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Chapter 3

Reforming the tax system to promote
economic growth and cope with rapid
population ageing

Korea has one of the lowest tax burdens in the OECD area, reflecting its small public
sector. However, rapid population ageing will put upward pressure on government
spending. The challenge is to meet the long-run need for greater expenditures and
tax revenue while sustaining strong economic growth. A pro-growth tax reform
implies relying primarily on consumption taxes for additional revenue. There is also
scope for raising personal income tax revenue from its current low level by
broadening the base by reducing the exemptions for personal income. The planned
cuts in the corporate tax rate should be financed at least in part by reductions in tax
expenditures. The broadening of direct tax bases would also help finance an
expansion of the earned income tax credit to address widening income inequality. In
addition, the local tax system should be simplified and reformed to enhance the
autonomy of local governments.
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Korea’s tax burden is the second lowest in the OECD area and well below the average
of 37% (Figure 3.1). However, it is likely to continue rising with rapid population ageing and
the development of a social safety net. Korea should take advantage of its sound fiscal
position to implement a revenue-neutral tax reform to reduce existing distortions, which
will become more harmful as tax pressure mounts in the future. A fundamental overhaul
of the tax system should address the challenges discussed in Chapter 1:

e Supporting economic growth in the context of rapid population ageing and globalisation.

e Generating sufficient revenue to cope with the upward pressure on spending from
population ageing and the maturation of the social insurance systems (Figure 1.9).

e Reversing the rising trend in income inequality and relative poverty (Figure 1.10 and
Table 1.6).

e Improving the complicated local tax system while enhancing the autonomy of local
governments.

This chapter begins by comparing the Korean tax system with other OECD countries
and then analyses how each of the major taxes can be reformed to meet these four
objectives. The chapter concludes with recommendations for a comprehensive tax reform,
which are summarised in Table 3.9.

The Korean tax system in an international perspective

The central government tax system consists of; i) ten “internal taxes”;! ii) three
earmarked taxes (education, local development and transport-energy-environment);? and
iii) customs duties. The central government transfers 19.2% of internal tax revenues to

Figure 3.1. The tax burden in Korea is rising toward the OECD average
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1. France, Germany and Italy.
2. Denmark, Norway and Sweden.

Source: OECD (2008b), Revenue Statistics 1965-2007, OECD, Paris (http://dx.doi.org/10.1787/366725334503).
Statlink sz=7 http://dx.doi.org/10.1787/513647126122
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local governments as general grants known as the “Local Share Tax”, based on a formula
aimed at reducing inequality in regional income. Another 19.4% is transferred to the
education special account.

In terms of the tax mix, Korea is unique in a number of respects (Table 3.1):

e Direct taxes on households are exceptionally low, accounting for only 15.2% of total tax
revenue in 2006, the fifth-lowest share in the OECD area. Only one-half of wage earners
pay personal income tax (PIT) due to a number of deductions and, consequently, only
one-half of wage income is subject to tax. PIT revenue is further reduced by preferential
tax treatment of income from a number of sources, including retirement benefits and
agriculture.® Capital gains from financial assets are largely untaxed.

e Corporate income tax (CIT) revenue accounted for 14.3% of tax revenue in 2006, well above
the OECD average of 10.7%. The standard rate of 27.5% and the amount of revenue, at
3.8% of GDP, are in line with OECD averages.

Table 3.1. The tax mix in OECD countries

A. Tax revenue as a per cent of GDP

2000 2006 Change 2000 to 2006

Korea OECD Korea Rank OECD Korea OECD
Direct taxes on households 3.4 9.7 41 27 9.2 0.7 -0.5
Direct taxes on firms 3.3 3.6 3.8 10 39 0.5 0.3
Social security and payroll 3.9 9.3 57 22 9.4 1.8 0.1
Goods and services 9.0 1.2 8.7 26 1.1 -0.3 -0.1
Value-added tax 4.0 6.6 45 24 6.8 0.5 0.2
Taxes on specific goods and services 4.0 4.4 34 22 41 —0.6 -0.3
Customs and import duties 1.0 0.2 0.8 2 0.2 -0.2 0.0
Property 2.9 1.9 35 3 2.0 0.6 0.1
Recurrent taxes 0.6 0.9 0.8 12 1.0 0.2 0.1
Taxes on property transactions 2.0 0.7 2.4 1 0.7 0.4 0.0
Estate, inheritance and gift taxes 0.3 0.3 0.3 7 0.2 0.1 -0.1
Other 0.9 0.3 0.9 4 0.3 0.0 0.0
Total 234 36.0 26.7 26 35.9 33 -0.1

B. Tax revenue as a per cent of total tax revenue

2000 2006 Change 2000 to 2006

Korea OECD Korea Rank OECD Korea OECD
Direct taxes on households 14.6 26.1 15.2 26 24.8 0.6 -1.3
Direct taxes on firms 141 10.1 14.3 5 10.7 0.2 0.6
Social security and payroll 16.9 255 21.2 21 26.2 43 0.7
Goods and services 38.3 31.6 32.6 12 315 -5.6 0.0
Value-added tax 17.0 18.5 16.8 21 19.3 -0.2 0.7
Taxes on specific goods and services 16.9 124 12.7 8 11.6 —4.2 -0.7
Customs and import duties 43 0.6 3.1 3 0.6 -1.2 0.0
Property 12.4 5.5 13.2 1 5.7 0.8 0.2
Recurrent taxes 25 2.6 341 9 3.0 0.6 0.3
Taxes on property transactions 8.5 2.0 9.1 1 241 0.6 0.1
Estate, inheritance and gift taxes 14 09 11 & 0.6 -0.3 —0.2
Other 3.7 1.2 3.5 3 1.1 -0.2 -0.1
Total 100.0 100.0 100.0 100.0 0.0 0.0

Source: OECD (2008b), Revenue Statistics 1965-2007, OECD, Paris (http://dx.doi.org/10.1787/366725334503).
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e Social security contributions have become the largest single source of government
revenue. However, the share of contributions in GDP, at 5.7%, is well below the OECD
average due to relatively low contribution rates and weak compliance with the public
pension system.

e Taxes on goods and services account for about one-third of government revenue, as in the
OECD area. The VAT accounts for half of this amount, although the rate, at 10%, is the
fourth lowest in the OECD. The other half is derived from a wide range of excises on
specific products. Customs and import duties provide 3.1% of tax revenue, one of the
highest shares in the OECD area.

e The property tax accounted for 13.2% of tax revenue in 2006, well above the OECD average
of 5.7%. This is due to transaction taxes on property, such as the registration and
acquisition taxes. Taxes assessed on property itself (recurrent taxes) are much lower
than the OECD average. Estate, inheritance and gift taxes in Korea accounted for 1.1% of
tax revenue, the third highest in the OECD area.

e Another unusual aspect of Korea’s tax system is the important role of so-called quasi-
taxes, which include a wide range of fees, charges and contributions that are not
imposed by the tax laws. Most are levied on firms in a discretionary and non-transparent
manner for financing off-budget spending. There were some 100 such quasi-taxes
in 2006, generating income of 1.4% of GDP.

Local government taxes account for about one-fifth of total tax receipts and cover
about one-third of local government spending. There are basically two levels of local
government in Korea. The upper-level local government consists of nine provinces,
six metropolitan cities and Seoul special city, while lower-level local government includes
cities, counties and wards (OECD Economic Surveys: Korea, 2005). Authority for education is
located in the “local education governments”, which are independent of local general
government and rely primarily on the central government for revenue. The 16 local taxes
generated an estimated 4.2% of GDP in 2007. Nine key taxes accounted for 93% of local tax
revenue in 2007. The remaining taxes, each generating less than 2% of local tax revenue,
reflects the reliance on earmarked taxes, which in total account for 21% of local
government tax revenue.? One of the five earmarked taxes, the Local Education Tax, is a
major revenue source. It was introduced in 2001 as a surcharge on five local taxes, but is
transferred directly to local education governments and thus does not enhance the
autonomy of local general governments (Kim, 2005). Property taxes account for about half
of local tax revenue (Figure 3.2), with levies on transactions accounting for about four-fifths
of that amount. However, local property taxes were reduced with the introduction of a
national Comprehensive Property Tax (CPT) in 2005. In contrast, local taxes on
consumption, business and personal income, as well as local social security and payroll
taxes, are relatively insignificant compared to other OECD countries.

Korea has made some progress in implementing the tax reform recommendations in
the 2000 OECD Economic Surveys: Korea (Annex 3.Al). In September 2008, the government
announced a tax reform package aimed at boosting private consumption and business and
housing investment:

e PIT rates will be cut by two percentage points by 2010, lowering the range from 8% to 35%
to 6% to 33%. Inheritance tax rates, currently 10% to 50%, will be brought in line with the
PIT. In addition, the personal income tax deduction will be hiked from 1 million won
to 1.5 million won.
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Figure 3.2. Composition of sub-national government tax revenues
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Source: OECD (2008b), Revenue Statistics 1965-2007, OECD, Paris (http://dx.doi.org/10.1787/366725334503).
Statlink =7 http://dx.doi.org/10.1787/513664244307

e The CIT rate (central government) will be cut from 25% to 22% in 2009 and 20% in 2010.
The rate for small and medium-sized enterprises (SMEs) was reduced from 13% to 11%
in 2008 and will be lowered further to 10% in 2010 and the threshold for this lower rate
will be doubled to 200 million won. As a result, 90% of firms will pay the SME rate.

e The threshold for paying capital gains tax for those owning only one house will be raised
from 600 million won ($409 000) to 900 million won ($613 000). The special deduction for
long-term ownership will be expanded from 4% to 8% per year (up to a maximum of
80%). The tax rates on capital gains, which are one percentage point higher than the PIT
for each bracket, and the thresholds will be brought into alignment with the PIT in 2009.

e The CPT will be significantly revised. First, the rates will be cut from a range of 1% to 3%
to 0.5% to 1%. Second, the threshold for paying the tax will be raised from 600 million won
to 900 million won. Third, the “application ratio” used to calculate the tax base will be
kept constant rather than increased as originally planned. Fourth, tax rates on land will
also be reduced.

