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BASIC STATISTICS OF KOREA

THE LAND

Area (thousand sq. km) 99 Major cities, 1999 (million inhabitants):
Agricultural area (thousand sq. km) 14 Seoul 10.3
Forests (thousand sq. km) 65 Pusan 3.8

Taegu 2.5
Inch’on 2.5

THE PEOPLE

Population, 2000 (million) 47.3 Civilian labour force, 2000 (million) 22.0
Per sq. km, 2000 474 Civilian employment 21.1
Annual rate of change of population, 2000 0.9 Agriculture, forestry, fishing 2.3

Industry 4.2
Construction 1.6
Services 12.9

PRODUCTION

GDP, 2000 (trillion won) 571.1 Origin of GDP, 2000 (per cent of total):
GDP per head (US$) 9 628 Agriculture, forestry, fishing 4.6
Gross fixed investment, 2000 (trillion won): 148.4 Industry 34.6

Per cent of GDP 28.7 Construction 8.2
Per head (US$) 2  764 Services 52.6

THE GOVERNMENT

Public consumption, 2000 (per cent of GDP) 10.2 Number
Central government revenue, 2000, Composition of the National Assembly: of seats
consolidated basis (per cent of GDP) 26.3 The Grand National Party 132
Central government budget balance, 2000, The Millenium Democratic Party 115
consolidated basis (per cent of GDP) 1.3 The United Liberal Democrats 20

Other 5
272

FOREIGN TRADE

Commodity exports, 2000, f.o.b. Commodity imports, 1998, c.i.f.
(per cent of GDP) 37.8  (per cent of GDP) 35.2
Main exports (per cent of total exports): Main imports (per cent of total imports):

Light industry products 17.6 Consumer goods 10.0
Heavy industry products 74.1 Industrial materials and fuels 49.2

Electronic products 36.0 Crude petroleum 15.7
Cars 6.4 Capital goods 40.8

THE CURRENCY

Monetary unit:  Won Currency unit per US$, average of daily
figures:

1999 1 187
2000 1 131
2001, June 1 294

Note:  An international comparison of certain basic statistics is given in an annex table.



This Survey is based on the Secretariat’s study prepared for
the annual review of Korea by the Economic and Development
Review Committee on 5 July 2001.

•

After revisions in the light of discussions during the
review, final approval of the Survey for publication was given
by the Committee on 30 July 2001.

•

The previous Survey of Korea was issued in September 2000.



Assessment and recommendations

Korea’s post-crisis 
recovery, which 
had benefited 
from structural 
reforms…

Korea achieved a strong recovery from the 1997 crisis
and 1998 recession, with output increasing nearly 11 per
cent in 1999 and 9 per cent in 2000. The implementation of
wide-ranging reforms to create a market-based economy
laid the foundation for the expansion by boosting investor
confidence, encouraging large capital inflows and helping to
normalise financial-market conditions. The reforms included
measures to boost competition, strengthen corporate gov-
ernance and resolve problems in the financial sector, in
part through the use of public money to address the non-
performing loan problem and to re-capitalise financial insti-
tutions. With this new framework in place, the Korean
economy benefited from buoyant world demand, particu-
larly in the information and communications technology
(ICT) sector, and its improved competitive position as a
result of exchange-rate depreciation. Supportive macro-
economic policies also contributed to the strength of the
recovery.

… came to an end 
in the final 
quarter of 2000 
as a result of both 
external…

Korea’s strong recovery came to an end in the fourth
quarter of 2000 as output declined at a 1.7 per cent annual
rate. The downturn was due to a mixture of negative external
and domestic factors. On the external side, the sharp rise in
oil prices had a major impact on Korea, which relies on oil
imports for half of its energy needs. The resulting 12 per
cent decline in the terms of trade limited the growth of
national income to 2.3 per cent. This was accompanied by a
deceleration of world growth, which reduced demand for
Korean exports, particularly in the ICT sector. Such exports,
which had been growing at a 139 per cent annual rate in vol-
ume terms in the second quarter of 2000, slowed to under
40 per cent in the final quarter.
© OECD 2001



10 OECD Economic Surveys: Korea
… and domestic 
factors…

On the domestic side, there was a marked decline in
confidence in both the household and business sectors dur-
ing the course of 2000, despite output growth of nearly
10 per cent until the final quarter of the year. While the rise
in oil prices certainly played a role, the deterioration in sen-
timent appears to have been linked to signs that the post-
crisis restructuring drive was faltering and that the problems
facing the economy were larger than initially thought. This
sentiment reflected a number of factors, including the fol-
lowing. First, the provision of additional public funds for
financial restructuring appears to have been delayed by
elections in early 2000 and political disputes later in the
year. Although legislative approval for the funds was finally
granted in December 2000, the delay contributed to the
marked worsening in credit conditions for firms during the
course of 2000. Second, the workout programmes for Daewoo-
affiliated companies revealed considerably higher levels of
debt, while negotiations to sell Daewoo Motors to a major
foreign producer collapsed in September 2000. Third, labour
unrest indicated significant opposition to restructuring. The
deterioration in confidence was reflected in the fall of the
Korea Stock Exchange, which declined by half during 2000,
resulting in turn in a negative wealth effect.

… leading
to higher 
unemployment

These negative factors resulted in a deceleration of pri-
vate consumption and fixed investment during the course
of 2000. Unemployment, which had fallen to 3½ per cent in
mid-2000, rose to above 4 per cent on a seasonally-adjusted
basis in early 2001. Imports also slowed during 2000, leaving
the current account in a substantial surplus of 2½ per cent of
GDP. Meanwhile, the lagged impact of the increase in oil
prices and public service fees boosted inflation from 2.3 per
cent in 2000 to above 4 per cent in early 2001.

The stabilisation 
of the economy in 
the first quarter 
of 2001 raises
the prospects for 
a recovery later
in the year…

The economy appears to have stabilised in the first
quarter of 2001 as output rose by 1 per cent at an annual
rate from the preceding quarter. By May, the unemployment
rate had fallen to about 3½ per cent. Moreover, there was a
rebound in business and household confidence, suggesting
that an economic recovery could begin in the second half of
the year. This outcome, though, will depend on an upturn in
overseas markets, notably the United States, which accounts
© OECD 2001



Assessment and recommendations 11
for nearly a quarter of Korean exports. If such an upturn
does materialise, an expansion led by exports could boost
economic growth to around 4 per cent in 2001 and to 5½ per
cent in 2002. Growth at this rate may be sufficient to keep
the unemployment rate below 4 per cent. While wage gains
are likely to be moderate, further increases in employ-
ment should lead to a pick up in private consumption, in
the context of rising household confidence. The recovery
should also boost imports, keeping the current account
surplus near its present level. Inflation is projected to
moderate to about 3½ per cent in 2002 as the impact of
higher oil prices and the decline in the won dissipates.

… provided that 
restructuring
of the corporate 
and financial 
sectors advances

In addition to a rise in overseas demand, the prospects
for an early recovery in Korea also hinge on successful
restructuring of the corporate and financial sectors. Despite
the progress achieved during the past few years in estab-
lishing a new legal and institutional framework, the pace of
actual restructuring has been slower than might have been
hoped. In part, this is due to the enormity of the problems
that Korea confronted in the wake of the crisis. But slow
restructuring also reflects strong opposition from labour
unions and, perhaps, hopes that further government assis-
tance would be provided, thus postponing the need for
restructuring. The corporate sector, which includes a large
number of financially-troubled firms, remains the major con-
cern. Despite buoyant growth, a quarter of the companies
audited externally in 1999 and 2000 did not earn enough
profits to pay even the interest cost on their debt, let alone
repay principal. The problems in the corporate sector, in
turn, threaten the health of the financial sector. It is essen-
tial, therefore, to address the remaining concerns in the cor-
porate sector, in part through the exit of non-viable firms.
While this could have negative short-run effects, as demon-
strated by the collapse of Daewoo in 1999, failing to address
these issues squarely creates uncertainty that tends to
undermine confidence and risks increasing the eventual
cost of restructuring. Indeed, tangible progress in restructur-
ing, particularly of the most difficult cases, could launch a
virtuous circle of improved confidence, resulting in faster
economic growth.
© OECD 2001



12 OECD Economic Surveys: Korea
The schemes
used to assure 
the rollover of
the large number 
of corporate 
bonds maturing 
in 2001…

With the new market-oriented framework in place, the
rationale for government intervention has been greatly
weakened, even if the authorities have a continued role to
play in dealing with systemic risks that arise in the course of
restructuring. One concern is the maturing of 65 trillion won
of corporate bonds – three-fourths of the outstanding
stock – in 2001. These include 25 trillion won below invest-
ment grade that are unlikely to be rolled over in the market.
The bunching of maturities in a single year and the lack of a
functioning market for low-rated debt could result in the
bankruptcy of a large number of major firms over a short
period, thus risking a systemic crisis in the financial market.
To prevent such an outcome, the government launched “col-
lateralised bond obligations” (CBOs) in 2000 to roll over
maturing corporate bonds using partial government guaran-
tees. This approach continues in 2001, supplemented by a
bond-underwriting scheme run by the Korea Development
Bank (KDB), a public institution, for six large companies,
including four Hyundai-affiliated firms.

… may delay 
corporate 
restructuring
and raise moral 
hazard problems

The KDB scheme has certain safeguards aimed at pre-
venting support for non-viable companies. In particular, the
companies selected for the programme had to have their
restructuring plans approved by the KDB and creditor
banks. Nevertheless, the reliance on a public institution and
government guarantees to roll over the bonds of weak com-
panies risks blunting the role of market forces in corporate
restructuring, creating moral hazard problems and giving the
impression that some firms are still too big to fail. To limit
these negative consequences, it is important that the KDB
and CBO schemes be short-term in duration, be judiciously
restricted to firms making serious restructuring efforts and
focused on alleviating systemic risk. It is also essential to
ensure transparency about the liabilities assumed and the
potential cost to taxpayers. Finally, the participation of
financial institutions in the schemes should be entirely vol-
untary.
© OECD 2001



Assessment and recommendations 13
These measures 
should be phased 
out, combined 
with further 
improvements
in the exit 
mechanism…

The KDB scheme, which uses government guarantees
for corporate bonds, should end in 2001, since the problem
related to the bunching of maturities recedes in 2002. In
addition, the CBO scheme should be phased out as financial
markets stabilise. This would allow market forces to drive
more fully the corporate restructuring process, including the
exit of non-viable firms. Such enterprises absorb resources
that could finance more productive firms, thus eroding profit
margins for healthy companies and distorting competition
both domestically and abroad. In October 2000, the govern-
ment instructed banks to review the status of 287 weak com-
panies, repeating the screening process undertaken in
June 1998. This led to the designation of 29 companies for
court receivership or liquidation. However, the number of
firms screened and chosen for bankruptcy procedures is
small relative to the 563 firms identified as not having
earned enough profits to cover interest payments for at
least three consecutive years. Moreover, the screening of
firms by financial institutions should not occur at thirty-
month intervals, but instead should take place on a more
regular basis and without government prompting. Legal
bankruptcy procedures should be improved further, in part
by the recent introduction of a “pre-packaged” bankruptcy
system that limits the duration of legal procedures and
gives creditors a larger role. In addition, workout pro-
grammes, which have consisted primarily of concessions on
debt, should focus more on operational restructuring. Cor-
porate restructuring vehicles, allowed since October 2000,
could play a useful role in this regard.

… while activating 
the new corporate 
governance 
framework
and enhancing 
transparency

While the problems of financially-troubled companies
are serious, there is an impressive degree of dynamism in
the business sector. New firms are created at a rate 50 per
cent higher than the pre-crisis level and a growing number
are classified as venture businesses. In addition, some of
the surviving chaebol have begun to expand again, revers-
ing the decline in the average number of firms in the top
thirty business groups between 1997 and 2000. Given that
over-expansion by the chaebol made Korea vulnerable to
the crisis, it is important that such decisions are subject to
oversight in the new corporate governance framework. The
entrenched power of the principal owners of the chaebol as
© OECD 2001



14 OECD Economic Surveys: Korea
well as Korean business traditions complicate the task of
activating the new governance framework. Nevertheless,
there are a number of positive signs, such as the rise in
shareholder activism and the introduction of outside direc-
tors. However, there are doubts as to the independence and
influence of these outside directors, most of whom are
appointed by the management and principal owners of the
chaebol. The use of cumulative voting, one means of allowing
minority shareholders a greater voice in the selection of direc-
tors, should be encouraged by the stock exchange as a good
corporate governance practice. In addition, improved corpo-
rate governance requires enhanced transparency, in part
through further increasing the reliability of external audits.

