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1. INTRODUCTION

The current account of Korea showed chronic deficits until the period of three
lows, 1986~ 1989, brought froth a substantial surplus. However the account has run a
deficit again since 1990. It is generally accepted that the recent current account defi-
cits in Korea originate from the world recession and the nation’s rapid wage increas-
es, which started in 1988.

This paper reveals that in addition to the above factors, the substantial
overvaluation of the won and a rigid exchange rate system also were contribution
factors in encouraging current deficits.

The real effective exchange rate (REER) is believed to be an important variable
effecting the current account. Generally wholesale price indices or consumer price
indices are used in calculation the REER. In this paper, we argue that the unit labor
cost indices should be used in calculating the REER in order to reflect the interna-
tional competitiveness of the export industries better in a very open economy un-
dergoing rapid wage increases.

In the second chapter we want to explain why the Taiwanese economy experienc-
€s a continuous current account surplus in spite of its rapid wage increases and the
appreciation of the NT dollar. In the third chapter we show that the current account
deterioration and economic slowdown in the period of 1979 to 1986 in Singapore was
due to the overvaluation of the real exchange rate and absence of industrial
restructuring, The overvaluation of the real exchange rate originated from Singapore’
s rapid wage increases and its overvalued currency. From our investigation, we draw
the conclusion that substantial depreciation of the Korean won and new exchange
rate system coupled with continuous industrial restructuring would ameliorate the
sluggishness of the Korean economy.

* Professor, Chung Ang University.
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2. OVERVALUATION OF THE WON AND THE CURRENT
ACCOUNT IN KOREA

Due to “three lows” in 1985, the nominal effective exchange rate(NEER) and the
real effective exchange rate(REER) of the won depreciated substantially in 1985 and
1986. These events brought forth a substantial current account surplus in the period
of 1986 to 1989. The US.A. designated Korea and Taiwan as exchange-rate-manipu-
lating countries three times from October 1988 to October 1989, and pressured them
to leave their exchange rate determination to the market mechanism. Korea intro-
duced the market-average exchange rate system in March 1990, a system akin to the
one used in Taiwan in the 1980. The weighted average of exchange rates transacted
among the banks in the previous day becomes the basic rate in the morning. The
buying and selling rates among the banks are allowed to move within £ 1.0 percent
around the basic rate.

The pattern of the REER movements is similar to that of the ratio of trade balance
/GNP and current account/GNP ({Graph 2—1) and (Graph 2—2)).

In graph 2 the REER of the t th period is shown together with the ratio of current
account/GNP of the t th period. The inflows of foreign funds caused by the middle-
East construction in the late 19705, and by the high interest rates in the domestic
economy and the rising value of the won in the late 1980s seem to cause a relatively
large gap between the REER movements and current account/GNP movements.
The close relationship between REER and current account/GNP can be seen in Tai-
wan also ((Grahp 2-3)). REER is also closely related to the US. share of the Taiwan-
ese products({Graph 2-4)).

(Graph 2-1) REER" of the won and trade balance (1988= 100)
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(1) The REER index was constructed using the following formula.
REER =RER*' XRER**XRER**XRER*'XRER"’
RI/RO
_ RI/RO

RER=XPp/XP,

REER ! Real effective exchange rate of the won

a. . the trade weight of the ith currency (base year = 100)

i : US.A, Japan, France, West Germany, UK

Rl : Exchange rate of the ith currency in terms of the won in the compar-
ison year.

RO : Exchange rate of the ith currency in terms of the won in the base
year,

XP, : Export price index of Korea in the comparison year(in terms of the
Korean currency, 1988=100)

XP,: Export price index of the ith country in the comparison year(in
term of the ith country in the comparison year(in terms of the ith
currency, 1988=100)

The reason why 1988 was used as the base year is as follows . In 1989 the

trade balance was near equilibrium. However, the 1989 trade performance

was assumed to be affected by the exchange rate of 1988. (See Se Hyoung

Choi “A study of the effects of exchange rate management in the Choi “A

study of the effects of exchange rate management in the

internationalization of the Korean economy,” Korean Trader’s Associa-

tion, August, 1991.)

Source : Se Hyoung, Choi. “A study of the effects of exchange rate management in
the internationalization of the Korean economy” Korean Trader’s Associa-
tion, August, 1991.

X 100 . Real exchange rate of the ith currency

Table 2-1. Depreciation Rate of the Won
(unit : %, End of Year Comparison)

1985 198 1987 1988 1989 1990 1991 1992

w/$ 76 32 80 -137 07 54 6.2 36
W/W 42 213 193 -147 -138 128 140 43
NEER 15 180 1.2 -61  -114 64 64 93
REER 6.5 14.6 04 -10 94 49 1.5 6.5

Notes : 1) Minus sign signifies appreciation
2) WPI was used in calculating REER

Source : The Bank of Korea Monthly Statistics, Various issues IMF, International
Financial Statistics
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(Graph 2-2) REER of the Won and Current Account
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Source : Bong Sung Oum, “Exchange rate policy of the 1980s,” Macroeconomy and
Financial policy in Korea, KDI, December, 1989.

(Graph 2-3) Current Account/GNP and REER of Taiwan(1980=1.0)
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(Graph 2-4) Export Share in the US. Market and REER of Taiwan
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Korea's current account deficits, which resumed in 1990, have persisted due to the
substantial overvaluation of REER in Korea since 1989 as shown in Table 2-2
REER shows some depreciation in recent years when the wholesale price indices
(WPI) or consumer price indices (CPI) are used. However, when unit labor cost
(ULC) is used in calculating REER, drastic overvaluation of the won is indicated
since 1988. In 1991, the won was overvalued by about 35 percent if 1985 is used as the
base year, This overvaluation is due to the fact that manufacturing wages increased
by 20.5 percent per year during the period of 1985 to 1991. Even in 1992, REER did
not show much difference considering that the manufacturing wage in Korea in-
creased by 15.7 percent in the year.