While there are a number of positive elements in this plan, it does not fully address the
four challenges noted above, which require a more comprehensive tax reform. The
following sections examine the CIT, PIT, consumption taxes (including environmentally-
related taxes) and property taxes.

Corporate taxation
Overview of the corporate income tax

Corporate tax receipts have increased in recent years, rising from 3.3% of GDP
in 2000 to match the OECD average of 3.8% by 2006 (Table 3.1). One factor is the 66% rise in
the number of corporations, as restructuring in the wake of the crisis prompted newly-
unemployed persons to create enterprises and firms to spin off unprofitable divisions.” In
addition, taxable profits have risen markedly, in part due to deleveraging in the corporate
sector since the financial crisis; the debt-equity ratio in the manufacturing sector fell from
nearly 400% in 1997 to less than 100% by 2005, thereby reducing deductions for corporate
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interest payments. In addition, with loss carryovers limited to five years, the large losses
recorded in the wake of the crisis can no longer be used to offset profits.

Table 3.2. Tax expenditures in Korea

2000 2002 2004 2006 Number'
Personal income tax (trillion won) 5.2 5.6 7.4 9.1 96
Per cent of revenue 25.9 26.1 28.3 26.2
Per cent of all tax expenditures 38.9 3r.7 40.5 42.7
Per cent of GDP 0.9 0.8 0.9 1.1
Corporate income tax (trillion won) 43 46 5.7 6.1 84
Per cent of revenue 225 21.6 20.8 18.9
Per cent of all tax expenditures 32.6 31.2 3141 28.5
Per cent of GDP 0.7 0.7 0.7 0.7
Value-added tax (trillion won) 2.6 3.0 3.2 3.8 25
Per cent of revenue 114 9.6 9.2 10.0
Per cent of all tax expenditures 19.9 20.6 17.4 17.8
Per cent of GDP 0.5 0.4 04 0.4
Other indirect taxes (trillion won) 0.9 1.3 1.8 2.1 60
Per cent of revenue 1.6 1.8 2.1 2.2
Per cent of all tax expenditures 7.0 8.6 9.6 9.6
Per cent of GDP 0.2 0.2 0.2 0.2
Property taxes (trillion won) 0.2 0.3 0.3 0.3 3
Per cent of revenue 1.2 1.3 1.2 1.0
Per cent of all tax expenditures 1.6 1.9 14 1.4
Per cent of GDP 0.0 0.0 0.0 0.0
Total tax expenditures (trillion won) 13.3 147 18.3 21.3 219
Per cent of revenue 9.7 8.8 9.5 9.4
Per cent of GDP 2.3 2.2 2.3 2.5

1. The number of individual tax expenditures in 2006. The total number is less than the components as some tax
expenditures apply to more than one tax.
Source: Ministry of Strategy and Finance.

The corporate tax system accounted for 84 of the 219 tax expenditures in 2006 and
28.5% of the total amount of tax expenditures (Table 3.2). Since 2000, they have remained
steady at around one-fifth of corporate tax revenue. This is relatively high compared with
other OECD countries, notably Japan, where they amounted to 7% of corporate tax revenue
in 2006. Incentives for investment promotion, R&D and SMEs accounted for 80% of the total
(Table 3.3). Tax expenditures for investment promotion include measures to attract foreign

Table 3.3. Tax expenditures in the corporate tax system
Per cent of corporate tax revenue

2000 2002 2004 2006
Investment promotion 48 43 8.1 8.0
R&D promotion 5.0 4.4 45 4.0
Promotion of SMEs 2.0 33 3.6 3.0
Social security payments 41 42 1.7 1.7
Promotion of agriculture and fishing 0.3 0.4 0.1 1.0
Rural development 0.7 1.3 1.2 0.4
Restructuring of financial industry 3.5 1.7 1.1 0.3
Education and culture 0.8 1.0 0.3 0.2
Other 1.3 1.0 0.3 0.1
Total tax expenditures 22.5 21.6 20.8 18.9

Source: Ministry of Strategy and Finance.
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direct investment (FDI) inflows by cutting or eliminating taxes on foreign companies for up
to seven years. In addition, the rate of tax subsidy for R&D expenditures in Korea is
relatively generous, ranking in the upper half of OECD countries (Figure 3.3). As for SMEs,
in addition to tax expenditures, Korea is one of ten OECD countries that levy a reduced CIT
rate on small firms.

Figure 3.3. Tax treatment of R&D in Korea is relatively generous
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1. For example, the score of 0.18 for large firms in Korea means that 100 won of R&D spending resulted in 18 won of
tax relief for them.

Source: OECD (2008c), Science, Technology and Industry Scoreboard, OECD, Paris.
Statlink sw=r http://dx.doi.org/10.1787/513664773833

Promoting economic growth

Statutory corporate tax rates have fallen in the OECD area (Figure 3.4), reflecting a
growing recognition that taxes on corporate income distort saving and investment
decisions, reducing economic growth. In addition, there has been active competition to
lower rates to attract FDI in a world of increasingly mobile capital. Evidence suggests that
differences in corporate tax rates affect international flows of capital and profits and the
location decisions of firms. For example, an OECD study found that a one percentage-point
increase in the effective corporate tax rate reduces the stock of FDI by between 1% and 2%
(Hajkova et al., 2006). Another study reported that a one percentage-point cut in the rate
can raise the stock of FDI by about 3.3% (de Mooij and Ederveen, 2003). In addition,
globalisation has increased opportunities for tax avoidance. International differences in
corporate tax rates create incentives for more aggressive use of transfer pricing by
multinationals, which shift profits to subsidiaries in countries that have lower tax rates
and costs to countries with higher tax rates.®

The statutory corporate tax rate in Korea fell from 30.8% (including the local
government tax’) in 2000 to 27.5% in 2005, a rate close to the OECD average, which itself
has declined over time (Figure 3.4). As noted above, the rate is to be cut from 27.5% to 22%
by 2010, which would be the third lowest in the OECD. The government’s concern is to
compete with other Asian countries. For example, the rate is 25% in both China and
Taiwan, China, 18% in Singapore and 16.5% in Hong Kong, China.

A further cut in the corporate tax rate may help end the downward trend in business
investment — from 26% of GDP in 1996 before the crisis to 19% in 2006. The business sector
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Figure 3.4. International comparison of statutory corporate income tax rates
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N

argues that, in addition to lower tax rates, their tax burden should be lightened by
expanding deductions and credits, depreciation allowances and loss carryovers. However,
such an approach would risk complicating the tax code, thereby raising both compliance
costs and incentives for tax evasion. Therefore, the reduction in the corporate tax burden
should be achieved by cutting the tax rate rather than narrowing the base.

In addition to lowering tax rates, the tax burden on corporations should be cut by
phasing out quasi-taxes. The 2001 law on quasi-taxes required that both the authority
responsible for the collection of quasi-taxes and the purpose of the revenue be clearly
identified and placed restrictions on the creation of new quasi-taxes. While this reform
helped keep the number of quasi-taxes constant at around 100, their total amount rose
from 1.1% of GDP in 2001 to 1.4% in 2006.8 Given that quasi-taxes reduce transparency and
predictability, they should be phased out.
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Ensuring adequate revenue

The CIT should not be considered as a source of additional revenue to meet the
spending demands related to population ageing, given that cuts in the tax rate to boost
growth may reduce revenue. The government expects the cut in the CIT rate to reduce
revenues. Indeed, following the 2005 cut from 29.7% to 27.5%, corporate tax revenue fell
by 0.3 percentage point of GDP in 2006.° The longer-term impact of the planned CIT cut on
total revenue is not clear-cut, however. Its impact is likely to be partially mitigated by
positive supply-side effects, as the lower rates crowd in previously unprofitable projects.
Indeed, the amount of taxable corporate income tends to be higher in countries with low
CIT rates (Figure 3.5) and, consequently, there is almost no correlation between the
statutory CIT tax rate and corporate tax receipts as a share of GDP (Panel B). In any case, tax
rate cuts should be accompanied by base broadening to limit any revenue loss. Base
broadening would also reduce distortions and improve the allocation of capital. Achieving

Figure 3.5. International comparison of corporate tax rates and tax bases
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the positive impact of tax cuts on growth depends in part on the efficient allocation of the
higher level of investment.

With tax expenditures amounting to one-fifth of corporate tax revenue (Table 3.3),
reducing their number and scope would add significantly to the revenue base. The amount of
foregone revenue from measures to promote FDI has doubled from 200 billion won in 2002 to
400 billion won in 2006. However, FDI inflows have been on a declining trend since 2004 (on a
notification basis), suggesting that tax incentives are not the most important factor in
attracting foreign firms. Tax expenditures to promote R&D have been justified on the grounds
that without them, investment in R&D would fall short of the socially optimal level, due to
spillover effects. However, some countries such as Finland and Sweden, which are front-
runners in innovation, do not provide any tax relief for R&D. While tax incentives tend to
provide a stronger stimulus for R&D than direct subsidies, their overall impact on innovation
appears to be small (Jaumotte and Pain, 2005). Korea should ensure that the benefits of
additional R&D spending resulting from tax expenditures outweigh their costs. As for SMEs,
they face a CIT rate of only 11%. However, it is uncertain whether the lower tax rate is the best
way of addressing the problems facing SMEs. Small firms are less influenced by the corporate
tax rate as they tend to have low profitability (Johansson et al., 2008). Moreover, a low tax rate
encourages small firms to remain small in order to benefit from the lower tax rate. Compared
to preferential rates for SMEs, a lower general corporate tax rate would have a larger impact on
productivity. In sum, the special tax rate for SMEs should be phased out.

