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EXECUTIVE SUMMARY

Executive summary

Korea remains one of the fastest growing economies in the OECD area. Strength in high-technology
sectors and strong demand from China have supported export growth over the past four years
despite sluggish domestic demand. This growth pattern has exacerbated imbalances between the
manufacturing and service sectors and between large and small firms, thus increasing income
inequality and aggravating structural weaknesses. These problems, combined with slowing inputs
of capital and labour, raise concern that Korea’s growth potential is declining while per capita
incomes are still one-third below the OECD average. Sustaining the country’s growth potential is a
key theme in the government’s Vision 2030 plan.

Monetary policy should focus on the medium-term inflation target. Concern about
house prices is one reason for the tightening of monetary policy since late 2005. However, addressing
house price increases by interest rate hikes puts upward pressure on the exchange rate and reduces
both domestic demand and exports. The Bank of Korea should focus on achieving the 2.5% to 3.5%
inflation target, which is currently not at risk, while the government should maintain a flexible
exchange rate policy.

Housing policies should focus more on developing an efficient market than on
controlling prices. Although the rise in nation-wide house prices in Korea has been relatively small
compared to other OECD countries, the steep increase, especially for apartments in certain areas of
the capital region, where nearly half of the population lives, prompted five real estate policy packages
over the past 18 months. To meet its objective of stabilising house prices, the government plans to
boost the construction of housing in the capital region, with the public sector playing a larger role.
However, the government should begin to reduce the regulations that restrict the supply of housing,
as greater reliance on the private sector would better match supply with consumer preferences. The
real estate packages are also aimed at reducing “speculative” demand and cutting house prices by
introducing price caps on new houses. Despite the merits of the objective of stabilising housing
prices, some of these policies have the potential to create substantial harm if allowed to persist in the
long term as they tend to reduce the supply of housing.

Maintaining a sound fiscal position is crucial in the face of exceptionally rapid
population ageing. Indeed, the Vision 2030 plan projects that public social spending will rise
from 6% of GDP at present to around the current OECD average of 21% by 2030. It is important to
proceed cautiously in raising spending and aim at efficiency in each area, thereby limiting the
necessary hike in the tax burden. Some priorities should be:
® Removing obstacles to fertility, which has fallen to only 1.08, the lowest in the OECD area.

e Encouraging higher labour participation by women to mitigate the impact of population ageing.
e Shifting the focus from increased public provision of childcare and long-term care in favour of
vouchers for households to boost competition and better meet consumer demands.

e Expanding the means-tested benefit for the elderly, while promoting the new company pension
system and reforming public occupational pension schemes.
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EXECUTIVE SUMMARY

® Reforming the National Health Insurance to limit upward pressure on healthcare spending.
e Addressing rising inequality and poverty by reducing the rising share of non-regular employees.

Strengthening the integration of Korea in the world economy is a priority. Despite
progress during the past decade, Korea remains relatively isolated in terms of imports of
manufactured products, the stock of inward foreign direct investment (FDI) and the inflow of foreign
workers. Making fuller use of foreign goods and services, FDI and foreign workers is important to
boost productivity growth, as well as to cope with labour shortages in small companies. Achieving
this objective requires reducing barriers to FDI and imports, including agricultural products, and
relaxing controls on inflows of foreign workers.

OECD ECONOMIC SURVEYS: KOREA - ISBN 978-92-64-02736-7 — © OECD 2007 9






ISBN 978-92-64-02736-7
OECD Economic Surveys: Korea
© OECD 2007

Assessment and recommendations

The current expansion, led primarily by exports...

Korea’s economy has expanded at a 4.3% annual rate since 2002, lifting per capita income to
two-thirds of the OECD average. Despite a stronger currency, growth has been primarily driven
by external demand, thanks in part to the continuing development of Korea’s information and
communication technology sector and strong demand from China. In contrast, domestic
demand has been relatively sluggish, growing at an annual rate of 2% since 2002, reflecting the
collapse of the credit card bubble and a deterioration in the terms of trade. Subdued domestic
demand and the appreciation of the currency have kept inflation somewhat below the Bank of
Korea’s medium-term target of 2.5% to 3.5% since mid-2005, despite higher oil prices.

... decelerated in the latter part of 2006...

Economic growth slowed to less than 4% (at a seasonally-adjusted annual rate) over the year
to the first quarter of 2007, reflecting weaker domestic demand. It is projected to pick up
gradually in 2007, resulting in growth of 4% per cent for the year, down from 5% in 2006.
Private consumption gains in 2007 may be limited to the rise in household income, as the
scope for further cuts in the saving rate and increases in debt have been largely exhausted.
The downward trend in investment as a share of GDP is likely to continue, in part because
housing policies are slowing construction activity. Meanwhile, export growth is projected to
moderate, given some deceleration in world trade growth and the impact of a stronger won.

... in the context of a stronger currency...

The exchange rate has risen by 9% relative to the dollar since the end of 2005, driven in part
by a large surplus in the capital account. Capital inflows increased during a period of rising
domestic interest rates, as the Bank of Korea launched a pre-emptive tightening of
monetary policy, raising the short-term policy interest rate from 3.25% to 4.5% between
October 2005 and August 2006. Exchange rate appreciation was accompanied by foreign
exchange market intervention intended to smooth the upward trend in the won, while
accepting its trend increase. Korea should maintain a flexible exchange rate policy, given the costs
and risks of intervention. With foreign reserves of $247 billion or 27% of GDP, more than double
Korea’s short-term foreign debt, there is no need for continued reserve accumulation. The upward
pressure on the exchange rate may be moderated by the recent measures to relax barriers
to capital outflows. The objective should be to create a level playing field between foreign and
domestic investment opportunities, while avoiding measures, such as the expansion of public
support for overseas investment, which encourage outflows in the short run.



ASSESSMENT AND RECOMMENDATIONS

... and the tightening of monetary policy

The surge in capital inflows has also boosted liquidity growth. The increase in the money
supply (M2) accelerated to nearly 11% (year-on-year) in the fourth quarter of 2006, the
highest since 2003, in part due to loan demand related to housing. To slow the growth of
liquidity and bank lending, the Bank of Korea raised the reserve requirement for the first
time since 1990. Monetary conditions have thus tightened considerably as a result of the
interest rate hikes, the change in the reserve requirement and the stronger exchange rate.
This has had an adverse impact on the highly indebted household and small company
sectors, contributing to the deceleration of economic growth in the second half of 2006.
Although economic growth slowed below its potential rate and inflation was below the
target zone, monetary conditions tightened significantly. The tightening of monetary
policy has been driven in part by concern about house prices and the Central Bank will
“remain keenly alert to real estate market trends” in setting interest rates in 2007. However,
monetary policy is a blunt instrument for influencing real estate prices, particularly as the
largest house price increases are limited to specific areas of the capital region. Moreover,
giving too much weight to house prices risks distracting the monetary authorities from
their primary objective of stable prices for goods and services. The Bank of Korea needs to take
full account of recent developments in output and inflation in determining its monetary policy stance.
The Bank should focus on keeping inflation, as measured by the overall consumer price index, in the
medium-term target zone, while developments in the real estate market should be addressed by
well-targeted measures.

The government plans to increase housing
in the capital region

The government has, in fact, introduced five real estate policy packages since August 2005,
reflecting concern about a possible house price “bubble”. While the increase in the average
nation-wide house price in Korea since 2000 is well below the average of other OECD
countries and remained moderate in 2005-06, house prices have become a very sensitive
political issue because of a more rapid pace of increase in the price of apartments in the
capital region, particularly in the Kangnam area. A main reason is the decline in the private
supply of housing caused by difficulties in securing construction sites, in part due to
persistent regulations, while demand for housing has increased in certain areas of the
capital region due to favourable living conditions, including the availability of high quality
education. The government fears that the large price rises in the capital region could spill-
over to other parts of the country and it is also concerned about the large capital gains for
some people and a widening dispersion of wealth. It is for these reasons that the
government has responded to wide-spread public concern regarding house price rises by
acting on a variety of fronts. It has boosted the planned increase in housing construction
in the capital region from 1.48 million units over the period 2007-10 to 1.64 million units,
with the public sector taking the lead. In addition, it plans to expand the number of public
rental housing units over the next decade from 0.8 million to 3.4 million units, 20% of the
total housing stock. This is to be partly financed by a new real estate fund that will rely on
public financial institutions, such as the National Pension Fund, with investors promised a
yield above that on Treasury bonds. Increasing the supply of housing that matches
household preferences is the key to reducing price pressures.
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Other government measures to stabilise the real
estate market...

In addition to the plan to increase the supply of housing in the capital region, the
government has introduced a number of other real estate policies, including steps aimed
at reducing “speculative” demand and lowering house prices:

e The Financial Supervisory Service cut the ceiling on the loan-to-value (LTV) ratio - the
amount of the loan relative to the value of the house - from 60% to 40% in most of the
capital region.

e The Comprehensive Property Tax, a nation-wide tax introduced in 2005 on top of local
property taxes, imposes progressive rates of up to 4% on real estate holdings.

e The capital gains tax has been raised to at least 50% for those owning two or more
homes, compared to rates of 9% to 36% for owners of one home.

e The price of new houses provided by the public sector in new towns in the capital region
is to be reduced by 25%, in part through reform of land-use regulations.

e Private construction companies are required to publicly disclose their construction costs
in the capital region. Local governments throughout the country will set price caps on
house prices, taking into account the cost of land and construction and allowing an
“appropriate” profit. This step is expected to lower house prices by 20%.