In a highly open economy much as Korea, to show international competitiveness,
unit labor cost is a more appropriate index to use in calculating REER than WPI or
CPI. Using unit labor cost is superior because price increases due to wage increases
will induce imports and the rates of price increase in tradable goods tend to be the
same internationally, REER calculated by using WPI or CPI does not reflect chang-
es in the profitability of the export industries . REER calculated by ULC shows the
profitability more clearly.

Table 2-3 show the unit labor cost and the export price indices and their projec-
tions in a common currency for OECD countries and Asian NIC’s. Korean ULC in-
creased from 100to 167 between 1987 and 1990. The latter number is compared with
138, 132 and 127 of Taiwan, Sigapore and Hong Kong respectively during the same
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period. On the other hand Korea’s export prices have increased at about the same
rate as those of other countries.

Export prices in terms of the Korea won increased only 24 percent per year dur-
ing 1988 to 1992 This shows that the profitability of the export industries has de-
clined substantially in the past years and is the main reason for the continuing trade
deficits since 1990. Ordinary income to total assets and ordinary income to sales as
the profitability indexes of the export industries declined by half in 1992 compared
with those of 1987, Table 2-4

Table 2-2 Nominal and Real Effective Exchange Rates(NEER and REER)’
(Base : 1985. 3/4 1986. 2/4=100. In the Case of ULC, 1985=100)

Year NEER" REER(WPI)® REER(CPI)* REER(ULC)”
1970 271 774 62.8 -
1971 313 826 66.8 -
1972 379 903 756 -
1973 399 103.1 850 -
1974 390 88.7 784 -
1975 480 89.6 84.1 -
1976 477 833 782 -
1977 498 836 793 -
1978 564 873 834 -
1979 56.3 80.2 753 -
1980 69.8 821 797 88.5
1981 710 793 78.1 974
1982 784 788 7.1 9%0.2
1983 833 84.2 823 919
1984 84.8 86.8 8438 939
1985 91.2 924 919 1000
1986 107.2 1059 1070 1208
1987 1089 106.3 107.2 109.2
1988 102.2 989 %4 %03
1989 90.6 89.6 838 65.6
1990 %4 %40 85.6 643
1991 1026 954 86.2 67.6
1992 1121 1031 91.0 NA
1993 8838 1074

94.8 NA

Note : (1) weights : Trade weights of major trade partner countries(US.A., Japan,
Germany, UK, France, Canada, Netheriands). Low value signi-
fies appreciation

(2) NEER =won exchange rate per each currency X trade weights. Relative
price=Korean price(for ULC)/foreign price(or ULC) X trade
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weights
(3) REER(WPI) : NEER/Relative price X 1000. WPI is used in calculating
relative price indices
(4) REER(CPI) : CPI is used in calculating relative price indices and REER.
(5 REER(ULC) : ULC is used in calculating relative price indices and
REER.
Source . IMP, International Finance Statistics, Various issues Department of Labor,
US.A, Monthly Labor Review, Various issues

Table 2-3. Competitiveness Index in the Manufacturing Sector : OECD and NIC’s
(1987= 100)

Rai;\tlve unit labor cost index | Relative export price index

(common currency is used) (common currency is used)

averge ‘averge
087~89 1990 1991 1992 1993 1987~ 89 1990 191 1992 1993

- = _ﬁﬁ_‘\ -

USA. 94 8 8 78 90 8 8 8
Japan 9% 8 8 & 85 ‘ 101 97 14 105 105
WGermay 99 99 98 100 102, 98 100 9 100 101
France 94 92 8 8 8. 98 9 9% 9% 9%
Ttaly 100 110 111 114 115) 100 108 109 110 111
UK. 103 107 111 110 111 102 1064 103 103 12
Canada 110 12 127 129 129/ 105 107 109 108 108
Austia 95 92 90 8 8 ' 9 95 93 93 3
Bgunlx 97 97 95 95 95| 101 106 14 105 104
Denmark 100 99 94 92 91! 97 101 9 97 %
Finland 103 112 111 98 95| 104 109 14 102 102
Neberbods 97 94 92 % %0 9 100 9 9 B
Norway 102 100 9% 9% 9% 112 110 107 110 112
portugal 105 117 125 133 137 9B % 9 00 %
Spain 107 121 12 123 15105 11 1 1l 1
Sweden 105 114 115 116 15| 102 103 103 105 106
Swimdand 100 104 105 104 100 98 103 102 100 100
Awirali 112 123 121 121 123 110 104 102 101 12
NewZeand 102 94 91 8 8 109 111 103 102 10l
Singapore 106 132 142 148 155 99 104 106 103 100
Taiwan 116 138 140 144 149 ( 107 19 112 113 1
Korea 130 167 165 165 171, 109 107 109 108 1l
HogKong 108 127 136 145 1S5 98 95 98 99 100
Miaysia NA NA NA NA NAI NA NA NA NA NA
Tabrd NA NA NA NA NA NA NA NA NA NA

Source : OECE, Economic Outlook, 50, December 1991
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Table 2-4. Profitability of the Export Industries

(Unit : %)
1987 1992
Ordinary income to total assets 48 21
Flnanleal expenses and ordinary 100 80
income to total assets
Ordinary income to Sales 38 21

Source : The Bank of Korea, Financial Statement Analysis for 1991, 1988, 1993.

3. REAL EFFECTIVE EXCHANGE RATES WAGE RATES, AND
INDUSTRIAL ADJUSTMENT IN KOREA AND TAIWAN

3.1 Real effective exchange rates and wage rates in Korea and Taiwan

Taiwan has had continuous surpluses since the beginning of the 1970s and also has
experienced continuous appreciation of the NT dollar. The country’s wage rate has
risen substantially. In this chapter we want to understand the causes of the continu-
ous trade surplus in Taiwan.

Wages in terms of the US. dollar have increased to a similar extent in the two
countries during the period of 1971 to 1991 Table 3-1. even though real wage rates
and unit labor costs have increased faster in Korer than in Taiwan (Tables 3-2, 3-3, 3-
4,3-5,3-6) . This difference is due to the continuous appreciation of the NT dollars.