Addressing
the corporate 
sector’s problems 
is essential to
the health of the 
financial sector…

In short, the new market-oriented framework should be
used to the full to advance restructuring in the corporate
sector. This is particularly important as the problems in the
corporate sector are inextricably intertwined with those in
the financial sector. Indeed, it is clear that the financial sys-
tem cannot be put on a sound footing as long as the degree
of credit risk and instability in the corporate sector remain
high. Despite the strong recovery, the banking sector as a
whole recorded large losses in 1999 and 2000 due to provi-
sioning against further increases in non-performing loans.
This was partly a result, though, of the introduction of a “for-
ward-looking” loan classification system at the end of 1999.
This change seems to have encouraged banks to become more
risk-conscious, causing them to reduce their exposure to large
companies while increasing lending to households. At the
same time, the non-bank financial sector has shrunk consider-
ably during the past few years, reflecting the closure of many
institutions. This in turn contributed to a sharp decline in
the corporate bond market, where these institutions had
been major players. While greater awareness of risk on the
part of banks and investors is a positive development, the
deterioration in credit conditions for firms was also, in part,
symptomatic of continuing problems in the financial sector.

… which is
the focus of
a second-stage 
restructuring 
programme

To  address th ese  weaknesses,  the  autho r it ies
launched in September 2000 the second-stage financial-
sector restructuring plan, which includes 40 trillion won of
additional public expenditure. Successfully completing
this plan, so as to avoid a need for further rounds of
© OECD 2001



Assessment and recommendations 15
restructuring programmes, should be a priority. Moreover,
i t  wou ld  i mprov e th e e f f i cacy  of  mo ne tar y  po l icy
(see below). The supervisory authorities should ensure
that the “forward-looking” classification system is effec-
tively implemented, which should help to expedite cor-
porate restructuring. It is important that the financial
holding company, which began operations in April 2001
with four weak banks, have managerial independence
and achieve profitability in order to avoid additional
injections of public funds. This is likely to require the clo-
sure of overlapping capacity. Most importantly, the priva-
tisation of commercial banks and the development of a
market-oriented financial system should be a priority.
The government now owns a third of the commercial
banks, possibly posing an obstacle to bank-led restruc-
turing of the corporate sector. Finally, it will be important
to successfully conclude financial-sector restructuring
given the large amount of money at stake. The second-
stage programme will boost net expenditures to more
than 130 trillion won, a quarter of GDP. Successful restruc-
turing will increase the amount of these public outlays
that can be recuperated. The Korea Asset Management
Corporation has had impressive success in this regard in
selling non-performing loans acquired from financial
institutions and this should continue.

The likely adverse 
impact of 
financial-sector 
restructuring on 
public debt is one 
reason for making 
sound fiscal policy 
a priority…

Given the significant rise in government debt that is
likely as a result of public funding for financial restructuring,
maintaining a sound fiscal policy is more important than
ever. Korea achieved unexpected progress in this regard
in 2000, with a record consolidated central government bud-
get surplus, three years prior to the target under the
medium-term plan to eliminate the deficit. The deficit had
reached more than 4 per cent of GDP in 1998, as outlays to
assist the record number of unemployed increased and tax
revenues declined, before falling to below 3 per cent
in 1999. In 2000, the deficit had been initially projected at
3½ per cent of GDP, but in the event, a surge in tax revenue
and a shortfall in spending – 10.4 trillion won (2 per cent of
GDP) – resulted in a surplus of 1.3 per cent. The increase in
tax revenue, which came in 14 per cent higher than pro-
jected (3 per cent of GDP), was mainly due to a doubling in
© OECD 2001



16 OECD Economic Surveys: Korea
corporate tax receipts and some reforms in the tax system.
Overall, there have been some improvements in the tax
system in line with the recommendations in the 2000 Eco-
nomic Survey, such as reforming the taxation of pension
income, streamlining the corporate tax and eliminating
some earmarked taxes. However, further steps are needed
to broaden the base of the personal income tax and the
value-added tax and to improve the taxation of capital
income and property.

… along with 
reforms
to improve
the transparency 
and allocative 
efficiency
of government 
spending

The complicated structure of Korea’s government bud-
get, which consists of a general account and 22 special
accounts that are subject to legislative approval, plus
43 public funds, which only require cabinet approval and
allow the responsible ministry considerable discretion, has
a number of disadvantages. First, it makes spending difficult
to predict. Expenditures on a consolidated basis are
unknown when the budget is passed, thus reducing trans-
parency and making it difficult to monitor fiscal policy. Sec-
ond, relying on public funds tends to blur the distinction
between the public and private sectors. Third, the compart-
mentalisation of spending reduces allocative efficiency by
hindering the transfer of funds to their most productive use.
It is important, therefore, that the government fulfill its plan
to integrate all public funds – as well as extra-budgetary
funds that are not even included in the consolidated
budget – into the budget submitted to the National Assem-
bly for approval. In addition, the “Fiscal Responsibility Law”
currently under discussion should be approved. This law
would require the government to provide a three-year fiscal
plan on an annual basis and prohibit the use of supplemen-
tary budgets except in case of a crisis. Moreover, any pro-
posals to boost spending or cut revenues would have to
include a plan to offset the impact on the budget. The
proposed law also requires the budget to provide infor-
mation on contingent liabilities and quasi-fiscal activities,
such as government guarantees on private-sector loans and
bonds. In addition to the transparency and efficiency-related
concerns noted above, a missing element in the fiscal frame-
work is a measure of the general government balance, which
should be the focus of the medium-term fiscal plan.
© OECD 2001



Assessment and recommendations 17
… in the context
of rapid ageing
of the population

The emergence of a budget surplus in 2000 provides
some scope for allowing the automatic stabilisers to work if
an economic recovery fails to materialise in 2001. Neverthe-
less, measures to remove remaining distortions in the tax
system and to improve the allocative efficiency of expendi-
ture are important to cope with the cost of increased eco-
nomic co-operation with North Korea and population ageing
– the special topic in this year’s Economic Survey. The demo-
graphic transition underway will undoubtedly have a major
impact on public expenditures. While the ageing process is
occurring relatively late in Korea, it is among the most rapid
in the OECD area. Indeed, Korea’s elderly dependency
ratio, which is currently the third lowest in the OECD, is pro-
jected to be the sixth highest in 2050. This reflects the large
drop in the birth rate – from over five in the 1950s to 1.5 in
the second half of the 1990s – and the largest gain in life
expectancy in the OECD area over that period. The speed of
the demographic transition will be complicated by the
absence of a well-developed social safety net and the weak-
ening of the traditional pattern of children caring for elderly
parents. A second source of income for the elderly is the
retirement allowance paid to departing employees,
although it only covers 17 per cent of the working-age popu-
lation and is actually a separation allowance. Given the tra-
ditional sources of income support and the hitherto
relatively short life span, preparing for one’s own retirement
is a relatively new concept in Korea.

The National 
Pension Scheme, 
which was 
established 
in 1988, has
a number
of weaknesses…

To supplement private sources of support for the eld-
erly, the government established the National Pension
Scheme (NPS) in 1988. However, the current public pension
system, which also includes occupational schemes for civil
servants, the military and private-school teachers, has a
number of weaknesses. First, it is projected that the contri-
bution rate for the NPS will have to rise from the current
9 per cent to over 17 per cent during the next few decades
to provide the average income worker with forty years of
contributions a pension equal to 60 per cent of his or her
average lifetime wage. Consequently, public spending on
pensions will rise by 8 percentage points of GDP, one of the
largest increases projected among OECD countries. Com-
bined with the retirement allowance, pension costs will
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exceed a quarter of the wage bill, with likely negative conse-
quences for labour markets and potential growth. Moreover,
this will impose a large burden on today’s younger genera-
tion, which may well have to bear, in addition, the cost of
national unification. Second, less than half of the labour force
contributed to the NPS in 1999, reflecting a low level of partici-
pation among the self-employed. Moreover, the self-employed
significantly under-report their income. The large rise in the
contribution rate needed to sustain the NPS is likely to dis-
courage greater participation. Third, total replacement rates
are rather high, approaching 90 per cent for employees who
receive retirement allowances. Fourth, the lack of linkages
between the NPS and the occupational schemes limits
labour mobility. Fifth, the concentration of assets in the
National Pension Fund – which according to some estimates
could rise to as much as 50 per cent of GDP under the cur-
rent contribution rates – poses some risks.

… which should 
be overcome 
through systemic 
reforms…

Korea has a window of opportunity to overcome these
weaknesses by systemic reform of the current system, since
the NPS does not begin paying regular pensions until 2008.
While the government is faced with many difficult restructur-
ing issues, pension reform should be addressed now as it
will become increasingly difficult as the current system
matures. Pension reform should aim at increasing the role of
private-sector savings for retirement and expanding cover-
age. In addition, it should limit contribution rates to around
15 per cent, as recommended by Korea’s Pension Reform
Task Force.

… to introduce
a multi-pillar 
system that places 
greater emphasis 
on private-sector 
saving…

These goals could be accomplished by the establish-
ment of a three-pillar system.

– The first pillar, a mandatory public pension, might con-
sist of two parts. First, a tax-financed universal welfare
pension, which would achieve the redistributive goals
and overcome the problem of low participation. The
second aspect of this pillar might be an earnings-
related defined-benefit pension that is actuarially
fair. It is important to ensure that the social welfare
system adequately covers the elderly until such a
system is operational. The financial imbalances of the
© OECD 2001
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public occupational pension schemes, which are
already in deficit, need to be addressed, and porta-
bility with the NPS introduced. Finally, the National
Pension Fund should be operated in a way that pro-
motes the development of long-term capital markets
in Korea.

– The second pillar could be created by the conversion of
the retirement allowance system into a mandatory
corporate pension that is a fully-funded defined-
contribution scheme. The allowance, which was cre-
ated as a substitute for both unemployment insur-
ance and a public pension system, has outlived its
usefulness. Moreover, there is no requirement that
the funds set aside for such payments be invested
externally, thus making the allowances vulnerable to
the financial health of the firm. Workers would benefit
from the replacement of the current unfunded retire-
ment allowance by a more secure source of retire-
ment income. The corporate pension should be
portable in order to promote labour mobility and
allow participation by the self-employed.

– The third pillar would be a more effective system of
individual pension accounts.

… while,
at the same time, 
improving
the health
and nursing care 
systems

Health and nursing care are other areas where public
expenditure is expected to rise with ageing. Korea has
recently taken some bold steps to change some aspects of
its healthcare system, such as separating the prescription
and sale of drugs and unifying the various health insurance
systems into a nation-wide scheme. The effect of these
reforms is as yet uncertain. However, it is important to
ensure that the current system is efficient in order to limit
the impact of ageing on expenditures. A number of options
could be considered, including pre-funding of medical
expenditures as well as the cost of long-term nursing care,
a responsibility that has been mainly borne by families.
Moreover, given the increasing participation of women in
the labour force and the smaller number of children per
family, the traditional pattern of elderly care will need to
be supplemented by a larger government role.
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Policies
to promote 
growth, including 
maintaining
low inflation,
are important

Coping with ageing, as well as corporate and financial-
sector restructuring, will be made easier by policies that
promote growth over the long run. One crucial aspect is
price stability. In this regard, it is essential to establish the
credibility of the new inflation-targeting framework intro-
duced in 1998. At the same time, the Bank of Korea was
made independent and responsible for meeting the objec-
tive. Inflation in 1999 and 2000 came in below the central
target, set at 3 and 2.5 per cent, respectively, as the appreci-
ation of the won helped limit price increases. In 2001, the
central objective was boosted by ½ percentage point to
3 per cent, plus or minus one percentage point. With the tar-
get measure – the core consumer price index – up 4.3 per
cent year-on-year during the first four months of 2001, infla-
tion for the year is likely to be at the top end of the range.

