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I. Recent trends and prospects

Economic growth decelerated from 9 per cent in 2000 to 3 per cent in 2001
in the context of a marked slowdown in the world economy (Figure 1). However,
Korea’s first downturn since the 1997 financial crisis was short-lived, thanks to
robust private consumption and a rebound in construction investment, which led
to a recovery beginning in the final quarter of 2001. The strong growth in these two
components was driven by buoyant bank lending, reflecting success in overcoming
credit-crunch conditions through a comprehensive financial-sector restructuring
programme. In addition, supportive macroeconomic policies played an important
role in Korea’s early recovery (see ChapterIl). Economic growth accelerated to
6 per cent (year-on-year) in the first three quarters of 2002, despite weak invest-
ment in machinery and equipment and exports in the early part of the year. How-
ever, by mid-2002, exports had also rebounded, led by the information and
communications technology (ICT) sector.

Korea likely achieved economic growth of about 6 per cent in 2002 — the
highest in the OECD area — despite considerable geopolitical uncertainty, a slump
in world equity markets and a weakening of business confidence throughout the
OECD area. The durability of the current expansion depends on an improvement
in these external factors, as well as on dealing effectively with a number of domes-
tic concerns. Perhaps most important is the surge in real estate prices since
early 2001, which has created the possibility of a bubble that would pose risks of a
future correction with an adverse impact on households and financial institutions.
In addition, a double-digit increase in wages in the context of a fall in unemploy-
ment to below 3 per cent also risks increasing inflationary pressure. Finally, the
large number of financially weak firms indicates that the corporate restructuring
process is not complete and could pose a drag on the pace of economic activity.

A recovery led by private consumption

The upturn in private consumption beginning in 2001 limited the slow-
down in the economy and provided the main impetus of the recovery that started
in the final quarter of the year. As a share of GDP, private consumption reached
the 60 per cent level in 2002 for the first time in twenty years. The rebound in
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Figure 1. Contributions to growth
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private consumption started in the second quarter of 2001, a period when real
wages were falling. However, major structural changes in the financial sector
enabled households to overcome liquidity constraints. Historically, consumer
credit has been relatively undeveloped in Korea, reflecting the emphasis on
investment. Following the crisis, though, financial institutions have become
increasingly aware of the risks of lending to chaebol-affiliated firms, which at the
same time have focused on reducing their debt. This led to intense competition
between banks to increase lending to the higher-profit and lower-risk household sec-
tor. Moreover, rising real estate prices (see below) raised the value of households’
loan collateral, allowing them to borrow more money from banks. Consequently, the
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share of households in total lending by financial institutions jumped from 24 per
cent in 1998 to 34 per cent at the beginning of 2001, and continued to rise to
45 per cent in mid-2002. The preference for households was accompanied by a
rise in total lending by banks, which had previously been limited by their balance-
sheet problems. With the success of the restructuring programme in restoring the
banks’ financial health (see Chapter1V), the growth of total lending accelerated
from 12 per cent (year-on-year) in mid-2001 to 28 per cent a year later (Figure 2).
Bank lending to households grew more than 50 per cent during the first three
quarters of 2002.

A second factor easing liquidity constraints was the expanded use of
credit cards following the introduction of tax advantages in 2000 to encourage their
use (see Chapterll). Indeed, the number of cards issued doubled between 1999
and 2001 and purchases using them quadrupled over the same period to a level
equivalent to a third of private consumption (Table 1). The easing of monetary
policy encouraged consumers to take advantage of the new credit opportunities.
During 2001, the Bank of Korea cut the short-term policy interest rate by
125 basis points to a record low of 4 per cent, thus limiting the interest burden
resulting from higher debt. One consequence of expanded household debt was
a 27 per cent increase between 2000 and 2002 in the number of individuals
defaulting on loans, boosting the total to 2.63 million (8 per cent of the working-
age population).!

Figure 2. Growth of bank lending’
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Table 1. The use of credit cards

Trillion won
1999 2000 2001
Number issued (in millions) 39.0 42.8 89.3
Amount of sales using credit cards 42.5 79.9 175.7
Per cent of private consumption 8.8 15.3 32.2
Amount of cash loans from credit cards 48.3 145.3 267.7
Total amount of credit card use' 96.8 237.3 480.7

1. This is bigger than the sum of sales and cash loans because it includes other items.
Source:  Financial Supervisory Commission.

Positive wealth effects and improved consumer sentiment prompted
increased household outlays in the new financial environment. Share prices in
Korea have been correlated with the growth of private consumption (Figure 3),
suggesting that wealth effects are significant. The stock market (KOSPI price index)
rose 77 per cent between September 2001 and April 2002.2 Share prices are also
correlated with consumer confidence, which rose by 20 per cent between
September 2001 and April 2002 (Panel B), suggesting that share prices also influ-
ence consumption by those who do not own equities.? The surge in real estate
prices (see below) has also had a positive wealth effect. The impact of equity and
real estate prices has been accompanied by large increases in labour income once
the recovery was underway. After rising less than 3 per cent in 2001, real earnings
per hour posted a gain of 9 per cent in the first half of 2002 (see below). Another
factor boosting consumption was the reform of the special consumption tax.*

With private consumption growing 7Y% per cent in inflation-adjusted terms
in the first three quarters of 2002, the decline in the household saving rate
appears to have continued (Figure 4). While national accounts for the household
sector are not available beyond 2000, the saving rate is estimated to have fallen
around 10 per cent in 2002 for the first time since the 1970s. This may be part of
the long-term downward trend from the peak of 25 per cent in 1991, which may
reflect demographic trends and the introduction of a public pension system (Kim
and Lim, 2002). The downward trend in the saving rate was briefly interrupted by
the financial crisis, which prompted households to boost precautionary savings.

The wider use of consumer credit has led to a sharp rise in household
debt during the past few years (Figure 5). Household debt as a share of dispos-
able income grew steadily from 1980 onwards, facilitated by the development of
financial markets. Then, following a decline in the wake of the crisis, the ratio
jumped from 86 per cent in 1998 to around 110 per cent in 2001. Such a level
would put Korea above the average in the major industrialised countries (Table 2).
Moreover, the pace of the increase — 24 percentage points over three years — is
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Figure 3. Share prices and private consumption
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Figure 4. The household saving rate
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Figure 5. Household financial assets and liabilities
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Source: Bank of Korea.
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Table 2. International comparison of household wealth and indebtedness
Per cent of disposable income in 2001

Financial assets Liabilities Net financial wealth
Canada 348.2 111.7 236.5
France 3479 76.1 271.9
Germany 270.5 112.0 158.6
Italy 291.6 35.9 255.7
Japan 474.7 133.2 341.5
United Kingdom 412.3 118.9 2933
United States 438.3 108.8 329.5
Average 369.1 99.5 269.6
Korea' 244.1 110.8 133.4

1. Disposable income is estimated by the OECD. See the notes to Figure 5.
Source:  OECD and Bank of Korea.

probably not sustainable. In terms of the accumulation of financial assets by
households, Korea is far behind the major OECD countries, so that the ratio of net
financial assets to disposable income, at 133 per cent in 2001, is about half of the
average of the G-7 countries. Net financial assets fell even in absolute terms in the
first half of 2002 for the first time since the 1980s. These trends indicate that a
large portion of the rise in financial debt is being used for consumption or the pur-
chase of non-financial assets, particularly housing.

The recovery in construction investment and rising real estate prices

After declining by nearly a quarter in real terms after 1997, construction
investment rebounded with growth of around 6 per cent in 2001 and the first half
of 2002 (Table 3). The turnaround was primarily due to residential construction, which
has recovered from a deep decline after the 1997 crisis. Indeed, the number of houses
completed fell by half in 1998, while housing prices declined by 12 per cent (Figure 6).
The resulting financial distress in the construction industry led to a large number of
bankruptcies and a contraction of employment. To stabilise the housing sector, the
government boosted financial support, revised tax laws and eased regulations. Finan-
cial support through the National Housing Fund was almost doubled from 10 trillion
won in 1998 to 19 trillion won (3.5 per cent of GDP) in 2001, while its interest rates were
cut. Acquisition, registration and capital gains taxes were lowered, and homes pur-
chased before June 2003 were exempted from the capital gains tax. In addition, the
“Excess Land Capital Gains Tax Act” and the “Land Ownership Limit Act”, which were
introduced to restrain the surge in land prices during the late 1980s, were abolished.
Finally, the “parcelling” system to allocate new houses was reformed.

These measures, combined with the easing of monetary policy, signifi-
cantly boosted demand for housing. The number of houses built rose by 22 per
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Table 3. Economic growth
Percentage change from year earlier

| 2002 2002
1991-97 1998 1999 2000 2001 First half' Third quarter

Private consumption 6.4 -11.7 11.0 7.9 4.2 8.0 6.1
Government consumption 3.7 -0.4 1.3 0.1 0.2 5.2 2.4
Gross fixed capital formation 5.3 -21.2 3.7 11.4 -1.7 6.0 0.9
Construction 4.7 -10.1 -10.3 —4.1 5.8 6.7 -3.8
Machinery and equipment 6.3 -38.8 36.3 35.3 -9.8 5.2 7.7
Final domestic demand 5.7 -14.0 7.6 8.2 2.0 7.1 4.1
Stockbuilding? -0.1 -5.5 5.4 -0.2 0.0 0.2 -0.1
Total domestic demand 5.4 -19.8 14.7 8.1 2.0 73 4.2
Exports 14.7 14.1 15.8 20.5 1.0 6.8 18.3
Imports 11.2 =22.1 28.8 20.0 -2.8 12.5 20.1
Foreign balance? 0.5 12.5 -1.0 3.1 1.5 -0.7 2.5
Gross domestic product 6.4 -6.7 10.9 9.3 3.0 6.1 5.8

1. Preliminary.
2. Contribution to growth.
Source:  Bank of Korea.

cent in 2001, and by another 26 per cent in 2002 (Figure 6). The growth of housing
investment accelerated to 13 per cent in 2001 and further to 28 per cent in the first
half of 2002.° However, these measures initially had a larger impact on demand
than supply, perhaps reflecting the downsizing of the construction sector. Conse-
quently, there has been a rebound in housing prices that goes well beyond a cor-
rection of the post-crisis decline. Since the beginning of 2001, housing prices and
rents have risen by almost a third (Panel B). In contrast to the late 1980s, the
recent episode has been concentrated in apartments, particularly in the capital
region. The largest increases have been in the Kangnam area of Seoul, where
apartment prices have risen 65 per cent since early 2001 compared to the nation-
wide average of 40 per cent.

To limit the sharp rise in real estate prices, the government has intro-
duced numerous policy packages since December 2001 aimed primarily at pre-
venting speculation and increasing the supply of housing (see ChapterV). To
exclude speculators, the authorities have launched investigations into the origin
of funds invested in housing and conducted tax audits. Moreover, re-sale of par-
celling rights has been restricted, and the limits on applying a second time for
houses have been tightened. The government also announced a plan to build
5 million homes during the next ten years. However, given that more than half
a million homes were completed in 2001 and 2002, this objective can be met with-
out any acceleration of housing construction. The upward trend in real estate
prices moderated in the final quarter of 2002, although this may reflect seasonal
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Figure 6. Developments in the real estate market
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influences. Housing prices generally rise in the first and third quarters of the year
— the periods when Korean families are most likely to move. Thus, the extent to
which the government’s measures are effective will be more apparent by the end
of the first quarter of 2003.

Weak machinery and equipment investment and sluggish exports

The strength of private consumption and construction investment
accounted for all of the growth in 2001 and 70 per cent in the first three quarters
of 2002 (Figure 1). In contrast, the leading sectors in most previous expansions —
exports and investment in machinery and equipment — were sluggish through the
first half of 2002 (Table 3).