Table 3-7 shows REER using WPI as the relative price index. In the period of
1981 to 1991. Korean REER changed from 1003 to 83.3 reflecting a 17 percent depre-
ciation, while Taiwanee REER changed from 101.8 to 927 showing 89 percent depre-
ciation. Based on the above REER, Korean competitiveness improved more than
those of Taiwan and Hong Kong, while it deteriorated against those of Indonesia,
Malaysia, Thailand and Mexico.

As in the case of Korea, REER should be calculated by using the unit labor cost
for the other countries also to reflect the international competitiveness. Using ULC,
REER in Taiwan appreciated rapidly from 1979 while in Korea it has appreciated
since 1988. (Graph 3-1)
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Table 3-1. Trends in Manufacturing Wage, Productivity, Prices, Exchange Rates
in Korea and Taiwan

(unit : %, per year)

Nominal(real) wage Exchange rate"” Manufacturing
Year Domestic US. CPI d 8¢ labor productivi-
epreClatlon 2
currency dollar ty

Korea Nominal(real) Nominal
1971~80 26.5(100) 190 165 73 10.7
1981~91 152 8.5) 137 67 20 13.2%
1981~85 130 5.6) 51 74 75 114
1986~91 17.1(109) 108 62 -26 149°
Taiwan Nominal(real) Nominal
1971~80 17.7(6.6) 189 111 -10 584
1981~91 108(8.5) 144 3.1 -28 62
1981~8S 97(5.5) 75 41 21 34
1986~91 11.7(94) 202 23 -6.8 86

Note : (1) Won per US dollar. Minus sign singifies appreciation

(2) Korean Productivity is in terms nominal prices and Taiwanese one is in

real prices.

(3) annual average of 1981 to 1990.

(4) annual average of 1974 to 1980.
Source . Bank of Korea, Economic Statistics yearbook, various issues.

Institute of Free China, Council of Economic Planning and Development,

Executive Yuan, Republic of China, Taiwan Statistical Yearbook, April,

1992

Table 3-2 Changes in the Unit Labor Costs in the Manufacturing Sector
in Korea and Taiwan

(unit : %)
Year Korea Taiwan
1966~70 96 NA
1971~75 10.7 NA
1976~80 229 113
1981~85 47 99
1986~90 44 37
86 -88 0.5
87 -038 1.3
88 77 47
89 182 57
90 59 6.2

Source : The Bank of Korea, Quarterly Economic Review, March 1992
Industry of Free China, Council of Economic Planning and Development,
Executive Yuan, Republic of China, April, 1992
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Table 3-3. Changes in Employment Cost and Value Added per Worker

in the Korean Manufacturing Sector
(umt %)

7 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Employmentcost 143 12.4 121 75 96 163 259 249 190 189
Value added 122 134 95 93 134 177 211 194 186 169

Source . The Bank of Korea, Quarterly Economxc Rev1ew, p 29, September 1992,

Table 3-4. Change in Wage Rates and Labor Productivity
(1989~ 1992, annual average)

(umt %)
Country wage rate(A) labor productmty(B) (A B)
Korea 194 104 90
Taiwan 123 82 4.1
Japan 39 1.8 21
Hong Kong 126 109 1.7
China 1 1.0 14 2 -23

Source : Korean Trades Association, Export Competitiveness, 1993, KIET, Real
Economy, August, 1993.

Table 3-5. Changes in Wage, Prices, Labor Productivity and Exchange Rates

in Taiwan
(unit : %, NT$/US$)
Emgloyee wage " Labor Exchange
Year Nominal Real CPI Productivity' Rate
1971 169 14.1 28 NA 4005(0)
1972 75 45 30 NA 4005(0)
1973 37 0.5 82 NA 4005(0)
1974 337 -138 475 -37 38.00(-5.1)
1975 17.1 119 52 94 38.00(0)
1976 179 154 25 10.2 38.00(0)
1977 202 13.2 70 52 38.00(0)
1978 114 56 58 154 37.05(-2.5)
1979 211 113 98 1.9 36.05(-2.7)
1980 226 36 19.0 19 3602(-0.1)
1981 187 24 163 6.9 36.85(23)

1982 9.7 6.7 30 07 39.126.2)
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Employee wage"’ Labor Exchange
Year Nominal Real CPI Productivity" Rate”
1983 64 50 14 76 4007(24)
1984 94 94 0 -04 39.60(-1.2)
1985 43 45 -0.2 21 39.85(0.6)
1996 10.1 94 0.7 7.1 37.84(-5.0)
1987 99 94 0.5 79 31.85(-15.8)
1988 109 104 0.5 73 28.5%-10.2)
1989 146 102 44 104 2641(-7.6)
1990 13.5 94 41 78 27.16(2.8)
1991 11.0 73 36 109 25.78(-5.1)

Notes : (1) Manufacturing sector monthly wages(NT dollar basis). Labor productivi-
ty in the manufacturing sector
(2) During the year. Figures in the parentheses are those of appreciation.
Minus sign signifies appreciation of the NT dollar.
Source : Council of Economic Planning and Development, Executive Yuan, Taiwan
Statistical yearbook, Various issues.

Table 3-6. Changes in Wage, Prices, Labor Productivity, Exchange Rate
(unit : %, WON/US$)

v Employee wage” Labor Exchange
Year  Nominal  Real CPT productivity” Rate”
1971 162 28 134 99 347.X11.8)
1972 139 21 118 90 3929(13.2)
1973 180 145 35 87 398.3(14)
1974 353 110 243 6.5 404.5(1.6)
1975 270 20 250 16.7 484.0(19.7)

1976 47 194 153 76 484.000)
1977 338 235 103 103 484.000)
1978 343 198 145 120 484.0(0)
1979 286 104 182 158 484.0(0)
1980 27 -60 287 106 607.4(25.5)
1981 201 -13 214 182 681.1(121)
1982 147 75 72 78 BLI(74)
1983 122 838 34 136 775.8(6.0)
1984 8.1 58 23 10.5 806.53.9)
1985 99 74 25 7.1 870.0(7.9)
1996 92 64 28 176 881.1.3)
1987 116 86 30 149 82026(-6.7)
1988 196 125 71 14.1 731.6(-11.1)
1989 251 194 57 122 671.5-8.2)
1990 202 116 8.6 156 707.8(54)

191 169 72 97 NA 7334(36)
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Notes : (1) Manufacturing monthly wage, labor productivity (nominal prices basis)
(2) During the year. Figures in the parentheses are those of depreciation.
Minus sign signifies appreciation
Source : Bank of Korea, Economic Statistics yearbook, various issues.