It is also important to effectively implement recent reforms to control tax
expenditures. In particular, strictly applying the sunset clause in the 1998 Special Tax
Treatment Law and implementing the 2007 National Fiscal Act would help limit tax
expenditures. First, a “PAYGO” principle is applied to requests for additional tax
expenditures. This requires that the expected revenue effect of any new tax expenditure be
offset by the reduction or elimination of existing tax expenditures. Second, the amount of
tax expenditures, as a share of total revenue plus tax expenditures, is not allowed to rise by
more than 0.5% from its average over the preceding three years. Third, a tax expenditure
budget, containing expenditures for the preceding year and estimates for the current and
following year, is to be adopted in 2010. Fourth, the “Tax Expenditure Evaluation
Committee”, established in 2007, should focus on quantitative assessments of the
effectiveness of tax expenditures. In sum, broadening the tax base by reducing tax
expenditures would limit the revenue losses from cutting tax rates and make the tax
system more efficient and less complicated, thereby promoting growth.

Improving the local tax system

At present, the local CIT is set at 10% of the rate imposed by the central government,
currently 25%. With a rate of 2.5%, the local CIT accounts for only 8% of local tax revenue.
Given its high volatility in revenue and the large gap in tax bases between jurisdictions, the
CIT is not an appropriate source of local government revenue.

Personal income taxation

Overview of the personal income tax

The PIT in Korea is exceptionally low, accounting for only 4.1% of GDP in 2006 (Table 3.1),
the fourth lowest in the OECD area. The top rate was cut from 40% in 1999 to 35%
in 2005 compared to the OECD average of 43% (Figure 3.6). Moreover, as the top rate only

66 OECD ECONOMIC SURVEYS: KOREA - ISBN 978-92-64-05425-7 — © OECD 2008



3. REFORMING THE TAX SYSTEM TO PROMOTE ECONOMIC GROWTH AND COPE WITH RAPID POPULATION AGEING

Figure 3.6. Top marginal rates and corresponding income threshold
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applies to incomes exceeding 3.5 times the average wage (Panel B), most taxpayers face
much lower rates. In addition, only half of workers pay income tax due to a number of
deductions in the PIT system, which accounts for 42.7% of total tax expenditures in Korea
(Table 3.2). Most important is the deduction on earned income,'© which alone accounts for
more than half of tax expenditures in the PIT. As a result of the deductions, only half of
wage income is subject to tax, the third lowest OECD-wide and well below the average
of 84% (Figure 3.7).

Such deductions are intended to create a level playing field between employees and
the self-employed, who face a lighter effective tax burden for several reasons. First, they are
able to split household income among family members, thus circumventing the
progressivity of the PIT. Second, they can deduct some consumption spending as business
expenses, while benefiting from some tax incentives given to corporations. Third, the
simplified VAT system for small businesses exempts them from keeping detailed books.
Fourth, weaknesses in enforcement make outright evasion a problem. Comparing national
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Figure 3.7. International comparison of wage income subject to personal
income tax
At the central government level in 2007
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Source: OECD (2007c), Taxing Wages 2006-2007, OECD, Paris.
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income with data from the National Tax Service (NTS) indicates that only about half of self-
employed income is reported, compared to more than 80% for wage income (Table 3.4).
However, considering that non-taxable incomes are included in national income, reported
income of the self-employed is estimated at 60% to 70% of their total taxable income (Sung
and Park, 2008). While taxing the self-employed on an equal basis with wage earners is a
concern in most OECD countries, the problem is more severe in Korea given that the
proportion of self-employed is the fourth highest in the OECD area.

Table 3.4. Capture ratio of employee and self-employed income
Trillion won

2005 2006 Increase rates (%)

National accounts (A)

Compensation of employees 365.0 384.8 54

Self-employed income 79.7 82.5 3.5
Income reported to tax authorities1(B)

Employee income 279.4 317.9 13.8

Self-employed and rental income 38.1 427 12.0
Income capture ratio (B/A) in per cent

Employee income? 765 82.6 6.1

Self-employed and rental income? 47.8 51.7 3.9

1. From the National Tax Service’s Annual Report on National Taxes.
2. The increase shown is in percentage points.
Source: Bank of Korea and National Tax Service.

Given the extensive deductions, the PIT burden for a single individual at average
earnings in Korea is less than 5% of gross earnings, the second lowest in the OECD and well
below the average of 16% (Figure 3.8). The overall tax wedge, including social security
contributions, was only 16% in 2006, again the second lowest among OECD countries
(Panel B).'! Another pro-growth aspect of the PIT system is that it does not discourage
second-earner participation in the labour force to any significant degree, as the tax unitis the
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Figure 3.8. Korea has a relatively low tax wedge on labour
For a single person with no children
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2. The progressivity index of the tax wedge is calculated as (TW167 - TW67)/ TW167, where TW167 and TW67 are
the tax wedges for workers at 167% and 67% of the average wage, respectively.

Source: OECD (2008d), Tax Database, OECD, Paris (www.oecd.org/ctp/taxdatabase).
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individual rather than the household. In many OECD countries, family taxation tends to
discourage the employment of second-earners, typically married women, due to effectively
heavier taxation (Jaumotte, 2003). Moreover, the spouse allowance in Korea is relatively low
and does not favour non-working spouses. Hence, the low labour force participation rate for
women - the fourth lowest in the OECD area (see Chapter 5) — cannot be blamed on the tax
system.

In 2008, Korea introduced an earned income tax credit (EITC), an in-work tax credit
used in a number of OECD countries, including the United States, the United Kingdom,
Denmark, the Netherlands and Sweden. Korea’s EITC is initially limited to salaried workers
with two or more children, who do not own a home and have assets of less than
100 million won ($68 000). The income ceiling is 17 million won, 70% of the average gross
household income and 20% higher than the minimum cost of living for a family of four.
The EITC provides 10% of earnings up to 8 million won and is phased out beginning at
12 million won. The government expects that 0.3 million households (1.8% of the total) will
receive the EITC in 2009, with total payments of 150 billion won (less than 0.1% of
government spending). The main targets are daily workers'? (2.2 million, 9% of the labour
force) and temporary workers (5.2 million, 21%).

Promoting economic growth

Cross-country research by the OECD suggests that taxes on labour, such as the PIT and
social security contributions,® tend to reduce labour supply and demand, saving and capital
investment, thereby reducing potential output growth. According to one study,
a 10 percentage-point reduction in the tax wedge on labour (including social security
contributions) would boost the employment rate by 3.7 percentage points (OECD, 2006a).14
Another OECD study found that a one percentage-point increase in the tax wedge on labour
income would lower overall employment by 0.25% (Bassanini and Duval, 2006). Taxes on
labour can also reduce hours worked, especially for women (Causa, 2008). Korea’s low
marginal tax rate thus boosts working hours and may help explain the low incidence of part-
time work by women at 12.5%, about half of the OECD average. Korea should try to maintain
a low tax wedge on labour income, thereby helping to sustain labour input, which is
currently the highest in the OECD area in terms of hours worked relative to the population.

The planned reduction in income tax rates, even if PIT revenue were boosted through
base broadening, would be positive for economic growth by enhancing entrepreneurship
and incentives for FDI and education.’> An OECD study shows that a five percentage-point
decrease in the marginal tax rate leads to a 0.3 percentage-point rise in the graduation rate
from tertiary education, thereby boosting economic growth (Oliveira Martins et al., 2007).
Another study found that the impact of labour taxes on FDI inflows is substantially larger
than that of corporate tax rates (Hajkova et al., 2006). As for entrepreneurship, reductions
in top PIT rates have been found to raise productivity in industries with high rates of
enterprise creation (Johansson et al., 2008). Finally, a further cut in the top personal rate
from the planned 33% in 2010 may help ensure the integrity of the tax system once the
national corporate rate falls to 20%, because the wider gap between the two rates may
encourage high-income individuals to shelter their income within corporations.

Like many OECD countries, Korea has adopted dual taxation of labour and capital
income, with a low uniform rate of 14% on dividend and interest income, an approach that
has a number of advantages: i) it reduces any disincentives to save; ii) it helps offset the
fact that capital income taxes are applied to the nominal rather than the real return on
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savings; iii) it reduces the incentive for capital owners to move their savings offshore; and
iv) it reduces the scope for arbitrage between different sources of capital income. However,
since 2001, interest and dividend income in excess of 40 million won ($27 000) is subject to
“global taxation”, i.e. it is taxed at the same rate as labour income. The number of affected
taxpayers rose from 14 000 in 2001 to 36 000 in 2006 and their tax payments from 0.5% of
GDP to 0.8%. The rationale for this threshold is uncertain and leaving it at this level would
mean that a growing share of the population will be subject to global taxation.

Changing the favourable tax treatment of the “retirement allowance”, which is taxed
over a number of years at low rates, would encourage the employment of older workers.
Firms are required by law to pay a lump sum of at least one month of wages for each year
worked to departing employees. In practice, many firms pay about double that amount.
Given that the lump sum is based on an employee’s final wage, which rises sharply with
seniority, there is a disincentive to keeping older workers. Most firms therefore set a
mandatory retirement age that is well below the age of 60 recommended by the
government. Indeed, average tenure peaks around 50, much earlier than in other OECD
countries. Making more effective use of older workers is important in an ageing economy
(see Chapter 5). The retirement allowance, which is actually a separation allowance paid
each time a worker changes jobs, also discourages labour mobility, given that it is based on
seniority and wages. The reduction in mobility has negative consequences for productivity.
In 2005, the government introduced a company pension system, which allows firms to
transform the lump-sum retirement allowance into a pension, based on agreement
between labour and management. However, by September 2008, less than 9% of firms had
adopted a pension system. The government should remove the tax preferences for
retirement allowances to promote the employment of older workers, labour mobility and
the shift to company pensions.