Investment in machinery and equipment

Investment in machinery and equipment has been weak since the down-
turn began in the final quarter of 2000. Such investment” fell almost 10 per cent
in 2001, reflecting the economic slowdown and weak profitability of the business
sector (Table 4). Corporate earnings declined despite progress in improving their
balance sheets. In the manufacturing sector, the debt to equity ratio has fallen by
more than half since the crisis to less than 200 per cent. Moreover, the average
interest rate has declined significantly since 1998. Consequently, the ratio of finan-
cial expenses to sales decreased to a record low of 4.2 per cent in 2001. However,
this was more than offset by a reduction in operating profits, leaving the ordinary

Table 4. Performance indicators for the manufacturing sector

Per cent
2002
1997 1998 1999 2000 2001 First half
Financial indicators
Debt-equity ratio 396.3 303.0 214.7 210.6 182.2 135.6
Total borrowings-assets ratio 54.2 50.8 42.8 41.2 39.8 33.1
Current ratio' 91.8 89.8 92.0 83.2 97.9 107.9
Asset turnover ratio 0.90 0.82 0.82 0.96 0.98 1.01
Profitability indicators
Operating profit-sales ratio 8.3 6.1 6.6 7.4 5.5 7.8
Labour cost-sales ratio 11.4 9.8 9.8 9.7 10.0 10.0
Ordinary profit-sales ratio -0.3 -1.8 1.7 1.3 0.4 73
Financial expense-sales ratio 6.4 9.0 6.9 4.7 4.2 3.0
Average interest rate 10.6 13.5 11.5 10.5 9.4 8.2
Interest coverage ratio? 1.29 0.68 0.96 1.57 1.33 2.57

1. The ratio of liquid assets to short-term liabilities.
2. The ratio of operating profits to interest expenses.
Source:  Bank of Korea.
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Figure 7. Business sentiment
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profit to sales ratio near zero. This pushed down the “interest coverage ratio”,
which compares a firm’'s operating profits to its debt service obligations on a flow
basis, following two years of improvement. In addition to the decline in internal
funds, opportunities for external finance in 2001 were limited by credit crunch con-
ditions in the banking sector and the corporate bond market (see 2001 Survey).

Investment in machinery and equipment has rebounded with growth of
5 per cent in the first half of 2002, boosted by the economic recovery and the
improvement in profitability. Indeed, operating profits rose to nearly 8 per cent of
sales in that period, leaving firms flush with cash: the ratio of liquid assets to
short-term liabilities has rebounded strongly since 2000 (Table 4). Nevertheless,
the level of investment in machinery and equipment remains below that in 2000
and its prospects are uncertain. Firms are reluctant to invest their abundant funds
given the current world economic outlook. Business sentiment has plummeted
since its peak in April 2002 (Figure 7). In addition, the relatively low rate of capac-
ity utilisation — 2 percentage points below the 78 per cent recorded in 2000 — is
damping investment. Nevertheless, there has been a recovery in machinery
orders, which increased 21 per cent year-on-year in the third quarter of 2002.

Another reason for weak business investment is the still large number of
financially weak firms, as measured by the interest coverage ratio. In the manufac-
turing sector, the proportion of firms with a ratio below one increased from 32 per
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cent during the first nine months of 2001 to 34 per cent during the same period
of 2002 (Table 5). Moreover, the share with negative ratios rose from 18 to 23 per
cent over that period. Among externally-audited enterprises, 2 364 — 28 per cent of
the total — had ratios of less than one in 2001 (Panel B). Of these firms, 35 were in
workout programmes and 25 were in court-mandated bankruptcy procedures.
However, the remainder were not formally recognised as having serious financial
problems. The combined debt of the companies with a ratio of below one
amounted to 28 per cent of GDP. While a low ratio can reflect temporary liquidity

Table 5. Financial distress in the corporate sector

A. Interest coverage ratio' of manufacturing firms

Share of firms with a ratio of:

Total below

Below 0% 0 to 50% 50 to 100% 100% 100 to 150% 150 to 200% Over 200%
20012 17.7 6.3 8.3 32.3 9.9 6.6 48.3
20022 22.8 5.1 6.4 34.3 6.9 5.3 49.1

B. Firms with interest coverage ratios' below one in 2001

1. Number of firms

Years below one 2001 only 2001-2000 2001-1999 2001-1998 Total in 2001
Total number 1265 649 228 222 2364
Per cent? 15.0 7.7 2.7 2.6 28.0
Normal firms 1195 593 193 158 2139
In workout programmes 15 1 7 12 35
In composition 5 3 1 1 10
In reorganisation 4 6 1 4 15
Other* 46 46 26 47 165

2. Total debt

Years below one 2001 only 2001-2000 2001-1999 2001-1998 Total
Total debt (trillion won) 73.3 41.0 24.7 15.2 154.3
Per cent of GDP 13.5 7.5 4.5 2.8 28.3
Normal firms 51.9 36.6 12.7 5.9 107.1
In workout programmes 17.4 0.3 10.6 5.4 33.7
In composition 1.9 0.2 0.0 0.9 3.0
In reorganisation 0.2 1.3 0.2 0.6 2.2
Other* 2.1 2.6 1.1 2.5 8.3

1. The ratio of operating profits to interest expenses.

2. For the January to September period.

3. Per cent of the 8 440 firms that are externally audited.

4. The other category includes companies, usually small in size, that defaulted on their loans but did not enter into
any formal bankruptcy procedure.

Source:  Bank of Korea for Panel A. Won-Hyuk Lim (2002) for Panel B.
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problems that do not threaten a firm’s viability, 450 firms in 2001 had recorded an
interest coverage ratio of below one for at least three consecutive years. Not sur-
prisingly, having a low ratio over an extended period has been found to be a good
predictor of company failure (Won-Hyuk Lim, 2001). The number of financially
weak firms indicates that there is a significant amount of corporate restructuring
still to come.

Exports and the external balance

The growth of Korea's exports of goods and services slowed to 1 per cent
in volume terms in 2001, the smallest rise since the 1980s. But a gain in competi-
tiveness in the latter part of 2000 (Figure 8) helped Korea to gain export market
share in the face of stagnant world trade. Competitiveness gains, though, evapo-
rated in the course of 2001, and by mid-2002, relative unit labour costs in the man-
ufacturing sector had returned to their level of mid-2000. However, the pick-up in
growth in export markets to around 4 per cent in 2002 fuelled a modest export
recovery in the first half of the year (Table 3). A sharper upturn began in the third
quarter of 2002, with exports up 18 per cent (year-on-year) in volume terms. The
strong recovery was based on demand from China and Southeast Asia, offsetting
sluggish shipments to the OECD area. In terms of product composition, the export
rebound was driven by ICT products, such as portable phones (Box 1).

Figure 8. Competitiveness indicators’
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Box 1. The information and communications technology sector

The volatile information and communications technology sector (ICT)" has
been a key factor driving Korea's business cycle since the crisis. This sector
accounted for a third of the rise in industrial output during the strong upturn
recorded in 1999 and 2000. However, the plunge in ICT production between mid-
2000 and mid-2001 was a major cause of the economic slowdown recorded in 2001
(Figure 9). The rebound in the ICT sector fuelled the economic recovery that
began in the final quarter of 2001. Indeed, ICT production has been rising at a
double-digit rate in volume terms since May 2002.

Developments in the ICT sector reflect the large fluctuations in external
demand, resulting in even wider oscillations in export growth than in output
(Panel B). The swings in exports are partly a result of volatile prices (Panel C).
Indeed, the unit value of ICT exports fell sharply until mid-2002 before beginning
a recovery. The rebound in ICT exports in 2002 has been driven by semiconduc-
tors and telecommunication products, both of which increased more than 30 per
cent (year-on-year) in volume terms in the first eight months of the year (Table 6).

The ICT sector accounts for a third of total exports (Panel D), giving them
approximately a 12 per cent share of GDP. The volatility of this sector raises
uncertainty in projecting the future direction of the Korean economy, presenting
challenges to policymakers. In sum, though, Korea’s success on the manufacturing
aspects of the ICT sector has been a positive development for economic growth.
In the longer term, however, the key to sustaining high growth will be the diffusion
of ICT in the business sector to raise productivity and reduce transaction costs.
This will depend, in turn, on the availability of the necessary skills and the cre-
ation of an appropriate regulatory environment.

* Manufacturing industries in this sector include telecommunications, information (includ-
ing computers) and broadcasting equipment, as well as electronic components including
semiconductors.

Despite weak export growth prior to mid-2002 and a significant fall in the
terms of trade, the current account balance has remained comfortably in surplus
(Table 6). The decline in import volumes in 2001 resulted in a surplus of around
2 per cent of GDP. In 2002, Korea recorded its fifth consecutive current account
surplus, although it narrowed to around 1 per cent of GDP as imports rebounded
strongly. Moreover, the service deficit more than doubled, primarily owing to a
sharp increase in overseas travel. This was partially offset by the falling deficit on
investment income, reflecting the fact that Korea has become a net creditor coun-
try, with net external assets of $52 billion (11 per cent of GDP) in November 2002
(Figure 10).
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Figure 9. Developments in the information and communications technology sector
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Table 6. The balance of payments

1998 1999 2000 2001 2002'
A. Current account (USS billions)
Merchandise trade
Exports 132.1 145.2 175.9 151.4 157.0
Imports 90.5 116.8 159.1 138.0 142.8
Balance 41.6 28.4 16.9 13.4 14.2
Non-factor services
Exports 25.6 26.5 30.5 29.6 28.1
Imports 24.5 27.2 33.4 33.1 35.4
Balance 1.0 -0.7 -29 -3.5 -7.3
Investment income
Credit 2.7 3.2 6.4 7.0 5.8
Debit 8.3 8.4 8.8 7.9 6.5
Balance -5.6 5.2 -2.4 -0.9 -0.7
Transfers, net
Public -0.4 -0.3 —0.4 -0.2 -0.3
Private 3.8 2.2 1.1 -0.1 -1.0
Current account 40.4 24.5 12.2 8.6 5.5
As per cent of GDP 12.7 6.0 2.7 2.0 1.2
B. Trade volume 2000 share 1999 2000 2001 2002
(percentage change) Jan.-Aug.
Total exports 100.0 12.0 20.6 0.7 9.0
Light industry® 17.6 -4.8 -1.2 -5.5 -1.4
Heavy industry? 74.1 22.4 31.6 24 15.0
Passenger cars 6.4 14.4 14.0 -3.0 6.9
Electronic products 36.0 60.0 51.7 -0.1 24.9
— Semiconductors 12.4 28.5 83.2 18.6 31.4
— Telecommunications 16.3 779 61.0 10.2 32.9
Total imports 100.0 29.0 19.0 -2.3 11.8
Consumer goods 10.0 22.4 14.4 8.9 22.2
Industrial materials and fuels 49.2 23.6 6.2 -0.4 30.0
Capital goods 40.8 41.4 43.5 -8.2 12.4
C. Capital and financial account 2002
(USS billions) 1998 1999 2000 2001 First half
Foreign direct investment 0.7 5.1 43 0.6 -0.7
Inward 5.4 9.3 9.3 3.2 0.8
Outward 4.7 4.2 5.0 2.6 1.5
Portfolio investment -1.9 8.7 12.0 6.3 -5.3
Inward -0.3 7.0 12.0 11.5 -3.4
Outward 1.6 -1.7 0.0 5.2 1.9
Other investment -2.2 -11.4 -3.6 -10.0 7.0
Inward -8.9 -8.8 -1.3 -17.4 6.0
Outward -6.7 2.6 2.3 -7.4 -1.0
Capital account 0.2 -0.4 -0.6 -0.4 -0.3
Total -3.2 2.0 12.1 -3.6 0.7
Per cent of GDP -1.0 0.5 2.6 -0.9 0.3

1. January to September at an annual rate.

2. Year-on-year growth rate.

3. Lightindustry includes textiles, apparel and rubber products. Heavy industry includes all other manufactured prod-
ucts, except food.