Table 3-7. Real Effective Exchange Rate
(adjusted by relative WPT's 1980~ 82 average = 100)

Country 1981 1982 1983 1984 1985 1986 1978 1988 1989 1990 1991

Korea 1003 1019 976 965 892 764 757 821 922 849 B33
Taiwan 1018 966 945 971 946 864 9L8 953 1008 939 927
Hong Kong 989 1016 958 1002 1042 940 900 907 986 989 106.1
Singapore 1020 1008 1018 1024 957 810 746 730 781 805 830

Indonesia 998 1117 963 960 948 736 561 341 3553 345 M4
Malaysia 994 1056 1139 1197 1164 955 896 B80S 794 758 756
Thailand NA NA NA NA NA NA NA 742 771 746 795
Philipine 1062 1067 9%6.1 1079 1146 910 877 896 954 885 872
Japan 1048 924 9.8 978 966 1203 1236 1291 1216 1076 1146
USA 1008 1093 1127 1196 1225 1083 983 929 968 925 919
Mexico 1144 829 788 918 905 629 646 769 740 692 753

Notes : (1) RER against 18 OECD member and 22 LDC Currencies. Higher value
signifies real appreciation
Source : Morgan Guarantee Trust Company, International Finance Statistics, Vari-
Ous issues.

(Graph 3-1) REER of Taiwan"
(1976~1978=100 : annual average)
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Note : (1) Weighted by trade volume with trade partner countries. Higher value sig-
nifies real appreciation.
Source : Bella Balassa and John Williamson. Adjusting to Success . Balance of Pay-
ments Policy in the East Asian NICs. Institute for International Economics,
June 1987.
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3.2 Industrial Adjustment and Trade Structure in Korea and Taiwan

The growth rates of the Korean economy are similar to those of the Taiwanese
economy in the period of 1965 to 1990 (Table 3-8). The Taiwanese industrial
adjustment to higher value added goods took place earlier than the Korean one. In
1970, as (Table 3-9) shows, the share of machinery and equipment exports in total ex-
ports from Taiwan was 16.7 percent which is far greater than 7.2 percent from Korea,
In 1990, the ratios approached parity in the two countries. However the rate annual
increase in exports of metal goods such as equipment, machinery parts, electrical
products, etc was 24.5 percent in Taiwan in the period of 1985 to 1990 while it was 14.
| percent in Korea. In addition the rates of increase were faster in chemicals and
basic metal in Taiwan than in Korea. Korea’s growth rates are faster than Taiwan's in
exports of light industry goods during the same period (Table 3-10).

In Taiwan, the production of the light industry goods declined and that of heavy
and chemical goods increased substantially between 1985 and 1990. On the other
hand, the production of the major manufacturing industries in Korea expanded in
all areas during the same period without significant industrial adjustment even
though heavy and chemical industries expanded faster (Table 3-11). This informa-
tion shows that the Taiwanese industries experienced industrial restructuring earlier
than the Korean counterparts. (Table 3-12) shows the changes in the composition of
value added and employment by industry. In the sector of textile, clothing, leather
and shoes industries (ISIC 321-324), employment declined by about ten percentage
points in both Korea and Taiwan. Korean employment in the same sector was 24.3
percent and Taiwanese employment was 17.3 percent in 1988 to 1990. In the heavy
and chemical industries Korean employment was 61.7 percent while Taiwanese em-
ployment was 68.3 percent during the same period. The shares and ranks of major
manufacturing production sectors of Korea and Taiwan among 138 LDC'’s in 1980
and 1990 are shown in (Table 13). Except textile and industrial chemicals production
Korean manufacturing production shares nearly doubled in most areas, and especial-
ly machinery and transport equipments increased three to six times during the same
period and became the largest producer in the LDD group. On the other hand the
Taiwanese shares show much less moderate increases than the Korean shares, and in
textile clothing and papers they remain about the same.

Table 3-8. Growth Rates of GNP in Korea and Taiwan

(unit : %)
Country 1965~ 1973 1974~ 1979 1980~ 1985 1986~ 1990
Korea 94 9.1 64 108
Taiwan 110 87 72 89

Note . The Bank of Korea, Economic Statistics yearbook, 1991.
Council for Economic Planning and Development, Taiwan Statistical
Yearbook, Republic of China, 1992
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Table 3-9. Shares of Machinery and Equipments Exports " from Korea and Taiwan
(umt billion US dollars. %)

i Total Exports and Imports Exports and Imports of Machmery
Year | __ (billionUSdollar) ~ and Equipment(%)

™ Korea Taiwan " Korea Taiwan

exports(rmports) exports(rmports) exports(lmports) exports(lmports)
1970 § 0.83(1.98) 1.43(1.53) 7229.7) 16.7(35.1)
1975 507(7.27) 53%599) 13.8(263) 19.60320)
1980 ' 17.45(22.23) 19.84(19.79) 203(224) 247(276)
1985 | 3028(31.12) 30.63(2007) 37.6(34.5) 278(278)
1989 ‘ 62.28(61.35) 66.18(50.52) 350(34.2) 356(36.8)
1990 65016(69 84) 67. 04(53. 42) 36.9(34.3) 380(37.6)

Notes : (1) SITC 7 group
(2) Figures in the parentheses are those of imports
Source : UNCTAD, Handbook of International Trade and Development Statistics,

UN, Now York, 1991.
Table 3-10. Export Performance by Items of Korea and Taiwan, 1990
(unit : %)