... may reduce housing supply in the longer term

The government measures have to be seen in the context of its objective to limit the large
house price swings in the short term. Despite the merits of such a policy objective, some of
these policies have the potential to create substantial harm if allowed to persist in the longer
term. First, some actions that are aimed at limiting demand for housing may have adverse
dynamic affects on supply. Second, international experience shows that high taxes on capital
gains can result in lock-in effects that also reduce housing supply. Third, requiring companies
to disclose their construction costs and setting price ceilings will weaken incentives to
increase efficiency and again reduce supply. In sum, there is a risk that the various measures to
reduce so-called speculative demand and control house prices will decrease the supply of housing from
the private sector and strengthen price pressures in the longer term, despite the planned increase in
publicly-provided housing. Given these considerations, the government should take a longer-term view
and address other factors driving demand to live in the capital region, for example by improving the
quality of education in other regions of the country. In addition, it should unwind many of the
regulations on land use and housing development, thus inducing more private supply, which would
better meet consumer preferences. At the same time as regulatory change is undertaken and housing
supply becomes more elastic, most of the recent interventions, such as housing price controls, need to
be phased-out, which would further increase housing supply. Finally, the government should ensure
that there is enough competition in the market.
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Given the increase in the government budget
deficit...

While the government’s financial position is relatively sound, government expenditures
have risen at a 9% annual rate since 2002, outstripping the 7% annual increase in revenue.
Consequently, the budget deficit has widened from 0.2% of GDP in 2002 to 1.3% in 2006,
excluding the social security surplus, privatisation and the cost of financial-sector
restructuring, and the initial budget for 2007 projects a 1.5% deficit. The latest National
Fiscal Management Plan calls for a gradual decline in the deficit to 0.8% of GDP in 2010.

... itis important to focus on balancing the budget
to prepare for future spending pressures...

Given the slowdown in economic growth and the impact of monetary policy tightening, the
government plans to frontload public expenditures in the first half of 2007 to help smooth
the growth path during the year. Concentrating government spending in the first half of
the year creates pressure for a supplementary budget to avoid a decline in outlays in the
second half of the year, although the 2007 National Fiscal Act should help limit such
pressures. The priority in 2007 should be to limit the growth of public outlays to the 7.5% rate in the
initial budget and achieve the 6.4% annual rate through 2010 that is targeted in the National Fiscal
Management Plan. As for revenues, the government’s Vision 2030 plan, announced in
August 2006, calls for boosting revenue through tax reform. The priority for reform should be
to broaden the tax bases for the personal and corporate income taxes by reducing generous
allowances and exemptions and ensuring strong and uniform tax enforcement, especially toward the
self-employed. Reforming the tax system is essential to limit the cost of distortions as the tax burden
rises over time. Spending restraint combined with tax reform would help achieve a balanced
budget in the medium term, thus helping prepare for future spending pressures, including
the cost of greater economic co-operation with North Korea and public social spending.

... notably for public social spending,
in the context of rapid population ageing

The Vision 2030 plan projects that public social spending will rise from its current level
of 6%, the lowest in the OECD area, to around the current OECD average of 21% by 2030.
However, the authorities should be cautious in boosting social spending, as significant increases in
expenditure in a number of countries have led to sharp hikes in the tax burden, with negative
consequences for economic growth. Instead of setting an overall spending target, it would be better
to focus on developing effective programmes in each area of social spending, as included in the
Vision 2030 plan. In any case, it is clear that public social spending will have to rise during
the coming decades given rapid population ageing. Indeed, the proportion of elderly in
Korea’s population, currently the second lowest in the OECD area, is projected to be the
fourth highest by 2050.
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While policies to boost fertility and labour force
participation rates may mitigate the impact
of population ageing...

One factor driving ageing is the steep drop in the fertility rate from 4.5 in 1970 to 1.5 in 2000
and further to 1.08 in 2005, the lowest in the OECD area. Removing obstacles that appear to
discourage having children, such as the high cost of education - which is cited as the major
factor by families - may help reverse the decline in fertility. Easing the burden of education
expenses would require reforming the education system to reduce reliance on private tutoring
institutions and lower the out-of-pocket cost borne by families. It is also important to mitigate the
impact of population ageing on the economy by raising the labour force participation rate. If
participation rates remain at their current levels, the labour force would decline by 23% by
mid-century, thus increasing the burden of ageing. There is significant scope to increase
the labour force participation rate of prime-age women, which is one of the lowest in the
OECD area. One priority in this regard — ensuring an adequate supply of high-quality childcare
facilities — would also tend to raise fertility. The government plans to triple the proportion of
children up to age five in public childcare facilities to 30%. However, a better approach would
be to shift the focus from the public provision of childcare services to giving vouchers to families,
thereby allowing more choice for parents and fostering competition among providers. This approach
requires removing price ceilings on private-sector providers of childcare. Increased availability of
childcare may have a limited impact on raising fertility and female labour force participation rates
without the introduction of more family-friendly business practices that allow both parents to
combine work and care commitments. Finally, the human capital of older workers should be better
utilised by raising or eliminating mandatory retirement ages.

... it is important to improve the public pension
system...

Population ageing will have its greatest impact on the National Pension Scheme (NPS).
Legislation to lower the replacement rate from 60% to 50% (for a worker with 40 years of
contributions) while raising the contribution rate from 9% to 12.9%, which is expected to
ensure the financial sustainability of the NPS through 2065, was rejected by the National
Assembly. Moreover, there remain concerns about the coverage of the NPS, as the number of
contributors has levelled off at one-third of the working-age population, well below most
other OECD countries. In addition, the average contribution period of beneficiaries -
projected by the NPS at 17.6 years in 2030 - suggests that many elderly will receive small
pension benefits. Consequently, the ability of the NPS to reduce the relative poverty rate for
households with elderly persons - which was already estimated to be 39% in 2000 - is
limited. The introduction of a means-tested benefit in 2008 that will be available to about 60% of the
elderly is thus a step in the right direction although the benefit will be relatively small at 5% of
the average wage.

... and expand the new means-tested benefit
for elderly persons...

Given the difficulty experienced in broadening the coverage of the NPS and raising the level
of contributions among the self-employed, increasing the means-tested benefit over time
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toward the minimum cost of living (20% of the average wage) and widening its coverage
would help reduce poverty among those over 65. A significant expansion of the basic benefit
would need to be accompanied by a scaling back of NPS benefits to limit the overall cost of providing
for the elderly. In the meantime, it is essential that the means-tested social assistance programme be
adequate to lower the relatively high incidence of poverty among the elderly. Finally, the public
occupational pension schemes for the civil service, military and private-school teachers, which cover
6% of the population, should be reformed to reduce their reliance on government subsidies and to
allow portability with the NPS.

... while developing the new company pension
system

Public pension systems should be accompanied by more private saving to prepare for
retirement. One key step is the 2005 decision to allow firms to replace the lump-sum
retirement allowance with a company pension system. Employers and employees must
agree on whether to introduce a defined benefit or a defined contribution system. Thus far,
however, very few large companies have introduced pension systems under the new law, in
part due to the difficulty in reaching agreement with workers on the type of system.
Company pension systems based on defined contributions should be encouraged, in part to facilitate
labour market mobility, while using the tax system to accelerate the phasing out of the lump-sum
retirement allowance, which gives firms an incentive to retire older workers.

Other priorities include the reform
of the healthcare system...

Population ageing will also put significant upward pressure on public healthcare
expenditure, which is relatively low at 3% of GDP, with the private sector accounting for
another 3%. The OECD projects that ageing and rising income will boost public healthcare
spending alone to between 6% and 8% of GDP by 2050. While avoiding cuts in the co-payment
rates borne by patients will help limit the rise in public spending, adequate access to treatment for
low-income persons and those with chronic illnesses should be ensured. Reforms to reduce
healthcare spending are also needed. First, the unified National Health Insurance (NHI) should
become a more effective purchaser of healthcare services. Second, payment systems other than the
current fee-for-service approach should be adopted. Third, the framework for the provision of
pharmaceuticals should be reformed to reduce their relatively large share in healthcare spending.
Fourth, the authorities should allow a greater role for the private sector in healthcare. Allowing
for-profit companies to own hospitals and permitting a larger role for private health
insurance for services excluded from the NHI would increase the availability of higher
quality services.

... and careful implementation of the long-term
care insurance system

Developing long-term care facilities for the elderly will reduce the burden on the NHI, as
well as on families, which provide most long-term care at present. Only 0.4% of the elderly
received long-term care in institutions in 2004, well below the OECD average of 4.5%. The
government is adding more than 1 000 long-term care facilities between 2006 and 2008. As
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with childcare, however, it would be more efficient to give vouchers to families and rely on private-
sector firms to supply long-term care, thus limiting public expenditure and providing more choice for
consumers. The government plans to introduce a long-term care insurance system in 2008,
with the contribution rate initially set at 0.1% of wage income and the number of
beneficiaries limited to 1.7% of the elderly population. The experience of other OECD countries
with similar insurance schemes demonstrates the importance of containing costs by favouring less
expensive home-based care and limiting the level of care provided to those with mild disabilities.

While social assistance spending needs to increase
given the rise in the rate of relative poverty...

Alleviating poverty is becoming an important issue as the rising trend is not limited to the
elderly. The rate of relative poverty, defined as an income of less than one-half of the
national median, rose significantly from 9% for the entire population in the mid-1990s
to 13% in 2000, a rate well above the OECD average. Tax and social spending have only a
modest impact on the poverty rate in Korea, as compared to other OECD countries,
reflecting the still low level of social spending. At present, only 3% of the population
receives social assistance through the National Basic Livelihood Security System, reflecting
strict eligibility criteria, which include an asset test and the availability of support from
family members. It is important that the coverage is broad enough to ensure that all households
have income that at least reaches the minimum cost of living. The social assistance programme
should be reformed by strengthening the work incentives of recipients.