Source:  Bank of Korea.
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Figure 10. Korea’s net asset position and foreign exchange reserves
US$ billions at end-year

A. Foreign assets and liabilities
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B. Foreign exchange reserves and short-term foreign debt
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1. End-November.

2. Useable reserves only; i.e. excludes illiquid deposits at offshore Korean banks.

3. End-December for foreign exchange reserves and end-November for short-term foreign debt.
Source: Bank of Korea.
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Korea experienced a deficit on the capital and financial account in 2001
for the first time since 1998 (Table 6), despite continued portfolio inflows that con-
tributed to the rise in the stock market. This investment has raised the foreign
share to 37 per cent of market capitalisation. However, there was a slowdown in
foreign direct investment and a large negative figure in the category of “other
investment”, which was caused by sizeable repayments of foreign loans by Korean
banks and enterprises. Nevertheless, the deficit on the capital and financial
account was less than half the current account surplus, leading to a further rise in
Korea's foreign exchange reserves. Useable reserves, which fell to under
S10 billion at the time of the crisis, reached $121.4 billion at the end of 2002
(Figure 10, Panel B), the second highest in the OECD area. At present, they are
more than double Korea’s short-term debt.

The labour market and inflation trends

Employment increased 3 per cent in the first half of 2002, despite contin-
ued declines in the number of workers in the manufacturing and agricultural sec-
tors (Table 7). These were more than offset by strong gains in services and
construction, reflecting the buoyant growth of private consumption and housing
investment. The rebound in construction also boosted the number of daily work-
ers by 11 per cent, contributing to a further decline in the proportion of employ-
ees who are regular workers (see ChapterIV). Rapid employment growth
encouraged greater labour force participation, which recovered to its pre-crisis
level of 62.2 per cent by the spring of 2002. Moreover, the employment to working-
age population ratio also reached its 1997 level. Despite the upward trend in par-
ticipation, the unemployment rate fell to below 3 per cent in mid-2002, its lowest
level since the crisis (Figure 11). Wage growth accelerated from 5.6 per cent
in 2001 to 10 per cent in the first half of 2002 (Panel B). Productivity also
rebounded with the economic recovery in the first half of 2002. However, it failed
to match the pick-up in real wages per hour — from 2.6 per cent in 2001 to 9 per
cent in the first half of 2002 — suggesting sharp increases in unit labour costs.

The government’s commitment to introduce a five-day workweek creates
more uncertainty about future wage developments. A reduction in working hours
from 44 to 40 would imply a 10 per cent jump in hourly wages if labour compensa-
tion were to remain unchanged, as the unions demand, and the increase could be
more than 14 per cent according to the Federation of Korean Industries (2002).
After two years of discussion, the Tripartite Commission, consisting of labour, man-
agement and government, failed to reach an agreement. Nevertheless, the gov-
ernment introduced a bill in the National Assembly in the fall of 2002 to phase in
the five-day workweek gradually between 2003 and 2010 beginning with the larg-
est firms, while reducing the number of public holidays and making other adjust-
ment to working time.? The government plan would have limited the upward
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Table 7. Labour market developments
Percentage changes from previous year

Share in 2002
5000 1991-97 1998 1999 2000 2000 | el
A. Employment 2.0 53 1.4 3.8 1.4 3.1
By sector
Agriculture 10.9 -4.9 4.0 -5.3 -2.6 -4.2 =2.1
Construction 7.5 6.5 -21.3 -6.5 7.2 -0.4 11.6
Manufacturing and mining ~ 20.2 -0.8 -13.0 2.8 5.9 -1.0 -0.7
Services 61.5 5.4 -1.6 3.4 4.0 3.4 4.2
By type of employment
Self-employed 28.5 2.2 -3.4 1.1 2.7 2.8 3.5
Family workers 9.1 -1.2 6.8 -5.4 0.1 -3.3 -3.0
Employees 62.4 25 -7.8 2.7 5.0 1.5 3.8
Regular 29.7 2.1 -9.7 -6.3 3.3 4.0 1.4
Temporary 21.4 4.1 -4.4 4.6 7.8 2.0 3.8
Daily 11.3 0.5 -8.3 31.9 3.9 -5.9 11.0
B. Participation and unemployment
Population 15 years and over 1.7 1.5 1.1 1.0 1.0 1.0
Labour force 2.1 -1.0 0.8 1.5 1.1 2.2
Total participation rate' 61.5 60.7 60.5 60.7 60.8 61.0
Men' 75.9 75.2 74.4 74.0 73.6 73.8
Women' 48.0 47.0 47.4 48.3 48.8 49.0
Employment to
working-age population 63.0 59.5 59.7 61.6 62.1 633
Unemployment rate 2.4 6.8 6.3 4.1 3.7 3.3
C. Wages
Total economy
Earnings’ 11.0 -2.5 12.0 8.1 5.6 10.0
Hours worked -0.4 -1.9 4.5 -0.9 -1.1 -1.8
Earnings per hour 11.5 -0.6 7.3 9.0 6.8 12.0
Real earnings per hour? 4.3 -7.6 6.4 6.6 2.6 8.9
Unit labour costs* 5.9 0.7 -5.6 -0.2 4.4 7.0
Manufacturing sector
Earnings 11.8 =3.1 14.7 8.6 6.3 9.0
Unit labour costs 1.7 -10.1 -9.6 0.2 4.4

1. As per cent of population over the age of 15.

2. Firms in the non-agricultural sector employing more than ten workers. The Ministry of Labour began to survey firms
with more than five workers in January 1999. This survey reported earning increases of 8.0 per cent in 2000, 5.1 per
cent in 2001 and 9.7 per cent in the first half of 2002.

3. Deflated by the consumer price index.

4. OECD projection for the first half of 2002.

Source:  Bank of Korea, Korea National Statistical Office and Ministry of Labour.

impact on wages to 2.7 per cent. Moreover, some companies, including financial
institutions, have already introduced the five-day workweek as a result of collec-
tive bargaining. The National Assembly recently decided to shelve the proposed
legislation, which is strongly opposed by both management and labour. Neverthe-
less, shorter working hours will be a major objective of workers in firm-level wage
bargaining.
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Figure 11. Labour market trends

A. The unemployment rate
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1. Firms in the non-agricultural sector employing more than ten workers.
2. The first half of 2002.
Source: Ministry of Labour.
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Core inflation is currently stable at around 3 per cent despite develop-
ments in the labour market (Figure 12). During 2001, inflation — both headline and
core — had accelerated, reflecting the depreciation of the won by 8 per cent in
trade-weighted terms and the lagged direct and indirect impacts of higher oil
prices. Other factors included the pick-up in housing rents, higher food prices and
a 7.5 per cent rise in public service charges.

Inflation has moderated and stabilised during the course of 2002. Core
inflation increased 3 per cent (year-on-year) in 2002, with the headline measure
slightly lower due to weaker oil prices. The exchange rate was again a factor, as the
6 per cent appreciation in trade-weighted terms between April and July damped
inflation. Past experience suggests that an increase of this magnitude would
reduce consumer price inflation by 4 percentage point, with most of the impact
occurring within six months. A second factor stabilising inflation in 2002 has been a
fall in public service charges, which have a 15 per cent share of the consumer
price index, after two years of 7 per cent increases. This factor has also reduced
inflation by about 0.2 percentage point, in contrast to 2001, when it boosted
inflation by | percentage point. In sum, without the impact of an appreciating cur-
rency and falling public sector prices, inflation would have been significantly
higher. However, the stabilising influence of these two factors has been diminishing

Figure 12. Consumer price trends
Year-on-year percentage changes'
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1. Three-month moving average.
2. Excludes energy and agricultural products (apart from grains).
Source: Korea National Statistical Office.
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in the second half of 2002. Finally, the significant rise noted above in unit labour
costs in 2001 and 2002 will add to inflationary pressure.

Another uncertainty about inflation prospects stems from rising housing
prices. The real estate market influences consumer prices directly through
changes in housing costs, which have a 13 per cent weight in the index. The chonsei
system’ of house rental accounts for about 70 per cent of this category, with the
less widely used system of monthly rent accounting for most of the remainder. If
the consumer price index incorporated the 16 per cent rise in chonsei rents
reported by Kookmin Bank in 2002 (Figure 6), this would have added
12 percentage points to the rate of inflation. However, the increase in the chonsei
rent reported in the price index was relatively small at 6 per cent.'® Nevertheless,
it accounted for a quarter of the 2.7 per cent rise in the overall consumer price
index in 2002.'" Real estate prices also influence inflation through production
costs, demand pressure and inflation expectations. With housing prices having
increased by a third, there is pressure from workers for higher wages that would
enable them to finance housing expenses. The rise in labour costs, in turn, would
boost production costs and inflationary expectations. At the same time, increased
wealth and stronger balance sheets tend to stimulate consumption and invest-
ment. The rapid real estate price increases in the latter part of the 1980s ended
with a sharp acceleration of wages and inflation. However, following a number of
measures taken by the government, real estate prices stabilised in the final quar-
ter of 2002 in the context of some moderation in domestic demand.

Economic prospects

Outlook for 2003 and 2004

The strength of domestic demand, which expanded by an estimated
6% per cent in 2002, has led the economic recovery in Korea. However, the leading
sectors — private consumption and construction investment — are likely to be less
buoyant in 2003 and beyond. The strong growth of private consumption has been
fuelled by an easy credit environment that has eased liquidity constraints, result-
ing in an estimated decline in the household saving rate to a single-digit level.
The increased reliance on borrowing has sharply boosted financial liabilities rela-
tive to disposable income, resulting in a decline in households’' net financial
assets. In addition, the Financial Supervisory Service introduced regulatory
changes in November 2002 that will tend to discourage the growth of lending to
households.'? Already in the third quarter of 2002, a substantial slowing of private
consumption was recorded (Table 3) and this is likely to continue. As a result, pri-
vate consumption growth is likely to lag somewhat behind economic growth
in 2003 and 2004 rather than leading it as in 2001 and 2002, thus allowing some
recovery in the saving rate and in the net financial wealth of households. Moreover,
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the decline in share prices — 30 per cent since April 2002 — will have a negative
wealth effect and weaken consumer sentiment. Indeed, household confidence has
already fallen by 14 per cent from its peak in the first half of 2002 (Figure 3). The
extent of the fall in share prices, despite the strong economic recovery, reflects
the sensitivity of the Korean stock market to foreign investors. Moreover, the small
role of domestic pension funds and other institutional investors in the stock mar-
ket contributes to its volatility.

Construction investment is also unlikely to maintain its current high rate
of growth. Indeed, there was a decline in the third quarter of 2002, when it fell
nearly 4 per cent, perhaps reflecting the impact of the packages of measures intro-
duced during the past year to calm the housing market. Consequently, construc-
tion investment is likely to moderate in 2003.