Achieving the 
medium-term 
inflation target 
will likely require 
higher interest 
rates once
the recovery
is firmly 
established…

The Bank of Korea has also switched from targeting
monetary aggregates to an interest rate-based policy,
although the impact of changes in short-term rates is partic-
ularly uncertain at present and probably somewhat limited
in the context of significant restructuring of the financial sec-
tor. The overnight call rate has remained within 25 basis
points of 5 per cent since 1998, with the most recent action
being a 25 basis-point cut in July 2001. The current 4.75 per
cent level implies that the real short-term rate is at a histori-
cally low level of less than 1 per cent. Since demand is still
weak, interest rate hikes would be premature at this point.
However, once a recovery is firmly established, the Bank of
Korea should move promptly to raise interest rates to dem-
onstrate its commitment to the 2.5 per cent medium-term
inflation target. Given the long and variable time lags inher-
ent in monetary policy, setting an annual inflation target is
not useful, especially in the context of an interest rate-
based policy. Finally, the continued use of “aggregate credit
ceiling loans” provided to banks based on their lending to
small and medium-sized enterprises seems inconsistent
with the shift to an interest rate-based policy.

… while taking 
into account 
exchange-rate 
developments

The exchange rate is taking a larger profile in monetary
policy following the opening of the capital account and the
adoption of a floating exchange rate in 1998. Given the rapid
decline in the won in early 2001, the Bank of Korea
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appeared to intervene in the exchange market to avoid any
excessive overshooting of the currency. While the exchange
rate should be closely monitored, given its influence on
price developments, the effectiveness of sterilised foreign-
exchange market intervention is likely to be limited in most
cases. A floating exchange rate remains the best option,
while encouraging companies and financial institutions to
take foreign-exchange risks into account.

Korea’s growth 
potential would 
also be enhanced 
by policies
to boost 
competition…

In addition to low inflation, policies to enhance compe-
tition would sustain Korea’s high growth potential. The
Korea Fair Trade Commission (KFTC) and the Regulatory
Reform Committee have launched efforts to increase com-
petition and reform regulations in specific industries. It is
important that shareholders and financial institutions
increase their monitoring of intra-chaebol activities. Further
progress in these areas should allow an easing of regula-
tions applied to the chaebol. This would enable the KFTC to
devote more resources to traditional competition concerns.
It is also crucial to maintain the momentum of the Regula-
tory Reform Committee in abolishing regulations that limit
competition and in screening proposed legislation. Publica-
tion of the “Regulatory Impact Analysis” statements, which
are required for proposed regulations, would help increase
support for the reform process. In addition, the effort to har-
monise Korean standards with international norms should
be carried out fully to ensure that standards do not act as
impediments to imports. The trend towards reducing and
streamlining government protection and support for small
and medium-sized enterprises is welcome and should con-
tinue. In addition, ensuring labour mobility is essential to
restructuring, while providing an adequate social safety net.
The fact that only 11 per cent of the unemployed receive
benefits makes restructuring more difficult. Moreover, the
new social welfare programme introduced last year should
be available to all those meeting the eligibility criteria and
provide enough support to bring income levels at least to
the minimum cost of living.

… accompanied 
by reforms in key 
sectors

Policies to boost competition have been accompanied
by reforms in key sectors. However, the ten-year plan
launched in 1999 to introduce competition into the electricity
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sector has fallen behind schedule. Implementing this plan,
which includes the separation and privatisation of the pub-
licly-owned generating and distribution facilities, would
bring significant benefits to consumers. In the telecommunica-
tions sector, the government should also follow through on its
plan to fully privatise Korea Telecom by June 2002. This
measure, combined with steps to reduce government inter-
vention in this sector and to introduce an independent reg-
ulatory authority,  would strengthen competition. In
agriculture, the government is decreasing price supports,
while expanding direct payments to farmers, as agreed in
the Uruguay Round. The ultimate goal, though, should be to
increase the efficiency of the agricultural sector, in part
through boosting the size of farms.

In sum, 
implementing
the new market-
oriented 
framework,
stepping up 
corporate 
restructuring and 
moving ahead 
with the 
privatisation of 
banks, combined 
with appropriate 
macroeconomic 
policies to achieve 
stability, will be 
required to 
sustain high 
growth in Korea

In summary, Korea has made impressive progress since
the crisis in establishing a market-oriented framework and
in achieving a strong economic recovery. However, this
framework needs to be implemented effectively in order to
restructure the corporate and financial sectors and ensure
that the hard-won gains obtained as a result of the crisis and
severe recession are not squandered. Although significant
progress has been achieved, corporate restructuring should
be stepped up, in part through allowing non-viable firms to
exit. It is important to ensure that the exit mechanism func-
tions properly, so as to avoid having non-viable companies
continue to absorb resources at the expense of their com-
petitors and thereby reduce potential growth. Moreover,
corporate restructuring should be based on active corporate
governance and transparency in accounting, disclosure and
auditing procedures. The authorities should ensure that
government guarantees do not distort competition or delay
restructuring and should move ahead with the privatisation
of banks. Progress in restructuring would not only improve
the prospects for an early economic recovery, but would
also reduce Korea’s vulnerability to crisis and enhance the
long-term growth potential. The country’s growth capacity
also depends on maintaining macroeconomic stability, in
particular by establishing the credibility of the inflation-
targeting approach. This might be better accomplished by
moving away from annual inflation targets and focusing
instead on the central bank’s medium-term target. At the
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same time, it is important to develop a medium-term frame-
work for fiscal policy, which integrates all government
expenditures and is more transparent. While automatic sta-
bilisers should be allowed to operate to help achieve an
economic recovery, a sound fiscal position is essential to
cope with the future costs of North-South co-operation and
population ageing. Given the rapid demographic transition
and the immaturity of the present pension system, estab-
lishing a system of old-age support that relies more on pri-
vate-sector savings and covers a larger share of the
population should be a top priority. Overall, implementing
the new market-oriented framework and accelerating corpo-
rate restructuring, combined with policies to ensure macro-
economic stability in the long run, would help Korea
maintain high growth rates, thus continuing its convergence
to the highest income countries.
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I. Recent trends and prospects

An economic downturn in the final quarter of 2000, with output falling 1.7 per
cent at a seasonally-adjusted annual rate, ended Korea’s strong recovery from
the 1997 economic crisis and 1998 recession. The expansion, which began in the third
quarter of 1998, peaked in the autumn of 2000, according to the coincident indicator of
economic conditions (Figure 1). The foundation for the recovery was laid by the wide
range of structural reforms introduced to establish a more market-oriented economy,
which increased confidence, as reflected in strong capital inflows and the doubling of
equity prices in 1999. The V-shaped recovery, which produced growth of nearly 11 per
cent in 1999 and 9 per cent in 2000, was fuelled by strong world demand for Korean
exports, particularly in the information and communication technology (ICT) sector,
and the depreciation of the won, which strengthened Korea’s competitive position.
The favourable external environment was accompanied by supportive macroeco-
nomic policies. However, the relatively short duration of the upturn has raised ques-
tions about the extent of Korea’s success in implementing the new market-oriented
framework examined in the past three OECD Economic Surveys of Korea. There are also
concerns that the downturn will hinder the restructuring of the corporate and financial
sectors. This chapter begins by identifying the factors responsible for the downturn. It
then analyses the impact of those factors – both domestic and foreign – on domestic
demand, inflation and labour markets and the external balance. The chapter con-
cludes by discussing the prospects for the Korean economy.

Factors responsible for the downturn

Production data indicate a gradual slowdown throughout 2000, though this
was partly masked by soaring demand in the ICT sector. With slowing growth and fall-
ing capacity utilisation, investment began to decline while private consumption stag-
nated in the second half of the year. Exports, another important source of growth
during the expansion, also declined in the fourth quarter of 2000 from the previous
quarter. However, imports also fell, helping to preserve a substantial current account
surplus of 2½ per cent of GDP for the year. The downturn pushed the unemployment
rate up by half a percentage point to over 4 per cent in seasonally-adjusted terms in
early 2001. Nevertheless, inflation continued to accelerate to over 5 per cent (year-
on-year) by the second quarter of 2001.
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While some deceleration from the double-digit growth pace of 1999 was
inevitable, problems in the restructuring of the corporate and financial sectors
appeared to undermine confidence, thus contributing to the sharper than
expected slowdown at the end of 2000. Following the crisis, Korea established the
framework for a more market-oriented economy by introducing reforms in the cor-
porate and financial sectors and in the labour market. In addition, competition has
been strengthened through a reform of the regulatory framework and a lowering of
barriers to imports and inflows of foreign direct investment. Significant progress
has been achieved in implementing this new framework, although some of the
consequences of restructuring, notably the failure of Daewoo, then the second-
biggest chaebol, in mid-1999 had a negative impact on confidence and activity.
Nevertheless, output growth remained at or near double-digit levels through the
autumn of 2000. Despite buoyant growth, there was a marked deterioration in busi-
ness (Figure 1) and household confidence during the course of 2000 that appeared
related in part to concerns that the restructuring process had ground to a halt.

A number of factors may have contributed to the deterioration in confi-
dence. First, the provision of additional funds for financial-sector restructuring was
delayed by elections in the spring of 2000 and political disputes later in the year.
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Although additional outlays were finally approved in December 2000, the delay
probably contributed to worsening corporate credit conditions during the year. In
particular, banks faced continued increases in non-performing assets, while the
bond market was unavailable to most companies in 2000. Second, the workout pro-
gramme for companies affiliated with Daewoo revealed levels of debt that were
significantly higher than expected. This was compounded by the collapse of nego-
tiations in September 2000 to sell Daewoo Motors to Ford. Third, labour union
opposition to further restructuring in both the corporate and financial sectors
remained strong. Fourth, it was clear that a significant portion of the corporate sec-
tor, including some companies affiliated with the largest chaebol, continued to
experience balance-sheet problems, despite buoyant growth. The deterioration in
confidence was reflected in a 50 per cent fall in the stock market in 2000 – among
the largest in the world – despite record net purchases of Korean equities by foreign-
ers. The negative wealth effect, in turn, reinforced the slowdown in consumption.

These domestic problems were compounded by negative external
shocks, notably the marked deterioration in the terms of trade during 2000
(Figure 2) and the slowdown in demand in Korean export markets in the latter part
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of the year. The sharp rise in oil prices had a profound effect on Korea, which
relies on imported oil for about half of its energy needs. Higher oil prices boosted
the import bill by $11 billion – an amount equivalent to 2¼ per cent of GDP. With
the downward trend in semiconductor prices continuing, Korea recorded a
12.4 per cent fall in the terms of trade, its sixth consecutive annual decline. This
reduced the growth of gross national income, a measure that reflects the impact of
trade prices on purchasing power, to 2.3 per cent in 2000 – well below the 8.8 per
cent rise in output. The negative impact on household income and business prof-
its damped consumption and investment during the course of the year. In addi-
tion, the sudden fall in demand experienced in a number of OECD countries in
the fourth quarter of 2000 had an immediate effect on Korean exports. After
rising at an annual rate of 21 per cent during the first three quarters of 2000 on
a national account basis, exports fell almost 3 per cent at an annual rate in the
final quarter. The effect on export growth was most marked in the ICT sector
(see Box 1). Indeed, global semiconductor sales, which were increasing by
60 per cent (year-on-year in US dollar value) in mid-2000, turned negative by
the end of the year.  