... it is also important to address the fundamental
cause of widening income inequality...

The necessary rise in social assistance spending would be limited by addressing the
fundamental causes of poverty. One key factor is increasing income inequality, which is
explained by the widening wage gap between large and small firms and labour market
dualism. Indeed, the share of temporary workers rose from 17% of employees in 2001
to 29% in 2005, the second highest in the OECD area. There is a large wage gap: non-regular
workers (a category that includes temporary workers) earned almost 40% less than regular
workers in 2005, with productivity differences explaining only part of the gap. Lower wage
costs encourage firms to hire non-regular workers and the cost advantage is magnified by
the relatively low coverage of non-regular workers by social insurance programmes. While
more than four-fifths of regular workers are covered by worksite-based pension, health and
employment insurance, two-thirds of non-regular workers are not covered by any of these
programmes, reflecting weak compliance with the law. This helps to explain why only one
in four unemployed persons receives unemployment benefits. It is important to expand the
coverage of work-based social insurance programmes, in part to reduce the incentives to hire non-
regular workers.

... by reversing the rising trend in the share
of non-regular workers

In addition to lower labour costs, firms hire non-regular workers to achieve greater
employment flexibility. Using non-regular workers helps companies achieve the optimal
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level of employment, given the difficulty of dismissing regular workers. The new labour law,
which aims at ending discrimination against non-regular workers, should not be allowed to reduce
overall employment. Reversing the rising share of non-reqular workers, while ensuring flexibility in
the labour market, requires reducing employment protection for regular workers. In sum, it is
essential to improve equity by reversing the trend to a dualistic labour market in which non-regular
workers receive low wages in precarious jobs and limited coverage by the social safety net. This
would also have positive implications for productivity growth, given that non-regular
workers receive less training from firms.

Korea should lift productivity growth through
deeper integration in the world economy through
inflows of FDI...

Increasing Korea’s links to the world economy is another important means of boosting
productivity growth. At present, the stock of inward FDI, import penetration and the
proportion of foreign workers in the labour force are relatively low in Korea compared to
other OECD countries. Moreover, FDI inflows have slowed during the past few years despite
policies to attract foreign investors. A better environment for FDI could be created by: 1) fostering
a foreign investment-friendly environment and thereby encouraging more cross-border M&As;
2) further relaxing FDI restrictions, notably foreign ownership ceilings in key sectors; 3) reducing
product market regulation, particularly in the service sector; and 4) improving the business
environment by increasing the transparency of tax and regulatory policies and addressing the
problem of contentious industrial relations. To attract foreign investors, the government has
emphasised the creation of Free Economic Zones (FEZs) that offer tax incentives and
preferential regulatory treatment to foreign investors. The benefits of these zones should be
regularly evaluated to insure that they justify the costs and regulatory reform should be extended
beyond the FEZs to the rest of the country to create a level playing field for domestic and foreign
firms. Moreover, the emphasis on special zones should not distract policymakers from the top priority
of improving the business climate, which would promote both domestic and foreign investment.

... Increasing openness to trade...

The share of manufactured imports in domestic demand is among the lowest in the OECD
area. It is important to lower protection and further harmonise regulations in line with international
standards. Trade liberalisation should be pursued through multilateral trade negotiations, the
preferred approach to reducing barriers, and participation in regional free trade agreements (FTAS).
Although Korea is a latecomer to the worldwide surge in FTAs, it is now engaged in
negotiations with a number of major trading partners. However, the high level of
agricultural protection appears to be an obstacle to both multilateral agreements and FTAs.
It is essential to reduce the level of protection granted to farmers, thereby providing significant
benefits to Korean consumers. Furthermore, FTAs should include the service sector in order to help
boost the relatively low level of productivity in this sector.

... and liberalising inflows of foreign workers

Making greater use of foreign workers would also have economic benefits for Korea, in part by
easing labour shortages in some sectors. Foreign workers account for less than 1% of the labour
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force, one of the lowest shares in the OECD. The number of unskilled workers allowed under the
Employment Permit System should be increased and they should be permitted to work in the service
sector. There is also a need for more high-skilled foreign workers, who account for only 6% of
total foreign workers in Korea. This requires streamlining the immigration control system, which
involues more than a dozen ministries. In sum, policy reforms to make greater use of goods, services,
capital and human resources from abroad would help enhance Korea’s growth potential.
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Chapter 1

Facing the key challenges ahead
in Korea

Economic growth in Korea remains one of the highest in the OECD area, led by
buoyant exports. Sluggish domestic demand in recent years, though, suggests the
need to address structural weaknesses in order to continue the convergence to income
levels in the high-income countries. This chapter looks at five key challenges:
i) implementing appropriate monetary policy in the context of upward pressure on the
exchange rate and real estate prices; ii) coping with rising house prices in the capital
region while addressing the government’s priority of balanced regional development;
iii) maintaining a sound fiscal policy in the face of upward pressure on spending and
weaknesses in the tax system; iv) coping with pressure for increased public social
spending and addressing the issue of low fertility in the context of rapid population
ageing, while limiting the increase in the tax burden; and v) increasing productivity
growth by enhancing Korea’s integration in the world economy.
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The Korean economy has expanded at a 4.3% annual rate since 2002, further lifting
per capita income to two-thirds of the OECD average (Figure 1.1). This strong performance
has been accompanied by low unemployment, while inflation has remained low despite
the rise in oil prices. Growth has been driven largely by exports, in spite of the marked
appreciation of the exchange rate. Rapid export growth reflects Korea’s emergence as a
leader in the information and communication technology (ICT) sector, as well as its
strength in other areas of manufacturing, such as ships (the world’s largest producer) and
cars (fifth largest). Korea’s competitiveness in manufacturing is underpinned by a high
level of investment in R&D and the highest share of young adults in tertiary education in
the OECD area. The continued convergence to the income levels in the most advanced
countries is based, in part, on wide-ranging reforms introduced after the 1997 crisis to
create a more market-oriented economy (2005 OECD Economic Survey of Korea). Recent
progress in implementing reforms is reviewed in Annex 1.A1.

Although the expansion that began in 2003 is the longest in a decade, there is concern
that Korea’s growth potential is declining well before its income level reaches the OECD
average. Structural problems and slowing inputs of capital and labour raise questions

Figure 1.1. Korea’s per capita income is converging to the OECD average

Gross domestic product per capita based on
2005 purchasing power parity exchange rates
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1. The OECD average is based on 26 countries (except Slovak Republic, Poland, Czech Republic and Hungary) from 1970
to 1990, 29 countries (except Slovak Republic) from 1991 to 1992 and all 30 countries are included from 1993 to 2005.

Source: OECD, Economic Outlook database.
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about the country’s growth potential. In particular, economic growth decelerated from 7.2%
in the period 1998 to 2002 (albeit the period of recovery from the crisis) to 4.3% in the
period 2002 to 2006 (Table 1.1). This chapter provides an overview of macroeconomic
trends before identifying the key challenges to enhancing Korea’s potential growth.

Table 1.1. Economic growth trends in Korea

Average annual growth rates Contribution to growth

1998-2002 2002-06 1998-2002 2002-06
Private consumption 8.2 1.5 4.4 0.8
Government consumption 3.8 43 0.5 0.5
Gross fixed capital formation 6.7 2.7 2.0 0.8
Stockbuilding .. .. 0.8 0.0
Total domestic demand 8.0 2.3 7.7 21
Exports 10.8 14.1 -05' 21!
Imports 12.6 131
GDP 7.2 4.3 7.2 4.2

1. Contribution of net exports.
Source: Bank of Korea.

Macroeconomic trends in Korea

Slower growth during the past four years has been accompanied by a marked change
in its composition from domestic to external demand. Indeed, domestic demand growth
declined from an annual average rate of 8.0% from 1998 to 2002 to 2.3% from 2002 to 2006,
despite faster growth in government consumption (Table 1.1). The deceleration largely
reflects weaker private consumption. Meanwhile, export growth has accelerated. In contrast
to the negative contribution during the 1998 to 2002 period, net exports accounted for half of
output growth from 2002 to 2006.

The extent of the deceleration in the growth rate during the past four years has been
exaggerated by several factors that artificially boosted growth during the 1998 to 2002 period.
First, the economy bounced back sharply from the 1997 crisis and deep recession of 1998.
Second, the worldwide ICT boom accelerated growth around the turn of the century. Third, as
the impact of the ICT boom faded, it was replaced by another bubble - in household credit —
that drove private consumption until it burst in 2002. The weaker contribution of private
consumption during the past four years to output growth - less than one percentage point
per year compared to more than four points from 1998-2002 - is explained by the difficulty
households faced in repairing their balance sheets following the credit card bubble in 2002.

Factors explaining slower domestic demand growth

In addition to the effect of the collapse of the credit card bubble, domestic demand was
slowed by significant terms of trade losses that reduced the growth of national income on
an inflation-adjusted basis to a 2% average annual rate — or half of output growth - over the
period 2002 to 2006 (Figure 1.2). The slower expansion of national income has narrowed
profit margins and squeezed wages. Adjusted for the terms of trade loss, national
income (the so-called “command GDP”) increased 14% less than conventional GDP over
the period 1998 to 2006, the largest gap in the OECD area (Panel B). Terms of trade losses
are partly a result of the impact of higher oil prices on Korea, the world’s fourth largest
importer of oil. Another factor is Korea’s specialisation in high-technology products, such
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Figure 1.2. National income and the terms of trade
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1. Command GDP adjusts GDP for the terms of trade effect by deflating exports by the import price deflator:
Command GDP = TDDV + XGSV * (PXGS/PMGS) - MGSV where TDDV is real domestic demand, XGSV and MGSV
are exports and imports in volume terms, and PXGS and PMGS are the export and import deflators. For Norway
(not shown in the figure), the impact of the terms of trade was largest at 27.6%.