With the growth in the leading components of domestic demand moderat-
ing, sustaining the expansion through 2004 at its current pace is likely to depend
on a rebound in export growth, which in turn would stimulate investment in
machinery and equipment. The marked pick-up in exports in the third quarter
of 2002 was a positive sign in this regard. This upturn should be sustained by the
growth in Korea’s export markets, which is projected to accelerate from 3% per
cent in 2002 to around 9 per cent in 2003 and 2004.'* This would push export
growth up to double-digit levels and have a positive impact on investment in
machinery and equipment, while maintaining a current account surplus of about
1 per cent of GDP. If strong export demand does materialise, economic growth of
between 5% and 6 per cent is projected in 2003 and 2004 (Table 8). This outlook is
based on the following assumptions, which were built into the OECD Economic
Outlook of December 2002:

— The exchange rate stabilises at its November 2002 level of 1 219 won
per dollar and 10 won per yen.'*

— Oil prices rise from $23.9 in 2002 to $25.8 per barrel in 2003 before fall-
ing to $24.8 in 2004.

— The short-term interest rate (91-day CD rate) rises from slightly under
5 per cent to 5% per cent by early 2004, while the long-term government
bond yield rises from 6 per cent to 7% per cent.

— Fiscal policy aims at keeping the consolidated government budget —
excluding the surplus on social security and the costs of financial
restructuring — in balance.

Inflation is projected to pick up from its current pace of around 3 per cent
to 3% per cent in 2003, the top of the new medium-term target zone of 2.5 to
3.5 per cent, despite the expected moderation of domestic demand. One factor is
rising unit labour costs, which increased 4% per cent in 2001 and an estimated
7 per cent in the first half of 2002, in the context of an unemployment rate below
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Table 8. Short-term prospects'
Percentage change in constant 1995 prices

Share
of GDP 2000 2001 2002 2003 2004
in 2000°
Demand and output
Private consumption 57.3 7.9 4.2 73 4.5 4.2
Government consumption 10.2 0.1 0.2 3.5 2.0 2.0
Gross fixed capital formation 28.7 11.4 -1.9 6.5 5.9 6.9
Machinery and equipment 12.8 35.3 -9.8 5.5 7.9 6.3
Construction 15.8 —4.1 5.8 7.3 4.3 6.4
Final domestic demand 96.2 8.2 2.0 6.7 4.7 4.6
Stockbuilding? 0.0 -0.2 0.0 0.0 0.0 0.0
Total domestic demand 96.2 8.1 2.0 6.8 4.7 4.7
Exports of goods and services 45.0 20.5 1.0 8.7 11.0 10.2
Imports of goods and services 42.2 20.0 -2.8 12.0 10.9 10.0
Foreign balance? 2.8 3.1 1.5 0.3 1.8 1.8
GDP 100.0 9.3 3.0 6.1 5.8 5.7
Prices
GDP deflator -1.1 1.4 2.1 2.4 2.7
Private consumption deflator 2.2 4.0 2.8 3.6 3.4
Consumer price index 2.3 4.1 2.7 3.5 3.3
Labour market
Employment growth 3.8 1.4 2.6 1.6 1.6
Participation rate* 60.7 60.8 61.3 61.8 61.9
Average wage 5.1 5.5 9.0 73 7.5
Unemployment rate 4.1 3.7 2.9 2.8 2.7
Balance of payments
Current account (USS$ billions) 12.2 8.6 5.0 5.4 7.4
As a percentage of GDP 2.7 2.0 1.1 1.0 1.3

1. These projections are identical to those presented in OECD, Economic Outlook 72 (December 2002).

2. Contribution to GDP growth.

3. The components shown below do not sum to 100 per cent due to a statistical discrepancy equivalent to 1.1 per cent
of GDP.

4. Labour force as a share of population age 15 and over.

Source: OECD.

3 per cent. While employment gains are likely to moderate, given the anticipated
cooling of the construction sector, the average annual unemployment rate is likely
to remain slightly under 3 per cent through 2004. The higher projected price of oil
in 2003 will also have some impact. In addition, two special factors, falling public
service charges and the appreciation of the currency, which damped inflation
in 2002, are not expected to continue in 2003. Finally, the run-up in real estate prices
through the third quarter of 2002 has boosted production costs, demand pressures
and inflationary expectations. Inflation could accelerate more than projected if the
measures implemented to stabilise housing prices prove to be ineffective.
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The most obvious risk to this projection, which is based on an expansion
sustained by external demand, is a delayed recovery in the world economy. If
export market growth fails to accelerate in 2003 as projected, the Korean economy
is likely to slow significantly. On the other hand, some positive signs in the ICT
sector suggest that a strong rebound in that market could lead to faster than
expected growth. There are a number of uncertainties as well on the domestic
side that could limit the pace and durability of the expansion. Perhaps most
important is the sharp rise in real estate prices. If the tax and regulatory measures
implemented by the government fail to slow the upward trend of housing prices, a
monetary policy response, which would slow economic activity, may be necessary
to meet the medium-term inflation target. The behaviour of households in the
new financial environment is another uncertainty. While the projection is based on
a modest recovery in the saving rate and a stabilisation of net financial assets rela-
tive to income, consumers may become more cautious in the uncertain period
ahead and reduce consumption by more than anticipated. Finally, the fact that
more than a quarter of major firms have interest coverage ratios below one sug-
gests that further corporate restructuring is needed, which could have temporary
adverse impacts on the labour market and on confidence. However, the strong
financial position of the banks lessens the risks associated with such restructuring
(see Chapter1V).

Medium-term growth perspective

Korea’s economy has grown at an average rate of 7 per cent since 1998. It
is doubtful, though, whether this pace can be sustained over the medium term.
The rate of growth will depend on the size and quality of the labour force, the
pace of capital accumulation and gains in total factor productivity, which are
driven by such factors as technological progress and better resource allocation.
Given the major structural changes that have taken place recently in Korea, it is par-
ticularly difficult to estimate the contributions to growth based on past experience.

Given the slower expansion of the working-age population, employment
growth, which contributed more than 1 percentage point of growth in the 1990s, is
likely to decelerate in the current decade, even assuming a rise in labour force
participation rates (Table 9). However, the continued improvement in the average
educational attainment of the labour force will continue to make an important con-
tribution to growth. Capital accumulation is also likely to slow, as the recent
decline in the saving rate reduces the still high share of investment in GDP. Based
on the assumption that the wide-ranging reform programme to create a more mar-
ket-oriented system should translate into greater productivity growth, the poten-
tial growth rate is estimated to be around 5% per cent over the period 2003
to 2007 (Hahn et al., 2002). However, if economic reforms do not continue and
total factor productivity growth maintains its pace of 1% per cent per year
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Table 9. Korea’s potential growth rate

Contribution
Potential
growth rate

Period Total factor

| . . .
Employment Human capital Physical capital productivity

A. Quality of Korea’s economic system is improved through structural reform and expanding
international openness

1991-1995 6.8 1.3 0.6 4.0 0.8
1996-2000 5.7 1.0 0.6 2.4 1.6
2003-2007 5.2 0.6 0.7 2.0 2.0
2008-2012 4.8 0.2 0.6 2.0 2.0
2003-2012 5.0 0.4 0.6 2.0 2.0

B. Quality of Korea’s economic system and international openness remains at the current level

1991-1995 6.8 1.3 0.6 4.0 0.8
1996-2000 5.7 1.0 0.6 2.4 1.6
2003-2007 4.6 0.6 0.7 1.9 1.5
2008-2012 4.2 0.2 0.6 1.9 1.5
2003-2012 4.4 0.4 0.6 1.9 1.5

1. Assumes that the labour force participation rate (15 to 65 years old) for men rises from 73.9 per cent in 2002 to
74.5 per cent in 2012, while increasing from 51.4 to 53.0 per cent for women over the same period.
Source:  Chin Hee Hahn et al. (2002).

recorded in the second half of the 1990s, the potential growth rate would decline
further to 4.6 per cent in the context of the slowdown in inputs of labour and capi-
tal. Of course, there is a wide range of uncertainty attached to such estimates.
According to one researcher, Korea's potential growth rate in the 2000 to 2002
period was estimated at between 5.1 and 6.7 per cent using different methods
(Choi, 2002). Although there is a wide margin of error attached to such estimates, it
is clear that, given the likely slowdown in input growth, the future growth rate of
the Korean economy will depend heavily on improvements in total factor produc-
tivity. Realising higher productivity growth will be facilitated by appropriate mac-
roeconomic policies (see Chapter II), including measures to improve the public
expenditure management system (see Chapter Ill). In addition, it is important to
follow through on the structural reform programme introduced in the wake of the
crisis, while taking steps to strengthen competition both domestically and from
abroad (see Chapter IV). Finally, measures to improve the policy frameworks for
education, R&ED and venture businesses will tend to boost potential growth.
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Notes

. According to the Korea Federation of Banks, the problem is concentrated among

credit cards, where the overdue ratio was 7.4 per cent. In contrast, the ratio for bank
loans was only 1 per cent.

According to one estimate, a 10 per cent rise in share prices results in a 0.6 per cent
increase in private consumption within three to six months (Kim and Moon, 2001).

A recent study (Shim, 2001) concludes that the close correlation between share prices
and consumption since the crisis reflects the improved ability of share prices to signal
the future income stream of consumers.

The rates on cars, air conditioners and jewellery were cut, while home electronic prod-
ucts were exempted. The rationale for this tax is to promote energy conservation and
curb conspicuous consumption.

The Ministry of Construction and Transportation has developed the “parcelling” sys-
tem to allocate newly constructed houses. When a housing project is announced,
those who do not own homes are eligible to apply if they meet other conditions, such
as having sufficient savings. The winners are decided by lottery. Following the crisis,
this system was changed to boost the housing market. First, parcelling prices, which
had been subject to price ceilings, were liberalised in 1999. Second, the parcelling right,
which is priced below the market level of the finished dwelling, could be sold, thus
allowing speculators to buy and re-sell those rights. Third, in 2000, those who have
already purchased houses under this system were allowed to apply again. Fourth, the
requirement to open special accounts at banks in order to be eligible was relaxed.

In contrast, non-residential construction has been subdued, falling in the first half
of 2002, after a modest 3 per cent increase in 2001.

Investment in machinery and equipment accounts for about two-thirds of business
investment, which is defined as total investment minus residential construction and
government investment.

The deadline for implementing the new system depends on the size of firms. For
example, firms with more than 1 000 employees would have to implement the new
system by July 2003, but those with more than 20 workers would not have to comply
until July 2007. Companies with less than 20 workers would have until the end of 2010.

In the chonsei system, the renter gives the owner a lump sum, typically equivalent to
60 to 70 per cent of the cost of the dwelling. The interest earned on this lump sum pro-
vides income to the owner for two years, at which point the lump sum is returned to
the renter. The “rent” thus generated depends on the size of the lump sum and inter-
est rates.
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20.

21.

22.

23.

24.

The price index has a relatively small weight for apartments, which have been at the
heart of the recent price hikes. Indeed, the chonsei rent category in the price index
gives a 28 per cent weight to apartments compared to 57 per cent in the Kookmin
Bank index.

. If the overall contribution of housing costs — including monthly rent and other

charges — are included, it contributed 0.8 percentage point of inflation, or almost a
third of the total.

. The risk weight attached to loans to households has been increased, thus forcing

banks to hold more reserves. For example, the loss reserves required for “normal”
home mortgage loans is being increased from 0.75 per cent to 1 per cent. In addition,
seven banks were singled out for over-evaluating the collateral of households seeking
loans.

. The calculation of export market growth is based on a weighted average of the growth

of import volumes in Korea’s markets. The weights are determined by the country’s
share of Korea’s exports. Such a pick-up was projected in the OECD Economic Outlook
(No. 72) released in December 2002.

OECD projections are made on the basis of unchanged exchange rates, except in the
case of some high inflation countries.

. Although the central bank has shifted to an interest-rate based policy, it still monitors

the monetary aggregates, particularly M3, which is thought to be linked to inflation
expectations.

The benefits of moving to a medium-term target in New Zealand is discussed in Drew,
2001.