Box 1. The information and communication technology sector

The information and communication technology (ICT) sector has played a
driving role in Korea’s recovery from the crisis and the 1998 recession (Figure 3).
Manufacturing industries in this sector include telecommunications, information
(including computers) and broadcasting equipment, as well as electronic compo-
nents, including semiconductors. Manufacturing production in the ICT sector
accounted for a third of the increase in industrial output in 1999 and 2000. Much of
the expansion in production was prompted by external demand; exports of ICT
products rose by more than 50 per cent in both 1999 and 2000 in volume terms.
Given the significant decline in prices for these products, the growth in US dollar
terms was somewhat slower at about 34 per cent in both years (Figure 4). Over the
two-year period, the dollar prices of Korea’s ICT exports fell by a fifth, led by semi-
conductors,* while overall export prices declined by less than 2 per cent. Despite
these falling prices, the ICT sector’s share of exports rose from 26 per cent in 1998
to 36 per cent in 2000 (Panel B). Semiconductors alone accounted for 12 per cent
of Korea’s total exports in 2000. Increased output in the ICT sector led to a high
level of capacity utilisation, stimulating a surge in investment in this area. In the
telecommunication equipment (including televisions and radios) industry, capac-
ity increased by 76 per cent between 1998 and 2000, well above the 19 per cent
overall rise in the manufacturing sector.
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Box 1. The information and communication technology sector (cont.)

The worldwide downturn in the electronics sector in the second half of 2000
had a heavy impact on Korea, given the ICT sector’s growing share of the economy.
Korea’s ICT export growth in volume terms slowed suddenly from a 139 per cent
rate from the previous quarter (at an annual rate) in the second quarter of 2000 to
under 40 per cent in the fourth. The deceleration in volume was compounded by a
further 8 per cent decline in prices over that period. The slowdown was not
limited to the US market, which purchases 30 per cent of Korea’s ICT exports.
While the growth in sales to the United States fell from 63 to 14 per cent (in
value terms) during the last two quarters of 2000, exports to Japan, which has a
smaller share at 10 per cent, recorded an even sharper slowdown from 100 to
12 per cent. The declining trend at  the end of 2000 continued into  the firstquarter 
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The impact on domestic demand

Final domestic demand was the main factor in strong output growth of
8.8 per cent in 2000. During the year, however, both private consumption and
fixed capital formation slowed progressively (Table 1), reflecting the negative
developments cited above. This led to involuntary stockbuilding in the latter
half of the year.

Private consumption and housing

Private consumption slowed in 2000 despite a recovery in the growth of
real disposable income (Figure 5). Several factors contributed to the reduced
pace of consumption growth. First, there was a significant decline in household
confidence (Panel B), reflecting worries about the health of the corporate and
financial sectors noted above. The weakening in confidence played a role in the
sharp slowdown in purchases of durables from a 44 per cent year-on-year growth
rate in the first quarter of 2000 to under 10 per cent in the second half of the year,
though this may also have reflected the satiation of pent-up demand. The deterio-
ration in household confidence limited the decline in the household saving rate.
Second, the terms-of-trade effect noted above is estimated to have reduced con-
sumption by one percentage point. Third, the decline in asset prices resulted in a

Box 1. The information and communication technology sector (cont.)

of 2001, as Korea’s ICT exports in volume terms fell more than 50 per cent from the
previous quarter (at an annual rate). While the ICT sector boom has brought great ben-
efits, the risks are evident as well. First, the increasing role of this highly cyclical sector
leaves the economy vulnerable to instability. Indeed, one company – Samsung Elec-
tronics – accounted for a substantial share of profits at listed companies in 2000.
Second, Korea’s debt-financed growth is problematic in this sector which is charac-
terised by intense competition, large variation in prices, short product cycles and
large investment needs. Given that firms’ revenue may vary widely, leading to bal-
ance-sheet problems during downturns, expansion based on equity finance may
be more appropriate.

* In 2000, Korea’s semiconductor export prices fell 12 per cent – a relatively modest drop
compared to the decline in spot prices for memory chips, which fell from $11 at the
beginning of 2000 to $3.50 in December. This suggests that most Korean semiconductors
are sold on a long-term contract basis.
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negative wealth effect. The 50 per cent fall in the Korea Stock Exchange was
accompanied by an 80 per cent drop in the KOSDAQ during 2000 (Panel C). While
equity ownership is limited to about 15 per cent of households, the size of the
stock price declines suggests that they may have had a significant impact. In addition,
the recovery in land and housing prices from their steep fall after the crisis was
reversed in the last quarter of 2000 (Panel D).

Investment in housing fell in 2000 for the fourth consecutive year
(Figure 6) despite a 7 per cent rise in the number of housing construction permits
issued. Given that apartments account for the bulk of new housing, there is a con-
siderable lag between the issue of construction permits and the completion of
housing units. The downward trend in residential investment appears to be partly
structural; its share of GDP has declined from 9 per cent at the beginning of
the 1990s to the OECD average of 4 to 5 per cent. The falling share reflects a 6 per
cent decrease in the number of young people in the 20 to 30 age group during the
last decade. In addition, the high level of investment in the early 1990s largely
eliminated the housing shortage. Indeed, the “housing supply rate” – the number
of housing units as a share of households – rose from 72 per cent in 1990 to 94 per
cent in 2000.

Table 1. Demand and output
Percentage change

1. Seasonally-adjusted annual rate.
2. GDP growth was lower than suggested by the components due to a –4.7 percentage point negative contribution

from the statistical discrepancy.
3. Contribution to growth.
Source: Bank of Korea.

1991-97 1998 1999 2000
20001 20011, 2

Q1 Q2 Q3 Q4 Q1

Private consumption 6.4 –11.7 11.0 7.1 5.8 4.8 1.3 1.2 –4.0
Government consumption 3.7 –0.4 1.3 1.3 1.9 1.2 0.3 3.5 –13.3
Gross fixed capital formation 5.3 –21.2 3.7 11.0 30.1 –4.6 –3.5 –18.1 10.9

Construction 4.7 –10.1 –10.3 –4.1 –3.4 2.9 –5.0 –3.1 12.0
Machinery and equipment 6.3 –38.8 36.3 34.3 83.3 –12.1 –1.8 –32.4 9.7

Final domestic demand 5.7 –14.0 7.6 7.7 12.6 1.3 –0.3 –5.1 –0.6

Stockbuilding3 –0.1 –5.5 5.4 –0.9 –14.6 –1.9 5.0 1.4 –5.8

Total domestic demand 5.4 –19.8 14.7 6.7 –5.5 –0.8 5.5 –3.6 –7.5

Exports 14.7 14.1 15.8 21.6 47.6 1.4 18.8 –2.8 16.8
Imports 11.2 –22.1 28.8 20.0 25.7 –5.1 27.2 –6.6 –11.5
Foreign balance3 0.5 12.5 –1.0 3.5 11.8 2.6 0.4 1.0 13.1

Gross domestic product 6.4 –6.7 10.9 8.8 6.6 6.4 9.8 –1.7 1.3
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Fixed investment

Business investment1 expanded strongly in the first half of 2000, growing
at around a 40 per cent annual rate. The surge in investment was closely linked to
the rebound in profits, since firms have increasingly relied on internal funds to
finance investment following the crisis (Figure 7). In the manufacturing sector,
which accounts for over half of the assets of non-financial corporations, ordinary
profits jumped to 5 per cent of sales in the first half of 2000 (Table 2), the highest
level in the past two decades.2 Compared to the losses recorded during 1998, this
measure of profitability rose by 7 percentage points. About a third of the increase
was due to higher operating profits, while gains from asset sales also contributed.
The most important factor, however, was the fall in financial costs by 4 percentage
points to 5 per cent in the first half of 2000. The easing of financial costs reflects
the reduction in interest rates as well as de-leveraging by firms. Compared
to 1997, the debt to equity ratio fell by half to under 200 per cent by mid-2000.
One indicator of the improving financial situation of the manufacturing sector was
the “interest coverage ratio” which compares a firm’s operational profits to its debt
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service obligations on a flow basis. In 1997 and 1998, this measure was less than
one, indicating that the average firm was unable to cover its interest expenses –
let alone principal – with the cash flow from its operations. In the first half of 2000,
the ratio improved to 1.7.3

The situation deteriorated significantly in the second half of 2000, reduc-
ing the profit to sales ratio for the year to 1.3 per cent. Indeed, the 500 major listed
companies reported a 23 per cent decline in ordinary profits in 2000 as the eco-
nomic downturn and the worsening of the terms of trade took a heavy toll on cor-
porate profitability in the latter half of the year. At the same time that the amount
of internal funds available for investment was being reduced, the climate for
external financing also deteriorated (see Chapter II). The stock market fell by
nearly 40 per cent in the latter half of the year, raising the cost of capital to firms. In
addition, access to the bond market was limited, in practice, to affiliates of some
of the top chaebol. Finally, access to loans became more difficult as banks,
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concerned about maintaining high capital adequacy ratios during a period of
restructuring, became more careful in lending to firms and shifted more of their
activities to households. In this context of falling profits and output, reduced
capacity utilisation ratios and more limited access to direct and indirect finance,
business investment declined at a 13 per cent annual rate in the second half
of 2000.

The aggregate measures of profitability – themselves not overly comfort-
ing – obscure the balance-sheet problems at large companies that have become a
major risk hanging over the Korean economy. Much of the concern is focused on
the Hyundai group, which prior to 2001 was the largest chaebol. If Hyundai affili-
ates are excluded, the operating income for listed companies declined 1 per cent
rather than the 23 per cent noted above. A commonly-used measure of financial
distress is the number of companies with interest coverage ratios below one. A
survey of externally-audited firms – which total almost 8 000 – found that a quarter
had a ratio of less than one in 1999 (Table 3). Of those firms, 99 were in workout
programmes and 53 were in court receivership or composition. However, the
remainder – more than 90 per cent of the 2 000 firms with an interest coverage
ratio below one – were not formally recognised as having serious problems.
Together, firms with a ratio below one had a total of 186 trillion won of debt, equiv-
alent to almost 40 per cent of GDP or 31 per cent of total corporate debt. Perhaps
even more troubling is that 532 of the firms had recorded interest coverage ratios

Table 2. Performance indicators for the manufacturing sector
Per cent

1. Percentage points.
2. The ratio of liquid assets to short-term liabilities.
3. The ratio of operating profits to interest expenses.
Source: Bank of Korea.

1997 1998 1999 2000: 1H
Change1

1998 
to 2000: 1H

2000

Financial indicators
Debt-equity ratio 396.3 303.0 214.7 193.1 –109.9 210.6
Total borrowings-assets ratio 54.2 50.8 42.8 41.4 –9.4 41.2
Current ratio2 91.8 89.8 92.0 95.3 3.5 83.2
Asset turnover ratio 0.92 0.82 0.78 0.88 –0.04 0.96

Profitability indicators
Operating profit-sales ratio 8.3 6.1 6.6 8.6 2.5 7.4

Labour cost-sales ratio 11.4 9.8 9.8 9.5 –0.3 9.7
Ordinary profit-sales ratio –0.3 –1.8 1.7 5.1 6.9 1.3

Financial expense-sales ratio 6.4 9.0 6.9 5.1 –3.9 4.7
Average interest rate 11.3 14.0 11.3 10.3 –3.7 10.5

Interest coverage ratio3 0.95 0.79 1.24 1.70 0.75 1.57
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below one for at least three consecutive years. Not surprisingly, a ratio below one
over an extended period has been found to be a good predictor of firm failure
(Lim, 2001b). In the first half of 2001, a Bank of Korea study of 1 800 manufacturing
firms found that about a quarter still had an interest coverage ratio below one,
even though the average ratio had risen to 1.7.4 As part of the second-round
restructuring plan (see Chapter IV), banks designated 29 firms for court receiver-
ship or liquidation.

Stockbuilding

Stockbuilding made a negative contribution of almost 1 percentage point
to growth in 2000, reversing its large positive effect during the preceding year.
However, the decline was concentrated in the first half of 2000. With sales slowing
more sharply than expected in the latter part of the year, there was unintended
inventory accumulation. By the final quarter of 2000, producer inventories in the
industrial sector – a narrower definition that excludes agriculture and retailers –
were rising at an 18 per cent rate (year-over-year).

The impact on inflation and the labour market

Despite the slowdown in economic growth in the second half of last year,
inflation, as measured by the consumer price index, accelerated sharply from a
1 per cent year-on-year rate in the spring of 2000 to 5¼ per cent in the second
quarter of 2001 (Figure 8). Consequently, the average for the year 2000 rose to
2.3 per cent, compared to the 1999 rate of 0.8 per cent, the lowest on record in
Korea. The increase in oil prices and hikes in public service charges were mainly

Table 3.  Financial distress in the corporate sector
Number of firms with an interest coverage ratio1 below one in 1999

1. The ratio of a firm’s operational profits to its debt service obligations on a flow basis. This study is limited to
externally-audited firms, which totalled 7 805 in 1999.