Source: OECD, Economic Outlook database.

as semiconductors and mobile telecommunications, which have experienced a downward
trend in prices. Other countries where ICT is important - Sweden, Finland and Japan -
also show large terms of trade losses. This does not mean that specialisation in high-
technology products has been detrimental to Korea’s economic performance. Indeed, the
ICT sector has made a large contribution to productivity growth. Rather it demonstrates
the importance of implementing structural reforms that will promote productivity growth
in other sectors, notably services. Korea should also reconsider the decision to designate a
number of high-technology sectors as engines of future growth and instead rely more on
the market to allocate investment to its most productive uses.

Slower domestic demand growth also reflects a couple of longer-term trends. First,
exports appear to have had less of a positive spill-over effect on the domestic economy than
in the past, suggesting some de-linking of external demand from domestic demand. This
may reflect the increasingly capital-intensive nature of production and the reliance on
imported capital goods, particularly in the ICT sector. Second, there has been a secular decline
in investment since the 1997 crisis. Total investment fell from 37.5% of GDP in 1996 to 28.6%
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in 2006, while spending on machinery and equipment fell from 15.2% to 10.5% of GDP over
the same period. The decline was due in part to the efforts by large firms to reduce debt and
thereby improve their balance sheets. The impact of lower investment rates on Korea’s
growth potential may be partially offset by an improved allocation of capital in the context of
increased competition and improved corporate governance.

However, the combination of buoyant exports and sluggish domestic demand has
exacerbated a number of imbalances in the economy (Figure 1.3).

e Exports are concentrated in goods, thus reversing the declining share of manufacturing
in GDP. Labour productivity in services is one-third lower than in manufacturing, the
largest gap in the OECD area (Panel A).

e While large firms have increased their exports, small and medium-sized enterprises
(SMEs), which tend to be more labour-intensive, have been hurt by the appreciation of the
exchange rate. The gap in profitability between large and small firms has thus widened
(Panel B).

e Firms, particularly SMEs, have hired more temporary workers, which reduces labour
costs while enhancing employment flexibility. The proportion of temporary workers has
risen from 17% of employees in 2001 to 29% in 2005 (Panel C), the second highest level in
the OECD area.

e The increasing dualism in the labour market and growing wage gap between large and
small firms has widened income inequality (Panel D).

These imbalances are an important backdrop for the key challenges that are singled out for
analysis in this Survey.

Key challenges to sustaining growth in Korea

Korea’s potential growth rate is estimated at around 4% per cent by the OECD, a rate
similar to the estimate by the Bank of Korea. Potential has decelerated from 8% in the 1980s
and 7% in the 1990s prior to the 1997 crisis, reflecting slower growth of labour inputs and
less scope for gains in productivity as the level converges to the OECD average. Maintaining
potential growth at around 4% per cent — nearly double the estimated OECD average - will
require measures to limit the fall in labour inputs in the context of population ageing and
to boost the rate of productivity growth. Concern about falling growth potential was a
key theme in the government’s Vision 2030 published in August 2006 (Box 1.1). Korea’s per
capita income is still about one-third below the OECD average despite a relatively high level
of labour inputs in Korea (Figure 1.4). Labour productivity per hour worked in Korea is still
only 40% of the US level, suggesting significant scope for productivity gains to boost Korea's
level of income.

There are a number of challenges, which are addressed in the following chapters, to
sustaining Korea’s growth potential:

e Implementing an appropriate monetary policy in the context of upward pressure on the
exchange rate and asset prices (Chapter 2).

e Addressing the government’s priority of balanced regional development, while coping
with rising house prices in the capital region (Chapter 3).

e Maintaining a sound fiscal policy in the face of upward pressure on spending and
weaknesses in the tax system (Chapter 4).
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Figure 1.3. Imbalances in the Korean economy
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Box 1.1. The government’s Vision 2030 plan

In August 2006, the government announced the Vision 2030 plan, a comprehensive long-
term strategy to develop Korea into a fully advanced country by 2030. The report stressed
the urgency of addressing problems, such as the declining potential growth rate, the
demographic challenges of low fertility and rapid population ageing and widening income
inequality, to avoid losing out in global competition. To sustain potential economic growth,
the plan emphasises improving the education system and the R&D framework and
investing more in R&D, the topic of the in-depth chapter in the 2005 OECD Economic Survey
of Korea. Another major theme is expanding public social spending, the topic of the in-
depth chapter in this Survey (Chapter 5). In particular, Vision 2030 calls for boosting public
expenditure on social welfare relative to GDP from the current level of 6% to around the
current OECD average of 21% by 2030. In contrast to the emphasis on economic growth in
the past, this new plan stresses the importance of government social spending. As part of
social welfare, the plan calls for stabilising the real estate market, the topic of Chapter 3.
Finally, the plan calls for active globalisation, which is addressed in Chapter 6.

The Vision 2030 plan represents an effort by the government to balance the objectives of
economic growth and improving social welfare. While market forces will be the main driver
for economic growth, the government will focus more on social sectors such as welfare,
health and human resource development. Consequently, government outlays on economic
development will fall from 20% to 10% of total spending, while those for social sectors will
rise from 25% to 40%.

Vision 2030 establishes three objectives: to create an innovative and vibrant economy, a
secure and opportunity-providing society and a “stable and decent” country. To
accomplish these objectives, the plan identifies five strategies that are to be implemented
via 50 concrete action plans.

Expanding future growth engines
@ Strengthen the competitiveness of the service sector.

e Reform the support system for SMEs from financial support to management consulting
and training.

e Construct a new government administrative city and “innovation cities” to promote
regional development.

@ Raise R&D spending from 2.9% of GDP in 2004 to 5.3% in 2030.

@ Increase investment in sectors identified as future growth engines.
Developing human capital

e Reform the university evaluation system and consolidate national universities.

e Give more incentive to local governments to increase spending on education and improve
the curriculum.

o Effectively utilise high-skilled human capital from foreign countries.

e Adjust the retirement age and move away from seniority-based wages to a “wage peak”
system.

e Strengthen links between universities, industry and research.
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Box 1.1. The government’s Vision 2030 plan (cont.)
Advancing the social welfare system
Reform the National Pension Scheme and the public occupational pension system.
Improve the National Health Insurance and rationalise the health expenditure system.
Introduce long-term care insurance and an Earned Income Tax Credit (EITC).
Improve social assistance programmes.
Address the issue of non-regular workers and the self-employed.
Stabilise the real estate market.
Expand childcare and after-school activities.

Revitalise rural and agricultural areas of the country.

Improve the environment through appropriate management of air and water quality.
Expanding social capital

® Develop e-government and improve the corporate governance of public organisations.
e Improve the administration of regional and local governments.

Pursuing active globalisation
® Expand the number of free trade agreements (FTAs).

@ Develop the Free Economic Zones and help Korea become a financial and logistic hub for
northeast Asia.

e Improve the framework for foreign workers to protect their rights and make employment
easier.

® Expand overseas development assistance from 0.09% of gross national income in 2005

to 0.25% in 2015.

@ Build infrastructure for unification with the North, with spending rising from 0.1% to 1%

of GDP by 2030.

The financing of this ambitious programme is to be covered initially by restructuring
expenditure and reducing tax exemptions through 2010. The cost of the Vision 2030 over
the period 2006-30 is projected at 1.1 quadrillion won. Given the real growth rates assumed
in the plan - 4.3% in the 2010s and 2.8% in the 2020s - such spending would amount to 2%
of GDP each year. The financing - by government borrowing, tax increases or a mixture of
both — will be decided by social consensus.

e Expanding public social spending in the context of exceptionally rapid population ageing
while limiting the overall increase in the tax burden (Chapter 5). Limiting the burden of
ageing depends on raising the female labour force participation rate, one of the priorities
in the OECD’s 2007 Going for Growth.

e Increasing productivity by enhancing Korea’s integration in the world economy
(Chapter 6). This is linked to two of the priorities - lower barriers to entry for foreign
firms and reducing producer support to agriculture - in the OECD’s 2007 Going for Growth.

Implementing appropriate monetary and exchange rate policies

The Bank of Korea raised its short-term policy interest rate five times between
October 2005 and August 2006, from 3% per cent to 4%z per cent, in a pre-emptive move against
inflation (Figure 1.5). The Bank’s Monetary Policy Committee also expressed concern about an
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Figure 1.5. Interest rates and the exchange rate
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upward trend in housing prices in some areas of the capital region. Although the average
nation-wide house price rose at less than a 2% annual rate in real terms since the end of 2003,
the average increase in the Kangnam area of Seoul was nearly 7%. Higher interest rates have
been accompanied by a surge in short-term overseas borrowing by Korean banks — almost
$41 billion in 2006 - more than offsetting net outflows of foreign direct investment and
portfolio investment. The total inflow of capital — $19 billion in 2006 - put upward pressure on
the won, resulting in an appreciation of 9% relative to the dollar during 2006. In contrast to
the period 2003-04, interventions during 2006 were primarily aimed at limiting the speed of
appreciation, while accepting a trend increase. Nevertheless, Korea’s foreign exchange
reserves, already the second highest in the OECD area, increased another 14% during 2006 to
$239 billion (27% of GDP). In effective terms, the won appreciated 6% during the course of 2006.

