370 -384. 4
1984 26,334.6 27,:370.5% =1,372.6 1,/926 -957. 5
1985 26,441.5 26,460.5 - 887.4 n.a =1,284, 5
1986 n.a n. a 4,617.0 n.a n.a
1987 n.a n.a 9,800.0 n.a n.a

Sources: Korean Economic Planning Board, 1987; Inter-
national Monetary Fund, 1985.




consistently by a greater amount than commodity exports,
leading to ongoing deficits in the current account larger.
Current-account deficits increased in 1970 and 1971.
Thereafter, the amount of the deficit declined from 1972
to 1977, except for the years of o0il crisis in 1974 and
1975. Trade deficits then again increased, to $5.3
billion in 1980 and $4.6 billion in 1981 during the second
oil crisis. Since 1980, the national current account has
been improving, and in 1986, there were surpluses in the
current account.

Domestic savings during the whole period under study
were inadequate for the rapid growth in investment. The
average ratio of investments to GNP increased from 20
percent in the 1960s to 29 percent in the 1970s and the
early 1980s, whereas the average ratio of domestic savings
to GNP was about 10 percent in the 1960s and 21 percent
for the rest of the period. The government encouraged
foreign capital imports to meet the savings-investment gap
and to fill the current-account deficits.

During the periods of the First and Second Economic
Development Plans (1967-71 and 1972-77), Korea borrowed
heavily from abroad. Due to the o0il crises, the amount of
new foreign loans increased dramatically in 1974 and in
1979. Since 1978, financial capital inflows have
increased continuously, from $1.8 billion in 1978 to $5.6
billion in 1982, in order to cover the current-account

deficits and to finance expanding investments at home. By



1980, total foreign debt amounted to $28 billion -- 47
percent of the nominal GNP ($60.3 billion).

This phenomenon has led to the concern that the
country might have overborrowed. The increase in debt
service payments (from $3.4 million in 1972 to $5 billion
in 1981) again contributed to the growth of overall
deficits, which climbed from $1.9 billion in 1980 to $2.7
billion in 1982 ( Lau, 1986). But after the second oil
crisis and the world recession of the early 1980s, the
implementation of an adjustment policy, including
depreciation of the currency, led to a reduction in the
current account and overall deficits. In 1986, Korea's
current account recorded a surplus of $4 billion. A
surplus of $10 billion was also shown in 1987, and a
surplus is again expected in 1988. The overall balance-
of-payments account, which is crucial in determining a
country’s money supply, has been in surplus since 1986

This surplus in the current account and the overall
balance needs an adjustment. Otherwise, it could cause a
misallocation of resources from high-yielding domestic
investment, which kept up past growth, into the
accumulation of low-yielding foreign assets that might
check Korea’s continued economic growth (Balassa and
Williamson, 1987).

Between 1961 and 1985, the average rate of inflation
in Korea, based on the consumer price index, was 14.5

percent per annum, while the average annual growth rate of



money supply was 28 percent. Government expenditure as a
percentage of nominal GNP was 16 percent. In 1980, Korea
officially changed from the fixed exchange rate to managed
floating. However, the operation of the exchange-rate
policy was the same as under the adjustable pegged rate
system.

The fluctuating behavior of Korea’s balance of
payments has not been studied systematically using any
theoretically sound macroeconomic model. The relation
between the balance of payments and other macroeconomic
variables requires a proper investigation before any
appropriate policy measures can be suggested.

The main purpose of this study is to explain
and examine the factors affecting Korea’s balance of
payments for the years 1961-85.

Analyses of the effects of government policies on the
economy and the balance of payments (BOP) were conducted
under both the Keynesian and monetary approaches. The
Keynesian approach concentrates on the commodity and
capital market adjustment factors rather than on the money
market factors. The simple version of the monetary
approach, in contrast, takes money supply as an
endogeneous variable in a small open economy and looks
into the BOP problem as a symptom of money market
adjustments alone. The major difference between the two
approaches is that the monetary viewpoint considers the

problem of the balance of payments as basically a monetary



phenomenon, whereas the Keynesian view analyzes it in
terms of changes in real variables, such as income and
relative prices.

The Korean economy has a high rate of underemployed
resources. Its commodity and bond markets are not fully
integrated. There is market imperfection and
fragmentation. So, the basic assumptions of the simple
version of the monetary approach are not fully relevant to
the Korean economy. Moreover, the short-run variability
of the BOP is difficult to capture in the framework of the
simple monetary approach, which was designed to
investigate long-run equilibrium situations. So, an
appropriate model of Korea’s balance of payments should
combine both monetary and the real factors in a single
framework to explain its short-run behavior.