Source: Lim (2001b).

Period below one: 1999 only 1998 and 1999 1997 to 1999 1996 to 1999 Total in 1999

Total number of firms 915 565 362 170 2 012
In workout programmes 44 33 18 4 99
In court receivership 21 17 12 3 53
Normal 850 515 332 163 1 860

Total (trillion won) 112.7 37.4 26.5 9.2 185.8
(Per cent of GDP) 23.3 7.7 5.5 1.9 38.5
In workout programmes 60.6 12.3 7.5 0.7 81.1
In court receivership 2.3 2.3 2.1 0.4 7.1
Normal 49.8 22.8 16.9 8.1 97.6
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responsible for the acceleration of inflation during a period of slowing growth.5

The jump in the average price of imported oil from $17 a barrel in 1999 to $28
in 2000 directly boosted the rate of inflation by ¾ of a percentage point.6 In addi-
tion, public service charges, which account for 13 per cent of the consumer price
index, rose 7 per cent. The most significant increases occurred in the areas of
medical care fees, as a result of the reforms introduced last year, and public trans-
portation fees, reflecting higher petroleum prices. In sum, the rise in public ser-
vice charges boosted inflation by another percentage point. Food prices also
jumped in the third quarter of 2000 as a result of bad weather but declined during
the following quarter, keeping the increase in food prices below that of the overall
price index in 2000.

Core inflation, which excludes energy and most agricultural products, was
limited to under 2 per cent in 2000, which was within the central bank’s target
range of 2.5 per cent, plus or minus 1 percentage point. However, core inflation
caught up with the rise in the overall consumer price index in the latter part

-2-2

0

2

4

6

8

10

0

2

4

6

8

10

1. Thee-month moving average.
2. Excludes energy and agricultural products (apart from grains).
Source: National Statistical Office.

Per centPer cent

1997 1998 1999 2000 2001

Figure 8. Consumer price trends
Year-on-year percentage changes1

Core consumer price index2

Consumer price index

-2-2

0

2

4

6

8

10

0

2

4

6

8

10

1. Thee-month moving average.
2. Excludes energy and agricultural products (apart from grains).
Source: National Statistical Office.

Per centPer cent

1997 1998 1999 2000 2001

Figure 8. Consumer price trends
Year-on-year percentage changes1

Core consumer price index2

Consumer price index

-2-2

0

2

4

6

8

10

0

2

4

6

8

10

1. Thee-month moving average.
2. Excludes energy and agricultural products (apart from grains).
Source: National Statistical Office.

Per centPer cent

1997 1998 1999 2000 2001

Figure 8. Consumer price trends
Year-on-year percentage changes1

Core consumer price index2

Consumer price index
© OECD 2001



Recent trends and prospects 39
of 2000 as the impact of higher oil prices permeated throughout the economy. In
the first half of 2001, core inflation accelerated to almost 4½ per cent year-on-year,
reflecting price hikes in both the industrial and service sectors. The pick up in
inflation in 2001 appears to be driven by the lagged indirect effect of oil prices
and the depreciation of the won, which fell by 16 per cent relative the dollar
between September 2000 and March 2001.

The labour market, however, does not appear to have been a source of
inflationary pressure as wage growth slowed to 8 per cent in 2000 from 12 per cent
the preceding year (Figure 9). The deceleration was due to a halving of the growth
rate of bonus payments (22 per cent of total compensation) and overtime (9 per
cent). Regular wages, which had been subdued following the crisis, was the only
component of compensation to accelerate in 2000. This reflects the fact that regu-
lar wages are fixed for a one-year period in annual negotiations occurring in the
spring of each year. In the manufacturing sector, where the average wage rose
8.5 per cent, unit labour costs stabilised after falling for three straight years.

Employment growth also slowed in the second half of 2000, leaving a con-
siderable degree of slack in the labour market by the beginning of 2001 (Table 4).
Rapid job growth in the first half of 2000 had reduced the unemployment rate to
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3½ per cent (Figure 10).7 However, slower job creation, combined with seasonal
factors, boosted the unemployment rate in February to the 5 per cent level. For
the 20 to 30 age group, the rate surpassed 7 per cent, due in part to the entry of
recent graduates into the job market. Adjusted for seasonal factors, the overall
unemployment rate rose by half a percentage point to over 4 per cent. However,

Table 4.  Labour market developments
Percentage changes from previous year

1. As per cent of population over the age of 15.
2. As per cent of the labour force.
3. Firms in the non-agricultural sector employing more than ten workers.
4. Deflated by the consumer price index.
Source: Bank of Korea, National Statistical Office and Ministry of Labour.

Share
in

2000
1991-97 1998 1999 2000

2000
2001
Q1First

half
Second 

half

A. Employment 2.0 –5.3 1.4 3.8 5.4 2.4 0.4
By sector

Agriculture 10.9 –4.9 4.0 –5.3 –2.6 –0.3 –4.4 –7.9
Construction 7.5 6.5 –21.3 –6.5 7.2 10.2 4.8 0.1
Manufacturing 20.2 –0.8 –13.0 2.8 5.9 8.6 3.5 –0.4
Services 61.5 5.4 –1.6 3.4 4.0 4.9 3.1 2.0

By type of employment
Self-employed 28.5 2.2 –3.4 1.1 2.7 3.0 2.5 2.4
Family workers 9.1 –1.2 6.8 –5.4 0.1 1.4 –1.1 –3.2
Employees 62.4 2.5 –7.8 2.7 5.0 7.1 2.9 0.1

Regular 29.7 2.1 –9.7 –6.3 3.3 2.8 3.9 4.2
Temporary 21.4 4.1 –4.4 4.6 7.8 10.9 4.9 –0.2
Daily 11.3 0.5 –8.3 31.9 3.9 11.8 –2.9 –10.7

B. Participation and unemployment
Population 15 years and over 1.7 1.5 1.1 1.0 1.0 1.1 1.0
Labour force 2.1 –1.0 0.8 1.5 2.0 0.9 0.1
Total participation rate1 61.5 60.7 60.5 60.7 60.4 61.1 58.9

Men1 75.9 75.2 74.4 74.0 73.8 74.1 72.0
Women1 48.0 47.0 47.4 48.3 47.8 49.0 46.7

Employment to working-age 
population 60.0 56.5 56.7 58.3 57.7 58.9 56.1

Unemployment rate2 2.4 6.8 6.3 4.1 4.5 3.7 4.8

C. Wages
Total economy

Earnings3 11.0 –2.5 12.1 8.0
Hours worked –0.4 –1.9 4.5 –0.9
Earnings per hour 11.5 –0.6 7.3 9.0
Real earnings per hour4 4.3 –7.6 6.4 6.6

Manufacturing sector
Earnings 11.8 –3.1 14.9 8.5
Unit labour costs 1.7 –10.1 –9.6 –1.5
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by May 2001, the rate (both on a seasonally adjusted and unadjusted basis) had
fallen to 3½ per cent. Despite recent gains, though, the participation rate in the
second quarter of 2001 remained ½ percentage point below its 1997 level. With
participation down and unemployment up, the employment to working-age popu-
lation ratio is still almost one percentage point below its pre-crisis level.

The impact on the external balance

The current account surplus narrowed from $25 billion in 1999 to
$11 billion in 2000 (Table 5), largely as a result of oil imports. As noted above, the
run-up in prices increased Korea’s oil import bill by about $11 billion last year. In
addition to oil, the buoyant economy during the first three quarters of the year
boosted imports. However, the 20 per cent rise in volume terms – triple the
increase in domestic demand – suggests that some other factors were at work. One
element was some additional “catch-up” from the 1998 recession, when import
volume fell by almost a quarter. Indeed, the import share of GDP (in constant-
price terms), which declined 5.5 percentage points to 27.7 per cent in 1998, was
still below its pre-crisis level in 1999 (Table 5, Panel C). In 2000, the import share
surpassed that level, reflecting in part the progress made in reducing trade barri-
ers. Most important was the phasing out of the Import Diversification Programme,
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which had restricted imports of certain products from Japan (see Chapter V). In the
first complete year since the elimination of this programme, Korean imports of
Japanese consumer goods – the area most affected by the Import Diversification Pro-
gramme – rose 45 per cent. Total imports of consumer goods, in contrast, increased
only 14 per cent, well below the 43 per cent jump in imports of capital goods.

Table 5. The current account

1. Light industry includes textiles, apparel, and rubber products. Heavy industry includes all other manufactured
products, except food.

2. On a national accounts basis using 1995 prices.
Source: Bank of Korea.

1990-96 1997 1998 1999 2000 2001 Q1

A. Values (US$ billion)

Merchandise trade
Exports 91.7 138.6 132.1 145.2 175.8 40.7
Imports 96.1 141.8 90.5 116.8 159.2 37.2
Balance –4.4 –3.2 41.6 28.4 16.6 3.5

Non-factor services
Exports 15.2 26.3 25.6 26.5 29.7 7.2
Imports 17.9 29.5 24.5 27.2 33.7 7.8
Balance –2.7 –3.2 1.0 –0.7 –4.0 –0.6

Investment income
Credit 2.9 3.9 2.7 3.2 6.8 2.2
Debit 3.6 6.3 8.3 8.4 9.0 2.1
Balance –0.7 –2.5 –5.6 –5.2 –2.2 0.1

Transfers, net
Public –0.1 –0.4 –0.4 –0.3 –0.4 –0.1
Private 1.0 1.0 3.8 2.3 1.0 0.2

Current account –7.0 –8.2 40.4 24.5 11.0 3.1
As per cent of GDP –1.7 –1.5 12.7 6.0 2.4 3.1

2000 Share 1997 1998 1999 2000 2001 Q1

B. Trade volume (percentage change)
Total exports 100.0 14.6 19.2 12.0 20.9 11.7

Light industry1 17.6 8.4 9.6 –4.9 –1.1 –1.4
Heavy industry1 74.1 16.4 23.1 23.4 33.2 16.6

Passenger cars 6.4 13.8 8.1 15.0 13.9 –7.1
Electronic products 36.0 23.1 26.7 60.0 51.6 25.7
– Semiconductors 12.4 36.4 67.8 28.3 33.7 80.9
– Telecommunications 16.3 27.4 24.4 78.1 93.2 32.7

Total imports 100.0 1.9 –25.0 29.1 18.9 2.4
Consumer goods 10.0 15.4 –31.7 22.4 14.4 9.6
Industrial materials and fuels 49.2 5.4 –16.1 23.6 6.2 0.9
Capital goods 40.8 –7.3 –35.4 41.6 43.3 1.6

C. Imports as a share of GDP2 33.3 27.8 32.3 35.7 34.5
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A. Competitiveness indicators1

Figure 11. Competitiveness indicators and export performance
1995 = 100

1. Calculated vis-à-vis forty countries. A decline indicates a gain in competitiveness. OECD estimates for 2001.
2. Calculated as the ratio of manufactured export volumes to export market growth, with 1995 set at 100.
Source: OECD.
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Export volume growth accelerated from 16 per cent in 1999 to 21.6 per
cent in 2000 (Table 1), buoyed by strong overseas demand. Indeed, Korea’s export
market growth8 doubled to 16 per cent, offsetting the decline in competitiveness
recorded last year. The stabilisation of unit labour costs (in domestic currency),
combined with the 5 per cent appreciation of the won in the year 2000, led to a
deterioration in competitiveness. Despite a decline in the final quarter of 2000,
the annual average unit labour cost relative to forty major countries was almost
7 per cent higher than in 1999 (Figure 11). Consequently, the growth of Korean
exports of manufactures failed to match its export market growth for the first time
since 1996. Nevertheless, Korea’s export performance is the fifth highest in the
OECD area since 1995 (Panel B). The gains in market share have been led by
Korea’s electronics sector, which accounted for almost 60 per cent of the increase
in export value over the past five years despite persistent declines in prices
(Box 1). Indeed, the prices of Korean electronics exports fell 15 per cent in 2000
alone, offsetting a small net gain in the other product categories. With overall
export prices essentially flat in 2000, the terms of trade were determined by the
sharp rise in import prices, notably for oil. The increasing importance of the ITC
sector has made Korean exports increasingly focused on other OECD countries,
particularly the United States. Since the 1997 crisis, the US share of Korean
exports has climbed 6 percentage points to almost 22 per cent, while the shares of
the European Union and Japan each rose by 1 percentage point (Table 6). In con-
trast, the share of Southeast Asia fell significantly in the wake of the crisis. More-
over, the sharp decline in Korean exports to this region was a major cause of the
overall fall in exports in the latter part of 2000.9