Monetary conditions have thus become significantly tighter, given higher interest rates
and a stronger currency. The appreciation of the won has helped keep core inflation below
the 2% to 3% per cent target zone. Although it did not prevent double-digit export growth, the
stronger currency has cut profit margins and worsened the international competitiveness of
SMEs, which tend to produce more labour-intensive products. As for house prices, the
nation-wide rate of increase accelerated to 9% and that in the Kangnam area to 20% in real
terms by the end of 2006, despite changes in real estate policies (see below) and higher
interest rates. However, the upward trend in the stock market, which had risen 54% in 2005,
moderated in 2006.
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In sum, the monetary and exchange rate policy challenges, which are addressed in
Chapter 2, are:

e Achieving the medium-term inflation target in the context of upward pressure on the
exchange rate and concerns about increases in real estate prices in the capital region.

e Coping with the economic impact of currency appreciation while maintaining the
flexible exchange rate system introduced in 1997.

Housing and regional policy

The government has launched a series of real estate policy packages since August 2005,
even though the rate of increase in nation-wide house prices was relatively modest. The policy
stance moved in the direction of dampening the housing market, motivated by the fact
that house price increases accelerated during the course of 2006. The five packages include a
three-pronged effort to: 1) expand the housing supply, with the public sector taking the lead in
construction and finance. At the same time, however, some new government regulations
restrict supply, for example by making it difficult to redevelop buildings in areas that have
experienced large price increases; 2) reduce demand, in part through restrictions on bank
lending for housing and increases in property-related taxes; and 3) cut prices through
regulatory changes and price ceilings on new houses.

Despite measures introduced in the 1980s to limit concentration, reflecting the high
priority attached to balanced regional development, the capital region has become one of the
largest urban agglomerations in the world with 22.8 million people, while its share of
Korea’s population has risen from 28% in 1970 to almost half (Figure 1.6). The concentration
of population has created a serious air pollution problem and has raised the cost of
congestion. Meanwhile, the government has launched initiatives, such as the construction of
a new government administrative city and “innovation cities” and “enterprise cities” to boost
development in other parts of the country.

In sum, the key challenges in housing and regional policies that are discussed in
Chapter 3 are:

e Realising an adequate increase in the supply of housing in the long run, while coping
with pressure to stabilise real estate prices in the short run.

e Addressing the government’s goal of balanced regional development, while ensuring
adequate housing in the capital region and strengthening its international competitiveness
as a hub.

e Coping with the environmental and congestion costs of increased concentration in the
capital region.

Maintaining a sound fiscal policy

Korea’s fiscal position remains sound, with low public debt and government
expenditures at only 29% of GDP, the lowest ratio in the OECD area (Figure 1.7). Maintaining
a sound government financial position is essential given future spending pressures related
to population ageing (see below) and the potential cost of economic integration with North
Korea. Chronic food shortages in the North and its economic deterioration during the
past decade suggest that the cost of integration may be enormous. Indeed, it is likely to be
heavier than in the case of Germany, given that the population of North Korea is one-half
that of the South, while its per capita income is only about 6% as large. In comparison,
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Figure 1.6. Concentration in major cities
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East Germany’s population was less than a third of West Germany’s at the time of German
re-unification, while the per capita income gap was significantly smaller, with that in East
Germany around half of the West.

The central government budget recorded a deficit of 1.3% of GDP in 2006, excluding the
cost of financial-sector restructuring (which ended in 2006) and the social security surplus.
Given slowing output growth and tighter monetary conditions, the government plans to
front-load expenditures in the first half of 2007, when the economy is projected to be
relatively sluggish. Frontloading, though, may create pressure for a supplementary budget
to prevent a decline in government spending in the second half of the year although
the 2007 National Fiscal Act should help limit such pressures. The latest National Fiscal
Management Plan projects that the deficit will decline gradually to 0.8% of GDP in 2010.

The Vision 2030 plan calls for financing increased government outlays through 2010
through improvements in the tax system by broadening the tax base through reductions in
allowances and exemptions and by ensuring strong and uniform tax enforcement, especially
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Figure 1.7. International comparison of the size of government spending
Per cent of GDP in 2005
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toward the self-employed. At present, a large number of exemptions for personal and
corporate income tax limit tax bases and undermine efficiency and fairness. In particular,
there are generous allowances and loopholes for individuals and large-scale and wide-ranging
tax preferences for enterprises. Moreover, there is a lack of strong and uniform tax
enforcement, especially toward the self-employed. The impact of these distortions is relatively
limited, given that Korea’s tax burden is rather small. However, the increase in the tax burden
to meet future spending demands will magnify the cost of these distortions.

In sum, the fiscal policy challenges, which are addressed in Chapter 4, are:

e What should be the appropriate medium-term fiscal target, given pressure for increased
spending in the context of population ageing (see below) and the potential costs of
economic integration with North Korea?

e How can the tax revenue increases that are included in the Vision 2030 plan be achieved?

e Should the additional expenditure contained in the Vision 2030 plan be financed by
government borrowing or increased tax revenue?

Coping with pressure for increased social spending in the context of rapid population
ageing

At 6% of GDP, public social spending in Korea is the lowest in the OECD area and well
below the average of 21% (Figure 1.8), reflecting the relatively recent start to developing a
social safety net and a young population compared to other OECD countries. However, the
projected ageing of the population, from the second youngest in the OECD area at present to
the fourth oldest by 2050, will put upward pressure on social spending. Indeed, the
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Figure 1.8. An international comparison of gross public social spending
As per cent of GDP
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Vision 2030 plan (Box 1.1) projects that it will rise from 6% to the current OECD average of 21%
by 2030. If this sharp increase in social spending were largely financed by an increase in the
tax burden, this would have a negative impact on the labour market and economic growth.

Population ageing is driven, in part, by the drop in the fertility rate, which fell from 4.5
in 1970 to 1.5 in 2000 and further to 1.08 in 2005, the lowest in the OECD area. Women cite
the heavy burden of education, which absorbs 18% of household income, and the difficulty
of combining family responsibilities with employment as key factors limiting the number
of children. There is scope to mitigate the impact of demographic change on the economy
by increasing the female labour force participation rate, which for women in the 25 to
54 age group, is the third lowest in the OECD area. However, a lack of suitable childcare
facilities, as well as workplace practices, discourage women from working.

Employees leave firms as early as age 50, reflecting the impact of the seniority-based
wage system, which makes older workers relatively expensive. Early retirement from firms
results in less effective use of skilled human capital. Most workers remain in the labour
force after age 50, making the participation rate for older workers high by international
standards. However, two-fifths of workers over the age of 55 are self-employed, primarily
in the service sector. Self-employed persons (including unpaid family workers) account for
one-third of the labour force in Korea, one of the highest proportions in the OECD area.

Population ageing will have a serious impact on the three key social insurance
programmes, the National Pension Scheme (NPS), National Health Insurance (NHI) and
Long-Term Care Insurance. Changes in the parameters of the NPS, which was introduced
in 1988, are needed to ensure its financial sustainability. Moreover, the capacity of the NPS to
reduce the high rate of poverty among the elderly is limited by its relatively narrow coverage.
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Indeed, the number of contributors has levelled off at around one-third of the working-age
population and the amount of contributions, particularly among the self-employed, is low.
It is also necessary to address rising deficits in the public occupational pension schemes,
which cover about 6% of the labour force. Ageing is also putting strong upward pressure on
healthcare spending and strains on the NHI, although the impact is mitigated by large
co-payments that limit the government’s share of such spending to around half of the total.
The large share of private spending tends to restrict access to healthcare for low-income
households and persons with chronic illnesses. Meanwhile, measures to contain costs have
reduced satisfaction with the quality of healthcare. The long-term care insurance programme
to be introduced in 2008 should reduce some of the burden on the NHI. However, the small
initial number of beneficiaries — amounting to less than 2% of the elderly population - will
reduce its impact. Moreover, the capacity in long-term care institutions, at only 0.4% of the
population over the age of 65, limits the scope for reducing the burden on families.

As noted above, Korea also faces increasing income inequality and relative poverty.
One factor is labour market dualism - the share of temporary workers has risen to nearly
one-third of employees (Figure 1.3). Their growing role creates concern about long-term
growth prospects, as they receive less training, and equity concerns, given the fact that they
are paid significantly less, after adjusting for their qualifications, than regular workers.
Moreover, they are excluded from aspects of the worksite-based social safety net. Indeed,
two-thirds are not covered by worksite-based pension, health or employment insurance,
thus helping to explain why only a quarter of unemployed persons receive unemployment
benefits. In addition to their lower cost, employers tend to prefer temporary workers since
they increase employment flexibility compared to regular workers, who are difficult to
dismiss. The disproportionate share of women among temporary and other types of non-
regular workers limits employment opportunities for women. Finally, the ability of social
assistance programmes to cope with rising poverty is limited by strict eligibility criteria.
Consequently, as many as half of the persons with income below the minimum cost of living
do not receive social assistance.

In sum, the key challenges in the area of public social spending, which are addressed
in Chapter 5, are:

e How can the obstacles to childbearing be reduced in order to boost the fertility rate?

e How can the labour force participation rate be increased, particularly for prime-age
women, while raising the effective age of retirement from firms?

e How can the social insurance systems for pensions, health and long-term care be
improved to provide adequate coverage while ensuring their financial sustainability?

e How can the rising share of temporary and other types of non-regular workers be
reduced to address widening income inequality, while expanding the effective coverage
of the social safety net?