F Korea Taiwan

(Millions Annual Compo- Share  Millions Annual Compo- Share

/dollar  growth siti(}))r? inthe dollar growth siti(?n of the

(1990) (1985 ‘X)) world (1990) (1985 90) world
Total : 65,016 149 100.0 L7 67909 172 1000 19

Construction } 865 184 1.33 18 1,049 10.5 1.54 23
related

material (

Basicmetal | 4454 159 685 23 1,645 179 242 09
Textile 0070 160 3087 69 13946 96 2054 51
Wood,pater | 4350 201 6.69 14 7925 126 1167 28
Metal 26858 141 4131 18 32400 45 4774 23
Products”

Chemical 4,291 16.7 6.60 LT 7061 216 1040 19
Agriculture 8777 9.7 1.35 04 672 17 099 04
Food.

nonbeverge

Tobacco 2230 157 343 10 2559 114 K 1.3

Note )] Equrpment machmery, machmery parts, electrlcal products and others
Source | World Economic Forum, The World Competitiveness Report, 1992 12th
Edition, IMD, Lausanne, Switzerland.
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Table 3-11. Annual Growth Rates of Major Manufacturing in Korea and Taiwan

(unit : %)
| Korea Taiwan
—
- 1980~1985  1980~1985 | 1980~1985 1980~ 1985
| —————
Textile | 40 53 28 0.5
Clothing 82 46 59 -48
Footwear | 53 89 231 0l
Paper | 192 138 } 64 -55
Industrial | 58 133 99 59
Chemicals | 1
Other chemicals 125 167 | 78 99
Paper product ! 117 61 96 40
Iron, steel 11.2 103 5 76 8.6
Metal product : 127 74 6.5 71
Nonelectric machinery 258 199 | 34 11.0
Electrical machinery 02 29 150 126
Transport equipment 213 208 38 129
Precision, science | 58 191 | 9.7 118
Equipment ‘ }
Oermmpwes 92w | w0 47

Note : (1) 1980 constant prices.

Source : UNIDQ, Handbook of Industrial Statistics, Vienna, 1992
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Table 3-12. Composition of Value Added and Employment
by Manufacturing Sector
(unit : %)

Korea 7 Talwan
}_ o

ISiC | Value; addedJ Employment Value added Employment
1975 1981 1988 1975 1981 1988 1975 1981 1988 1975 1981 1988
77 —88 90 -77 -8 -9 -77 -88 -90 -77 -88 -90

311314 18.7 l61 114 93 83 70 167 131 1 1.0 7 2 58 56
321-324 E 212 179 146 351 314 243 168 171 127 269 226 173
3B1-332 25 17 16 35 29 26 31 26 18 57T 49 41
341-342 ;‘ 40 45 46 44 45 43 40 42 48 38 40 46

-3 | 200 190 175 129 129 138 200 210 232 166 176 175
361,362369, S1 47 44 40 45 39 47 44 3 48 48 40

3M-372 ' 58 83 73 34 43 38 40 S7 67 28 34 32
3B1-385 207 256 364 231 274 365 228 249 274 267 320 383

AV ol 19 20 22 43 39 37 81 69 83 45 51 33
Total 1000 1000 1000 1000 1000 1000 1000 1000 1000 10(10 1000 1000
Light

Industry | 465 402 322 523 471 382 406370 303 436 373 3L6
G1-39)

Heavy ‘ i
chemical = 535 $96 678 477 530 617 596 629 695 564 629 683
Industry ( :
Go39) o
Note : (1) Current prices basis
(2) 311314 : foods, beverage, tobacco
(3) 321332 : textile, clothing, leather, wool products, footwear
(4) 331—332: wood, cork products, furniture
(5) 341356 : paper, print, publishing
(6) 351356 : industrial chemicals, other chemicals, oil refining, rubber, plas-
tic products, oil coal products
(7) 361, 362, 369 : china, earthen ware, glass products, other nonmetal prod-
ucts
(8) 371—372 . iron and steel, other noniron metal
(9) 381—385 : metal products, nonelectrical machinery, electrical machinery,
transport equipment, precision, science equipment
(10) 390 : other manufactures
Source . UNIDO, Handbook of Industrial Statistics, Vienna, 1992
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Table 3-13. Shares and Ranks of Major Manufacturing Production
of Korea and Taiwan in LDC’s

(unit : %)
Korea Share(rank) | Taiwanese Share(rank)

0 190 | 1980 1990
Textile 5.4(6) 7694) 559 5.2(6)
Clothing 5.5(6) 9.23) 26(9) 2607
Footwear 38(7) 7.55) 1.1(14) 28(8)
Paper 398) 7.25) 5.3(6) 6.1(6)
Industrial chemicals 8.1(4) 10X(5) ~ 46(8) 54(6)
Other chemicals 3.5(6) 8.6(4) 29(8) 4.5(6)
Paper products 6.%4) 173 379 5D
Tron, steel 5.7(6) 1065) 497 6.57)
Metal products 2509 547 37%(5) 5.5(6)
Nonelectrical 37(6) 228(1) 26(8) 427
Machinery
Electrical machinery 7.3(6) 234(1) 9.0(3) 12.8(3)
Other manufactures 2909) l6(1) | 3%6) 6.57)

Note : (1) 138 LDC’s are included. Figuresiin pafentheses are ranks. Shares are
based on value added in terms of 1980 prices.
Source . UNIDO, handbook of Industrial Statistics, Vienna, 1992

The shares of value added in the manufacturing and construction secrors as a per-
centage of GDP in Korea and Taiwan are shown in (Table 3-14). The Taiwanese
manufacturing sector has much higher ratios than its Korean counterpart in both the
19705 and 19805s. However in the construction sector the Korean ratio is about twice
as large as the Taiwanese ratio in the 1980s. In 1991 the Korean share of the construc-
tion value added is three times as large as the Taiwanese ratio.