The specific objectives of this study are:

(1) To analyze the short-run fluctuations in the
balance of payments of Korea for the period 1961-85,
using (a) the Keynesian model for income determination in
an open economy, (b) the monetary approach with BOP (c),
and the model combining real and monetary factors to piece
the jigsaw together.

(2) To quantify the direct and indirect effects of
such alternative ©policy variables as government
expenditure, foreign exchange rates, the domestic credit
component of the monetary base, and foreign capital

mobility regulations on major endogeneous macroeconomic



variables such as income, international reserve, interest
rates, and price level.

Chapter II presents a brief description of the macro-
variables operating in Korea during the period from 1961
to 1985. Chapter III reviews the relevant literature on
balance of payments. In Chapters IV and V, the Keynesian
and monetary approaches to the balance of payments are
applied to the Korean economy to verify their empirically
testable propositions. Chapter VI develops a model which
combines the Keynesian and the monetary approaches and
makes an empirical test of this combined approach.
Finally, Chapter VII gives a summary of the present study

and its conclusions.



CHAPTER II

DESCRIPTION OF MACRO VARIABLES IN KOREA,

1961-85

The set of macro variables utilized in this study
consists of: the foreign exchange reserve, domestic credit
components of the monetary base, the money multiplier, the
money supply and its components, aggregate real income,
government expenditure, the price level, the foreign
exchange rate, and the rate of interest in Korea for the
period 1961-85. A brief explanation of the data is
included to provide a general description of the
performance of the economy at the macro level for the
period under study. Most of the data on the Korean
economy used in the empirical study have been taken from
International Financial Statistics (1985, 1987), published
by the International Monetary Fund.

1. Monetary prices and rate
of inflation

The movement of money prices in the Korean economy, as
in any economy, is shown by price indices. Three types
of price index are constructed for Korea: the gross
domestic production (GDP) deflator, the wholesale price
index, and the consumer price index. Annual inflation
rates, measured by the rates of changes in these three

price indices, are presented in figure 1. Inflation rates
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Fig. 1. Annual percent rate of change in prices,
Korea, 1961-85.
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between 1961 and 1985, as measured by these three indices,
showed little difference. The average inflation rate
during the period was 14 percent per annum. Annual
inflation rates, as reflected in the movement of the GDP
deflator and the consumer price index, parallel each other
closely; while these rates, as reflected in the movement
of the wholesale price index, are different from those
shown by the other two indices. The reason behind this
divergence is that the GDP deflator and the consumer price
index include variations in the prices of services,
whereas the wholesale price index does not take prices of
services into account. The fluctuation in the annual
inflation rate between 1961 and 1985 might have been
caused by the impacts of changes in the prices of foreign
goods and primary products and by changes in the exchange
rate. Inflation rates in the years 1961-62, 1965-1973,
1976-1979, and 1982-1985 were associated with changes in
import prices and devaluations of the currency. During
the years 1963-64, 1974-1975, and 1980-1981, the prices of
crude oil and primary raw materials increased abruptly due
to oil shocks and further devaluations of the currency.

A comparison of the changes in prices during different
periods shows that wholesale prices increased at a higher
rate than consumer prices and the GDP deflator whenever
the prices of import goods increased rapidly (i.e., in
1963-64, 1974-1975, and 1980-81). But whenever domestic

demand conditions changed with stable external factors,
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consumer prices and the GDP deflator increased at higher
rates. Changes in prices of imported goods directly
influenced changes in the prices of all industrial goods.
Wholesale prices responded more quickly than consumer
price changes in foreign prices. The inflationary
pressure generated by excess demand for goods and
services in the domestic economy caused the prices of
services and agricultural goods to rise quickly. Also,
consumer prices and the GDP deflator give more weight to
the prices of agricultural goods and services than do
wholesale prices. And finally, significant changes in
domestic factors, such as weather, money supply, and wage
rates, tend to exert more influence on consumer prices and

! than on wholesale prices.

the GNP deflator

The variation in Korea’s annual inflation rate can be
attributed to the changes in the domestic cost of
production caused by the oil shocks in 1974 and 1980, the
high degree of openness of the economy, the excessive rate

of monetary expansion, and the rigidities in the economic

structure of the country.

2. Money supply and its components
For an empirical measure of the money supply in a

lyholesale prices, constructed using 1980 as the base
year, are determined by assigning a weight of 82.7 percent
to the prices of industrial goods, and a weight of 17.3
percent to the prices of agriculture, forestry, and
fishery goods. 41 percent of consumer prices are based on
the price food; 15 percent on housing prices; 7 percent on
fuel & 1lights; 10 percent on clothing; 27 percent on
services.
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country, there are two different ways of defining money
Under the first definition, money is narrowly regarded as
a medium of exchange, including currency, coin, and demand
deposits in banks. The second approach defines money as
an asset; this definition includes both money in the
narrow sense and time deposits in banks. M1 stands for
"money" in the narrow sense, and M2 for "money" in the
broader sense. The movement of the money supply and its
components in Korea for the years 1961-85, using both Ml
and M2 as criteria, is shown in figures 2 and 3. Table 2
presents a summary of the average annual growth rates of
money, income, and prices.