Raising productivity growth by enhancing the globalisation of Korea

One key to raising productivity is to increase Korea’s integration in the world economy,
given that rising flows of foreign direct investment (FDI), international trade and movements
of labour are key forces driving economic growth. Although Korea has become more
integrated in the world economy over the past decade, it still ranks low in terms of the stock
of inward FDI relative to GDP, import penetration and foreign workers as a share of the labour
force (Figure 1.9). Moreover, there is some opposition in the Korean population to capital
inflows and the negotiation of free trade agreements with major trading partners.
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Figure 1.9. Indicators of Korea’s integration in the world economy
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After increasing in the wake of the 1997 crisis, as a result of the liberalisation of barriers
and the restructuring of the corporate and financial sectors, the stock of FDI inflows amounted
to 11.5% of GDP in 2002. Nevertheless, it was still the sixth lowest in the OECD area, and inflows
of FDI have declined during the past few years, both in absolute terms and as a share of world
flows. FDI in the service sector is limited by restrictions on foreign ownership in some areas,
such as telecommunications and electricity, and product market regulations. As a result, the
share of services in the total stock of FDI in Korea is one of the lowest in the OECD area.
Boosting FDI in this sector would help narrow the gap in labour productivity with
manufacturing by triggering transfers of technology, facilitating restructuring of firms and
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strengthening competition. The government has launched a number of special schemes, such
as foreign investment zones and free economic zones, to attract foreign investors. Although
such zones offer significant tax incentives, preferential regulatory treatment and cash
transfers, the impact of such schemes appears limited thus far. Foreign investors appear more
concerned with the business and investment climate, including industrial relations and the
transparency and predictability of taxation and regulations.

The low level of FDI limits intra-firm trade, thus helping to explain the low level
of manufactured imports relative to domestic demand, despite the increasing economic
integration with China noted above. Tariff rates in Korea are relatively high, reflecting the
significant level of protection accorded to agriculture. In addition, Korea is a latecomer to the
wave of regional free trade agreements (FTAs), with only three broad agreements - Singapore,
Chile and the European Free Trade Association - in effect at present. Although Korea is
negotiating additional FTAs with major trading partners, the high level of support to
agriculture — with a Producer Support Estimate nearly double the OECD average — appear to
hinder the scope for comprehensive agreements.

The share of foreign workers in the labour force was the fourth lowest in the OECD
area in 2004 (Panel B). Low-skilled workers with work permits amount to only 0.8% of the
labour force, despite labour shortages at SMEs, and are not allowed to work in the service
sector. While the environment for high-skilled foreign workers is more open, the total
number - only 6% of all foreign workers in Korea - is limited by the immigration system
and the general business and living environment. Unregistered workers account for almost
half the total foreign labour force, raising concern about the labour rights and social
protection granted to unregistered persons.

Chapter 6 considers policies to deepen Korea’s integration in the world economy by
examining the following questions:

@ How can Korea become a more attractive location for inflows of FDI?

e How can Korea become more open to trade, in part by overcoming obstacles to
comprehensive FTAs?

e To what extent should the scope for inflows of foreign labour be increased, given labour
shortages in some areas and the projection of a declining working-age population
from 20167

Conclusion

Korea’s economic growth rate of 4.3% since 2002 is close to its potential growth rate of
around 4% per cent. However, growth has been unbalanced, with buoyant exports offsetting
sluggish domestic demand. While this has been due in part to external shocks and the
impact of the collapse of the credit card bubble, it also suggests that there are significant
structural problems in the Korean economy. Addressing the structural weaknesses and the
various imbalances discussed in this chapter is a key to sustaining rapid output growth
through productivity gains as the growth of inputs of labour and capital slow. The following
chapters analyse the key challenges presented above.
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ANNEX 1.A1

Taking stock of structural reforms

This annex reviews actions taken on structural policy recommendations in the 2005

OECD Economic Survey of Korea. Recommendations made in this Survey are shown in the

boxes at the end of each chapter.

Recommendations in the 2005 Survey

Actions taken or proposed by the authorities

A. FISCAL DECENTRALISATION

Allow greater responsibility for taxes and spending to local governments

Facilitate personnel exchanges between different levels of government
and with the private sector.

Provide incentives for local civil servants to accept more responsibility.

Personnel exchanges were expanded in terms of the number of cases
and the coverage of officials between 2005 and 2006.

Incentives for local civil servants to reduce expenditure and find

new sources of revenue were strengthened in 2005.

Enhance the autonomy of local governments and increase efficiency in spending programmes

Establish a clear division of responsibilities between levels
of government and minimise “delegated functions”.

Facilitate the creation of voluntary associations of local governments.

Transform earmarked grants to block grants.

Relax the conditions attached to earmarked grants.

Allow local authorities to carry over grants to the future and permit
some scope for shifting funds between projects.

Make the definition of standard fiscal needs and standard fiscal revenue
in the formula for the Local Shared Tax simpler, transparent, and based
on objective criteria.

Strengthen linkages between the local education governments

and local general governments.

Increase local governments’ revenue powers

Simplify the complicated local tax system and avoid the creation

of new local taxes.

Encourage the use of existing flexibility to set tax rates and make it clear
that changing tax rates does not influence the level of transfers

from the central government.

Reduce reliance on taxes on property transactions, notably

the registration and acquisition taxes.

Accelerate the plan to raise the effective tax rate on property holding,
in part by bringing the tax base closer into line with the assessed value.

Since 1999, 1 087 functions have been permanently delegated thus far,
of the 1 371 targeted.

The revised Local Government Act, which is pending in the National
assembly, introduces a new autonomous organisation among local
governments.

The creation of the special account for balanced national development
(SABND) in 2005 expanded flexibility for local governments.

No action taken.

Part of the SABND grants can be carried over to the future and shifted
to other purposes.

Transparency and objectivity were enhanced in 2006 by simplifying
the assessment criteria and by disclosing related data on the Internet.

A 2006 law established “Local education policy co-ordination
committees” that link local education governments and local general
governments.

No action taken.

No action taken.

The registration tax was reduced from 3% to 1% in 2006, while

the acquisition tax was cut from 2% to 1%.

The government announced in 2006 that the ratio of the assessed price
used to set the tax base for the local property tax will be raised

from 50% in 2006 to 100% by the mid-2010s. The Comprehensive
Property Tax (CPT) was strengthened in 2006.
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Recommendations in the 2005 Survey

Actions taken or proposed by the authorities

Use property holding taxes as the primary source of additional local tax
revenue.

Ensure adequate public services by marking sure that the transfers
to poor local governments are sufficient.

Ensure fiscal discipline of local governments
Design appropriate fiscal rules for local government.

Reduce local governments’ reliance on loans from the central
government.

Phase out the use of compulsory bonds.

Strengthen accountability of local governments and increase
transparency about their financial position.

Separate regional development policies from fiscal decentralisation
Increase the tax autonomy of local authorities while using
well-designed intergovernmental transfers.

Finance local public services through block grants that take account

of the fiscal capacity of local governments.

Shift away from regulations to limit concentration in the capital region
in favour of market-based measures that address the externalities

of pollution and congestion.

The CPT was strengthened in 2006 and the central government
distributes all of the revenue to local governments.

The assessment system of standard fiscal needs was improved
to better reflect the cost of providing public services.

The approval system for individual local bonds was replaced by a total
ceiling on bond issues in 2006.

The central government distributes the rapidly rising revenue

from the CPT to local governments.

No action taken.

The approval system for individual local bonds was replaced by a total
ceiling on bond issues in 2006.

The government reduced the share of the discretionary Special Local
Shared Tax in total Local Shared Tax from 9% in 2004 to 4% in 2005.

No action taken.

No action taken. The lifting of such regulations will not be considered
until the early 2010 when regional development initiatives have taken
effect.

B. INNOVATION

R&D system

Better coordinate policies concerning science and technology,
education and industry and integrate them more fully.

Maintain flexibility in setting priorities for R&D and innovation
activities.

Increase the responsiveness of public R&D expenditures to the private
sector.

Strengthen linkages in R&D among business, universities
and government research institutes.

Upgrade the R&D role of the universities.

Promote technological operation between domestic and foreign
players.

Follow through on plans to encourage the diffusion of knowledge.

Promote private-sector R&D activities
Ensure that tax incentives are effective in boosting R&D.

Further improve enforcement of intellectual property rights
and increase public awareness of their importance.

Regulatory reform and the framework for encouraging innovation

Improve product market regulation by lowering entry barriers,
streamlining regulations and replacing multiple contacts points
and administrative procedures by one-stop shops.

Continue to deregulate and foster competition in services.

The government expanded its support for the corporate R&D cluster
project, in part by increasing the number of R&D centres combining
government science and technology institutes, education and industry
from 30 in 2005 to 370 in 2007.

Public R&D spending on sectors identified as future growth engines is
less than 1.5% of the total and subject to change through an on-going
assessment of technology demand in the future.

The government strengthened the performance-based R&D evaluation
system to enhance the efficiency of government R&D expenditure.
The government allowed industry and universities to establish
“technology holding companies” in 2006 to commercialise technology
held by universities. It has also taken initiatives to foster innovation
clusters where education, industry and science and technology are
integrated, such as Daedeok Innopolis in 2005.

The number of university research centres receiving government
subsidies was increased from 85 in 2006 to 92 in 2007.

The government established guidelines in 2006 for the management
of foreign R&D centres and eased immigration controls on the inflow
of foreign researchers.

The government allowed industry and universities to establish
“technology holding companies” in 2006 to commercialise technology
held by universities.

The “Roadmap for National R&D projects” was created in 2006

to minimise deadweight losses.

The “Co-ordination Committee for Property Rights” involving related
ministries was established in 2006.

The Regulatory Reform Committee improved 1 413 of the targeted
8 043 regulations during 2006.

The government announced a new initiative in 2006 to develop
the service sector through deregulation and the provision of tax
incentives.
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Recommendations in the 2005 Survey

Actions taken or proposed by the authorities

Simplify the regulatory framework for land.

Use the Regulatory Reform Committee (RRC) to eliminate unnecessary
regulations.

Effectively implement the new unified insolvency law to provide
more efficient ways for firms to reorganise or exit.

Abolish remaining policies that discriminate in favour
of manufacturing.