Table 3-14. Shares of Value Added in Manufacturing and Construction"

1970~79  1980~90 1085 1986 1987 1988 1989 1990 1991

i ~ averge averge
Korea
Manufacturing 253 306 303 317 322 325 312 289 281
Constrllction - 5:757 ?.4 77 7l 74 81 97 132 1 Si
Taiwan
Manufacturing 355 36.8 376 397 395 378 356 344 342
Constru(;tion 50 47 41 39 39 43 46 49 49

Notes : (1) Shares are based on current prices

Source . The Bank of Korea, Economic Statistics Yearbook, various issues.
Council for Economic Planning and Development, Republic of China, Tai-
wan Statistical Yearbook, various issues.
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High investment rates of Korea are mainly responsible for continuous trade defi-
cits in Korea. From 1985 on the Korean investment rates are about ten percentage
points higher than the Taiwanese rates. Taiwanese savings rates have been higher
than the Korean savings rates until 1987. However from 1988 Korean savings rates
are higher than the Taiwanese rates(Table 3-15), (Table 3-16).

Table 3-15. Total Savings Rate and Total Investment Rate of Korea and Taiwan

(unit : %)

- Kora __ Taiwan

‘Domestic inv." 'Domestic saving Domestic iny. Domestic saving
'~ GDP - GDP GDP " GDP
1970 | 283 | 170 262 256
1971 21 155 A 289
1972 : %41 ‘ 160 | 266 21
1973 268 241 21 346
1974 305 212 | 368 317
1975 | 290 199 306 | 213
1976 | 274 ‘ 236 308 330
1977 3 277 270 249 330
1978 333 \ 288 | 248 45
1979 \‘ 36.1 282 280 33
1980 | 25 338 24 24
1981 281 ‘ 239 269 317
1982 283 250 238 300
1983 | 287 | 286 25 320
1984 302 305 214 330
1985 | 293 307 \ 186 25
1936 ‘ 288 340 175 369
1987 2.2 366 205 372
1988 298 383 233 328
1989 U7 356 08 292

1990 381 356 222 219

Note : (1) Domestic Investment =total fixed investment +inventory investment
Source : Asian Development Bank, Key Indicators of Developing Asia
and Pacific Countries, April, 1984, July 1991.
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Table 3-16. Trade Account and Current Account

Talwan | Korea

VS — —— S

Trade A/CMill.| Current A/C | Trade A/CMill. | Current A/C
\
~ USBfob)” | (Mill USS.fob) * USS fob)" \ (MLl USS. fob)

|
S O S

1971 TR 170 1046 348
19712 648 513 -S54 | -371
1973 | 766 598 566 -309
1974 82 1 1M 193 203
1975 255 -589 -1671 -1,887
1976 | 700 292 -so1 -3136
1977 1143 911 4n 12
1978 2,189 1639 1,780 ~1,085
1979 130 | 181 4395 -4151
1980 o 913 | -4,384 -5,321
1981 1825 | 519 -3628 -4646
1982 3646 2248 2595 -2650
1983 6,268 4412 1764 -1,606
1984 9232 697% | -1036 | -1373
1985 1,173 { 918 9| -887
1986 16917 ‘ 16277 | 4206 4617
1987 | 028 | 17,999 7659 9854
1988 | 1384 7 1445 | 14,161
1989 16203 138 4597 | 5055
1990 | 1% 848 2004 | 2081
1991 159067 NA |

Note : (1) Current account
(2) Estimate
Source . Asian Development Bank, Key Indicators of Asia and Pacific Developing
Countries, Various issues.

The high dependence on the borrowed capital and the high ratio of financial costs
to sales for Korean firms in relation to Taiwanese firms are other factors contribut-
ing to the relatively weak international competitiveness of Korean firms (Table 3-
17), (Table 3-18).
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Table 3-17. International Comparision of Financial Structure of Firms
(unit : %)

Korea(91) US.A(91) Taiwan(90) Japan(90)

Stockholder’s equity 244 404 54.5 306
to total assets

Total borrowings 446 294 242 330
to total assets

Source . Economic planning Bureau, Economic white paper, 1992, p. 236.

Table 3-18. Financial Costs to Sales in Manufacturing

(unit : %)
1986 1987 1988 1989 1990 1991 1992
Korea 49 46 4.6 5.1 51 57 6.3
Taiwan 1.8 107 1.7 21 25 24 NA
Japan 23 19 1.7 1.8 19 22 NA

Source : The Bank of Korea, Financial Statement Analysis, Various issues.

4. REAL EFFECTIVE EXCHANGE RATE, CORRECTIVE WAGE POLICY
AND 1985~86 RECESSION IN SINGAPORE

4.1 High wage rate policy

Singapore’s experience with high wage increases and strong exchange rates in the
1979~85 period is a good example to show that the profitavility and international
competitiveness of the export firms are better described by REER indexes using
unit labor cost indexes rather than REER indexes using WPIs or CPlIs.

The severe recession of 1985~86 in Singapore was related to both demand and
supply factors. Externally, oil and marine related sectors were sagging, coupled with
the slowdown of the world economy. The collapse of oil and primary commodity
prices dealt a severe blow to Singapore’s neighbours in ASEAN, especially in Indo-
nesia and Malaysia, and it had a negative impact on Singapore.

Internally, the construction boom was reversed and domestic savings were raised,
partly by the inceased rate of forced employer contributions to the Central Provi-
dent Fund(CPF) and Skill Development Fund(SDF) and paroll taxes. The rise in
savings was not matched by a rise of productive domestic investment. Futhermore,
labor costs rising faster than labor productivity and considerable appreciation of the
Singaporean dollar brought the loss of international competitiveness and a profit
squeeze in the manufacturing sector.
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Labor costs, comprised of CPF contributions, SDF levies, payroll taxes and annual
wage increases have been rising remarkably under the corrective wage policy.

In the 1960s wage restraint policy was adopted by the government with the sup-
port of trade union to create a conducive investment climate. During this period,
this policy was effective because of wide-spread unemployment. The average nomi-
nal weekly earnings of production, transportation and manual workers rose by a
nominal average of only 2 percent a year and only | percent a year in real terms in
the 1960s. In the 1972~79 period with the attainment of full employment, nominal
earnings rose rapidly, averaging 10 percent, and real earnings rose by 2 percent a
year with an annual inflation rate of 8 percent and annual labor productivity in-
crease rate of 2.8 percent.