Indeed, a 1992 World Bank study placed Korea second from the bottom of 72 countries
ranked in terms of central-bank independence (Cukierman, Webb and Neyapti, 1992).

“Report on the Observance of Standards and Codes (ROSC): Republic of Korea, Fiscal
Transparency” (Washington, DC: International Monetary Fund, 23 January 2001).

In 2001, lending to SMEs rose by 16 trillion (3 per cent of GDP), while lending to large
firms declined. This trend continued in 2002, as SMEs received 37 trillion won of the
99 trillion won rise in lending, while large companies’ share did not change. As of
December 2002, SMEs had received 192 trillion won in loans from financial institu-
tions, more than four-fifths of their total lending to businesses.

Under this system, the exchange rate was determined within a certain range of the
weighted average of the foreign exchange rates of the previous day.

At the end of March 2002, Moody'’s upgraded Korea from Baa2 to A3. This was followed
by Fitch and S&P, which upgraded Korea from BBB+ to A and A- grade in June and July,
respectively.

There is no evidence of policy measures to maintain the parity of the won and the yen
(Moon, 2002).

Under the GFS system used in Korea, the receipts generated from privatisation car-
ried out for policy purposes are included in the item “net lending”, thus boosting the
government surplus. Privatisation revenues have totalled 24.1 trillion won since 1998,
of which 14.5 trillion won has flowed into the budget.

Moreover, privatisation receipts are not considered to be part of government revenue
under the 1993 System of National Accounts.
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25.

26.

27.

28.

29.

30.

31.

32.
33.

34.

35.

36.

37.

38.

The five social security funds are the National Pension Fund, Korea Teachers’ Pension
Fund, Industrial Workers’ Accident Compensation Fund, Employment Insurance Fund
and Merit Reward Fund. The National Pension Fund accounts for 90 per cent of the
total.

It can be argued that the increased contributions to the NPS by the self-employed are
to some extent voluntary. In 2000, 11.8 million persons — a little over half of the num-
ber of employed persons — contributed to the NPS. About a quarter of the employed —
family workers, those covered by the public occupational schemes, those over 60 or
under 18 years of age — are exempted from the NPS. This leaves another quarter of the
employed — primarily the self-employed - that did not contribute. The decision of a
growing number of self-employed to contribute reflects a decision to save for their
retirement by qualifying for an NPS pension, which is partially determined by the indi-
vidual’s contributions.

Total outlays, including the supplementary budgets, were expected to be 147.2 trillion
won, a 14 per cent rise from the 2000 outcome, which also had significant undershoot-
ing of spending. Relative to the 2000 initial budget, the initial budget for 2001 con-
tained a 5.4 per cent increase in spending. The government introduced two
supplementary budgets in 2001, including one after the 11 September attack in the
United States that boosted spending by 1.6 trillion won.

The objective is to boost the price of diesel from 54 per cent of that of gasoline in 2001
to 75 per cent by 2006 and to raise the price of LPG from 34 to 60 per cent over the
same period.

Since the social security surplus is projected at 3 per cent in both 2002 and 2003, the
extent of consolidation is the same regardless of whether it is included.

Compared to the 2002 initial budget, the increase in spending in 2003 is only 1.4 per cent
excluding the cost of financial sector restructuring.

If outlays using credit cards exceed 10 per cent of income, 20 per cent of that amount
can be deducted from income tax. In addition, there is a lottery drawn from credit card
receipts in order to promote their use.

The Call Centre handled an average of 4 417 cases per day in 2001.

Reductions of capital gains for business conversion, the relocation of a factory and the
transfer of real estate during the process of restructuring were abolished. In addition,
the reduction of the corporate income tax for business conversion was ended.

Previously, all firms with sales of less than 48 million won were allowed to pay the VAT
based on sales. Under the new system, firms in certain industries, such as manufactur-
ing, mining and real estate, are treated as regular taxpayers regardless of the amount
of their sales.

For a much fuller description of retirement income policies and challenges, see
the 2001 OECD Economic Survey of Korea.

Another 12 per cent of the elderly qualified for old-age allowance payments of about
3 per cent of the average wage.

This does not include the elderly that receive the military public pension or the old-
age allowance.

In 1996, just over 25 per cent of the elderly had an income lower than half of median
household income, compared to 10 per cent for the population as a whole
(see Kwon, 1999).
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While the replacement rate for a worker with average income is 60 per cent, this rises
to 90 per cent for a worker earning half of the average income.

Roughly 5 million of the 21.1 million employed persons in 2000 were exempted from
the NPS. This includes those covered by the public occupational pension schemes
(1.1 million), family workers (1.9 million), those over the age of 60 (1.7 million) and
those under 18 (0.2 million).

Those who have had exemptions are able to make contributions at a later date to
cover those periods.

Public pension expenditure is projected to rise by 5 percentage points of GDP and the
occupational pension schemes by 3 percentage points over the next three decades.
Age-related healthcare spending is also likely to increase pressure on state budgets,
while the potential costs of reunification are large but uncertain.

According to official estimates, the current scheme would require contributions of
19 per cent to achieve balance with a 60 per cent replacement rate.

Over the period 1998 to 2001, the rate of return on invested assets has been below the
average market return, mainly as a result of considerable lending to the government.
The average rate of return on investment over the period 1988 to 2001 was estimated
at 9.87 per cent on average. This was achieved by returns of 9.32 per cent for public-
sector deposits and 10.78 per cent in the financial sector. The obligatory deposit to the
government was abolished in 2001. In 2002, 26 per cent of lending from the National
Pension Fund was to the government and this is scheduled to be repaid by 2005.

Complete external funding is practised by only 8 per cent of companies, while 19 per
cent fund only internally (Choi, 1999). Following the crisis, around a quarter of eligible
workers reported they had not received this payment (Phang, 2001). As a result, the
government introduced a Wage Guarantee Fund to partially compensate workers
whose employers had defaulted.

The government reformed the pension taxation system in 2000 (see the 2001 OECD
Economic Survey of Korea) to put it on a so-called EET basis. While the reforms moved
from the taxation of contributions to the taxation of benefits, significant tax deductions
are allowed.

Low inflation has been found to have the benefit of reducing real interest rates and
encouraging investment, while damping the volatility of output growth. Moreover, low
inflation levels tend to reduce the volatility of inflation, which imposes efficiency
costs.

For an overview of public expenditure management issues in OECD countries,
see Atkinson and Van den Noord (2001).

The establishment of the social safety net reflected a widening of basic priorities to
include social welfare as well as economic growth. This led to the establishment of a
national pension system in 1988, national health insurance in 1992 and unemployment
insurance in 1995. The current low level of publicly funded social expenditures reflects
the immaturity of the pension system, which has few beneficiaries at present.

In most OECD countries, public social expenditure is lower on a net (after tax) than on a
gross (before tax) basis since governments tend to claw back more money through taxa-
tion of public transfer income than the value of the tax advantages awarded for social
purposes. In contrast, net public social expenditure is estimated to be higher in Korea
and the United States. In 1997, net public social expenditure in Korea was 4.6 per cent of
GDP, whereas gross public social expenditure was 4.4 per cent of GDP (Adema, 2001).
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When private spending on extra-curricular education — accounting for 5 per cent of
total household income - is added, spending on education in Korea might be the
highest in the world.

To assist the unemployed, the authorities expanded the unemployment insurance
programme, created temporary public works jobs, provided more vocational training
opportunities and established a “Temporary Livelihood Protection Programme”.

In most OECD countries, the establishment and expansion of programmes and provi-
sion of services in the social policy domain and increasing debt interest payments led
to a persistent rise in general government expenditure until the 1980s. For a review of
trends in public expenditure in OECD countries, see Tanzi and Schuknecht (2000) and
Atkinson and Van den Noord (2001).

Quasi-taxes refer to a wide range of fees, charges and contributions that are not
imposed by the tax laws. The amount of quasi-taxes is estimated at around 1 per cent
of GDP (see Chapter II).

Revisions to the Fund Management Act in December 2001 require that the public funds
be subject to parliamentary approval beginning in the 2003 budget. This reform also
increased the coverage of public funds by transforming a number of “extra-budgetary”
funds into public funds.

Until the 2002 budget, the total amount of government spending on a consolidated
basis was unknown when the budget was passed.

Approval is only required from the Ministry of Planning and Budget.

Cash-based accounting provides little recognition of financial commitments because
liabilities and receipts are accounted only in the year when they are realised.

Two major features of the new GFS standards set by the IMF are accrual-based
accounting and harmonisation with the 1993 SNA system. The adoption of the new
GFS standards will thus move the GFS-based government accounts closer to the
SNA-based accounts (see Annex I).

During the 1970s and 1980s, the Economic Planning Board (EPB) assumed the central
role in budget drafting and execution, as well as in preparing and implementing eco-
nomic development plans. In the early 1990s, EPB and the Ministry of Finance were
merged into the Ministry of Finance and Economy (MOFE), which exercised the same
degree of centralising power in budgeting as EPB.

This explains why the initial budget announced each year by MPB until 2002 was lim-
ited to the general account and one special account, the Fiscal Financing Special
Account. For the 2003 budget, the MPB used only the general account.

Between 1999 and 2002, 19 funds were abolished and 14 funds were merged into six
funds. But during the same period, ten new funds were created.

For example, the 2003 budget guideline asked ministries to restrict their budget
requests to one-digit growth from the 2002 budget. But the total budget requests
amounted to an increase of 26 per cent.

This refers to the number of detailed appropriation accounts (Se-Hang) specified in the
Budget and Accounts Act. In practice, however, the MPB negotiates with line ministries
concerning over 6 000 appropriation accounts (Se-Se-Hang).

The Credit Guarantee Fund was also used to provide guarantees for low-income
households setting up businesses after the financial crisis in 1997.
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In addition, the bill would require the budget to include information on the costs of
quasi-fiscal activities with a view to improving transparency. It would further provide
details of contingent liabilities, including expected costs and likely beneficiaries.

The scope for the carry-over of unused operating costs was set at 5 per cent in 1999, in
an effort to limit spending binges at the end of the year.

In Korea, the term “performance-oriented budgeting” refers to the practice of asking
ministries or agencies participating in pilot projects to prepare and submit “perfor-
mance plans” that specify strategies, objectives and indicators. The MPB, which is in
charge of this project, may use this as an input for the following year's budget for these
ministries or agencies.

In practice, however, the flexibility and autonomy given to these agencies has been
relatively limited, compared to the case in other countries that have adopted this sys-
tem, such as the United Kingdom.

The number of these accounts increased from 18 in 1997 to 49 in 2001, boosting the
amount of their outlays from 4.2 trillion won to 9.3 trillion won. In 2002, the size of
these accounts fell to 4.3 trillion won.

One major improvement in strengthening ex ante evaluation has been the introduction
of pre-feasibility studies for large construction projects (see Box 4).

The government reports that between 1998 and 2002, 76 areas of the government sec-
tor have been contracted out, in addition to 209 activities of public enterprises and
government-funded entities.

One aspect has been the privatisation of state-owned enterprises (see Chapter II).

In addition, it permits all types of participation including Build-Operate-Transfer,
Build-Transfer-Operate and Build-Operate-Own and requires feasibility studies on
projects open to private-sector firms. The Private Infrastructure Investment Centre of
Korea (PICKO) was established to support the new initiative.

The failure of the Millennium Dome in the United Kingdom is a good example in this
regard (OECD, 2001b). In addition, local governments in Japan have created over
4 000 third-sector companies, many of which suffer from large deficits.

The funding sources for private schools include tuition fees, government subsidies to
cover the shortage of remuneration and operating costs, and resources from school
foundations. In practice, private schools rely heavily on government subsidies, while
transfers from school foundations remain very limited due to their generally weak
financial capacity.