The average annual rate of increase in the money
supply (M1) was 28 percent during the period 1961-85. The
annual growth rates, however, deviated widely from the
average. Between 1961 and 1970, it was 29.4 percent per
annum; it accelerated to 30.7 percent between 1971 and
1980, then declined to 15.5 percent between 1981 and 1985

The growth of M1 in Korea can be explained in terms of
the growth of the monetary base and the money multiplier.
The monetary base can be calculated either from the
sources side or from the uses side, but the total is the
same. From the sources side, the amount of the monetary
base is composed of the net foreign assets of the Bank of
Korea and its domestic credit component. The size of net
foreign assets depends primarily upon past movements in

the balance of payments. The Bank of Korea controls its
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Table 2

Growth rates of money, income and prices
in Korea, 1961-85.

Average annual percentage growth rates

Variables 1961-85 1961-70 1971-80 1981-85
M1 28.0 29. 4 30.7 15..5
M2 43.0 710 30.7 39.0
Nominal GNP 27.6 27. 9 3208 12:3
Nominal GDP 27.6 28. 4 32.2 12. 6
Wholesale prices

index 14.2 12. 4 18. 6 0.7
Consumer prices

index 27.0 14. 7 165 3.7
Real GNP

at 1980 prices 8.3 8.7 8.1 T B
Real GDP

at 1980 prices 9.3 9.9 9.1 5.7

Sources: Computed from the data shown in the Economic Sta-
tistics Yearbook, Bank of Korea, various issues;
The

International Financial Statistics
1985, International Monetary Fund, Washington
D.C, USA
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holdings of government securities. By selling and buying
government securities, the Bank of Korea can control the
total amount of the monetary base. From the uses side,
the monetary base consists of the sum of: (1) commercial
bank reserves with the Bank of Korea and (2) total
currency in circulation. The uses side appears on the
liability side of the balance sheet of the Bank of Korea.
These two uses of the monetary base are determined by the
behavior of the public and the bank. Figures 4 and 5 show
the sources and uses sides of the monetary base in Korea
for the period 1961-85.

The monetary multiplier can be computed from the
currency-demand deposit ratio of the public, reserve-
deposit ratio of banks, and time deposit-demand deposit
ratio of the public. The computation of the money
multiplier is formalized on the basis of the generally
accepted theory of money supply, which can be explained in
a simple way (Dornbusch and Fischer 1981): Let CU stand
for currency held by the public, DD for demand deposits,
RE for reserves of banks, TD for time deposits, R for net
foreign assets, D for the domestic credit component of the
monetary base, M1 for total money supply, MB for the total
monetary base, cu for the currency-demand deposit ratio of
the people, re for the reserve-deposit ratio of the banks,
and td for the time deposit-demand deposit ratio of the
public.

The equations for money supply are:
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M1 = CU + DD (2.1)
MB = CU + RE (2.2)
cu = CU/DD (2.3)
re = RE/(DD+TD) (2.4)
td = TD/DD (2.5)

Substitution from (2.3)-(2.5) in (2.2) yields

DD = [1/(cu + re(l+td))]MB (2.6)
Then substitution (2.3) and (2.6) in (2.1) gives us

M1 = [(l+cu)/(cu + re(l+td))]MB (2. 7)
So, the money multiplier is given by

mm = [(l+cu)/(cu+re(1+td))] (2.8)

From the sources side, the equation for money can be
written as

M1 = mm(R + D) (2.9)

from which it follows that

mm = M1/(R + D) (2.10)

Figure 6 shows cu, re, and mm for Korea during the
period from 1961-85.
Viewed from the sources side, the stock of nominal

money balance is the product of the money multiplier and
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21

the monetary base; and so the growth of money supply is
the result of changes in the money multiplier and the
monetary base. Total base money in Korea grew at an
average annual rate of 27.9 percent during the period
1961-85, which is almost equal to the rate of growth in
the total supply of money. Thus, the growth of money
supply in Korea was caused almost exclusively by the
growth of the monetary base. The money multiplier
fluctuated back and forth during this period and did not
play a significant role in the growth of money supply.
Growth rates of the monetary base and its different
Acomponents during the 1961-85 period are shown in table 3.

On the sources side, the domestic credit component of
the monetary base increased at an average rate of 37.4
percent per annum during the whole period. The growth of
the domestic-credit component of the monetary base was
caused by the Bank of Korea’s financing of the government
budget deficits. In the meantime, currency outside banks
increased at an annual rate of 28.1 percent, while bank
reserves increased at an annual rate of about 28. 2 percent
-- because of the growth of banking facilities in the
country.