The National Wages Council was set up in 1972 to formulate wage guideline for
the economy. The NWC recommended high wage increases for 1972~74, partly to
offset inflation and partly to encourage firms to use labor efficiently. Because of the
recession in the 1975~78 period, the NWC recommended modest wage increses. In
1979, the goverment decided to shift to a high value-added and skill-intensive indus-
trial strategy. The NWC recommended high wages to curb the demand for unskilled
workers and to facilitate the restructuring of Singapore’s economy. The NWC rec-
ommendation to raise wages resulted in about 20 percent annual increases in labor
costs for employees between 1979 and 1981. In addition to the increases in wages and
salaries, CPF contributions, SDF revies, payroll taxes increased substantially also."”
This policy became a supply induced cause of the recession in the early 1980s, which
was exacerbated by sluggish world demand. The infrastructure and manpower sup-
ports and R & D activities for the high technology industries were barely in place in
the early 1980s. Labor intensive goods were too expensive and skill intensive goods
were not internationally competitive because of their low quality.

The average hourly eage Singapore, including additional compensation, was 244
US dollars in 1985 which was much higher than 1.78, 145 and 141 US dollars in HK,
Taiwan and Korea respectively (Table 4-1) The real wage in the manufacturing sec-
tor increased 8.7 percent annually while annual real labor productivity increased on
average by 4.6 percent (Table 4-2).

4.2 Strong Exchange Rate

Singapore moved to a managed floating regime for exchange rates in June 1973
from its previous target band system. The managed float has been operated by
ralating the dollar to an undisclosed trade-weighted basket of currencies and occa-
sionally varying the weights. Meanwhile exchange controls were relaxed continously
until June 1978, when they were liberalized completely. However, the monetary au-
thority has intervened in the foreign exchange market whenever market forces
threatened to force the exchange rate out of an undisclosed target band, which was
determined by policy considerations.

1) Peter S. J. Chen ed., Singapare Devdopment and Trends Oxford Univ. Press, 1983,
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Table 4-1. Hourly Earnings of Manufacturing Production Workers(1985)

Exchange rate Hourly Additional  Total hourly
Country e earnings payment earnings
Unit  1USS (US'$) (%) (US$)
USA. $ - 9.52 362 1297
Hong Kong"  HKJ$ 179 1.61 11.0 1.78
Japan Yen 23850 5.53 16.8 645
Korea Won 87000 117 200 141
Taiwan NT$ 39.89 1.38 50 145
Singapore S$ 220 1.57 550 244
Swiss SFr 245 711 330 945
UK. Pound 077 475 321 6.27

Note : (1) Selected manufacturmg mdusmes

Source : US Department of Labour, Bureau of Labour Statistics, Office of
Producitivity and Technology, June 1986.
Lim Chong Yah and Associates, Policy Options for the Singapore Econo-
my, McGraw-Hill Book Co, p. 185, 1988.

Table 4-2. Changes in Wage Rate", Labor Productivity and CPI in Singapore

(unit : %)

Year  Real wage(nommal) Real labor product1v1ty CP1
1973 -90 (106) 33 19.6
1974 -46 (17.7) 36 24
1975 112 (138) 28 26
1976 6.5 (4.6) 26 -1.8
1977 42 (74 35 31
1978 17 (65) 39 47
1979 8.5 (125) 30 41
1980 63 (14.8) 60 85
1981 7.7 (159) 55 8.2
1982 127 (16.6) L1 39
1983 86 (9.8) 50 1.1
1984 84 (11.0) 6.7 26

average

1973~78 1.7 (10.1) 33 84

1979~84 87 (134) 46 47

Note : 1) General wage+Contr1butl(;ns of employers to CPF and SDF+Payroll

taxes

Source . Department of Statistics, Yearbook of Statistics, Various issues, Singapore,
Lin Chong Yah and Associates, Policy Options for the Singapore Economy,

McGraw-Hill Book Co., 1988.
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In the early 1980s the exchange rate was used as an important anti-inflation instru-
ment because price stability was the primary objective. The strong exchange rate
was also intended to facilitate upgrading and restructuring the domestic economy.
During the period of 1979 to 1985, the nominal effective exchange rate Singapore dol-
lar appreciated 16.2 percent while Hong Kong's and Korea's currencies depreciated
325 percent, and 61.1 percent respectively and Taiwan appreciated 27 percent (Table
4-3).

Table 4-3. NEER of Asian NIC's(Using Trade Weights, 1976—78=100)""

Year Singapore Hong Kong Korea Taiwan
1979 919 1143 108.7 101.8
1980 95.7 1133 1349 100.8
1981 9LS 1232 1500 1014
1982 859 1256 1502 1015
1983 827 148.1 160.2 1029
1984 813 1553 164.3 1000
1985 820 1514 175.1 9.1
1986 944 1727 2119 1074

average
1979~85 -16.2 325 6L1 -27

Note : (1) Higher value signifies depreciation.

Source . IMF. International Financial Statistics. Bela Balassa and John Williamson,
Adjusting to Success : Balance of Payments Policy in the East Asian NICs,
Institute for international Economics, June 1987.

As a result, expressed in the US dollars wage rate/exchange rate expressed in do-
mestic currency (W/e) and unit labor cost(ULC) in US dollars, which are both pro-
ductivity indicators, increased conspicuously.