Ensuring adequate revenue

Boosting PIT revenue from its current low level to offset declines in the CIT resulting
from rate cuts would be positive for growth. The key is to further improve tax compliance
among the self-employed. The upward trend in the share of PIT revenue in GDP reflects the
rise in the proportion of self-employed paying income tax from less than 40% in 1998 to
63% in 2006 (Figure 3.9), as a result of measures to increase transparency about their
income. First, the scope for special treatment of small businesses under the VAT was scaled
back (see below), increasing their bookkeeping obligations. Second, the government
introduced policies in 2000 to encourage the use of credit cards: 20% of credit card
purchases exceeding 20% of wages are deductible up to a maximum of 20% of income. In
addition, a lottery using credit card receipts was introduced. Between 1999 and 2002, the
number of credit cards jumped from 39 million to 104.8 million (three cards per adult),
while the amount of purchases increased by more than six times, accounting for 70.3% of
private consumption by 2002 (Table 3.5). Accordingly, the share of sales captured in the VAT
net expanded sharply, increasing transparency about the income of small businesses.'®

Policies to further boost the tax compliance of the self-employed remain a priority.
Although there is no simple way to accomplish this task, a package of measures may be
effective. First, more intensive use of information technology would free up resources to
improve enforcement. Second, the number of audits should be increased from its relatively
low level and the threshold for investigating suspicious transactions should be lowered.
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Figure 3.9. Share of workers paying personal income tax
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Third, penalties for tax evasion should be strengthened. Fourth, the self-employed should be
required to separate their business accounts from their personal accounts.

In contrast to the self-employed, the share of employees paying PIT declined from 60%
in 1997 to 50% in 2006, reflecting the large deductions for wage income, keeping the overall
proportion of taxpayers at 53% of workers (Figure 3.9). Given the increasing tax compliance
of the self-employed, there is scope to further boost revenues from the PIT by reversing the
fall in the share of employees paying taxes. This requires reducing deductions, notably for
wage income, which alone amounts to 15% of PIT revenue. Such a decline is appropriate
given that the amount of deductions for wage income needed to level the playing field with
the self-employed is declining.!” It should be done by cutting the fixed-amount deduction
for each tax bracket so as to not raise marginal tax rates.'® Raising the share of wages
subject to income tax to the OECD average of 84% would boost PIT receipts from employees
from 1.5% of GDP to more than 2.5%. Such additional revenue could offset the possible
decline in corporate tax revenue in the context of falling CIT rates, as well as the planned
cut in the PIT rates. However, using base broadening to finance a cut in the PIT rates would
have negative implications for equity.

Table 3.5. The use of credit cards?
In trillion won

1998 1999 2000 2002 2004 2005 2006 2007

Number issued (in millions) 42.0 39.0 57.9 104.8 83.4 86.0 90.9 89.6
Amount of sales using credit cards 30.8 425 79.9 268.0 229.9 258.2 278.9 312.0
Per cent of private consumption 12.9 15.5 25.6 70.3 57.3 61.2 62.7 63.6

1. Includes only non-bank credit card companies.
Source: Financial Supervisory Service.

Coping with income inequality

Korea’s PIT system is relatively progressive: the ratio of the tax wedge for a high-
income relative to a low-income worker is high (Figure 3.8, Panel C). However, the narrow
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income tax base and the small share of PIT receipts in GDP limit its redistributive impact,
especially given that tax allowances tend to benefit high-income groups as low-income
people are already exempted from income tax. Taxes and social benefits reduce Korea’s
relative poverty rate by 3 percentage points, compared to an OECD average of 16 points,
leaving relative poverty at a high level of 15% (Figure 1.10). Concerns about inequality and
poverty led to the introduction of the EITC, which can “make work pay” for low-skilled
persons. It can thus help meet distributional objectives without the negative impact on
output growth that may result from raising marginal tax rates on high-income earners.

In practice, the effect of an EITC on employment depends on the potentially offsetting
income and substitution effects and the increase in marginal tax rates as the subsidy fades
out. The impact in terms of increasing total labour supply and decreasing unemployment
is greater in countries with a wide earnings distribution, low tax rates on labour and low
benefits for the non-employed, such as the United States and the United Kingdom
(Bassanini et al., 1999). This suggests that the EITC will also be effective in Korea, as it is
similar in many respects (Figure 3.8). Indeed, strict eligibility conditions and the short
duration of unemployment benefits reduce the proportion of unemployed receiving
benefits to 34%, compared with an OECD average of 92%. Other government transfers are
quite limited in Korea. The main social welfare programme, the National Basic Livelihood
Security Programme, is limited to just 3% of the population. In sum, the EITC is likely to
have a positive effect on aggregate employment and poverty in Korea.'®

The EITC is starting on a small scale, with initial coverage of 0.3 million households, a
small fraction of the 7.4 million daily and temporary workers targeted by the scheme. An
expansion of the EITC could be financed by broadening the PIT base, as discussed above.
The major challenge to successfully implementing and expanding the EITC is the lack of
transparency about the income of daily and temporary workers, who are generally below
the threshold for the income tax. The NTS began to require employers to report the income
of such workers only in 2006. Given the lack of transparency and the scope for fraud, the
introduction of the EITC on a limited basis is appropriate. The authorities will consider
in 2014 whether to extend the eligibility of EITC benefits to the self-employed, where the
lack of transparency is even more severe. Given that Korea seems well-suited to an EITC,
the objective should be to increase transparency about the income of daily and temporary
workers and the self-employed so that the EITC can be available to a larger share of the 15%
of the population living in relative poverty.

Another way to improve income distribution would be to increases taxes on fringe
benefits. At present, many benefits, such as subsidies for employees buying houses or
using lodging or cars owned by their employer, are deductible for firms and not taxable for
employees. Fringe benefits are a thus a means to avoid taxes. Given that most non-regular
workers do not receive fringe benefits, their tax-free treatment tends to worsen income
distribution. Taxing such benefits as individual income, giving priority to those that are
most important to high-income earners, would thus increase fairness.

Improving the local tax system

A local income tax on individuals is one option for increasing local government
autonomy. At present, the local income tax, which is levied at a rate of 10% of the PIT and
a fixed per capita payment for individuals (the resident tax), accounts for 7% of local
government tax revenue. This share could be increased, either by boosting the per capita
levy (collected by the local government), although this would raise inequality, or by hiking

OECD ECONOMIC SURVEYS: KOREA - ISBN 978-92-64-05425-7 - © OECD 2008 73



3. REFORMING THE TAX SYSTEM TO PROMOTE ECONOMIC GROWTH AND COPE WITH RAPID POPULATION AGEING

the rate on income (collected by the central government). Although local governments are
allowed to set the rate between 5% and 15%, it remains at 10% throughout Korea, reflecting
their reluctance to diverge from norms set by the central government. Achieving greater
revenue autonomy for local governments would require transferring greater spending
responsibilities to them, given that many jurisdictions in the capital region are already
largely self-sufficient, even though they do not receive the Local Share Tax.
Decentralisation would improve the quality of public services in line with local needs.
Enhanced local autonomy should be accompanied by increased transfers that are not
earmarked to avoid widening regional differences in fiscal capacity.

Consumption taxes
Overview of consumption taxes

The VAT accounted for 16.8% of total tax revenue in 2006, while a number of excises on
specific goods and services provided another 15.8% (Table 3.1). The VAT rate has been fixed
at 10% since its introduction in 1977 and is well below the OECD average of 18%. The
relatively low rate is offset by a broad base, as reflected in the VAT Revenue Ratio (VRR)
of 72% in 2005, the fifth highest in the OECD area (Figure 3.10). The combination of a low rate
and a broad base is not unusual as a cross-country comparison indicates a negative correlation
between the standard VAT rate and the broadness of the base.?? The scaling back of the
preferences for small businesses with annual turnover of less than 150 million won ($102 000)
has helped broaden the base. In 1998, nearly 60% of the 2.9 million businesses paying the
VAT were granted “special” or “simplified” treatment, allowing them to pay between 2%

Figure 3.10. Value-added taxes in OECD countries
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and 4% of turnover. With the abolition of the special treatment in 2000 and the cut in the
ceiling for the simplified scheme to 48 million won, the share of businesses receiving
preferential treatment fell to 49% in 2001. It declined further to 38% in 2006,?* reflecting
the increased transparency resulting from greater use of credit cards as well as the
unchanged ceiling of 48 million won, which has fallen by a fifth in real terms.

Excises on specific goods and services are relatively large in Korea. Although the
number of “individual consumption taxes” was reduced from 27 to 20 in 2004, their
revenue remains around 0.6% of GDP. Excises were placed on goods considered to be luxury
22 in order to offset the regressive impact of the introduction of the VAT on income

distribution. Excises are also imposed on six energy products.

items

Promoting economic growth

A revenue-neutral reform that raised the share of indirect taxes in total tax revenue is
likely to boost the level of per capita income, as noted above. Although consumption taxes
lower the real after-tax wage and thereby have a negative effect on labour supply, the
extent of the distortion is less than for income taxes.?> Korea’s broad base for the VAT is
appropriate as it reduces the need for a higher rate. Another advantage is that the VAT is
simple and relatively difficult to avoid or evade in Korea.