Using the behavior of the net foreign assets of the
Bank of Korea as a criterion, this twenty-five year span
can be roughly divided into two periods: 1961-77 and 1978-
85. During the first period, there was a steady increase

in the net foreign assets of the Bank of Korea (except
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Table 3

Factors underlying the growth of money supply
in Korea, 1961-85.

Average Annual Rate of Growth

1961-85 1961-70 1971-80 1981-85

Source Base 27. 9% 34. 5% 33.1% 10. 2%

Domestic Credit
Component: 37. 4% 35. 5% 36. 1% 21. 7%

Net Foreign
Assets: n.a 38. 2% n. a -32. 7%

Currency Outside
Banks: 28. 1% 28. 8% 32.0% 12. 3%

Reserve with
Banks: 28. 2% 45. 9% 37. 4% 1. 4%

Source: Computed form the data shown in the International
Financial in.d.lﬂl
International Monetary Fund, Washington, D.C.
U.S.A
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during the oil crisis in 1974-75); while during the next
period net foreign assets declined rapidly due to the
increase in debt services. Because net foreign assets
were declining during the period from 1980-85, the growth
rates of the monetary base diverged widely from rates in
the first period. From 1971-80, the total base money grew
at a rate of 33.1 percent, while its growth rates declined

to 10. 2 percent in the early 1980s.

3. Nominal income and money supply

During the period from 1961-85, nominal GNP grew at an
average annual rate of 27.6 percent, which was close to
the 28 percent growth of MI1. When the growth rate of Ml
was 29.4 percent per annum in 1961-70, the nominal GNP
growth rate was 27.9 percent; as in the M1 growth rate
increased to 30.7 percent in 1970-80 and subsequently
declined to 15.5 percent in 1980-85, the nominal GNP
growth rate increased to 32.3 percent then declined to
12. 3 percent, during the corresponding period.

When the growth rate of the money supply (M1l) exceeded
the growth rate of the nominal GNP, it could be explained
in terms of some decrease in the income velocity of money
as measured by the nominal GNP to the money supply. But
this phenomenon was not uniformly exhibited during the
whole period. In 1961-70 and from 1981-85, M1 grew faster
than the nominal GNP; while in 1971-80 the nominal GNP

grew faster than M1. The higher growth of M1 than that of
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the nominal GNP could be explained in terms of increasing
monetization of the economy, which required larger use of
money for the same transactions, while the higher growth
of the nominal GNP than that of M1 might be explained in
terms of increasing efficiency of the money market, which
required the use of less money for the same transactions.
So, two opposite forces might have been at work in the
Korean economy: (a) increasing monetization of the
economy, leading to a greater use of money for the same
income; and (b) increasing efficiency of the money market
caused by the development of the banking system, leading
to the use of less money for the same income. In the
period from 1971-80, the latter conditions might have
dominated, while in the first and third periods, the
former conditions might have outweighed the latter. These
fluctuations, however, definitely suggest some shift in
demand for money in the Korean economy.

Another point that needs to be mentioned in this
connection is the steadily rising growth rate of M2, as
defined by M1 plus time deposits. The average rates of
growth of M2 were 71 percent in 1961-70, 30.7 percent in
1971-80, and 39 percent in 1981-85. The overall rate was
43 percent per annum. Due to the faster growth of time
deposits, the growth rate of M2 was higher than that of
Ml. Another partial explanation for the higher growth of
the nominal GNP compared to M1 might be found in the

faster growth of M2, sincere time deposits could be
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converted into demand deposits at short notice and used

as a medium of exchange.

4. Short-run demand for money

The short-run demand function for money is used in
this study because long-run or desired demand variables
are not directly observable, and current income relative
to permanent income is important to the short-run changes
in the money stock. Demand for real balances of money is
measured by deflating the nominal quantity of money by a
suitable price index or by expressing it in terms of the
number of weeks of aggregate income to which it is equal
(Friedman 1971). The real money balance in Korea, on the
average, amounted to about 5.4 weeks of income. However,
it fluctuated during the years 1961-85 between 4.3 weeks
and 7.1 weeks of income.

To estimate the short-run demand for money in Korea,
there are three sets of interest rates (the discount rate,
the interest rate on time deposits at deposit money banks,
and the interest rate on loans from deposit money banks),
which represent the short-run rate of interest rate
available for the whole period under study (see table 4).
The discount rate, however, shows the theoretically
inapporpriate sign of the interest-elasticity of demand
for real balance of money. Thus, the interest rate on
loans from deposit money banks (DMB) has been used as a

data for the general interest rate in this study.