Three years of large current account surpluses, averaging 7 per cent of
GDP and totaling $76 billion, have made Korea a net creditor nation and enabled
it to accumulate significant foreign exchange reserves. Useable reserves, which fell
to under $10 billion at the time of the crisis, reached $96 billion at the end of 2000
(Figure 12), the second highest in the OECD area. At present, they are more than

Table 6.  Korean exports by destination
Per cent of total exports

1. The ten ASEAN countries plus Taïwan and Hong Kong.
2. Percentage points.
Source: Bank of Korea.

United States
European 

Union
Japan

Southeast 
Asia1 China Middle East Other

1997 15.9 12.4 10.8 27.0 10.1 3.8 20.2
1998 17.2 13.7 9.2 22.5 9.0 5.0 23.3
1999 20.5 14.1 11.0 23.0 9.5 4.5 17.3
2000 21.8 13.6 11.9 22.5 10.7 4.4 15.0
Change2 6.0 1.2 1.0 –4.4 0.6 0.6 –5.2
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Figure 12. Korea’s foreign exchange reserves and net asset position
US$ billions at end-year

US$ billionsUS$ billions

A. Foreign exchange reserves and short-term foreign debt

1. Useable reserves only; i.e. excludes illiquid deposits at offshore Korean banks.
2. End-June for foreign exchange reserves and end-May for short-term foreign debt.
3. End-May.
Source: Ministry of Finance and Economy.

B. Foreign assets and liabilities

US$ billionsUS$ billions

Foreign exchange reserves1

Short-term foreign debt

Foreign assets

Foreign liabilities

100

1993 1994 1995 1996 1997 1998 1999 2000 20012
0

180

40

90

80

70

60

50

40

30

20

10

100

0

90

80

70

60

50

40

30

20

10

160

140

120

100

80

60

180

40

160

140

120

100

80

60

1993 1994 1995 1996 1997 1998 1999 2000 20013

Figure 12. Korea’s foreign exchange reserves and net asset position
US$ billions at end-year

US$ billionsUS$ billions

A. Foreign exchange reserves and short-term foreign debt

1. Useable reserves only; i.e. excludes illiquid deposits at offshore Korean banks.
2. End-June for foreign exchange reserves and end-May for short-term foreign debt.
3. End-May.
Source: Ministry of Finance and Economy.

B. Foreign assets and liabilities

US$ billionsUS$ billions

Foreign exchange reserves1

Short-term foreign debt

Foreign assets

Foreign liabilities

100

1993 1994 1995 1996 1997 1998 1999 2000 20012
0

180

40

90

80

70

60

50

40

30

20

10

100

0

90

80

70

60

50

40

30

20

10

160

140

120

100

80

60

180

40

160

140

120

100

80

60

1993 1994 1995 1996 1997 1998 1999 2000 20013

Figure 12. Korea’s foreign exchange reserves and net asset position
US$ billions at end-year

US$ billionsUS$ billions

A. Foreign exchange reserves and short-term foreign debt

1. Useable reserves only; i.e. excludes illiquid deposits at offshore Korean banks.
2. End-June for foreign exchange reserves and end-May for short-term foreign debt.
3. End-May.
Source: Ministry of Finance and Economy.

B. Foreign assets and liabilities

US$ billionsUS$ billions

Foreign exchange reserves1

Short-term foreign debt

Foreign assets

Foreign liabilities
© OECD 2001



46 OECD Economic Surveys: Korea
double Korea’s short-term liabilities. With its overseas assets rising, Korea’s net
external assets topped $30 billion (6½ per cent of GDP) at the end of 2000 (Panel B).

Rising foreign exchange reserves and the increased net asset position helped
maintain foreign confidence in Korea at the same time that business and household
sentiment within the country was deteriorating. Indeed, capital inflows reached nearly
$20 billion in 2000, the highest since 1996 (Figure 13). Foreign direct investment (FDI)
inflows remained at around $9 billion10 (see Chapter V), and overseas investment into
the Korean stock markets more than doubled to $12 billion. While the bulk of the
inflows were in the first half of 2000, net purchases by foreign investors were positive
in the third and fourth quarters as well. The investment by foreigners brought their
holdings in the Korea Stock Exchange to 30 per cent of its total capitalisation, double
its share prior to the crisis. The surpluses in FDI and portfolio investment were par-
tially offset by an outflow in loans, as Korea paid back foreign debt. Capital outflows
from Korea also increased in 2000 but by a much smaller amount. The net result was a
surplus of almost $12 billion in the capital account (Panel B). Foreign purchases of
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Korean equities continued in the first quarter of 2001, leading to at least a
temporary rebound in the stock market.

Economic prospects

Outlook for 2001 and 2002

There are positive signs in some of the most recent indicators that suggest
that the economic downturn may be short. First, GDP in the first quarter of 2001
increased by 1 per cent (at a seasonally-adjusted annual rate) compared to the
preceding quarter. Second, the unemployment rate fell to 3½ per cent by May 2001.
These factors indicate that the economy may have stabilised in the first quarter
of 2001. A rebound in business (Figure 1) and household (Figure 5) confidence in
early 2001 also suggests that the worst may be over for the Korean economy. The
business confidence index surpassed 100 in March, meaning that no further out-
put declines are expected, while the consumer index is approaching 100. These
indicators suggest that a recovery could begin in the second half of this year. An
early upturn, leading to growth of 4¼ in 2001 and 5½ per cent in 2002 is projected
(Table 7) based on the following assumptions, which were built into the OECD
Economic Outlook of June 2001:

– The exchange rate stabilises at its April 2001 average level of 1323 per
dollar and 10.7 won per yen.11

– Growth in Korea’s export markets picks up from 7¾ per cent in 2001 to
8½ per cent in 2002.

– Oil prices decline gradually from $26 per barrel in the first half of 2001 to
$24.50 in the second half of 2002.

– The short-term interest rate (91-day CD rate) remains at its June 2001
level of 5¾ per cent, while the five-year government bond yield rises
100 basis points to around 7¾ per cent by the end of 2002.

– Fiscal policy aims at a balance on the consolidated central government
budget, in line with the medium-term target.

Exports are expected to play a leading role in the recovery, although
given the weak first half, the annual growth rate may be substantially lower than
last year. The pick up in export market growth, reflecting a projected recovery in the
United States in the second half of the year, and the gain in competitiveness resulting
from the 15 per cent decline in the won relative to the dollar since last autumn should
boost exports. However, the impact of the weaker won will be limited by the 13 per
cent decline in the Japanese yen relative to the dollar over the same period. While
exports are projected to accelerate in the second part of the year, fixed investment
may fall in 2001, given the current low rate of capacity utilisation in the industrial sec-
tor and the harsh credit environment. Investment in machinery and equipment is
© OECD 2001
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likely to be particularly weak: the index of machinery orders at the end of 2000 was
14 per cent below a year earlier. In contrast, construction investment, which has
declined in every quarter except one during the past three years, is expected to
finally turn around, given the rise in housing construction permits. Wages are likely to
decelerate but should be sufficient, in the context of improving confidence, to allow
some gains in consumption in both 2001 and 2002. Finally, stockbuilding, which on a
national account basis has fallen dramatically since the crisis, may make a positive
contribution to growth in 2001, before inventory adjustment ends in 2002.

Table 7.  Short-term prospects1

Percentage change in constant 1995 prices

1. These projections are identical to those presented in OECD, Economic Outlook 69 (June 2001).
2. Contribution to GDP growth.
3. The expenditure components do not sum to GDP in 2000 due to a statistical discrepancy equivalent to 1.1 per cent

of GDP.
4. Labour force as a share of population age 15 and over.
5. Consolidated central government balance as a share of GDP.
Source: OECD.

Share of 
GDP 

in 20003
1998 1999 2000 2001 2002

Demand and output
Private consumption 57.3 –11.7 11.0 7.1 2.5 4.5
Government consumption 10.2 –0.4 1.3 1.3 1.0 0.8
Gross fixed capital formation 28.7 –21.2 3.7 11.0 –0.9 4.0

Machinery and equipment 12.8 –38.8 36.3 34.3 –3.0 6.0
Construction 15.8 –10.1 –10.3 –4.1 1.0 2.2

Final domestic demand 96.2 –14.0 7.6 7.7 1.3 4.0
Stockbuilding2 0.0 –5.5 5.4 –0.9 0.9 0.0
Total domestic demand 96.2 –19.8 14.7 6.7 2.4 4.0

Exports of goods and services 45.0 14.1 15.8 21.6 11.0 12.0
Imports of goods and services 42.2 –22.1 28.8 20.0 9.8 12.0

Foreign balance2 2.8 12.5 –1.0 3.5 2.2 2.1

GDP 100.0 –6.7 10.9 8.8 4.2 5.5

Prices
GDP deflator 5.1 –2.0 –1.5 1.5 1.6
Private consumption deflator 7.9 0.5 2.0 4.0 3.5

Labour market
Employment growth –5.3 1.4 3.8 0.5 2.0
Participation rate4 60.7 60.5 60.7 60.7 61.2
Average wage –2.5 12.1 8.0 6.3 6.8
Unemployment rate 6.8 6.3 4.1 4.1 4.0

Balance of payments
Current account (US$ billions) 40.4 24.5 11.0 11.4 12.1

As a percentage of GDP 12.7 6.0 2.4 2.7 2.7

Government budget balance5 –4.2 –2.7 1.3 –0.1 0.0
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At around 4 per cent on a year-on-year basis, inflation is projected to be
substantially higher in 2001 than in 2000, reflecting cost-push factors, notably the
lagged effect of higher oil prices and the depreciation of the currency. In the sec-
ond half of 2001, though, inflation is likely to moderate in the absence of strong
demand-side pressures. Indeed, the labour market is likely to see slower growth
of both employment and wages in 2001, reflecting the deceleration in overtime and
bonus payments. Moreover, the annual wage negotiations currently underway
are likely to result in a smaller rise in regular wages than in 2000 as unions’ bar-
gaining power has been weakened in the context of corporate restructuring.
Employment growth may slow to around 1 per cent, which is sufficient to keep
the unemployment rate near 4 per cent for the year, assuming that the participa-
tion rate remains at its 2000 level. With some slack in the labour market and the
waning of the two inflationary pressures noted above, inflation may moderate
in 2002 to around 3½ per cent.

Imports are projected to slow in line with the deceleration of domestic
demand, helping maintain a substantial trade surplus. The rising deficit on the
services account in 2000 was offset by a falling deficit on investment income, and
this pattern is likely to continue in 2001, as Korea’s net external assets continue to
increase. Hence, in both 2001 and 2002, the current account is expected to be in
surplus at around 2¾ per cent of GDP and net exports to make a two-percentage
point contribution to output growth (Figure 14). In terms of the saving-investment
balance, the sustained external surplus reflects the substantial drop in the share
of investment in GDP since the crisis.