Concentrate the government’s role in the risk capital market
on leveraging private-sector participation.

Restore investor confidence in the second tier stock market through
strengthened screening procedures, disclosure requirements
and delisting conditions.

Abolish the government certificate system for venture business in 2005
as scheduled.

Development of human capital
Improve the quality of education at the primary and secondary level.

Enhance the autonomy of individual schools and diversify the types
of schools and curricula at the secondary level.

Continue to diversify the university entrance system.

Restructure the tertiary education sector through competition

by disclosing performance information for each university

and developing a transparent mechanism, such as an independent
national body, to asses the quality of educational services.

Allow the entry of foreign institutions.

Further deregulate tertiary education.
Re-balance financial resources in favour of tertiary education.

Increase scholarships and loans for low-income students.

Encourage efforts by universities to diversify with an aim
of establishing centres of excellence.
Expand lifelong learning opportunities.

Encourage vocational training through co-operative efforts among
social partners.

The Framework Act on Land Use Regulations was introduced in 2006 to
limit new regulations on land use and require the government to review
existing regulations on land use every five years.

The RRC improved 1 413 of the targeted 8 043 regulations

during 2006.

The Corporate Restructuring Promotion Act currently pending

in the National Assembly is aimed at facilitating the corporate
restructuring process.

The 2006 initiative to develop the service sector includes narrowing
the gap between manufacturing and services in terms of incentives
and regulations.

The government eased regulations on private equity funds in 2006,
notably by lowering the minimum investment amount by investors
and expanding the scope of investment.

In 2006, the government strengthened technology assessment

for venture firms listing on KOSDAQ while facilitating the exit

of distressed firms.

The certificate system for venture business was revised in 2006

but not abolished.

“Open-ended self-regulated schools” are to be introduced in 2007
as models for public schools, allowing more autonomy

and accountability.

The government announced plans to liberalise options for textbooks
from 2009 and enhance the flexibility of curricula to meet changing
demand.

The college admission system will be revised starting in 2008, giving
more weight to performance in school and less weight on the
standardised test.

The government established a performance-based university
management system by strengthening public disclosure of information
and assessment of universities in 2006.

Foreign investment in the education sector is allowed in the three Free
Economic Zones.

Between 2004 and 2007, 63 actions were taken to enhance the
autonomy of universities in accordance with the 2004 plan.

No action taken.

The government-guaranteed student loan programme was introduced
in 2005 and the number of recipients was increased from 0.3 million
in 2005 to 0.5 million in 2006.

In 2005, 18 universities were consolidated into nine universities

to encourage them to establish centres of excellence.

The government designated 15 “lifelong learning cities” in 2006,

in which local governments actively support lifelong learning, raising
the total number of cities to 48.

The government supported nine labour-management training projects
in 2006.

C. LABOUR MARKET

Reverse the trend toward increasing labour market dualism
Reduce employment protection for regular workers.

Increase compliance with the Employment Insurance System.

Expand the coverage of non-regular workers in social insurance
systems.

The prior notice period for dismissal was shortened from 60 to 50 days
in January 2007.

A special organisation under the NTS is planned to impose and collect
four social insurance charges from 2009.

The Employee Competence Development Card System and the E-card
System for construction workers were introduced in 2006.
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Recommendations in the 2005 Survey

Actions taken or proposed by the authorities

Develop more co-operative industrial relations, in part by implementing
the roadmap proposed by the Research Committee for Advancement of
Industrial Relations Systems.

Resist pressure to level the playing field between regular

and non-regular workers by imposing regulations on non-regular
employment.

Labour laws were revised in 2006 based on the 2003 “Roadmap

for Industrial Relations Reform” to promote more harmonious
industrial relations.

The 2006 labour law reform imposes new regulations on non-regular
employment by limiting fixed-term contracts to two years. A clause
forbidding discrimination allows non-regular workers to complain

to the Labour Relations Commission.

Enhance labour force participation, particularly of women and older persons

Encourage greater labour force participation by women by introducing
more family-friendly policies.

Raise the effective retirement age.

Reduce the importance of seniority in setting wages.

Encourage the replacement of the retirement allowance system
with a company pension system.

Ensure that the public pension system does not create incentives
for older workers to leave the labour force before the normal
retirement age.

Cut wage subsidies to avoid high deadweight costs and make sure
that other active labour market policies are cost effective.

The government announced a five-year plan (2006-10) to increase
support for childcare and expand work leave before and after childbirth.
The government revised a law in 2006 to penalise companies that set
the retirement age below 54.

The government announced in 2006 that it will introduce a subsidy
to encourage adoption of the “wage peak system”.

The company pension system is to be extended to workplaces

with four or less employees. The government proposed making

a company pension system mandatory for new start-ups.

The pension scheme was changed to provide more incentives

for working beyond the eligibility age.

The government set up an inter-ministerial task force in 2006

to enhance the cost-effectiveness of active labour market policies,
including employment services and the private sector’s role in job
creation.

D. CORPORATE AND FINANCIAL SECTORS

Corporate sector

Streamline and reduce the programmes to assist small
and medium-sized enterprises (SMEs).

Scale back credit guarantees for SMEs.

Shift the focus of credit guarantees from preserving existing weak firms
to assisting start-ups.

In the loans guaranteed by the Korea Credit Guarantee Fund, reduce
the proportion of the loans that are guaranteed from the current
80-90% and raise the price of guarantees.

Further improve corporate governance practices.

Ensure openness to foreign investment.

Concentrate chaebol-regulating functions that are related to finance
and corporate governance in regulators responsible for financial
and securities matters.

Phase out the 25% ceiling shareholding ceiling imposed on
chaebol-affiliated firms.

Financial sector
Continue the privatisation of government-owned banks.

Avoid nationality restrictions on the directors of banks.
Encourage banks to improve their capacity for credit analysis.

Discourage banks from automatically rolling over their loans
to distressed SMEs.

Continue the restructuring of non-bank financial institutions.

The number of programmes was reduced from 237 to 174

between 2005 and 2007, while the total budget was lowered

from 7.3 trillion won to 7.2 trillion won.

Credit guarantees for SMEs were reduced from 40.8 trillion won

in 2005 to 39.4 trillion won in 2006.

Credit guarantees gave more priority to start-ups with growth potential
that use high technology.

The Fund reduced the guaranteed proportion from 84.9% to 83.3%
and raised the price of guarantees from 1.11% in 2006 to 1.25%

in 2007.

An amendment to the Commercial Code is planned in 2007 to make
managers and controlling shareholders more accountable to minority
shareholders.

Foreign investment in lifelong business education facilities was allowed
in 2006.

No action taken.

A bill to reduce the coverage of the regulation by changing the eligibility
criteria and raising the ceiling from 25% to 40% passed the National
Assembly in April 2007.

The government sold 6.22% of its share in Shinhan Financial Holding
Company in 2006.

The restriction was not imposed.

The government approved the establishment of individual

and corporate credit bureaus in 2006 to encourage credit-based
financial transactions.

No action taken.

Since 2005, 21 “prompt corrective actions” were taken for savings
banks and 608 for credit co-operatives.
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Recommendations in the 2005 Survey

Actions taken or proposed by the authorities

Promote the development of the capital market by upgrading law
enforcement and sanctions.

Strengthen the credit rating agencies to provide more accurate
and timely information to creditors.

Increase the supply of long-term financial instruments, beginning
with government bond issues.

Avoid introducing new schemes that support delinquent borrowers
without resolving the problem and limit debt write-offs to prevent moral
hazard problems.

Discourage discrimination against delinquent borrowers.

The government improved regulations on issuing stock overseas

in 2006 and extended the coverage of class action suits to all listed
firms in 2007.

The internal monitoring system of credit agencies was strengthened
in 2006 and an approval system for changes in large shareholders was
introduced.

Government bonds with a maturity of 20 years were issued for the first
time in 2006.

No additional schemes have been introduced.

The Registration System for Delinquent Borrowers was abolished
in 2005.

E. OTHER AREAS

Reform the National Pension Scheme to ensure its sustainability
while constraining the hike in contribution rates to limit the negative
impact on the labour market.

Further reduce the number of special accounts and funds to increase
budgetary transparency and efficiency.

No action taken. Legislation to cut the replacement rate to 50%

and raise the contribution rate to 12.9% was rejected by the National
Assembly in April 2007. The political parties agreed to a compromise
in April 2007 that would reduce the replacement rate from 60% to 40%,
while keeping the contribution rate unchanged at 9%.

The number of special accounts and funds was reduced from 76 to 61
between 2005 and 2007, in part through the consolidation of seven
special accounts into the SABND in 2005.
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Chapter 2

Macroeconomic developments
and policies affecting monetary
conditions

Economic growth slowed to less than a 4% annual rate in the second half of 2006,
largely due to weak private consumption and a decline in housing construction. The
economy is projected to pick up gradually, with growth of about 4% per cent
in 2007. Korea should pursue a flexible exchange rate policy by limiting intervention
in foreign exchange markets. The liberalisation of controls on capital outflows
should aim at improving long-run efficiency rather than moderating upward
pressure on the won in the short run. The Bank of Korea should focus on achieving
its new medium-term target for overall CPI inflation and avoid using monetary
policy as a tool to stabilise real estate prices in some parts of the capital region, as
further hikes in the short-term interest rate would have a negative impact on the
increasingly indebted household and small and medium-sized enterprise sectors.
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Following the slowdown during the course of 2006, the Korean economy is likely to gain
strength gradually in 2007. Given the risk to export-led growth from a further appreciation
of the won, the government has attempted to moderate pressure on the exchange rate by
liberalising controls on capital outflows. The upward pressure on the won has occurred in
the context of a significant hike in interest rates by the Bank of Korea, even though
inflation has been below the target zone. This chapter begins by looking at Korea’s recent
economic performance and its short-term prospects. The following sections analyse
exchange rate and monetary policies. Recommendations are summarised in Box 2.1.