Table 4

Interest rate, price level and gross national
product in Korea, 1961-85.

Year DI TDI II WPI CPI GNP at
current
(%) (%) (%) 1980=100 prices in
Billions
of Won
1961 10.22 15.0 15,7 6.6 6.6 294
1962 10.22 15.0 15. 7 T2 7.0 356
1963 10.22 15.0 15,7 8.7 8.4 503
1964 10.50 15.0 16. 0 13516 10. 9 716
1965 28.00 26.4 26.0 12.8 12.3 806
1966 28.00 26.4 26.0 13.9 13,9 1,037
1967 23.00 26.4 26.0 14. 8 15..3 1,281
1968 23.00 25.2 25; 2 16.0 17.0 1,653
1969 22.00 22.8 24.0 1854500 19.1 2,155
1970 19.00 22.8 24.0 18.7 22. 2 2, 736
1971 16.00 20.4 22,0 20.3 25,2 35 375
1972 11.00 12.0 15:5 23.1 2B.1 4,154
1973 11.00 12.0 15. 5 24.17 29.0 5, 37.9
1974 . '11..00 +15.0 15,5 35.1 36.1 7,503
1975 14.00 15.0 15,5 44. 4 45. 2 10; 092
1976 14.00 16.2 18.0 49. 8 52. 1 13,881
1977 14.00 14.4 16.0 54. 3 57, 4 18,115
1978 15.00 18.6 19.0 60. 6 65. 7 24,225
1979 15.00 18.6 19.0 72. 0 17 7 31, 249
1980 16.00 19.5 20.0 100.0 100. 0 37, 205
1981 11.00 16.2 17. 0 120. 4 121.3 45,775
1982 5..00 8.0 10.0 126.0 130.1 51,789
1983 5. 00 8.0 10.0 126. 3 134.5 58,428
1984 5.00 10.0 10.0-11.5 127.2 137.6 65, 345
1985 5.00 10.0 10.0-11.5 128.3 141.0 72,850

Sources: Compiled from the International Financial
Statistics Yearbook1985 and 1987, International
Monetary Fund, Washington, D.C.,USA. Economic
Stastistics Yearbook, 1987, Bank of Korea, p. 5.

Notes: DI = discount rate in percentage; TDI = rate of
interest on time deposits at DMB; and II =rate of
interest on loans of DMB. Deposit Money BanKs
(DMB) comprise commercial and specialized banks.
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To estimate the money demand function, the nominal
quantity of money has been adjusted by the consumer price
index in order to obtain the real stock of money; while
aggregate real income in 1980 prices, the interest rate on
loans from deposit money banks, and the lagged value of
the real stock of money are used as explanatory variables.
The Cochrane-Orcutt method, which eliminates autocorrela-
tion problems, was used to estimate the short-run demand
for money function in Korea for the entire period of 1961-

85. The estimated money demand function is given by:

Ln(M1/P)¢ = -6.841 - 0.027Ln(r)y + 0.895Ln(y)y +
(2.209) (0.093) (0. 201)
0.320Ln(M)¢_4 (2.11)
(0. 201)

RZ = 0.98 Adjusted RZ = 97.5
Durbin-Watson statistic = 1. 544

F-statistic = 304. 75

Here, standard deviations are shown in parentheses, M1 is
the nominal quantity of money, as measured by the sum of
currency in circulation and demand deposits in the banks,
P is the consumer price index, y is the aggregate real
income, and r is the rate of interest.

The estimated income-elasticity of demand for real-

money balance in equation (2.11) is 0.895, which is not
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significantly different from unity. The estimated
coefficient for the interest-elasticity has the
theoretically appropriate sign, but it is not
statistically significant at the 5 percent 1level. The
coefficient of adjustment is 0.68 (1.00 - 0.32). It
implies that about 68 percent of the difference between
the desired and actual real cash balances is eliminated in
a year (Gujarati 1978).
5. The government budget

and money supply

The government budget played a significant role in the
growth of money supply in the Korean economy. For the
entire period under study, the government budget was in
deficit. Budget deficits were mainly financed by external
and internal borrowing. In Korea, government bonds were
not generally held by the private sector; rather the net
indebtedness of the private sector to the government
increased over time through loans from public
institutions. So, internal government borrowing was
mainly from the banking sector, and a major part of this
debt was finally converted into the government’s net
indebtness to the central bank. As a result, the growth
of the domestic credit component of the monetary base was
largely caused by continued deficits in the government
budget.

Using data from International Financial Statistics

(International Monetary Fund, 1985 and 1987), government
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budget deficits were calculated as the difference between
expenditure and lending minus repayments of 1loans,
revenue, and grants received.