There are both domestic and external risks to this projection of an early
recovery in the second half of the year. On the external side, the outlook pre-
sented above is based on a pick up in world demand in the second half of the
year, particularly in the United States, which accounts for almost a third of Korea’s
ICT sector exports. If this rebound fails to materialise, the projected acceleration
in exports and domestic demand would be delayed. On the domestic side, there
continues to be considerable uncertainty about the credit risks of some of the
large chaebol. The financial difficulties at firms with interest coverage ratios below
one – a quarter of all enterprises in 2000 – have been exacerbated by the down-
turn. Past difficulties in this regard have negatively affected financial markets and
worsened access to financing for the corporate sector. The challenge is to advance
restructuring of the corporate and financial sectors in a way that effectively
reduces market uncertainty (see Chapter IV). Visible progress in restructuring the
corporate sector is essential to normalise the financial sector, although it may have
negative short-term effects on employment and growth. While there are important
risks to a recovery in the second half of 2001, the probability of a second foreign-
exchange crisis appears to be very small in the context of Korea’s large foreign
exchange reserves relative to its short-term overseas debt and its net creditor
nation status. However, as an increasingly open economy, Korea will be more
© OECD 2001



50 OECD Economic Surveys: Korea
vulnerable to shocks from abroad in the future. This will be accentuated by the
large share of semiconductors and other cyclical ICT industries in Korean exports.

Medium-term growth perspective

Effective restructuring is important not only for the short-term prospects,
but also for Korea’s growth potential over the medium term. In the past two
decades, the sources of economic growth have been split roughly equally
between factor accumulation – increased inputs of labour and capital – and pro-
ductivity growth (Table 8). During the 1980s, factor inputs contributed 4½ points of
growth per year, slowing to 3½ points during the 1990s. A further deceleration in
factor inputs is likely during the first decade of the new century as labour inputs
are expected to slow sharply for demographic reasons. Moreover, capital accumu-
lation may make a smaller contribution than projected by the Korea Development
Institute (KDI), given that investment as a share of GDP is unlikely to return to its
pre-crisis level. Firms have become more aware of the risks of borrowing, making
them likely to scale back investment. Thus, the contribution from factor accumula-
tion may turn out to be smaller than the 2.4 percentage points projected during
the coming decade.
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Given the slowdown in factor accumulation, growth at the 5 per cent rate
projected by KDI would require maintaining the contribution of total factor pro-
ductivity growth at close to 3 percentage points. Moreover, the productivity contri-
bution would have to be even larger if the rebound in investment failed to
materialise. Such productivity gains will be more difficult to maintain given that
the contribution from advances in knowledge will tend to fall as the technology
gap between Korea and the leading industrial nations narrows. A stable macroeco-
nomic environment maintained by sound monetary and fiscal policies, which are
the subject of Chapter II, would be conducive to supporting the growth of total fac-
tor productivity. In particular, dealing with the rapid ageing of the population over
the next fifty years in a way that maintains work incentives while providing for the
elderly will be a major challenge. This issue is analysed in Chapter III. The rate of
productivity growth will depend heavily, as well, on the effective implementation
of the structural reforms introduced since the crisis to establish a more market-
oriented economy. Chapter IV discusses the application of these reforms in the
corporate and financial sectors. Other policies that would be helpful in boosting
productivity growth are discussed in Chapter V:

– Ensuring efficient factor markets for labour and land.

– Enhancing competition through regulatory reform, vigorous competition
policy, lower trade barriers, increased foreign direct investment and the
privatisation of state-owned enterprises.

– Improving efficiency in key markets, including telecommunications,
electricity and agriculture.

Korea’s success in these areas will play an important role in determining its eco-
nomic performance in the decades to come.

Table 8. Potential GDP growth rate
Annual percentage change

Source: Korea Development Institute.

1981-1990 1991-2000 2001-2010

Actual GDP 9.1 5.8
Potential GDP 8.0 6.7 5.1

Factor inputs 4.5 3.4 2.4
Labour 2.6 1.5 0.3
Capital 2.0 1.9 2.1

Total factor productivity growth 3.5 3.4 2.7
Economies of scale 1.7 1.5 0.9
Resource allocation 0.8 0.7 0.6
Technical progress 1.1 1.2 1.2
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II. Monetary and fiscal policies

The relaxation of macroeconomic policies played a key role in attenuating
the 1998 recession and in laying the foundation for the economic recovery. During
the past year, monetary policy has continued to aim at supporting growth. Short-
term rates have been kept at around 5 per cent and have fallen significantly in real
terms in 2001. Monetary conditions have been eased further by the decline in the
won, which was so sharp that the central bank appears to have intervened in the
foreign-exchange market. However, the impact of the relaxed stance of monetary
policy was limited to some extent by financial-market conditions. In particular,
banks have been reluctant to lend to the corporate sector and capital market con-
ditions were not accommodating for direct financing. As for fiscal policy, the prior-
ity shifted to bringing the budget back into balance. With a large surge in tax
revenue, a budget surplus was achieved three years earlier than scheduled in the
medium-term plan. However, concerns remain about the transparency and effi-
ciency of government expenditures. This chapter begins with a discussion of mon-
etary policy and the factors affecting the corporate sector’s access to finance, as
well as exchange rate developments. It concludes with an examination of fiscal
policy issues.

Monetary and exchange rate policies

The Bank of Korea achieved its inflation target of 2.5 per cent, plus or
minus one percentage point, in 2000 (Figure 15). Inflation had came in below the
target zones in 1998 and 1999, the first two years under the revised Bank of Korea
Act, which guarantees the Bank’s independence and requires it to set an annual
inflation target. In 2001, the central bank ended its long-time practice of targeting
the growth of monetary aggregates, which had become an unreliable guide to
monetary policy during a period of rapid change in the financial sector, in favour of
an inflation-targeting approach. The new regime, which draws on a wide range of
indicators, appears appropriate for an economy that is undergoing rapid structural
change. One such indicator is the foreign exchange value of the won, which has
declined significantly, along with some other Asian currencies, since the autumn
of 2000.
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Monetary and credit conditions in 2000

The Bank of Korea kept the key short-term interest rate – the overnight
call rate – near 5 per cent throughout 2000 (Figure 16) in view of concerns about
problems in restructuring the financial and corporate sectors. Although buoyant
output growth had raised fears of a pick up in inflation, the overnight call rate was
left unchanged between February and October 2000, “as the emphasis was placed
on financial-market stability”.12 However, with inflation reaching 3 per cent year-
on-year, the Bank of Korea boosted the overnight rate by 25 basis points to
5.25 per cent in October. Still, the rate was only 50 basis points above the histori-
cally low level which supported the economic recovery in 1998 and 1999. Mean-
while, the yield on corporate bonds (three-year, A-grade) fell from a double-digit
rate in mid-2000 to 8 per cent by the end of the year. This was accompanied by
strong growth in bank lending, which was supported both by progress in resolving
non-performing loans and by the large injections of public funds into the banking
sector. Despite some deceleration in the second half of 2000, bank loans at the
end of the year were 24 per cent above the year-earlier level (Figure 17). The
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strong expansion in credit, in turn, boosted money supply growth (M2) to 26 per
cent for the year (Figure 18). However, M3, a broader measure that was the central
bank’s target variable from 1998 to 2000, increased only 7 per cent, reflecting the
contraction in non-bank financial intermediation noted below.13

Despite these favourable indicators, a business survey reported a deteri-
oration in credit conditions beginning in the spring of 2000 (Figure 19). By the end
of the year, a large majority of companies felt that the financial situation had wors-
ened, although not to the same extent as in early 1998. Nevertheless, the recur-
rence of a “credit crunch” – a key factor in the deep 1998 recession (see the 2000
Survey) – contributed to the decline in output growth recorded at the end of 2000.
The deterioration in credit conditions despite the central bank’s decision to main-
tain low short-term interest rates reflected instability in the financial markets
stemming from external shocks and concerns about corporate restructuring. In par-
ticular, there was a “flight to safety” after the collapse of Daewoo in mid-1999,
reflecting greater investor sensitivity to credit risk.14 Funds left investment trust
companies, merchant banks and bank trust accounts, which had played major
roles in the corporate bond market, in favour of bank deposits. This outflow of
funds greatly reduced the financial intermediary functions of these institutions.
Indeed, during the two years from the end of 1998, banks’ share of total deposits

11

1999
Q1

4

10

9

8

7

6

5

11

4

10

9

8

7

6

5

Q2 Q3 Q4 Q1 Q2Q1 Q2 Q3 Q4
2000 2001

Figure 16. Interest rates

Per centPer cent

1. With a credit rating of A+ until September 2000 and a rating of AA- since October 2000.
Source: Bank of Korea.

Yield on 3-year corporate bonds1

Yield on 5-year government bonds

Call rate

11

1999
Q1

4

10

9

8

7

6

5

11

4

10

9

8

7

6

5

Q2 Q3 Q4 Q1 Q2Q1 Q2 Q3 Q4
2000 2001

Figure 16. Interest rates

Per centPer cent

1. With a credit rating of A+ until September 2000 and a rating of AA- since October 2000.
Source: Bank of Korea.

Yield on 3-year corporate bonds1

Yield on 5-year government bonds

Call rate

11

1999
Q1

4

10

9

8

7

6

5

11

4

10

9

8

7

6

5

Q2 Q3 Q4 Q1 Q2Q1 Q2 Q3 Q4
2000 2001

Figure 16. Interest rates

Per centPer cent

1. With a credit rating of A+ until September 2000 and a rating of AA- since October 2000.
Source: Bank of Korea.

Yield on 3-year corporate bonds1

Yield on 5-year government bonds

Call rate

 

© OECD 2001



56 OECD Economic Surveys: Korea
60

50

40

30

20

10

0

-10

-20
1997 1998 1999 2000 2001

60

50

40

30

20

10

0

-10

-20

Figure 17. Growth of bank lending1

Year-on-year percentage changes

1. Loans and discounts of deposit money banks.
Source: Bank of Korea, Monthly Bulletin.

Total loans

Loans to households

Loans to manufacturing sector

60

50

40

30

20

10

0

-10

-20
1997 1998 1999 2000 2001

60

50

40

30

20

10

0

-10

-20

Figure 17. Growth of bank lending1

Year-on-year percentage changes

1. Loans and discounts of deposit money banks.
Source: Bank of Korea, Monthly Bulletin.

Total loans

Loans to households

Loans to manufacturing sector

60

50

40

30

20

10

0

-10

-20
1997 1998 1999 2000 2001

60

50

40

30

20

10

0

-10

-20

Figure 17. Growth of bank lending1

Year-on-year percentage changes

1. Loans and discounts of deposit money banks.
Source: Bank of Korea, Monthly Bulletin.

Total loans

Loans to households

Loans to manufacturing sector

40

35

30

25

20

15

10

5

0

40

35

30

25

20

15

10

5

0
1997 1998 1999 2000 2001

M32

M2

MCT1

1. MCT = M2 + CD + Money in trust.
2. M3 = M2 + OFI deposits + debentures issued + commercial bills sold + CD + RP + cover bills.
Source: Bank of Korea, Monthly Bulletin.

Figure 18. Growth of monetary aggregates
Year-on-year percentage changes

40

35

30

25

20

15

10

5

0

40

35

30

25

20

15

10

5

0
1997 1998 1999 2000 2001

M32

M2

MCT1

1. MCT = M2 + CD + Money in trust.
2. M3 = M2 + OFI deposits + debentures issued + commercial bills sold + CD + RP + cover bills.
Source: Bank of Korea, Monthly Bulletin.

Figure 18. Growth of monetary aggregates
Year-on-year percentage changes

40

35

30

25

20

15

10

5

0

40

35

30

25

20

15

10

5

0
1997 1998 1999 2000 2001

M32

M2

MCT1

1. MCT = M2 + CD + Money in trust.
2. M3 = M2 + OFI deposits + debentures issued + commercial bills sold + CD + RP + cover bills.
Source: Bank of Korea, Monthly Bulletin.

Figure 18. Growth of monetary aggregates
Year-on-year percentage changes
© OECD 2001



Monetary and fiscal policies 57
in financial institutions increased by 14 percentage points to 47 per cent, while the
proportion in investment trust companies, merchant banks and bank trust
accounts fell (Table 9).
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Figure 19. Credit conditions in the corporate sector1

1. A score of 100 indicates that companies believe the financial situation in the future will be unchanged from the
previous month. The poll includes the 600 members of the Federation of Korean industries, which are among
the largest in Korea.

Source: Federation of Korean Industries.
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Figure 19. Credit conditions in the corporate sector1

1. A score of 100 indicates that companies believe the financial situation in the future will be unchanged from the
previous month. The poll includes the 600 members of the Federation of Korean industries, which are among
the largest in Korea.