The wider public sector includes all bodies that are part of local and national govern-
ment and have been given some autonomy and/or independence from reporting min-
istries and/or are subject completely or partially to management and financial rules
from vertically-integrated ministries. The governance problems of the wider public
sector have been identified as systematic in OECD countries (OECD, 2002a).

This figure excludes education, which remains separate from the general budget of
local governments in Korea. If education is included, this figure is increased to around
50 per cent.

Local borrowing is restricted to infrastructure projects, disaster relief and certain wel-
fare enhancing projects. There are limits to the amount of debt and the shortfall
allowed in tax revenues from the previous year. Local government debt was
17.8 trillion won (3.3 per cent of GDP) in 2001.
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There is, however, a general distribution formula specified in the law.

The large number of central ministries — 19 in 1999 — involved in the grant system,
together with the lack of inter-ministerial co-ordination, also hinders the efficiency of
the system.

The average matching rate (paid by the central government) is around 60 per cent. The
share of conditional grants is the highest for counties (Gun), where conditional grants
comprise close to 30 per cent of total revenue. This puts a heavy burden on these
poorer local governments.

Between 1991 and 1998, the central government devolved 2 008 out of 12 978 government
functions to local levels. In 1998, the newly elected government set up the Presidential
Commission on Promotion of Decentralisation, which devolved another 493 functions
between 1999 and 2001.

The overlap in spending and financing responsibilities has also been identified as a
problem in other OECD countries, for example, Switzerland, Italy, Germany and
Greece.

The Local Autonomy Act assigns 87 functions to both upper-level and lower-level local
governments. These overlapping functions represent 28 per cent of the upper-level
local government functions and 25 per cent of lower-level local government functions
(Hong, 1998).

For example, the regulation on lower-level governments’ investment in education —
requiring ex ante approval by the upper-level government — has been relaxed. The cen-
tral government has also allowed lower-level local governments to assess flexible tax
rates for the education tax, and will not include those funds in the definition of local
income used in the calculation of local government transfers.

Reforms in the fourth area — the public sector — were analysed in the previous chapter.

Outside directors must account for a quarter of the board in listed companies and half
of the board in listed companies with more than 2 trillion won in assets.

The study (Black, Jang and Kim, 2002) created an overall index of corporate gover-
nance practices in 540 companies based on: i) shareholder rights; ii) boards of direc-
tors; iii) outside directors; and iv) disclosure and transparency. The study found that
an increase of 10 points in the index, which is scaled from 0 to 100, boosted a com-
pany’s book value of common equity by 7 per cent.

Firms are required “to exhaust all means to avoid” dismissals and to notify workers’
representatives at least sixty days before any workers are made redundant. During
that period, management must have discussions with workers aimed at avoiding lay-
offs. Moreover, firms are required to establish fair and reasonable procedures for
choosing the employees to be dismissed. These provisions resemble those in coun-
tries with high employment protection. Layoffs must be reported to the government if
they pass certain thresholds.

In a survey in February 2002, 21.5 per cent of firms did not have plans to hire workers
in 2002. More than half of these enterprises cited problems of excess manpower, pri-
marily due to difficulties in reducing their existing workforce. See Korea Business Review,
May 2002, p. 38.

There has been criticism that the new law has actually made it more, not less, difficult
to reduce employment (Dae Il Kim, 2002). Sung-Hee Jwa, president of the Korea Eco-
nomic Research Institute, which is associated with the Federation of Korean Industries,
wrote, “The actual implementation of layoffs is still extremely difficult” (Jwa, 2001).
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This figure includes those on fixed-term contracts, those without a fixed-term contract
where employment is not expected to continue for involuntary reasons, temporary
agency workers and on-call workers.

In a survey on the reasons for hiring non-regular workers (Korea Business Review,
May 2002, p. 38), 32 per cent of employers cited the need to fill vacant positions for
increased work volume. This response implies difficulty in laying off regular workers
during periods of decreased work volume. Another 23 per cent of employers cited the
increased number of simple and repetitive jobs as a result of computerisation and
automation. Another 17 per cent of employers cited excessive welfare expenses for
regular employees and 13 per cent noted the cost of laying off regular workers.

According to the Office of the Investment Ombudsman, nearly a quarter of the com-
plaints from foreign businesses during the first half of 2002 concerned labour problems.

The government has sometimes intervened in labour disputes involving large com-
panies, as these can have a severe impact on small firms that supply larger ones
(Dae Il Kim, 2002).

About four-fifths was financed by the Employment Insurance System, which receives
contributions from employers and employees, with the remainder from the general
account of the budget.

According to the president of the Korea Labour Institute: “... diverse training programs
that were loosely regulated and lacked appropriate monitoring and inspection led to
moral hazard of some training institutions and trainees. Some unqualified training insti-
tutions took advantage of the training programs and provided time-killing courses in
order to receive reimbursement from the government, thus limiting the(ir) effective-
ness... Little consideration was given either to changing demands in the labour market
or to the needs of potential participants. Training institutions tended to routinely pro-
vide the same training programs as were conducted in the past. As a result, some pro-
grams did not significantly aid in the reemployment of the trainees” (Lee et al., 2001).

Almost a third of employees — daily workers, employees over 65, part-time workers
and civil servants and teachers — are legally exempted from unemployment insurance,
which was introduced in 1995.

For example, Federation of Korean Industries, “Business Support for Japan-Korea
FTA”, 8 January 2002.

One of Korea’s priorities in the Doha Round is to clarify and strengthen rules related to
anti-dumping, which account for 106 of the 128 measures imposed on Korean exports
as of the end of 2002. In contrast, Korea has made relatively limited use of this instru-
ment, with 11 anti-dumping duties in effect at present.

The twelve sectors are 1) business, 2) communications, 3) construction and related
engineering, 4) distribution, 5) educational, 6) environmental, 7) financial, 8) health-
related and social, 9) tourism and travel-related, 10) recreation, culture and sports,
11) transport, and 12) other.

In the terminology of WTO, Korea is largely open to Mode 3 — commercial presence —
but less open to Mode 1 (cross-border supply).

FDI accounted for less than 10 per cent of capital inflows over the period 1962 to 1992.
During the five years prior to the crisis, FDI inflows accounted for less than 1 per cent
of total fixed capital formation.

Foreign investors are granted a complete exemption from the corporate income tax
during the first seven years after achieving a profit and a 50 per cent reduction for the
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following three years. Moreover, they are exempted from the acquisition tax, property
tax and aggregate land tax during the first five years after achieving profitability and a
50 per cent reduction for the following three years.

During 2001, 428 of the 430 complaints from foreign firms in Korea to the Ombudsman
were resolved.

According to a poll by Kookmin Bank, 23.6 per cent of those in their forties cited their
children’s education as the most important criteria, followed by transportation and the
size and kind of house. For those in their thirties — a declining share of the
population — the top criteria were transportation, size and kind of house and their chil-
dren’s education, in that order.

This approach was adopted in the late 1980s with the construction of five new towns —
Bundang, Ilsan, Jungdong, Pyungchon and Sanbon- with a total population of
1.2 million.

Market prices are used for those with more than three houses or for “luxurious” homes.
The latter criterion was strengthened by lowering the threshold for homes to qualify as
luxurious.

Standard building costs were set at 165 000 won per square meter in 2002. An adjust-
ment of between 2 and 10 per cent is added to the tax base for apartments valued at
more than 300 million won.

These estimates were by Roh (1997) and Yoon et. al (1998). This is consistent with the
government's September 2002 package in which examples of the effective tax rate in
different regions of Seoul ranged from 0.052 to 0.2 per cent.

In the example used in the September 2002 package, the rate was 0.052 per cent for an
apartment in Seoul and 0.195 per cent in Yongin.

Free education at middle school level, which had previously been available only in rural
and remote areas, will be expanded nation-wide gradually between 2002 and 2004.

The lottery was introduced for lower secondary schools in 1969 and for upper second-
ary schools in 1974.

While “private schools” do exist, in practice they are subject to the same rules and reg-
ulations as public schools and also receive some public financing (Table 25).

This figure, which is from the Urban Household Survey, is probably an underestimate,
since payments to individual tutors are not likely to be fully incorporated.

For example, the introduction of a merit-based pay for teachers in 2001 was effectively
blocked by the teachers’ union, which returned the merit-based portion of their sala-
ries for distribution among all teachers (Sun-woong Kim and Ju-ho Lee, 2002).

This suggests that central funding to private universities is between 18 to 25 per cent
of total public spending on universities, despite the fact that they enrol 3.5 times as
many students.

SMEs may choose instead a tax credit equal to 15 per cent of R&ED expenditures in
each business year.

In Korea, the definition of SMEs varies between sectors. In manufacturing, it includes
firms with less than 300 employees and no more than 8 billion won in paid-in capital
(the limit is 3 billion in mining, construction and transport). In the service sector, the
maximum number of workers that an SME can have varies between 30 and
300 employees, depending on the industry, and between 2 and 30 billion won in
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annual sales. Finally, in the primary sector, SMEs are defined as firms with a maximum
of 50 to 200 workers and 5 to 20 billion won in annual sales.

This section draws on Baygan (2003), “Venture Capital Policy Review: Korea”, STI Work-
ing Papers, 2003/02, OECD, Paris.

The importance of pension funds, though, is likely to increase following the 2001 deci-
sion to allow the National Pension Fund to invest in LPFs.

Since 1999, business angels have been allowed to deduct 20 per cent of their investments
from their income tax. In addition, corporate and institutional investors in VCFs and LPFs
are allowed to deduct 15 per cent of their investments from their consolidated income tax
base. In addition, taxes are not levied on the capital gains of individuals investing in VCFs
and LPFs. Finally, the VCFs and LPFs themselves receive preferential tax treatment.

All SMEs, including venture businesses, receive a 50 per cent reduction in income or
corporate tax in the first six years once they generate a profit. Other tax preferences
include a 50 per cent cut in property taxes during the first five years after establish-
ment and exemption from local acquisition and registration taxes on assets acquired
during the first two years.

This estimate was made in Business Korea, August 2001.

This resulted in an 18 per cent fall in the price of land to mobile service, providing a
benefit to consumers estimated at 677 billion won.

MIC is considering a shift from the current approval system to a reserved notification
system, under which price changes would be automatically approved if there were no
opposition from the MIC within a certain time period after notification.

A third issue — sustainable retirement income — is discussed in Chapter II.

During the 1990s, car ownership quadrupled, and since the early 1980s it has risen
almost twenty-fold.

Concentrations of particulate matter are also affected by yellow sand blown in from
abroad. Such transboundary issues are beginning to be addressed on a regional basis.
Solving this particular problem would require major reforestation in China.

Following the introduction of monitoring stations in the mid-1990s, the number of
ozone warnings issued increased from 24 in 1997 to 52 in 2000.

This is an estimate from a special study using 1999 data on the social cost of air pollu-
tion conducted by the Korea Environment Institute on behalf of the Ministry of the
Environment. The bulk of the social costs of air pollution are due to increased mortal-
ity, with the loss of a life being valued at around $500 000.

Emission limits are set in national laws, but may vary depending on the local environ-
ment. See OECD (1999a) for a description of the permitting system.

Voluntary agreements, in which enterprises are exempt from inspection if they agree
to set more stringent emission targets and undertake measures to achieve these
targets, were introduced in September 2002. Although the aims are laudable, in the
current situation where monitoring is weak, such a system may undermine efforts to
achieve lower emission levels.