Table 5 presents government expenditures, lending
minus repayments, grants received, revenue, budget
deficits, and external and internal financing of the
deficits for the period from 1961-85. Table 6 shows the
gross and net claims of the central bank on government.

Payments by the government, as measured by expenditure
plus lending minus repayments, increased at an annual rate
of 29.6 percent for the period 1961-85, when government
revenue increased at an annual rate of 32.2 percent
Because national income also grew rapidly with the rapid
growth of government expenditure, the relative position of
the government sector in the economy did not significantly
differ over time. Government payments as a proportion of
national income fluctuated between 10 percent and 23
percent from 1961-85.

The financing of the government budget was
accomplished primarily by grants, aid, and external
borrowing in the 1960s and 1970s, whereas in the 1980s the
main source for financing government budget deficits has
been internal borrowing. The internal financing of the
budget deficits caused a rapid increase in the net claim
of the Bank of Korea on the government in the early 1980s.
This can be clearly observed by comparing the data

presented in table 6 with those in table 5.
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Table 5

Government budget in Korea, 1961-85
(billions of won).

Year GE LMR GRR GOR BSD BDFE BDFI
1961 47.17 8.0 27.1 28. 1 -0.5 n. a n. a
1962 i P | 0.3 30.1 32.1 -9.8 n. a n.a
1963 59.7 5.0 26.9 37:9 0.1 n. a n.a
1964 64.7 4.5 26,7 44.7 1.2 n.a n.a
1965 89. 3 1.1, 27.5 61.8 -1.1 n. a n.a
1966 160. 2 10.4 31,2 133.6 -5. 8 n.a 0. @
1967 207. 8 14,1 25:0 189. 6 -7.3 n. a n. a
1968 288. 2 24.1 35.9 282. 4 6.0 n. a n. a
1969 416. 9 32.6 22.4 383.4 -43.7 n. a n. a
1970 442.7 26.0 28.8 419.0 -20.9 14.2 6.7
1971 541. 9 6.6 24.2 51.3:9 -10. 4 6.8 3.6
1972 151.3 -5.1 27.0 558. 1 -161.1 56.4 104. 7
1973 707. 2 14.0 15.7 678. 8 -26.7 64,3 -37. 6
1974 1,065.4 137.6 12.9 1,025.8 -164.3 94.9 69. 4
1975 1,600.7 164.6 14.5 1,549.1 =201.7 155.6 46. 1
1976 2;293.17 22%.2 1.7 2:324.9 -192.3 214. 5 -22.2
1977 2,804.3 470. 1 0 2,958. 4 -316.0 277.9 38.1
1978 3,781.9 626. 1 0 4,107.7 -300. 3 365.0 -64.7
1979 5,224.0 766. 0 0 5,445. 4 -544.6 273.0 271. 6
1980 6,562.0 1,120.1 0 6,833.2 -848.9 325.5 523. 4
1981 8,044.8 2,145.0 0 8,604.8 -1,585.0 539.2 1,045.8
1982 10,115.0 1,524.2 0 9,983.2 -1,656.0 681.2 974. 8
1983 10,681.3 1,518.8 0L, 5375 -662. 6 402.6 260.0
1984 11.875.0 1,570.0 0 12,603.0 -841.0 314.0 528.0
1985 13,337.0 1,530.0 0 13,922.0 -945. 0 443.0 502.0

Sources: Compiled from

International Financial i
Yearbook, 1985 and 1987, International Monetary
Fund, Washington, D.C., USA.

Note:

GE = government expenditure; LMR = lending minus

repayments; GRR = grants received; GOR = government
revenue; BSD = budget surplus (+) or deficit (-);
BDFE = budget deficit financed externally; BDFI =
budget deficit financed internally.
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Claims of the Bank of Korea (BOK)
on government,
(billions of won).

1961-85
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Claim of the Government Net claim of

BOK on deposits the BOK on
Year government in the BOK government
1961 34 20 10
1962 41 17 7
1963 40 15 9
1964 42 20 11
1965 45 25 9
1966 42 26 5
1967 48 31 =10
1968 40 33 -15
1969 46 36 -28
1970 o 42 -14
1971 47 38 -19
1972 189 88 -42
1973 208 104 -16
1974 402 154 102
1975 674 217 46
1976 799 388 17
1977 910 711 -152
1978 1,172 914 -153
1979 1,155 902 34
1980 1,147 780 869
1981 1,680 544 993
1982 1,883 627 159
1983 2,176 764 174
1984 2,130 1,121 -281
1985 2,130 1, V877 -857

Source: Compiled from the International Fin

tics Yearbook
Fund, Washington,

D.C.,

U.8.A

Financial
1985,1987, International Monetary
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6. Foreign trade, degree of
openness and exchange rate

During the period from 1961-85, exports and imports
increased at average rates of 44.5 percent and 33.4
percent per annum, respectively. Commodity imports
increased consistently by a greater amount than commodity
exports, leading to ongoing deficits in the trade balance.
Exports and imports as a proportion of national income
increased from about 2 percent and 13 percent,
respectively, in 1961 to 36 percent and 37 percent in
1985. Total foreign trade constituted 15 percent of the
national income in 1961 and 73 percent in 1985. Thus, fhe
degree of openness, defined as the proportion of total
foreign trade in the national income, increased
consistently during the entire period of the study (see
figure 7). Tables 7 and 8 show the distribution of
exports and imports among major trading partners of Korea.