Real effective exchange rate for Singapore uning WPIs and CPIs show that Singa-
pore appreciated 1.0% and depreciated 6.1 percent respectively from 1979 to 1985
(Table 4-4). These indexes do not reflect the profit squeeze or the loss of internation-
al competitiveness arising from rapid wage increases, since the domestic inflation
rate tends to be the same as the word inflation rate. Real effective exchange rates
using ULC indexes reflect the above problems more adequately. As Table 4-4 and
Graph 4-1 show, REER using ULCs appreciated by 360 percent in the same period
in Singapore, whereas Taiwan shows 28.5 percent appreciation and Korea and Hong
Kong's REERs depreciated 164 percent and 44 percent respectively. The profit
squeeze of Singapore’s export firms seemed to accelerate in the period from 1979 to
1985, as Graph 4-1 shows.
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(Graph 4-1) REER of Singapore
(Using trade weights, 1979~78=100 : annual averge)

130 . -
.~° T\ Expont price index

1201 \

\
e /\\ \ GOP cetator
AN : ~

Consumer pnce incex

bl o3

Unit Labor cost
60 1 | | 1 1 ! 8l ! ! 1 1 { | 1 |
1970 71 72 73 J4 35 76 77 718 79 8 81 82 83 84 & 8 87

al

Note . Higher value signifies depreciation

Source : Bela Balassa and John Williamson, Adjusting to Success . Balance of Pay-
ments Policy in the East Asian NICs, Institute for International Economics,
June, 1987, p.52

As a consequence of the strong effective exchange rates and rapid wage in creases,
manufacturing production in Singapore declined in 1982~1983 and 1985 and
manfucturing employment fell from 1983 to 1986. Nominal exports also declined in
1985 and 1986 and the trade balance deficit increased substantially from 1980 to 1986
(Table 4-5). Negative net exports of goods and services through 1985 are reflected in
the excess of investment ratios over the high savings ratios by 1985.

Singapore had negative 1.8 pecent growth in 1985 when the other Asian NICs
(Hong Kong, Taiwan and Korea) had positive growth rates . its GNP increased by 1.
9 percent in 1986 while other Asian NICs had about 10 percent growth rates. From
the middle of 1985 Singapore started to remedy the problem by cutting costs, raising
flexibility and improving the business environment through tax costs and financial
incentives. Among the new policies were wage restraints, lowering rates of CPF and
SDF contribution rates and payroll taxes, legislating tax cuts, offering cash grants for
export promotion programs for small companies, lowering utility rates, setting up
venture capital incentives and a venture capital funds and founding the small enter-
prises development bureau.”

2) Lim Chong Yah and Associates, Policy Options for the Singapore Economy. McGrawhill Book Co., 1988, p.35.
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Also various incentive schemes for production and exports for the labor intensive,
low value added industries were mostly restored so that those industries were not
discriminated against in favor of high value added industries.

Table 4-4. REERs (using WPI, CPI and ULC)
(trade weights used, 1976—78=100)

Year WPl CPI  ULC) ULCK) ULC(D ULC(HK)
1979 95.7 104.1 917 834 90.1 106.1
1980 90.5 104.7 947 91.2 79.7 1014
1981 89.1 1008 828 1033 719 1084
1982 90.6 9.3 722 925 701 100.2
1983 919 95.1 65.1 929 743 1243
1984 931 945 64.1 972 64.2 1221
1985 96.7 978 625 971 644 1108
1986 121.6 1164 NA NA NA NA

1979~ 1985
annual averge 10 -6.1 360 -164 285 -44
Note : (1) ULC(S)=ULC in Singapore. ULC(K)=ULC in Korea
ULC(T)=ULC in Taiwan, ULC(HK)=ULC in Hong Kong

(2) Higher value signifies real appreciation.
Minus sign singifies real depreciation.
Source : Bela Balassa and John Williamson, Adjusting to Success : Balance of Pay-
ments Policy in the Eaxt Asian NICs, Institute for International Economics,
June, 1987.

5. CONCLUSION

The Korean economy needs substantial depreciation of the won in the near future
to regain its international competitivenes, which has been eroded by the repidly ris-
ing wage rates in recent years, On the other hand, the Korean economy needs to up-
graded its industrial structure: diminishing the importance of low value —added
sectors, expanding high value—added sectors and increasing the quality of its
goods and technology.

Currently the interes gap between Korea and the Furo—currency market is
about 8 to 10 percent while the won depreciates 3 to 4 percent per year. This
induces large inflows of foreign capital.

As the interest rates and capital market are liberalized substantially in 1993
and 1994, much more foreign capital is expected to inflow. This will make the
money supply control very difficult and the won is expected to appreciate in
1994. This rise will dampen export growth and the current account situation and
lead to higher inflation in 1994. Considering the current size of the foreign ex-
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change market—a transaction volume of (.7 billion dollars in the spot mar-
ket—some sort of sterilization scheme may not be enough to absorb large in-
flows of foreign capital. If large amounts of bonds are sold, interest rates will go
up. The crawling peg system seem to be more appropriate than the current
market-average exchange rate system. Under the crawling peg system the gov-
ernment can establish an interest parity situation by adjusting the exchange rate
to the interest rate difference. This will prevent massive foreign capital from
coming in. After the interest rates in the short-term funds are not readily avail-
able as the result of interest rate controls in the short-term money market, for-
eign exchange market participants tend to sell foreign exchange, driving the
value of won higher. This, in turn, fosters stagnation in the export sector and
the entire economy.

Table 4-5. Production, Trade Account, Current Account in Singapore

Manufacturing Net exports
GDP = Trade A/C  of goods and
Year (1985 Prices %) Production Employment  (fob, Mill. services
(1985=100)  (1000persons) US$)  (Mill. S $ 1985

prices)

1976 72 594 2342 ~2224 -1,655
1977 78 64.8 2460 -1.984 -656
1978 86 724 2710 -2.503 -1,119
1979 93 833 2947 -3050 -1,319
1980 102 935 3241 -4,201 -1,495
1981 99 1026 326.1 -6,123 -1,089
1982 6.3 970 3360 -6,762 -2045
1983 79 90 3240 -5,823 -1670
1984 82 1079 3220 -4071 -1431
1985 -18 1000 2938 -2829 ~946
1986 1.9 108.6 290.1 -2,065 349
1987 94 127.5 3189 -2446 1,137
1988 1.1 1509 3526 -2,345 3821
1989 94 1660 3699 -2447 5193
199 82 1823 3832 -5.119 2008

1991 96 1921 NA -4,118 NA

Countries, Various issues, IMF, International Statistics, Various issues.
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