Dioxin emissions, particularly in fly ash, have been a concern (Cho et al, 1999, Soo,
2001). The government’s intention to ratify the Stockholm convention on persistent
organic pollutants (POPs) will require a national strategy to improve monitoring and
reduce emissions of POPs, including dioxin.
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Under this scheme, tradable permits for limited amounts of emissions of particulate
matter, nitrogen oxides and volatile organic compounds will be allocated to both
major point-source emitters and companies that operate a large number of vehicles.
The first step in this process will be to establish an accurate measurement system for
point-source emitters.

In 1998, the transportation sector produced 84 per cent of air pollution in Seoul, up
from 55 per cent in 1991. The topographical features of the city complicate addressing
ozone problems.

Diesel engine vehicles, principally buses and trucks, contribute more than half of the
pollution. Owners of such vehicles pay an annual fee (averaging about $60) based on
emissions, the age of the vehicle and area.

At present, the sulphur content standard for petrol is 130 parts per million (ppm) and
for diesel fuel 430 ppm (IEA, 2002). Proposed EU standards are to reduce the sulphur
content of fuels to 50 ppm from 2005 and to 10 ppm from 2011.

Current standards in Korea are equivalent to EURO Il and US LEV standards and
cover a similar range of pollutants — carbon monoxide, oxides of nitrogen, particles
and VOCs. Requirements for diesel vehicles are weaker, however (Jeon, 2002). Stan-
dards for diesel vehicles will comply with EURO III standards in 2003, with the excep-
tion of passenger cars, where regulations are similar to US LEV (Jeong, 2001).

The United States Environmental Protection Agency has undertaken such studies.

CNG buses are exempt from acquisition taxes and the tax on CNG is lower than that on
diesel (M.K. Lee, 2001).

The cost efficiency of using advanced filters and CNG were evaluated for California in
Sierra Research (2000).

The Transportation Research Board (2002) reports that generalised road pricing would
be one of the most cost-effective means of reducing congestion and emissions.

Unlike other OECD countries, waste is classified into only two broad categories —
municipal and industrial. Industrial waste consists of general waste and special
(hazardous) waste. During the 1990s, there were changes in the methodology for mea-
suring both municipal and industrial waste, which may overstate the reduction in both
types of waste. However, subsequent trends appear robust to these changes.

Other measures that also contributed to the decline in municipal waste included pro-
hibiting the use of solid fuels for heating in some urban areas and restricting the use of
disposable packaging.

Public opposition to new landfills has been intense and has also restricted the opera-
tion of existing landfills by limiting the types of waste and by attempting to block
waste from other areas. Due to bad odours, food waste was banned from the Kimpo
landfill in Seoul and the ban is to be generalised by 2005.

Emissions of dioxin from incinerators, mainly smaller and older facilities, have been a
periodic concern. Replacing these incinerators could help alleviate the problem.
Dioxin emissions from incineration of municipal waste in small low-technology inciner-
ators, without air pollution control systems, are 7 000 times greater than high-technology
incinerators with sophisticated air pollution control systems. For hazardous waste, the
difference is nearly 50 000 times (UNEP, 2001).

In Seoul, residents receive 7 per cent of the fee for locally generated waste and 10 per
cent of fees from waste from other districts.

© OECD 2003



Bibliography 197

Bibliography

Adema, Willem (2001),
“Net Social Expenditure, 2nd edition”, Labour Market and Social Policy Occasional
Papers, No. 52, OECD, Paris.

Aden, J., Kyu-Hong Ahn and M. Rock (1999),
“What is Driving the Pollution Abatement Expenditure Behavior of Manufacturing
Plants in Korea?”, World Development, Vol. 27.

Ahn, M.S. (2001),
“Korean CNG Bus Program: The Environmental Benefits”, Ministry of the Environment.

Atkinson, Paul and Paul Van den Noord (2001),
“Managing Public Expenditure: Some Emerging Policy Issues and a Framework for Anal-
ysis”, OECD Economics Department Working Paper No. 285, Paris.

Bahk, Byong Won (2002),
“Corporate Governance in Korea: Past, Present and Future”, paper presented at the
third Korea-OECD Conference.

Baygan, Gunseli (2003),
“Venture Capital Policy Review: Korea”, STI Working Papers, 2003/02, OECD, Paris.

Beck, Peter (2001),
“South Korea in 2001”, Korea’s Economy 2002, Volume 18, Korea Economic Institute and the
Korea Institute of International Economic Policy, Washington and Seoul.

Black, Bernard, Hasung Jang and Woochan Kim (2002),
“Does Corporate Governance Matter? Evidence from the Korean Market”, KDI School
of Public Policy and Management Worling Paper 02-04, Seoul.

Bléndal, Sveinbjorn, Simon Field and Nathalie Girouard (2002),
“Investment in Human Capital through Post-Compulsory Education and Training:
Selected Efficiency and Equity Aspects”, OECD Economics Department Working Paper
No. 333, Paris.

Cheong, Inkyo (2001),
Economic Effects of Korea-Japan FTA and Policy Implications for Korea, Korea Institute of Interna-
tional Economic Policy, Seoul (in Korean).

Cho, TW,, Y.H. Kim, D.W. Chung, S.K. Shin, ].K. Kim, C.H. Park, D.I. Kim, S.R. Kim, M.H. Yoon,
S.S. Choi and J.S. Huh (1999),
“A Study on the Characteristics of Harmful Substances in Bottom Ash and Fly Ash from
MSWIs”, Report of NIER, Vol. 21.

Choi, Gongpil (2002),
“Open economy considerations in the estimation of potential output: The case of
Korea,” Korea Institute of Finance, Seoul (in Korean).

© OECD 2003



198 OECD Economic Surveys: Korea

Choi, Jong-Hwa (1999),
“Situation and Assignment of Pension System in Korea”, paper presented to the 10th
East Asian Actuarial Conference, 3rd-6th October 1999, Seoul.

Choi, Kyungsoo (2001),
“An international comparison of the number of non-regular workers” in Korea Labour
Economy Association’s 2001 Seminar (in Korean).

Cukierman, A., S. Webb and B. Neyapti (1992),
“Measuring the independence of central banks and its effect on policy outcomes”, The
World Bank Economic Review.

Dang, Thai-Thanh, Paolo Antolin and Howard Oxley (2001),
“Fiscal Implications of Ageing: Projections of Age-Related Spending”, OECD Economics
Department Working Papers, No. 305, Paris.

Drew, Aaron (2001),
“Lessons from Inflation Targeting in New Zealand”, Central Bank of Chile Working
Papers No. 113, Santiago.

Federation of Korean Industries (2002),
“The issue of a five-day workweek and the problems that it poses”, Working Paper
ECO 2002-10, Seoul (in Korean).

Fornero, E. and O. Castellino (2001),
“The Reform of the Italian Social Security System”, Centre for Research on Pensions and Wel-
fare Policies.

Han, Chin Hee et al. (2002),
“Prospects for the Korean economy’s potential growth rate: 2003 to 2012”, Korea Devel-
opment Institute, Seoul (in Korean).

Hong, Joon Hyun (1998),
“Redistributing the Overlapped Functions between Upper-tier and Lower-tier Local
Governments in Korea”, Reforming the Public Sector, Volume III, Korea Institute of Public
Finance, Seoul (in Korean).

IEA (2002),
Energy Policies: Republic of Korea, Paris.

International Monetary Fund (2001),
“Report on the Observance of Standards and Codes (ROSC): Republic of Korea, Fiscal
Transparency”, Washington.

Jeon, Tae-Bong (2001),
“Air Quality Management Policy in Korea”, Ministry of the Environment, Seoul.

Jeon, Tae-Bong (2002),
“Air Quality Management Policy in Korea” in Urban Air Quality Management and Practice in
Major and Mega Cities of Asia, Korea Environment Institute, Seoul.

Jeong, Youngil (2001),
“The trend of exhaust emissions standard and diesel particulate filter trap technology
for diesel powered vehicles”, Busan Engine International Symposium, December 13-14.

Jwa, Sung-Hee (2001),
A New Paradigm For Korea’s Economic Development, Palgrave.

© OECD 2003



Bibliography 199

Kang, S.H. and B.H. Lee (2001),
“Evaluating the Training for the Unemployed in Korea”, in Funkoo Park, et al. (eds.),
Labor Market Reforms in Korea: Policy Options for the Future, World Bank and Korea Labor
Institute, Washington and Seoul.

Kim, Byung Hwa and So-Sang Moon (2001),
“Stock Market and Consumption: the Case of Korea”, Economic Papers, Bank of Korea,
Vol. 4, No. 2.

Kim, Byung Hwa and Hyun Joon Lim (2002),
“Long-Term Determinants and Projection of Consumption in Korea”, Economic Papers,
Bank of Korea, Vol. 5, No. 1.

Kim, Dae II (2001),
“The Korean Labor Market: The Crisis and After”, in David Coe and Se-Jik Kim (eds.),
Korean Crisis and Recovery, International Monetary Fund and Korea Institute of Interna-
tional Economic Policy, Washington and Seoul.

Kim, Jay-Hyung (2002),
“The quality of public expenditure — Challenges and solutions in results focused man-
agement in the public sector”, paper presented at workshop on 11-12 February 2002,
OECD, Paris.

Kim, John M. (2001),
“Re-allocation: Aligning Political Priorities and Budgetary Funding: Korea” OECD Journal
on Budgeting, Vol. 1, No.2.

Kim, Junghun (2000),
“A Study on Specific Grants”, Korea Institute of Public Finance, Seoul (in Korean).

Kim, Sun-woong and Ju-ho Lee (2002),
“Promoting Innovation: the Role of Education”, Korea’s Economy 2002 (Volume 18), Korea
Economic Institute and the Korea Institute of International Economic Policy, Washington
and Seoul.

Kim, Yang Woo (2002),
“Optimal Horizons for Inflation Targeting in Korea”, Economic Papers, Bank of Korea,
Vol. 5, No. I.

KLI (2001),
Elabor News No. 2, December. (www.kli.re.kr/english/labornews/02/subtrends.html).

Koh, Young-Sun (2000),
“Budget Structure, Budget Process, and Fiscal Consolidation in Korea”, Korea Develop-
ment Institute, Seoul.

Kwon, Huck-Ju (1999),
“Income transfers to the elderly in East Asia: Testing Asian values”, LSE Centre for Analysis
of Social Exclusion, Paper 27.

Kwon, O.S. and W.C. Yun (1999),
“Estimation of the marginal abatement costs of airborne pollutants in Korea’s power
generation sector”, Energy Economics, No. 21.

Lee, Chang-Kyun and Jeong-Seop Suh (2000),
Contracting Out Local Government Services in Korea, Korea Research Institute for Local
Administration, Seoul (in Korean).

© OECD 2003



200 OECD Economic Surveys: Korea

Lee, Chang Yong and Yoon Je Cho (1995),
Estimates of Fiscal Policy Stance and Fiscal Management in Korea, Korean Institute of Public
Finance, Seoul.

Lee, M.K. (2001),
“Overview of Energy Subsidies and a Reform Plan of Energy Tax System in South
Korea”, UNEP Collaborating Centre on Energy and the Environment.

Lee, W.D. et al. (2001),
“Assessing the Role of Korean Employment Insurance and Work Injury Insurance as a
Social Safety Net”, paper prepared for the International Symposium for Sharing Produc-
tive Welfare Experience, Korea Labor Institute, Seoul, September.

Lim, Sung-11 (2002),
“Reform of the Intergovernmental Fiscal Transfer System in a Changing World — the
Case of Korea”, paper presented at KALF 2002 Conference: Intergovernmental Fiscal
Relations in a Globalising World, 13-14 September, 2002, Seoul.

Lim, Won-Hyuk (2001),
“The Korean Corporate Sector in the Post-Crisis Period: A Brief Overview of Risks and
Accomplishments”, mimeo, Korea Development Institute, Seoul.