Korea used the U.S dollar as the benchmark in setting
its exchange rates until 1970. Korea devaluated its
currency with respect to the U.S dollar during the 1960s,
as the country’s balance of payments deteriorated. The
exchange rate in 1960 was 65:1 (won to the U.S dollar); it
was devalued by 100 percent in 1961, and, following
repeated devaluations, reached 311:1 in 1970. In the
early 1970s the system of managed floating involved small
repeated devaluations with intermittent attempts to

stabilize the exchange rate. This rate was stabilized at
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Geographic distribution of Korea’s exports,

1961-85

(millions of U.S dollars).

Year U. S Japan Canada Germany U.K Total
1961 7 19 0 +8 1.7 41
1962 12 24 . & 2 1.6 55
1963 24 25 - 1.3 1.6 87
1964 36 38 o 1.2 6.5 119
1965 60 46 245 1 3.6 175
1966 96 66 5.9 T3] 5.1 250
1967 137 85 7.9 5.2 1.9 320
1968 235 100 142 9.6 7.9 455
1969 312 133 15.2 16.5 10. 7 623
1970 395 234 20.0 27.0 13.0 835
1971 532 262 29.0 31.0 14.0 1,068
1972 766 410 59.0 51,0 29.0 1,624
1973 963 1,169 115%.0 111.0 70.0 3, 225
1974 1,492 1.380 167.0 242.0 107.0 4,460
1975 1,536 1,293 197.0 31250 162.0 5,081
1976 2,493 1,802 314.0 398.0 254.0 T 115
1977 3,119 2,148 299.0 480.0 304.0 10,046
1978 4,058 2,627 327.0 663.0 393,00 12,711
1979 4,374 3,353 388.0 845.0 542.0 15,055
1980 4,607 3,039 343.0 875.0 $73.0 17,8505
1981 5,661 3,503 484.0 804.0 705..0 21,254
1982 6,243 3,388 443.0 758.0 1,103.0 21,853
1983 8,245 3,404 629.0 775.0 1,005.0 24,445
1984 10,479 4,602 879.0 924.0 955.0 29,245
1985 10,754 4,543 1,229.0 979.0 913.0 30,283
Sources: Direction of Trade, various issues,

International Monetary
Bank for Reconstruction

Fund, International
and Development.




Geographic distribution of Korea’s imports,

Table 8

1961-85

(millions of U.S dollars).
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Year 2 - Japan Canada Germany U. K Total
1961 143 69 3 27 5 316
1962 214 109 2 19 6 422
1963 282 162 4 23 > 560
1964 202 110 3 24 3 404
1965 182 167 2 16 1 450
1966 254 294 3 20 2 716
1967 305 443 8 31 5 996
1968 453 624 13 74 16 1,463
1969 552 155 25 79 32 1,824
1970 585 809 23 67 33 1,984
1971 678 954 39 74 56 2,394
1972 648 1,031 36 67 74 2,522
1973 1,202 1,727 83 132 69 4,240
1974 1,701 2,621 116 140 90 6,852
1975 1,881 2,434 150 193 123 7,274
1976 1,963 3,099 116 238 171 8,774
1977 2,447 3,927 150 347 148 10, 811
1978 3,043 5,981 204 491 211 14,972
1979 4,603 6,657 326 844 499 20, 339
1980 4,890 5,858 378 637 304 22,292
1981 6,050 6,374 531 672 398 26,131
1982 5, 956 5,305 485 680 403 24,251
1983 6,274 6,238 444 650 468 26,192
1984 6,875 7,640 637 795 565 30, 631
1985 6,489 7,560 630 979 566 31, 136

Sources: Direction of Trade various issues,
al Monetary Fund,

construction and Development.

