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Summary

operators whom the policy was originally designed to help.

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

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

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

Oum Bong-sung
Fellow

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

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

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

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

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

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

Limit Pricing by Noncooperative Oligopolists

Nam Il-chong
Fellow

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

Using Bayes-Nash equilibrium as the solution concept, we find that there exist some
demand conditions under which incumbent firms will limit price. In symmetric equilibria,
incumbent firms each produce an output that is greater than the Cournot output and
induce a price that is below the Cournot price. In doing so, each incumbent firm refrains
from maximizing short-run profit and supplies a public good that is entry deterrence.
The reason that entry is deterred by such a reduced price is that it conveys information
about the demand of the industry that is unfavorable to the entrant. This establishes
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