Ensuring adequate revenue

Consumption taxes should be the primary revenue source to finance increased
spending in the future. Given the already broad base, generating additional revenue
implies hiking the VAT rate from its relatively low level. In addition, there is still room to
generate more revenue by broadening the base,?* in particular by scaling back the scope of
exemptions and limiting the use of the simplified scheme for small businesses. While the
scheme alleviates the administrative burden, it distorts competition between firms of
different sizes and facilitates tax evasion through a number of channels. First, firms using
the special scheme can easily disguise their true turnover as there is no bookkeeping
obligation. Second, the absence of bookkeeping also facilitates tax evasion by larger firms
that have transactions with businesses using the simplified scheme. The problem extends
beyond the VAT as under-reporting of turnover makes it easier for the self-employed to
under-report personal income as well. The objective of the simplified scheme should be to
reduce administrative burdens on small firms rather than grant them favourable
treatment. This requires bringing the value-added ratios used in place of bookkeeping into
line with actual value-added. Using new technology to reduce the compliance cost of the
standard VAT would reduce the need for a specialised scheme for small businesses.

Coping with income inequality

A shift in the tax structure from income to consumption taxes would reduce the tax
system’s already low redistributive impact, with negative implications for income equality.
The need to eventually boost the VAT rate raises the issue of whether to introduce multiple
rates in order to limit the regressive impact of the VAT by exempting or imposing lower
rates on food and other necessities. Such an approach is used in some European countries,
which have standard VAT rates as high as 25%. However, differentiating VAT rates is not an
efficient way to provide assistance to those who need it. High-income households tend to
benefit most from lower rates on some items because their level of consumption is higher
(OECD, 2008a). In addition, introducing multiple VAT rates has a number of drawbacks.
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First, it would entail higher administrative and compliance costs. Second, it would provide
opportunities for fraud through the misclassification of items. Third, it would have to be
compensated by a higher standard rate. Fourth, it would reduce the neutrality of the VAT,
thus distorting consumption decisions and decreasing welfare. In sum, it is important to
maintain a single rate (and limit the number of zero-rate products), while addressing
income distribution through better-targeted policy tools, such as the EITC.

Consumption taxation should be further improved by simplifying the unnecessarily
complex structure of excises. The wide variation in excise rates distorts consumption
choices. In particular, the excises on 20 items in the individual consumption tax do not
have much impact on the progressivity of the tax system, as some items such as perfume
can hardly be considered as luxuries anymore. In any case, using a complicated system of
excises is not the most efficient means of achieving equity objectives. Instead, excises
should be focused on addressing externalities rather than on raising revenue. This
suggests limiting excises to products such as tobacco and liquor for health reasons and to
energy for environmental reasons, with the rate based on the size of the externality
(Box 3.1), while eliminating the other excises.

Simplifying the system of excises should be accompanied by a phasing-out of
earmarked taxes, which accounted for 14% of total tax revenue in 2007. The education
tax, for example, is financed by surcharges on tobacco, liquor and the individual
consumption tax. Earmarking is used in some countries as a political tool to foster public
support for tax increases to cover specific expenditures. It can allow a closer link between
those who pay the tax and those who benefit, although the connection between
taxpayers and beneficiaries is quite weak in Korea.?> However, earmarking has a number
of disadvantages. First, it reduces the flexibility of policymakers to adjust spending as
expenditure needs change over time. Second, when earmarked revenues exceed the
expenditures for which they are targeted, it can be difficult to reallocate the additional
funds to other more productive purposes, encouraging excessive spending in the targeted
area. Third, earmarked taxes significantly increase the complexity of the tax system. Fourth,
earmarking nurtures vested interests within and outside the government. In sum, reducing
earmarking would promote the efficient management of public finances. Given the
negative aspects of earmarking, the government has announced a plan to eliminate the
three national earmarked taxes (education, local development and transport-energy-
environment) in 2010 and integrate them into other taxes.

Improving the local tax system

One proposal to increase local government tax revenue is to create a local VAT with a
2% rate, with an offsetting cut in the national rate to 8%, leaving the overall rate at 10%.
The central government would collect the tax and allocate it to local governments based on
consumption patterns. Although a local VAT would transfer more revenue to local
governments, it would not increase their autonomy. The need for more local government
revenue is not pressing at the moment. Indeed, the hike in the Local Share Tax from 15% of
national internal taxes to 19.2% has increased local government revenue and reduced their
borrowing. If the additional revenue from a local VAT were offset by a reduction in the Local
Share Tax, which is allocated so as to reduce regional inequality, it would have adverse
implications for equity.
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Box 3.1. Environmentally-related taxes

Environmentally-related taxes are another way to broaden the tax base, while avoiding the
distortions inherent in income taxes and improving welfare. Environmental taxes in Korea have risen
to almost 3% of GDP, slightly above the OECD average (Figure 3.11), reflecting a tripling of the tax on
diesel between 2001 and 2007. In addition, the proportion of the revenue from the transportation-
energy-environment tax that is earmarked for transport infrastructure, primarily roads, was reduced
from 86% to 80% in 2007, and 15% was earmarked for environmental improvement.

Figure 3.11. International comparison of environmentally-related taxes
Revenue as a per cent of GDP

5 5
[ 1995 |

4 Bl 2005 4

3 1 ] . 3

2005 average I

1 “ 1
ol 1N 1010101000 W IW W IHININ 0
USA MEX CAN CHE SVK FRA BEL ISL HUN IRL SWE FIN NLD ITA GRC
POL JPN NzZL DEU ESP AUT TUR CZE KOR GBR LUX PRT NOR DNK

1. 2005 data not available in the case of France and Iceland (2004 data used) and Korea (2003 data).

Source: OECD (2008b), Revenue Statistics 1965-2007, OECD, Paris (http://dx.doi.org/10.1787/366725334503).
Statlink sz http://dx.doi.org/10.1787/513854487201

Higher energy taxes have helped slow the growth of energy consumption and reduce air pollution. A
comprehensive air quality plan in 2005 for the Seoul metropolitan area targets a further 41% to 47% cut
in pollutant emissions by 2014 through several measures. First, for stationary sources, the cut in
emissions is to be achieved through a total pollution load management and emission trading (“cap and
trade”) system introduced in the capital region in 2007 for SOx, NOx and TSP. It was initially applied to
large sources and will be extended to mid-sized sources in 2009. Second, a wide range of measures are
being implemented to reduce emissions and energy consumption by on-road mobile sources, the
major emission source in Seoul. These measures include tighter emission standards, inspections,
stronger fuel standards and the use of low-emission vehicles in the public sector.

Greater use of economic instruments to address the externalities of pollution and congestion would
allow a liberalisation of the regulations currently used to limit the concentration of population in the
Seoul metropolitan region. The construction of large-scale facilities, including factories and
universities, is still prohibited or controlled by regulations dating back to the 1960s. Their effectiveness
is reduced by a number of exceptions that have been introduced, such as those for SMEs, venture
businesses, FDI and advanced-technology firms. Despite the regulations, the capital region’s share of
the population has risen from 18% in the 1980s to nearly half. Moreover, the regulatory approach to
limit concentration has a number of negative side effects. First, the policies are holding back Seoul’s
international competitiveness. In an increasingly globalised economy, firms that are not allowed to
invest in the Seoul region may invest instead in other countries. Second, addressing negative
externalities by imposing restrictions on the location of certain economic activities is a costly approach
as enterprises that would benefit the most from locating in the capital region are often excluded, while
the possibility of obtaining exemptions to restrictions prompts lobbying.
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Box 3.1. Environmentally-related taxes (cont.)

The taxation of energy should be improved. First, the earmarking of the transportation-energy-
environment tax, which is subject to a 2009 sunset clause, should be ended. Allocating 80% of the
revenue from energy taxes to the transport sector undermines the effectiveness of those taxes.
Second, the tax should be converted to a tax on energy consumption, phasing out exemptions and
reductions for energy-intensive sectors and activities. There is considerable scope to increase fuel
efficiency. Indeed, the energy-to-GDP ratio in Korea is the sixth highest in the OECD area. However,
one concern in Korea is that boosting taxes on energy consumption will reduce the international
competitiveness of energy-intensive sectors. Third, the government should not reduce energy taxes
to offset the impact of higher oil prices, as it did in March 2008 when the gasoline tax was cut
by 10% (the government promised more cuts if the price of oil were to reach $170 per barrel). A
10 trillion won (1% of GDP) package announced in June 2008 included fuel subsidies for truckers,
farmers and fishermen. Only by allowing the right price signals to affect demand and supply can
better balance be established in these markets. Concern about the living standards of low-income
households is better addressed through taxes and social transfers. The June 2008 package is to
provide such assistance through income tax rebates, although more than one-half of workers are
eligible for rebates.

Another challenge is to reduce the level of greenhouse gas emissions. Korea, which was
classified as a developing country in the 1997 Kyoto Protocol and thus exempted from mandatory
cuts, is the world’s tenth-largest source of greenhouse gas emissions, as its emissions almost
doubled between 1990 and 2005. The Environment Ministry announced in March 2008 that it
would seek to cap emissions at the 2005 level by 2012 by encouraging the use of environment-
friendly vehicles and fuels, and staging nationwide energy-saving campaigns. The official
reduction target, though, has not yet been set. To cut emissions, the government is considering the
introduction of tax benefits for investment in emission reduction and a carbon tax, which taxes the
combustion of fossil fuels according to their carbon content. A number of OECD countries,
including the United Kingdom and the Netherlands, have introduced instruments that have
elements of a carbon tax. Higher taxes on greenhouse gas-emitting activities would also provide
scope for reducing more distortive taxes on income.’

* Carbon taxes may need to be accompanied by permit trading. Both approaches have their pros and cons. A permit
system gives certainty about emissions at the price of uncertainty about the costs, whereas a tax has the opposite
effect. Taxes may entail smaller administrative costs and could be technically easier to implement in developing

countries, but tradable permits build up a stronger political constituency (permit holders) with an interest in enforcing
the policy in the future.