Internation-

International Bank for Re-
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484:1 in 1975 and remained at that level until 1980, when
a substantial depreciation was made. This was followed by
further depreciations and, at the end of 1985, the rate
reached 890:1, followed by an appreciation to 720:1 in the
third quarter of 1988. Table 9 shows the fluctuation of
Korea’'s foreign exchange rate during the period under
study. Figure 8 shows the nominal effective exchange rate,
which is the weighted average of Korea’s bilateral
exchange rates for the U.S dollar, the Canadian dollar,
the Japanese yen, the British pound sterling, and the
Deutsche mark. The shares of these countries in the total
trade of Korea have been used as the weights. The nominal
effective exchange rate of Korea did not show any
significant fluctuation in annual base over time (see

figure 8).
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Table 9

Exchange rates of Korean currency (won)
to U.S dollar.

Effective data Official rate
1960. 8.15 ‘ 65.0
1961. 1.1 100. 0
19611, 2.2 130.0
Effective BOK buying rate BOK BOK selling
date from foreign concentration rate to foreign
exchange banks base rate exchange banks
1964. 5.3 255. 51 - 256.02
1965. 12. 31 271. 50 - 272. 06
1966. 12. 31 270. 90 - 271. 46
1967.11. 24 268. 11 - 272. 48
1967. 11. 25 271, 30 271. 50 271. 70
1969, 11.3 303. 90 304. 35 304. 80
1971. 6-28 370. 30 370. 80 371. 30
1972. 12. 30 398. 40 398. 90 399. 40
1973. 12.31 396. 90 397. 50 398. 00
1974.12.7 483. 40 484. 00 484. 60
1976. 7.1 483. 10 484. 00 484. 90
1980. 1.12 577. 10 580. 00 582. 90
End of
1980 657. 90 659. 90 661. 90
1981 698. 70 700. 50 702. 30
1982 747. 30 748. 80 750. 30
1983 793. 90 795. 50 797. 10
1984 825. 70 827. 40 829. 10
1985 857. 90 861. 40 864. 90

Source: Economic Statistics Yearbook, 1987, Bank of Korea
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CHAPTER III
REVIEW OF LITERATURE ON BALANCE OF PAYMENTS

1. Introduction

There are two distinct concepts on the balance of
payments: the market balance of payments and the
accounting balance of payments. The former focuses on the
balance of supply of and demand for a country’s currency
in the foreign exchange market at a given rate of
exchange. The latter is a statistical record of all
transactions taking place between the residents of a
country and the rest of the world within an arbitrary
accounting period. The market balance of payments would
be in balance only by chance under the fixed exchange rate
system, whereas it will always balance under the floating
exchange rate system because the exchange rate is the
price which equates the supply of and demand for a
currency in the foreign exchange market. The market
balance of payments is an ex ante concept, whereas the
accounting balance of payment is an ex post concept.

Thus, the meaning of a balance-of-payments deficit or
surplus will be different depending on which definition is
used as a frame of reference; and movements of the two
different balances might be quite unrelated to each other,
because the accounting balance of payments includes some

transactions which never pass through the foreign exchange
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market. For instance, unilateral transfer in kind, barter
deals, and direct investments in plant and machinery are
not accounted for.

A balance-of-payments adjustment theory, under either
the fixed or flexible exchange rate system, is concerned
with the influence of different polices on the level of
foreign currency reserves. It examines whether a policy
will reverse the loss of reserves in the case of balance
of payments deficits or whether it might destabilize the
flow of reserves. A study of the historical developments
of the theory of balance of payments is needed for better
understanding of a country’s economic achievements.

For a long time after the collapse of the international
gold standard in 1931, economic analysis of the balance of
payments had been dominated by the elasticity approach,
with an emphasis on the effect of exchange-rate variations
on changing the demands for exports and imports in inter-
national trade. After the Keynesian evolution in the
1930s, the theory of balance of payments incorporated
effects of changes in both price and income on foreign
exchange rates. However, there was a general dis-
satisfaction with the partial equilibrium framework of the
elasticity approach, and thus the absorption approach to
the balance of payments was developed in the early 1950s.

Since the late 1960s, the monetary approach has been a
dominating theory of the balance of payments. This is

essentially an extention of the absorption approach; it
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considers a balance of payments imbalance as a monetary
phenomenon, to Dbe corrected by monetary policy
instruments.
2. The classical price-specie

flow mechanism

The classical price-specie flow mechanism describes
the automatic adjustment that is supposed to have taken
place as a result of payments .imbalances under gold
standard. The mechanism assumes a rise or a fall in the
price level according to whether the balance of payments
is in surplus or in deficit. A surplus would lead to the
accumulation of gold and to the expansion of the domestic
money supply, causing prices to rise and the balance of
payments surplus to be reduced. A deficit would lead to a
loss of gold and the contraction of the domestic money
supply, causing prices to fall and the balance of payments
deficit to be improved. David Hume (1969) wused this
concept to argue against the mercantilist belief that a
country could achieve a persistent balance of trade
surplus by the mercantilist policies of trade protection
and export promotion. His theory is the classical pioneer
of new monetary theories <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>