Recent economic trends and prospects

After a hesitant recovery from the collapse of the credit card bubble in 2002, output
growth accelerated to a 6% annual rate between the first quarters of 2005 and 2006. The
pick-up in growth was led by stronger exports and a rebound in private consumption
growth to almost 5%. However, the economy cooled to a 3.9% annual rate in the year to the
first quarter of 2007, despite a recovery in business investment. The key factor in the
deceleration of growth was private consumption, which slowed to 3.8% during that period,
reflecting the impact of rising interest rates on the increasingly indebted household sector
and modest wage gains. Although the unemployment rate has remained low at around
3% per cent since early 2006, wage growth has been constrained by structural changes in
the labour market, notably the increasing proportion of lower paid non-regular workers
(see Chapter 5) and low bonus payments as a result of a decline in corporate profits. The
profits of exporting firms were squeezed by the significant appreciation of the won
during 2006.! In addition, terms of trade losses during the first three quarters of 2006
slowed the growth of gross national income to only 1.1% (compared to 4.1% for GDP),
putting downward pressure on domestic demand. There was a negative impact from both
falling export prices and higher oil prices, given that petroleum imports account for about
5% of GDP. These adverse developments resulted in a decline in consumer confidence
during 2006 (Figure 2.1).

A second reason for the growth slowdown during 2006 was a significant contraction in
housing construction, which fell at a 4% annual rate during the first three quarters of 2006
(Figure 2.2). The decline is primarily due to the real estate policy packages introduced in
August 2005 and March 2006 to calm the housing market (see Chapter 3). Although the aim
was to discourage “speculation” in certain areas of the capital region, the policy changes
have had a negative effect on overall construction activity. There has also been an adverse
influence from the tightening of monetary policy (see below). Indeed, short-term interest
rates increased by 125 basis points,? even though core consumer price inflation - the
indicator targeted by the Central Bank until the end of 2006 - remained below the medium-
term target zone of 2.5% to 3.5% (Figure 2.3).
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Figure 2.1. Consumer confidence
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Figure 2.2. Construction activity has declined markedly
Seasonally-adjusted quarterly growth at an annual rate’
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Figure 2.3. Inflation targets and outcomes
Year-on-year percentage changes
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1. In 2004, the Bank of Korea changed the target to a medium-term objective. In 2007, the target was changed from
core CPI to the overall CPIL

Source: Bank of Korea.

The outlook for private consumption in the context of rising household debt

With the slowdown in private consumption and decline in housing investment
during 2006, the outlook for 2007 depends importantly on these two components, which
together account for 60% of the economy. As for housing, the outlook remains weak
following the real estate policy package of January 2007 (see Chapter 3), which is likely to
reduce housing construction by the private sector.? Indeed, building permits issued for
housing during the last quarter of 2006 fell to a low level on the basis of total floor space.*
The outlook for private consumption depends in part on the household saving rate, which
had plunged from an average rate of 20% during the 1990s to only 2% in 2002. It has
rebounded modestly since then, as households focused on repairing their balance sheets
in the wake of the collapse of the credit card bubble (Figure 2.4).

Household saving behaviour has been closely linked in the past to developments in
household debt. Financial liabilities rose from 32% of GDP in 1985 to 74% in 2002 before
levelling off (Figure 2.5). The ratio edged up again in 2005, to 76% of GDP,” as credit to the
household sector began to pick up from the post-bubble collapse, driven in part by
mortgage lending. Household debt in Korea has thus converged to the average of OECD
countries, where it ranges from 40% to 120% of GDP (Panel B). The future direction of the
saving rate is highly uncertain as it depends on a number of factors:

e The impact of higher debt is mitigated by the upward trend in household financial
assets. Net financial assets of the household sector have thus stabilised at around 68% of
GDP (Panel A), somewhat above the pre-crisis level in the 1990s.
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Figure 2.4. The household saving rate
As per cent of household disposable income
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Source: OECD, Economic Outlook database.

e Nation-wide house prices have risen during the past two years following a decline
in 2004, thus increasing households’ total net wealth. This will stimulate consumption
and reduce saving.

e On the other hand, lower-income households, which have higher levels of debt, face a
financial squeeze and will be constrained to limit consumption and raise their saving
rate.

e Contributions to the social security system, one of the factors that may explain past
declines in the saving rate, are likely to rise further.® At the same time, uncertainty about
the public pension scheme and the plans to scale back the benefit replacement rate may
encourage more saving.

Given these factors, which imply different directions for the household saving rate,
the projection for 2007-08 assumes a slight fall, from an estimated 4% per cent in 2006 to
around 4% in 2007-08.

Why has export growth remained so strong in the face of an appreciating currency?

With annual growth of 14% in volume terms since 2002, exports have proven to be
resilient to the appreciation of the won, which rose 23% in effective terms over the same
period. The steady improvement in product quality has made exports less sensitive to the
movements in the exchange rate.” In addition, there has been a shift toward knowledge-
based products that tend to be less price-sensitive. Indeed, exports of high and medium-high
technology products increased from less than half of total exports in 1992 to three-quarters
in 2004 (Table 2.1). Korea’s revealed comparative advantage (RCA) in ICT products rose
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Figure 2.5. Household debt
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Table 2.1. Composition of Korea’s exports

Share (per cent) Revealed comparative advantage

1992 2004 1992 2004

Manufacturing
High technology and ICT products 25.8 39.2 1.33 1.63
Aircraft and spacecraft 0.9 0.2 0.28 0.11
Pharmaceuticals 0.4 0.3 0.26 0.11
Computers and office products 4.0 9.0 0.91 1.73
Semiconductors and electronic valves 10.6 1.0 3.62 2.30
Radio, TV and communication equipment 8.5 15.3 2.31 3.19
Precision, medical and optical instrument 1.3 2.4 0.39 0.65
Medium-high technology 20.4 35.2 0.60 1.10
Electrical machinery 2.2 3.2 0.59 0.77
Chemical products 7.2 10.2 0.99 1.26
Motor vehicle and trailer 5.8 13.6 0.50 1.33
Other transport equipment 0.2 0.2 0.35 0.29
Home appliance and machinery equipment 3.0 8.0 0.46 0.91
Medium-low technology 18.7 17.3 1.45 1.43
Shipbuilding and repairing 5.4 6.4 5.77 8.45
Coke and petroleum products 0.2 0.1 0.30 0.20
Rubber and plastic products 2.8 24 1.15 0.96
Non-metallic mineral products 0.8 0.6 0.52 0.44
Basic and fabricated metal products 9.7 7.7 1.30 112
Low technology 31.6 8.8 1.44 0.49
Textile, apparel and footwear 254 6.1 2.99 0.92
Food, beverages and tobacco 2.1 1.1 0.35 0.20
Wood and paper products 1.0 0.6 0.22 0.19
Other misc. manufacturing products 3.2 1.0 1.03 0.35
Non-manufacturing 1.5 0.4 0.18 0.03

Source: Joon-Kyung Kim, Yangseon Kim and Chung H. Lee (2006), Trade, Investment and Economic Interdependence
between South Korea and China, Korea Development Institute and East-West Center, University of Hawaii.

sharply, while that for medium-low technology products was constant, reflecting continued
strength in shipbuilding. In contrast, the RCA of low-technology products fell, in part due to
the sharp decline in the textile industry, which still accounted for a quarter of Korea’s exports
in the early 1990s. In sum, Korea gained export market share for high-technology products
in the United States, Japan and the European Union, while losing market share for
low-technology products.

Strengthening economic ties with China are another important force sustaining export
growth. China’s share of Korean exports soared from 2% in 1990 to 15% in 2002 and further
to 21% in 2006 (Figure 2.6), making China the largest trading partner of Korea. The trade
relationship has been underpinned by Korea’s FDI in China. Indeed, China accounted for nearly
a quarter of Korea’s total stock of overseas FDI in 2005, and 36% in the manufacturing sector.?
Korea’s investment in China is mainly motivated by efforts to create integrated global
production networks that include China, taking advantage of its cheap labour cost and
geographical proximity, as well as it huge domestic market. Nearly half of manufacturing
output by Korean affiliates in China was exported to third markets while local sales accounted
for a third. Exports to Korea accounted for the remainder. Investment in China has also boosted
trade in intermediate parts to supply Korean affiliates operating there; China’s share of Korea’s
total part exports rose from 10% in 1995 to 29% in 2006 (Panel B). Notable increases were
recorded in telecommunication equipment, making China a major assembler of Korea’s
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Figure 2.6. Growing trade between Korea and China
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high-technology products. However, the positive impact of FDI on Korean exports to China is
weakening as local procurement is increasingly replacing shipments from Korea. For Korean
affiliates in China in the manufacturing sector, the share of imports from Korea decreased
from 65% to 37% between 1996 and 2003 while the share of local procurement increased
from 26% to 46%.°

The further rise of the won in 2006 (Figure 2.7) and the slowdown projected in Korea’s
export markets, from 8.9% in 2006 to 8.3% in 2007 will put downward pressure on the pace
of export growth. While the won appreciated 6% in effective terms during 2006, it rose 9%
against the dollar and 10% against the yen. The strength of the won relative to the yen is
particularly important, as about two-thirds of Korean exports compete with Japanese
products in third markets.

Economic outlook for 2007 and 2008

Economic growth is projected to pick up during the course of 2007 from the 3.6% annual
rate in the first quarter of 2007 (Table 2.2). On an annual basis, growth is expected to reach
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Figure 2.7. Exchange rate trends
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