Property taxes
Overview of property taxes

Property-related taxes are high in Korea, at 3.5% of GDP in 2006 compared with an
OECD average of 2.0%. However, their prominent role is primarily due to taxes on
transactions - 2.4% of GDP, the highest in the OECD area - which hamper mobility by
creating lock-in effects. The government reduced property transaction taxes by cutting the
rate on acquisitions from 2.2% in 2004 to 1.1% in 2007 and the rate on registrations
from 3.6% to 1.2%.2° As for capital gains, single homeowners are not taxed on the sale of
houses owned at least three years and valued at less than 600 million won ($409 000). As a
result, less than 2% of households are subject to capital gains taxes. The thresholds are
similar to those of the PIT while the tax rates are one percentage point higher. However, a
uniform rate of 40% is applied to property held between one and two years, and 50% for
that held less than one year (Table 3.6). In recent years, the government has strengthened
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Table 3.6. Recent changes in the capital gains tax on property

Situation Tax rates through end-2006 Tax rates from 2007 Tax rates from 2010
Normal tax rates” 9% to 3§ % dependlqg No change 6% to 33 % dependlqg
on the size of the gain on the size of the gain
Owned less than 1 year 50% No change No change
Owned 1 to 2 years 40% No change No change
Unregistered property 70% No change No change
Households owning 3 or more houses? 60% No change No change
Households owning 2 houses? Normal tax rate (9-36%) 50% No change
Land held for non-business purposes Normal tax rate (9-36%) 60% No change

1. Applies to households with one house with a selling price of more than 600 million won (about $409 000), which
accounts for 2-3% of total houses in Korea. The threshold is to be raised to 900 million won in 2010. The taxable
gain is calculated as: [(S - 600 million)/S] *(S - P), where S is the selling price and P is the purchase price. Thus, if
the selling price were 1.8 billion won and the purchase price were 1 billion won, the taxable gain would be

0.53 billion won.
2. In addition, the special deduction in the capital gains tax for long-term ownership, which can go as high as 30%,

was eliminated for multiple homeowners in 2007.
Source: Ministry of Strategy and Finance.

capital gains taxes as part of its effort to stabilise housing prices and increase income
redistribution. First, actual sales prices are used to calculate capital gains,?’ rather than the
value assessed by the National Tax Service, which is 50% to 70% of the market value.
Second, the government has focused higher capital gains taxes on persons who own more
than one dwelling. A rate of 50% was imposed in 2007 on persons with two houses and a

rate of 60% on those owning three or more.?®

In contrast to transaction taxes, taxes on property holding were much lower at 0.5% of
GDP in 2005. However, there was a major overhaul of property taxes that year. The local
taxes on structures (six rates between 0.3% and 7%) and on land (nine rates between 0.2%
and 5%) were combined. The new local tax on property has three rates, ranging from 0.15%
to 0.5% (Table 3.7). In addition, the evaluation of real estate values for tax purposes was
brought closer into line with market values. The evaluation was raised from 36% (the so-
called “application ratio”) of the value of the house as assessed by the Ministry of

Table 3.7. Property holding taxes in Korea

Local property tax National Comprehensive Property Tax'
Housing Land for business Land for Housing Land for business Land for
non-business non-business
Asset value threshold 0 0 0 600 million 4 billion 300 million
(won) (900 million) (8 billion) (500 million)
Calculation of tax base Per property ~ Cumulative value Cumulative value Nationwide Nationwide Nationwide
per person per person cumulative value  cumulative value  cumulative value
per household per person per household
Tax rates? 0.15-0.5% 0.2-0.4% 0.2-0.5% 1-3% 0.6-1.6% 1-4%
(0.5-1.0%) (0.5-0.7%) (0.75-2%)
Ceiling on increase 105 to 150% 150% 150% 300% 150% 300%
in tax payment® (150%) (150%)
Application ratio* 50% 60% 60% 80% 60% 80%
1. Changes announced in September 2008 are shown in parentheses.
2. There are three tax rates for each category except the Comprehensive Property Tax on housing, which has four.
3. Relative to the preceding year.
4. The proportion of the value assessed by the Ministry of Construction and Transport that is used as the tax base.

Source: Ministry of Strategy and Finance.
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Construction and Transportation (MCT) to 50%. Given that the MCT’s assessed value is
about 80-90% of the market price, the tax base has risen from about 29-32% of the market
value to 40-45%.

The changes in the local property tax were accompanied by the introduction in 2005 of
the CPT, a national tax applied to households and firms owning housing with a combined
assessed value exceeding 900 million won. The threshold was subsequently reduced to
600 million won. In 2006, 1.3% of households were subject to this tax, whose revenues are
transferred to local governments to reduce regional inequalities, based on a formula that
gives an 80% weight to their fiscal needs. The CPT is very progressive with rates from 1%
to 3%. Its top rate is thus 20 times higher than the lowest rate of local property tax on
households, which is set at 0.15%. Thus, the burden on CPT-payers is very heavy, even
though the overall burden of property-holding tax is rather low in Korea. In contrast,
most OECD countries impose a flat rate, or moderately progressive rates, on property
holding.

Promoting economic growth

A tax on property holding is more favourable for growth than other taxes as it has less
impact on decisions to supply labour, produce, invest and innovate (Johansson et al., 2008).
Increasing the share of property tax in the overall tax mix would reduce the need for other
more distorting taxes, in addition to promoting the efficient use of land. However, the
introduction of the CPT proved problematic for a number of reasons (see below). Higher
holding taxes should be accompanied by a reduction in transaction taxes. The planned
reform of the capital gains tax in 2010 - by raising the threshold for single homeowners to
900 million won ($613 000) and bringing the rates into line with the PIT - is a positive step
in this regard as it will reduce the lock-in effect that blocks the supply of houses
(Kim, 2005). Indeed, the low level of property transactions during the past year appears to
be partly related to the increased taxation of capital gains introduced in 2006-07.

Ensuring adequate revenue

Following the changes in the valuation of real estate for the local property tax and the
introduction of the CPT, the total tax on holding property rose to 0.8% of GDP in 2006. It is
still well below the OECD (weighted) average of almost 2% (Figure 3.12), indicating scope to
further increase property taxes toward the levels in the most advanced countries in order
to meet future revenue needs. A higher effective rate should be achieved by gradually
raising the overall holding tax, rather than through the CPT, which led to a sudden increase
on a small group of taxpayers. Moreover, the CPT was aimed at controlling short-term
fluctuations in housing prices and redistributing income (OECD Economic Surveys: Korea,
2007). Property taxes should instead be based on a long-term perspective of efficiency
considerations and government revenue needs. Given that housing prices are determined
by many factors, including macroeconomic conditions and regulations, using tax policy to
influence house prices in the short run is unlikely to be successful and will result in a sub-
optimal tax policy.

The government’s plan to revise the CPT by reducing the rates to 0.5% to 1%, raising
the threshold for paying the tax to 900 million won and freezing the “application ratio” is
thus appropriate?® and should allow an increase in property-holding taxes in the medium
term. As with the highly progressive rate structure of local property taxes in the past, the
CPT makes it difficult to raise the average tax on holding property from its relatively low
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Figure 3.12. International comparison of taxes on immovable property
As a per cent of GDP in 2006
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Source: OECD (2008b), Revenue Statistics 1965-2007, OECD, Paris (http://dx.doi.org/10.1787/366725334503).
Statlink sw=r http://dx.doi.org/10.1787/513857080702

level. Moreover, given that income redistribution is not the role of local governments, they
avoided relying on the highly progressive local property tax as a revenue source, limiting it
to only 8% of their revenue. The introduction of the CPT in 2005 continues to limit the
scope for local authorities to raise the local property tax.

Coping with income inequality

Although recent changes in property taxation are aimed at improving income equality,
they raise several problems. Regarding capital gains, the wide variation in tax rates applied
to gains of similar size creates equity issues. For example, the owner of five or more
dwellings can be treated as a rental business and subject to tax rates ranging from 9%
to 36%, while the owner of three or four dwellings pays 60%. The tax should be based on
the size of the capital gain rather than on the number of houses owned (Kim, 2007). As for
property holding taxes, the emphasis on redistribution conflicts with the benefit principle,
which states that local taxes should reflect the use of local public services rather than the
ability to pay. Moreover, relying on real estate taxes for redistribution is inappropriate as it
does not include other forms of wealth. Consequently, persons holding real estate are
taxed more heavily than those who invested in other assets. While housing ownership in
Korea does increase with income, the relationship between household income and housing
wealth is not strong, thus reducing the effectiveness of property tax in reducing income
inequality (Sung and Kim, 2008 and Ro, 2007).

Improving the local tax system

Providing local governments with sufficient revenue-raising autonomy to make them
accountable to local citizens and encourage fiscal discipline is important to improve
efficiency and welfare. As noted above, there are drawbacks to using direct taxes and
consumption taxes to finance local governments in Korea. In contrast, a tax on property
holding has a number of desirable properties: it is visible, imposes discipline on local
authorities and is relatively resistant to tax-base flight. In most OECD countries, property
tax is a purely local tax, reflecting its advantages as a source of finance for local
governments. However, the use of a national property holding tax in Korea limits the scope
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for using local property taxes and increasing the autonomy of local governments. Moreover,
imposing both national and local taxes on property holding is a possible source of confusion.
The government’s planned revision of the CPT should be a first step toward phasing it out
over the medium term and thereby allowing a larger role for local property taxes.