Lim, Won-Hyuk (2002),
“Number of firms with interest coverage ratio below one”, mimeo, Korea Development
Institute, Seoul.

Lundsgaard, J. (2000),
“Competition and Efficiency in Publicly Funded Services”, OECD Economics Depart-
ment Working Paper No. 331, Paris.

Martin, J.P. and D. Grubb (2001),
“What works and for whom: a review of OECD countries’ experience with active labour
market policies”, Swedish Economic Policy Review.

Mishkin, Frederic and Klaus Schmidt-Hebbel (2001),
“One Decade of Inflation Targeting in the World: What Do We Know and What Do We
Need To Know?”, National Bureau of Economic Research Working Paper 8397, July.

Moon, Han Geun (2002),
“De Facto Exchange Rate Regime in Korea: Is It Still A Dollar Peg?”, International Economic
Studies, No. 1, Korea Institute for International Economic Policy, Seoul.

Na, S. etal. (2001),
“Efficiency of resource distribution between the central government and local govern-
ment”, Asia-Pacific Economic Association.

Noland, Marcus (2002),
“West-Bound Train Leaving the Station: Pyongyang on the Reform Track”, paper pre-
pared for the Council on US-Korea Security Studies, Seoul 14-15 October.

Oak, Dong-Suk (1997),
“The public Sector in Korea: Coverage, Measurement and Classification”, Korea Insti-
tute of Public Finance, Seoul (in Korean).

Oak, Dong-Suk, Sang-Ho Lee and Hyun-Ah Kim (2000),
“Tasks to Improve Private Sector Participation After the Enactment of the Act on Private
Capital Investment”, Korea Research Institute of Construction Industry, Seoul.

OECD (1997),
Modern Budgeting, Paris.

© OECD 2003



Bibliography 201

OECD (1998),
Economic Survey of Korea, Paris.

OECD (1999a),
Environmental Requirements for Industrial Permitting: Case Study on the Iron and Steel Sector, Paris.

OECD (1999b),
Economic Survey of Korea, Paris.

OECD (2000a),
Managing Across Levels of Government, Paris.

OECD (2000b),
Economic Survey of Japan, Paris.

OECD (2000c¢),
Economic Survey of Korea, Paris.

OECD (2001a),
Economic Survey of Korea, Paris

OECD (2001b),
Economic Survey of the United Kingdom, Paris.

OECD (2001c¢),
Territorial Review of Korea, Paris.

OECD (2002a),
Distributed Public Governance: Agencies, Authorities and Other Government Bodies, Paris.

OECD (2002b),
Education at a Glance, Paris.

OECD (2002¢),
“OECD Best Budget Practices”, PUMA.
OECD (2002d),
“Review of the Korean healthcare system”, Paris.
Phang, Hanam (2001),
“Reform Options for Korean Retirement Allowance System: A Critical Review of the Cur-
rent State and Policy Proposals”, mimeo, Korea Labour Institute, Seoul.
Phang, Hanam and D.H. Kim (2001),
“Policy Options for Income Support and Active Labor Market Programs: A Synthesis of
the Korea Experience”, paper prepared for the World Bank Conference on Labour Mar-
ket Policies: Its implications to East and Southeast Asia, Korea Labor Institute, Seoul.
Roh, Young-Hun (1997),
“A study of property tax on buildings”, Korea Institute of Public Finance Research
Report No. 97-15, Seoul (in Korean).
Samsung Economic Research Institute (2001),
“Recent labour market trends”, Korean Economic Trends, December 2001.
Schick, A. (1998),
“Why Most Developing Countries Should Not Try New Zealand Reforms”, The World Bank
Research Observer, Vol.13, No.1.
Seoul Green Vision 21, (http://smg.metro.seoul.kr:9000/).

Shim, Sangdal (2001),
“Stock price changes and consumption: relative importance of wealth effects and sig-

© OECD 2003



202 OECD Economic Surveys: Korea

naling in Korea”, Korea Development Institute Policy Research Series, No. 2001-08,
Seoul (in Korean).

Sierra Research (2000),
“A Comparative Analysis of the Feasibility and Cost of Compliance with Potential
Future Emission Standards for Heavy-Duty Vehicles Using Diesel or Natural Gas”,
Report No. SR00-02-02.

Soo, L.D (2001),
“Anti-incineration movements and paths towards alternatives in Korea”, paper pre-
pared for Waste Not Asia 2001.

Tanzi, Vito and L. Schuknecht (2000),
Public Spending in the 20th Century, Cambridge University Press.

Transportation Research Board (2002),
The Congestion Mitigation and Air Quality Improvement Program: Assessing 10 Years of Experience,
National Academy Press, Washington, D.C.

UNDP (1998),
Human Development Report.

UNEP (2001),
Standardized Toolkit for 1dentification and Quantification of Dioxin and Furan Releases, Geneva.

USEPA (2000),
Regulatory Impact Analysis: Heavy-Duty Engine and Vehicles Standards and Highway Diesel Fuel
Sulfur Control Requirements.

World Bank (2000),
“Republic of Korea: The Korean Pension System at a Crossroads”, Report No. 20404-KO,
Washington.

Yang, Bong-min (2001),
“Health Insurance and the Growth of the Private Health Sector in the Republic of
Korea”, WBI Working Papers, World Bank.

Yoo, Hyun-Sook, et al. (2001),
“Analysis of government financial support for higher education institutions and mea-
sures to increase its efficiency”, Korean Educational Research Institute, Seoul (in
Korean).

Yoon, Joo-Hyun, et. al. (1998),
“Structural changes in the housing market and new policy directions”, Korea Research
Institute for Human Settlements Report No. 98-24, Seoul.

Yoon, Bong-Min (2001),
“Introduction to Mandatory Old-age Public Pension System in Korea”, International
Workshop on Korean Pension Reform in Transition, Hong Kong 2001.

© OECD 2003



Table of contents

Assessment and recommendations

I.

II.

I1I.

V.

Recent trends and prospects

A recovery led by private consumption

The recovery in construction investment and rising real estate prices
Weak machinery and equipment investment and sluggish exports
The labour market and inflation trends

Economic prospects

Monetary and fiscal policies

Monetary and exchange rate policies
Fiscal policy

Reforming the public expenditure system

Main forces shaping public expenditure

Budgeting and public expenditure management

Some further challenges in improving the effectiveness of public spending
Agenda for future reform

Structural reform to maintain high growth

Completing the economic restructuring programme introduced in the wake
of the crisis

Promoting international openness

The land market

Developing a knowledge-based economy

Assessment of progress in structural reform

Sustainable development in Korea

Notes

Bibliography

Annexes

I
1.
1.

Measures of fiscal performance
Competition policy
Calendar of main economic events

© OECD 2003

23

23
29
32
40
44

49
50
60
79
81

100
112

119

127
140
150
154
170
171

186
197

203
206
207



OECD Economic Surveys: Korea

Boxes

WV NOo AW =

10.

The information and communications technology sector
Economic co-operation between North and South Korea

The budget process in Korea

Promoting efficiency in public infrastructure investment
Controlling spending in healthcare

Local government funding

Summary of recommendations

Overview of progress in structural reform

The declining proportion of regular workers

The integration of environmental concerns into government policy

Tables

The use of credit cards

International comparison of household wealth and indebtedness
Economic growth

Performance indicators for the manufacturing sector
Financial distress in the corporate sector

The balance of payments

Labour market developments

Short-term prospects

Korea’s potential growth rate

Inflation targeting in the OECD countries

Independence of central banks

Consolidated government budget

The 1998 privatisation programme

Consolidated government revenue

Gross government debt and guarantees

Central government expenditures

Performance indicators: sustainable retirement income
General government spending by economic category
Social expenditures in OECD countries

Public-sector employment in international comparison
Main components of primary government spending by function
Government spending on the social safety net

Structure of the consolidated budget

Tax expenditures by purpose

Comparison of public and private high schools

Private co-payments and public subsidies in tertiary education
Financial independence of local governments
Intergovernmental fiscal transfers

The large business groups

Indicators of bank profitability

The financial-sector restructuring programme

The government’s ownership share of commercial banks
The minimum wage

Non-regular workers in Korea

Training programmes for the unemployed

Coverage of the Employment Insurance System
Employment subsidies

36
76
92
96
106
110
117
120
135
172

131
132
134
136
138
139
140

© OECD 2003



Table of contents 5
38. Commercial presence of foreign financial institutions in Korea 143
39. Farm size 146
40. Government policies to stabilise the real estate market 153
41. Enrolment and advancement rates 155
42. R&D expenditures 160
43, Programmes to assist small and medium-sized enterprises 163
44, Credit guarantees for small and medium-sized enterprises 164
45. Venture businesses 167
46. Performance indicators: air pollution 174
47. Performance indicators: waste 181
48. Waste treatment 183
Annexes
A.1. Different measures of the fiscal stance 203
A.2. Consolidated government budget by component 204
A.3. The Clean Market Project 206
Figures
1. Contributions to growth 24
2. Growth of bank lending 25
3. Share prices and private consumption 27
4. The household saving rate 28
5. Household financial assets and liabilities 28
6. Developments in the real estate market 31
7. Business sentiment 33
8. Competitiveness indicators 35
9. Developments in the information and communications technology sector 37
10. Korea’s net asset position and foreign exchange reserves 39
11. Labour market trends 42
12. Consumer price trends 43
13. Interest rates 49
14. Inflation targets and outcomes 51
15. Real interest rates 52
16. Growth of monetary aggregates 53
17. The yield curve 54
18. The exchange rate 59
19. Government gross debt and guaranteed liabilities 66
20. Distribution of the income level of elderly households 72
21. Old-age dependency ratios 73
22. Projected evolution of the National Pension Scheme 73
23. Public spending in international comparison 80
24. Trends in general government outlays 81
25. Composition of publicly funded social expenditure 83
26. Education and healthcare expenditure in OECD countries 86
27. Overshooting in government revenue and expenditure 93
28. Government spending by type of account 94
29. General government investment in OECD countries 101
30. Share of local governments in overall expenditure and taxes 108
31. Relative income levels in Korea and the OECD 119
32. Trade flows in Northeast Asia 142
33. Producer support estimates and transfers to agriculture 145

© OECD 2003



OECD Economic Surveys: Korea

34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
46.

Foreign direct investment inflows

Stock of inward forward direct investment position
Price trends in the real estate market

Student performance and spending per student
Public spending on education

The ratio of students to teaching staff

Venture capital

Korean venture capital investment by sector
Performance indicators: air pollution

Air pollutant concentrations in major cities of OECD countries
Air pollution inspections and violation rates
Evolution of waste treatment

Recycling costs in Korea

147
148
151
156
156
157
165
166
173
175
177
180
184

© OECD 2003



BASIC STATISTICS OF KOREA
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483 Civilian labour force, 2001 (million)
485 Civilian employment
0.7 Agriculture, forestry and fishing
Industry
Construction
Services
PRODUCTION
545.0 Origin of GDP, 2001 (per cent of total):
8900 Agriculture, forestry and fishing
Industry
147.5 Construction
27.1 Services
2420

10.4

26.4

1.3

THE GOVERNMENT

Composition of the National Assembly:
February 2003
The Grand National Party
The Millennium Democratic Party
Other

FOREIGN TRADE

35.6

17.5
74.1
31.5
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(per cent of GDP)
Main imports (per cent of total imports):
Consumer goods
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Crude petroleum
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21.7
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1.8
13.9

4.4
33.4
8.2
54.0

Number

of seats
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103
18

272

32.7

11.8
51.0
15.1
37.2

Currency unit per USS, average of daily figures:
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2001
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Note: An international comparison of certain basic statistics is given in an annex table.
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