One rationale for introducing a national property tax was the tendency of some
revenue-rich local governments to cut their local property tax rates, thereby undermining
the central government’s objective of raising the effective tax rate on property. Such an
outcome reflects the increasing revenue of local governments in the capital region, which
has half of the country’s population, and their lack of spending responsibilities. Indeed,
major services such as education and police services are funded primarily by the central
government. The objective of raising the effective rate of property tax is thus linked to the
issue of fiscal decentralisation and the need for a greater local government role in
providing public services.

Improving the administration of the tax and social insurance systems

Upgrading the management of tax and social insurance contributions is important to
expand the coverage of the social safety net and reduce the cost of compliance. Korea’s
social security system has developed gradually with the introduction of insurance for
industrial accidents (1964), medical care (1977), pensions (1988), employment (1995) and
long-term care (2008). Each insurance system has evolved independently, with a lack of
close co-ordination with the other systems, especially in terms of collecting contributions.
The collection processes differed in terms of the definition of the wage base, the payment
intervals, end-year adjustments, employer ID codes and other features.3° Separate
collection has been administratively costly for the government, while differences in the
base and timing have prevented the sharing of information and cross-checks between the
different systems.

These problems have contributed to low insurance coverage, particularly for non-
regular workers and employees at small firms. While three-quarters of regular workers
were covered by pension and medical insurance at their workplace in 2005 and two-thirds
by employment insurance, the share was only around 40% for non-regular workers
(Table 3.8). At small firms, only a quarter of regular workers and less than 10% of non-
regular workers were covered. With existing manpower, the social insurance systems and
the NTS do not have the capacity to enforce compliance by non-regular workers and small
firms. Low levels of compliance hinder the capacity of the social insurance schemes to
achieve their intended goals. For example, the gaps in the coverage of employment
insurance help to explain why only one-third of unemployed persons receive benefits.
Moreover, lower social insurance contributions encourage firms to hire non-regular
workers, who now account for more than one-third of employment (see Chapter 5).

A number of reforms were introduced in 2005. First, the wage bases of all contribution
schemes were aligned on taxable income, which firms are required to report to the tax
authorities each year, thus reducing the cost of verifying income. Second, contributions are
based on the previous year’s income and the contribution amount is calculated by the
insurers. Third, a common system of ID codes for workplaces was developed. In addition,
the NTS now requires firms to report the payroll of temporarily employed and contingent
employees. Legislation to create a single agency in 2009 for the collection of social
insurance payments, under the direction of the NTS, failed to pass the National Assembly,
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Table 3.8. Coverage of the social insurance systems by type of worker’

2003 2004 2005 2006 2007
Regular workers (per cent of total)
National pension 70.8 725 75.7 76.1 76.3
National health insurance 725 73.8 75.9 76.1 76.7
Employment insurance 59.7 61.5 63.8 64.7 64.3
Non-regular workers (per cent of total)
National pension 30.5 37.5 36.6 38.2 40.0
National health insurance 32.6 401 37.7 40.0 425
Employment insurance 29.2 36.1 34.5 36.3 39.2

1. This survey-based data does not match the records of the social insurance systems. For example, while the
number of workers covered by the EIS based on the survey is around 8 million, the Ministry of Labour reported
that more than 9 million were covered in 2007.

Source: Korea National Statistics Office, "Supplementary Survey on Economically Active Population".

in part due to opposition from SMEs who feared that it would substantially increase their
payments. The creation of a unified collection agency is a necessary condition to
significantly expand the coverage of social insurance.

This would also ease compliance costs for firms. According to a study by the World
Bank, complying with labour taxes, including social security contributions, requires
120 hours a year for firms in Korea, more than triple the OECD average (Figure 3.13). The
time needed for corporate income taxes is also about three times higher than the OECD
average. Although the time necessary to comply with the VAT is relatively low, the total for
the three taxes sums to 270 hours per year, almost double the OECD average. Simplifying
the tax system is thus an important objective on efficiency grounds. In addition, it would
weaken the incentive for tax planning, which imposes deadweight losses.

Figure 3.13. Simplicity of tax systems
Hours required to comply with tax obligations, 2006
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1. Including social security contributions.
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Source: The World Bank (2008), Paying Taxes 2008.
Statlink sw=r http://dx.doi.org/10.1787/514002462373

Directions for tax reform

Korea’s immediate challenge is to improve its tax system and tax administration to
sustain economic growth while achieving distributional objectives and increasing the
gains from decentralisation. Such reforms will make it easier to meet the second challenge
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of upward pressure on public spending in the context of rapid population ageing. Specific
recommendations are reported in Table 3.9. From a political economy perspective,
fundamental tax reform is never easy. In Korea, there has been stiff resistance to higher tax
and contribution rates. For example, to ensure the financial sustainability of the National
Pension Scheme, the government proposed in 2003 to raise the contribution rate from 9%
to 15.9% by 2030, while cutting the replacement rate from 60% to 50%. However, this reform
was rejected in favour of leaving the contribution rate at 9% and cutting the replacement
rate to 40%. This reform did not ensure long-run financial sustainability, which would
require a contribution rate of 12.9%, or an even larger cut in the replacement rate.

Among the reforms proposed in this chapter, the recommendation to lower the
corporate tax rate while broadening the PIT base may be unpopular. It is important to
note that the CIT is borne not only by shareholders, but also by workers through reduced
wages and lower employment, suggesting that a cut in the corporate rate would boost
household income. Indeed, a study of the United Kingdom found that workers bear about
half of the corporate tax burden in the short run and all of it in the long run (Arulampalam
et al., 2007).

Table 3.9. Summary of recommendations for tax reform

Improving the local

Promoting growth government tax system

Raising revenue Reducing inequality

e Avoid reliance of local
governments on corporate
taxes given their volatility and
the large gap between
jurisdictions.

Corporate income tax e Lower the statutory tax rate
on firms to promote Korea’s
international
competitiveness.

o Reduce the share of

corporate taxes in total direct

e Broaden the tax base by
reducing tax expenditures.

taxes.
e Phase out quasi-taxes.
Personal income tax o Increase the share of o Broadenthe personalincome e Expand the earned income @ Encourage local
personal income tax in total fax base. tax credit introduced in 2008 governments to use their
direct taxes. e Further increase compliance e Increase the taxation of existing authority to change
e Reduce the preferential of the self-employed by fringe benefits. local income tax rates to
treatment of retirement improving enforcement and increase local government
allowances. hiking penalties for tax revenue and autonomy.
e (Cut tax rates to promote FDI, evasion.
entrepreneurship and
education .
Value-added tax and other e Rely onthe VAT forincreased e Raise the VAT rate. @ Avoid lower VAT rates on o Avoid a local VAT as it would

consumption taxes

Property taxes

revenue and reduce the share
from more distortive taxes.
Maintain a unified VAT rate
and a broad base to limit
distortions.

Phase out individual
consumption taxes unless
they are justified by health or
environmental concerns.
Phase out earmarked taxes.

Increase local property
holding taxes, thereby
reducing reliance on more
distortive taxes and
promoting efficient land use.
Further reduce taxes on
transactions to promote
mobility and reduce lock-in
effects.

Further broaden the base by
reducing special treatment of
SMEs.

Strengthen environmentally-
related taxes.

Increase local taxes on
property holding, thus
offsetting declining revenue
from transaction taxes.

daily necessities as these
tend to benefit higher-
income persons.

e Base the capital gains taxon e

the size of the gain rather
than the number of houses
owned.

widen the gap in fiscal
capacity between regions
while failing to enhance local
government autonomy.

Increase the scope for local
property holding taxes by
phasing out the CPT over the
medium term.
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Implementing a comprehensive tax reform requires clear communication of the plan
and its objectives, based on transparent and well-articulated principles, so that taxpayers
understand what the government is trying to achieve. This should include the following
points:

e The authorities should demonstrate their commitment to improving the efficiency of
spending before asking the public to pay higher taxes. The plan to privatise some state-
owned enterprises and increase the efficiency of public organisations (see Chapter 2) is
useful in this regard.

e Itis important to recognise that the tax burden in Korea is one of the lowest in the OECD
area due to its relatively low level of income per capita and young population. As Korea’s
income level converges to the OECD average and as rapid population ageing makes it one
of the oldest countries in the OECD, it will be difficult to maintain such a low share of
taxes in GDP.

e The reform must be fair to the extent possible across different segments of the
population. In particular, it is essential that the broadening of the tax base also includes
the self-employed, thus avoiding an unfair burden on salaried workers.

e Nearly all OECD countries have launched substantial tax reforms in recent years, driven
by the need to provide a fiscal environment that is more conducive to investment, risk-
taking and work incentives (OECD, 2004). While Korea’s tax system has many pro-growth
features, it is important to avoid falling behind in an increasingly integrated and
competitive world economy:.

e The proposed tax reform should address emerging concerns about inequality primarily
by expanding the EITC. Such an approach would avoid increasing the rates of the
personal income tax, which tends to discourage human capital formation and labour

supply.
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Notes

1.

The ten internal taxes include the income tax, corporation tax, inheritance tax, gift tax,
Comprehensive Property Tax, VAT, individual consumption tax, liquor tax, stamp tax and
securities transaction tax.

. These earmarked taxes accounted for 12% of central government tax revenue in 2007. The

education tax, a surtax on four other taxes, provides revenue for the education special account.
The special tax for local development, a surcharge on a number of national and local taxes, funds
programmes to enhance the competitiveness of agriculture and fishing. The transportation-
energy-environment tax, an excise on gasoline and diesel, is earmarked to transport infrastructure
(80%), the environment (15%), energy (3%) and regional development (2%).

. Agriculture income is taxed only at the local government level and at very low effective rates. In

the FY 2007 budget, such revenue was expected to be zero.

. Excluding the local education tax, which in practice is controlled by the central government, would

reduce the share of earmarked taxes to 9% (and raise the share for the central government to 15%).

5. The proportion of firms paying corporate taxes has remained steady at around two-thirds since 2000.

10.

11.

12.
13.

14.

15.

16.

17.

18.
19.

. Such transfers are facilitated by the increasing proportion of intangible assets, such as patents, in

corporate assets. Indeed, intangible assets account for 75% of the total net assets of Fortune
500 companies, making it easier to relocate activities and tax bases around the world.

. The local government tax is set at 10% of the central government rate. Thus, the overall rate

of 30.8% in 2000 was the sum of the 28% central government rate and a 2.8% local government rate.
At present, the rates are 25% and 2.5%, respectively.

. Other estimates of quasi-taxes are higher. An economist at the Korea Economic Research Institute

(affiliated with the Federation of Korea Industries) estimated quasi-taxes at 2.6% of GDP in 2005
(Kim, 2007). An economist at the Korea Institute of Public Finance (affiliated with the government)
estimated them at between 2.3% and 3.2% of GDP in 2003, well above the government estimate of 1.4%.

. According to one international study, the revenue-maximising corporate tax rate is around 28%

(Mintz, 2007).

All wage income up to 5 million won (23% of the average wage) is exempted. For wages from:

e 5 to 15 million won: the deduction is 5 million won plus half of wages exceeding 5 million won.
e 15 to 30 million won: the deduction is 10 million won plus 15% of wages exceeding 15 million won.

¢ 30 to 45 million won: the deduction is 12.25 million won, plus 10% of wages exceeding 30 million won.
e Beyond 45 million won, the deduction is 13.75 million won plus 5% of wages exceeding 45 million won.

The OECD Tax/Benefits model indicates that the average effective tax rate for a transition to full-
time work in Korea for persons receiving no unemployment benefits is 10% to enter work at
average earnings. This is the lowest in the OECD area, where the average is 35%.

Daily workers are those with contracts of less than one month. About 70% are construction workers.

It has been argued that social security contributions have a smaller impact on labour supply than
taxes because they are linked to the social benefits that workers receive later. In Korea, there is
only a loose relationship between the contributions paid and the amount of benefits that will be
received. First, the pension benefit depends equally on the average wage in the economy and the
individual’s wage. Second, frequent changes in the pension system have weakened the link
between contributions and benefits.

The tax wedge measures the difference between total labour compensation paid by the employer
and the net take-home pay of employees, as a per cent of total labour compensation.

Base broadening, primarily through reducing the deduction for wage income, would primarily
impact the 50% of employees who do not pay income tax.

However, the expanded use of credit cards led to an epidemic of credit delinquency in the household
sector and financial-sector problems (see the 2004 OECD Economic Surveys: Korea).

There is some debate about what constitutes a level playing field. While some argue that the self-
employed should face a lower tax burden as they face greater risks, a higher tax burden would
encourage the shift toward formal employment and would compensate employees for job-related
costs.

At a minimum, it should be frozen in nominal terms.

There is a growing body of evidence in OECD countries suggesting that an EITC has a positive effect
on aggregate employment (OECD, 2004b). However, there are potential negative effects as well,
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such as the decline in working hours resulting from the withdrawal of the credit as income rises
and the weakened incentives for human capital formation.

20. The negative correlation may reflect several factors. First, countries with a high standard VAT rate
tend to narrow the base by applying a reduced rate to many products, owing to equity concerns.
Second, high VAT rates encourage tax evasion.

21. These proportions exclude businesses with less than 24 million won, which are exempted from the
VAT.

22. At present, the individual consumption tax covers perfume, jewellery, precious metals, luxury
cameras, watches, fur, carpets and furniture, cars of more than 1 000 cc, slot machines, casinos,
racetracks, hunting guns, deer antlers, royal jellies, bars and golf club memberships.

23. Consumption taxes are less efficient than property taxes. However, property taxes are better
suited to local authorities. In addition, as they are particularly unpopular, few countries manage to
raise substantial revenues from property taxes (Johansson et al., 2008).

24. Broadening the tax base is the best way to generate more VAT revenue as this approach increases
efficiency, while raising the rate tends to encourage tax avoidance and the growth of the shadow
economy.

25. For example, the link between taxes on tobacco and liquor and education spending is not obvious.

26. The combined rate has thus fallen from 5.8% to 2.3% for transactions between individuals. For
other transactions, the combined rate is 4.6% (2.2% for the acquisition tax and 2.4% for the
registration tax).

27. The use of the actual sales price was introduced for houses valued at more than 600 million won
in 1999, households owning three or more houses in 2004 and households owning two or more
houses in 2006.

28. The 50% rate was introduced in 2007 and the 60% rate in 2005. A normal tax rate of 8% to 35% is
applied to those who rent five or more houses if: i) they are all located in the same city or county;
ii) they have been rented at least ten years; iii) the size of each rented house is 85 square metres or
less; and iv) the value of each rented house does not exceed 300 million won (as assessed by the
government) at the time of sale.

29. In addition, the Supreme Court ruled in November 2008 that some aspects of the CPT are
unconstitutional.

30. The Ministry of Health and Welfare administers health, long-term care and pension insurance,
while the Ministry of Labour manages the industrial accident insurance and the Employment
Insurance System. The medical insurance contribution is based on the “standard monthly
income”, the pension contribution on the “standard monthly wage” and industrial accident and
employment insurance contributions on total wages.
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ANNEX 3.A1

Recent progress in tax reform in Korea:
A follow-up of the 2000 OECD Economic Surveys: Korea

The 2000 OECD Economic Surveys: Korea focused on taxation, pointing out a number of
problems in the tax system and calling for comprehensive reform. Despite some progress
since then, many of the problems identified in 2000 remain unresolved. The major
recommendations in the 2000 Survey included:

i) The PIT base should be broadened by reducing allowances and credits as well as improving the
taxation of fringe benefits. Tax expenditures in the PIT system rose from 0.9% of GDP
in 2000 to 1.1% in 2006, reflecting increased income deductions for the elderly and
childcare. However, better coverage of the self-employed boosted the proportion paying
income tax, lifting the share of direct taxes on households from 3.4% of GDP
in 2000 to 4.1% in 2006. Meanwhile, there has been little progress on taxing fringe
benefits.

ii) Taxation of the self-employed should be improved. Korea has introduced a number of
measures: i) incentives to use credit cards implemented in 2000 increased
transparency about self-employed income; ii) the ceiling for using the “simplified”
scheme for VAT was lowered from 150 million won of sales to 48 million won, thus
strengthening bookkeeping obligations; iii) a cash receipt income deduction system
was introduced in 2005; and iv) tax audits of high-income self-employed were
increased. These measures helped raise the proportion of the self-employed paying
income tax from 38% in 2000 to 63% in 2006.

ili) Personal capital income should be taxed more evenly across sources. Dividend and interest
income below 40 million won ($27 000) is taxed separately at a 14% rate. Above that
threshold, it is subject to “global taxation” at the same rate as earned income.
Meanwhile, the scope for tax-exempt and tax-deductible saving instruments has been
narrowed somewhat. Taxation of capital gains on real estate has been increased, while
capital gains on small shareholders’ stock in listed companies are still tax-exempt.

iv) The corporate tax base should be broadened by reducing and streamlining the incentives given
to small and medium-sized enterprises (SMEs), R&D and overall investment. Tax expenditures
for the CIT have remained around 0.7% of GDP and 20% of CIT revenue since 2000.

u) The VAT base should be broadened, in part by including agricultural products and reducing the
special treatment granted to small businesses. Korea has made progress in broadening the
VAT base, as reflected in the rise in its VAT Revenue Ratio from 61% in 2000 to 72%
in 2005. Perhaps most important were the measures to expand the use of credit cards
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and to scale back the special treatment granted to small companies. However,
agricultural products remain exempt from the VAT.

vi) The consumption tax structure should be simplified. The telephone tax was abolished
in 2001. In addition, the number of items included in the individual consumption tax
was reduced from 27 in 2000 to 20 in 2004.

vii) The taxation of pensions should be strengthened, in part by shifting from a “TEE” system to
“EET” (i.e. making employees’ contributions tax deductible while taxing pension benefits) and
taxing all pension income as ordinary income. Korea moved to an EET system in 2002 and
this system was applied to the company pension system introduced in 2006. Pensions
are taxed as ordinary income.

viii) Earmarked taxes and quasi-taxes should be abolished. While there have been some changes
in earmarked taxes, they continue to play an important role, accounting for 14% of
government revenue in 2007. According to the September 2008 tax reform package, the
three national earmarked taxes (education, local development and transport-energy-
environment) will be abolished and integrated into underlying taxes in 2010. As for
quasi-taxes, they rose from 1.1% of GDP in 2000 to 1.4% in 2006.

ix) Local autonomy in the area of taxation should be strengthened. There has been little change
to the local tax system. The Local Share Tax, a general grant from the central
government, was raised from 15% of national internal taxes in 2000 to 19.2% in 2006,
while the role of earmarked grants was reduced.

X) Property taxation should be reformed by raising the tax on holdings while reducing transaction
taxes and the capital gains tax in order to promote the efficient use of land. The tax on
property holdings was increased by the Comprehensive Property Tax in 2005, while the
registration and acquisition taxes on purchases have been reduced. In contrast, the
capital gains tax has been increased for those owning more than one home.

xi) Compliance should be strengthened by increasing the number of audits and enhancing co-
operation between the National Tax Service (NTS) and other government bodies, including the
social security system. Although the number of tax audits has been on a downward
trend, they have been more focused on high-income self-employed persons. The
number of tax evaders that were prosecuted increased from 119 in 2001 to 369 in 2006.
The NTS has required firms to report the payroll of non-regular workers since 2006.
However, the legislation to consolidate the collection of the four social insurance
contributions (pensions, health, employment and industrial accident) in one agency
was rejected by the National Assembly.
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