Source: Federation of Korean Industries.
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1. A score of 100 indicates that companies believe the financial situation in the future will be unchanged from the
previous month. The poll includes the 600 members of the Federation of Korean industries, which are among
the largest in Korea.

Source: Federation of Korean Industries.

Table 9.  Deposits at financial institutions
Per cent of total, trillion won at end of year

1. Percentage point change between 1998 and October 2000.
2. Includes the National Agricultural Co-operative Federation, mutual saving and finance companies and credit

co-operatives.
Source: Bank of Korea.

1998 1999 2000 Change1 Outstanding 
amount

Bank deposits 32.9 39.3 47.2 14.3 430.3
Investment trust companies 17.1 14.5 9.8 –7.3 89.1
Bank trusts 14.7 11.2 7.6 –7.1 69.3
Insurance companies 11.8 12.2 13.0 1.2 118.4
National Post Office 1.6 1.8 2.6 1.0 23.7
Merchant banks 1.9 1.1 0.7 –1.2 6.4
Other2 20.0 19.9 19.1 –0.9 174.4

Total 100.0 100.0 100.0 0.0 911.6
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The shift of funds to banks limited the amount of direct financing for the
business sector. In 1999, corporate bond issues totalled 26 trillion won. With
34 trillion won of bonds maturing that year, the rollover ratio was 78 per cent.
In 2000, however, corporate bond issues fell by a third, to 18 trillion won, while the
amount of maturing bonds increased to 46 trillion won. Consequently, the rollover
ratio declined to around 40 per cent. Indeed, access to the bond market was
restricted, in practice, to blue-chip companies, which saw the yields on their
bonds fall due to the flight to quality. Meanwhile, the market for bonds rated
below “A” temporarily ceased to exist (MOFE, 2001), making it difficult for other
firms to roll over their maturing bonds. In particular, firms in the manufacturing
sector, which recorded a 17 per cent rise in production, issued only about half as
many bonds in value terms in 2000 as during the preceding year. Overall, the stock
of corporate bonds (excluding asset-backed securities) has fallen by a third from
its peak in mid-1999 (Figure 20).15 The depressed state of the corporate bond mar-
ket was reflected in a fall in trading volume in 2000 to a level only a third of that
in 1999. Meanwhile, the sharp fall in the stock market reduced corporations’ pro-
ceeds from stock offerings by 65 per cent in 2000 to 14.3 trillion won (Panel B), with
much of the decline occurring in the second half of the year. There were no initial
public offerings in 2000, compared to 15 the previous year, while only 84 listed
companies made rights offerings, compared to 250 in 1999. In sum, direct financing
for the corporate sector fell by more than half.

The reduction in financing from the capital markets was accompanied by a
deterioration in the climate for lending to the corporate sector. In the statement
following its November 2000 meeting, the Monetary Policy Committee urged
financial institutions “to expand their supply of loans in order to avoid deepening
the credit crunch”. The following month, however, it noted that “financial institu-
tions’ conservative attitude to lending to the corporate sector has not changed”.
One aspect was the continuing contraction of the non-bank financial sector and
bank trust accounts during 2000. By the end of the year, total lending by these
institutions was only 68 per cent of its pre-crisis level (Figure 20, Panel C), reflect-
ing large falls for bank trust accounts and merchant banks. At the same time, com-
mercial bank-lending practices have become more cautious in the new regulatory
environment, which includes stricter loan classification standards and an empha-
sis on capital adequacy ratios. To avoid credit risks in the corporate sector, banks
have increasingly focused on the household sector. Moreover, those banks that
focus on households – and consequently are relatively sound – have attracted a
growing share of deposits during the past few years. The shift to strong banks was
accelerated during 2000 by the adjustment in anticipation of the introduction of
partial deposit insurance at the beginning of 2001 in place of complete coverage.
The household sector’s share of bank lending has increased from 28 to 35 per cent
of the total in just two years (Panel D). Moreover, within the corporate sector, an
increasing share of lending has gone to small and medium-sized enterprises (SMEs),
© OECD 2001
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Figure 20. Factors affecting credit conditions

1. Excludes asset-backed securities.
2. The remainder is from the Korea Stock Exchange.
Source: Bank of Korea and Financial Supervisory Service, Monthly Financial Bulletin.
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in part due to public guarantees on such loans, reducing large firms’ share of total
loans from 22 to 15 per cent during the past two years.16 The change in behaviour
from the pre-crisis period, when banks paid insufficient attention to credit risks, is
a positive development. However, the fact that it coincided with the reduced role
of other lending institutions and the negative developments in bond and equity
markets has been problematic for the corporate sector.

The stance of monetary policy in 2001

The Bank of Korea raised its inflation target for 2001 to 3 per cent, plus or
minus one percentage point (Figure 15), while keeping the medium-term objec-
tive at 2.5 per cent. Since 2000, the target has been core inflation, which excludes
energy and non-grain agricultural products that account for about 10 per cent of
the consumer price index. The conduct of monetary policy in 2001 is complicated
by the combination of slowing economic growth and rising inflation. Following the
decline in output in the fourth quarter of 2000, the core consumer price index
accelerated to 4¼ per cent, above the top of the target zone, in the first quarter
of 2001, and to 4½ per cent in the second quarter. The pick up in inflation
appeared to be primarily the result of the lagged pass through of higher oil prices
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and the hike in public service charges at the end of 2000 (see Chapter I). As the
influence of these factors dissipates, inflation is likely to slow in the second half of
the year, given weak demand pressures. However, the renewed fall in the won in
early 2001 may put upward pressure on prices. The 3 per cent inflation target was
set in the context of an exchange rate of 1 180 won per dollar, compared with
around 1 290 at the end of May. There is also a risk of another round of hikes in
public service fees, such as those for transportation and water.

Concerned about slowing growth, the Bank of Korea cut the overnight call
rate by 25 basis points in February 2001 and another 25 basis points in July 2001.
The rate is again at its historically low level of 4.75 per cent, which is below the
rate of overall inflation (measured on a year-on-year basis), indicating that the real
rate is negative. In contrast, the real short-term rate averaged more than 5 per cent
between 1991 and 1997 (Figure 21). Following the February rate cut, though, the
rise in three and five-year bond yields was reversed, with the yields falling back to
their levels at the beginning of the year. The rather flat yield curve (Figure 22)
does not suggest that a significant acceleration in inflation is expected. Moreover,
credit crunch conditions in the financial market, which limited the stimulative impact
of low short-term interest rates during 2000, are likely to continue during 2001. A
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total of 65 trillion won of corporate bonds (12 per cent of GDP) is maturing this
year, with about 25 trillion won below investment grade. As noted in Chapter I, a
quarter of the companies in the manufacturing sector have insufficient operating
income to cover their interest costs. With the continuing concern over corporate
credit risk, the usual monetary transmission mechanism in which lower short-term
rates induce declines in long-term rates, boosting lending for corporate invest-
ment, is unlikely to function fully, if at all.

However, low short-term rates have kept bank deposit rates low, thus
helping to reverse the “flight to safety” experienced since 1999. While bank
deposit rates have stayed roughly constant in nominal terms,17 they have fallen in
real terms from over 5 per cent in the second half of 1999 to under 2 per cent in
early 2001 (Figure 21) as a result of the pick up in inflation. The low return on safe
investments has shifted funds to ITCs and bank trust accounts since the beginning
of 2001. During the first three months of the year, deposits at these institutions
rose by around 12 per cent (21 trillion won), while commercial bank accounts
increased by only 1 per cent (5.5 trillion won). The deposits at ITCs, as well as
other non-bank financial institutions, were also boosted by increased confidence
in this sector as a result of the failure of many weak institutions and the restructur-
ing of the surviving ones (Chapter IV). Consequently, the April 2001 statement of
the Monetary Policy Committee noted that “the fund-raising conditions of the cor-
porate sector have continued to improve”, in part, due to the use of government
guarantees and underwriting schemes.

In sum, low short-term interest rates may have the positive effect of
encouraging investors to return to the capital market, where returns, as well as
risks, are greater. Re-activating the bond and equity markets would have an
important beneficial impact on business and consumer sentiment and hence on
economic activity. However, real interest rates should not be left at their excep-
tionally low current levels once a recovery is underway. Indeed, given the long
time lag between changes in interest rates and their impact on economic activity
– estimated at three to four quarters – a rate increase would likely be necessary
once the next upturn is firmly established in order to limit inflation to the
medium-term objective of 2½ per cent. Such an approach would allow the central
bank to maintain the low-inflation performance of the past few years and prevent
a return to the pre-crisis situation of the 1990s, when price increases averaged
around 6 per cent a year.

Medium-term issues in the conduct of monetary policy

The Bank of Korea needs to establish the credibility of the new inflation-
targeting approach under which it is responsible for achieving the inflation objec-
tive. Over the medium term, conducting an effective monetary policy will require
experience in operating an interest-rate policy as well as market-based allocations
© OECD 2001
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of funds. In this regard, achieving the medium-term inflation target through an
interest rate-based policy is likely to be difficult in Korea in the post-crisis envi-
ronment, given the restructuring of the financial sector and the flight to quality
observed in the past year. For example, the three-year government bond yield fell
from 8 per cent to 5.7 per cent between October 2000 and March 2001 while the
yield on corporate bonds rated BBB- increased from 11.3 to 11.9 over the same
period. Meanwhile, the overnight call rate was 5 per cent both at the beginning
and at the end of the period. Such divergent trends in interest rates make it diffi-
cult to know which rate to focus on and how changes in short-term rates will influ-
ence the longer-term rates that affect investment and purchases of housing and
consumer durables. In sum, movements in long-term rates appear to be domi-
nated by factors other than the short-term rate.

The continued use of “aggregate credit ceiling loans”, aimed at encourag-
ing bank lending to SMEs, also appears problematic. Such loans are operated as a
rediscount facility to supply credit to banks on the basis of their loans extended to
SMEs, within the aggregate quantity ceiling set by the Monetary Policy Commit-
tee. The interest rate on such loans, which is currently set at 3 per cent, is well below
market rates. At the end of 2000, aggregate ceiling loans amounted to 7.4 trillion
won (92 per cent of the central bank’s loans to financial institutions) and were
increased to 9.3 trillion won in January 2001. The Bank of Korea acknowledges that
it has been difficult to adjust the aggregate credit ceilings in line with their
intended changes in monetary policy. To overcome this problem, the central bank
introduced “liquidity adjustment loans” in August 2000 in order to signal its policy
changes more effectively. At present, the rate on these one-month loans is 4.5 per
cent, 25 basis points below the overnight call rate. To prevent their excessive use,
the rate jumps by one percentage point for financial institutions that use this facil-
ity for more than three consecutive months. Liquidity adjustment loans appear to
be a step towards more reliance on a market-based monetary policy in which
credit conditions are determined by price rather than quantity rationing. However,
moving further away from the quantity approach inherent in the aggregate ceiling
loans would be desirable, especially since the access of SMEs to loans from finan-
cial institutions – the objective of the aggregate ceilings – has improved signifi-
cantly since the crisis.

In addition, ensuring the independence of the central bank, which was
legally established in 1998, in practice is crucial to the success of an inflation-
targeting policy, as discussed in the 2000 Survey. It is especially important that the
government refrain from commenting on monetary policy during this credibility-
building stage. There are two additional issues of concern in this regard. First, the
government’s control of public service fees has an important impact on the ability
of the Bank of Korea to meet its annual inflation target. Second, the central bank
sets its annual inflation target each December for the following year in consulta-
tion with the government. However, given the long and unpredictable transmission
© OECD 2001
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mechanism of monetary policy changes on the economy and the rate of inflation,
setting an annual inflation target does not appear to be appropriate. Instead, the
Bank of Korea should focus on its medium-term target. One reason for uncertainty
regarding monetary policy is the recent opening of the capital account and the
adoption of a floating exchange rate in the wake of the crisis. To the extent that
monetary policy influences exchange rates, it will have a significant impact on
activity not only through changes in the relative prices of traded goods, but also
by its impact on firms’ balance sheets.18

Exchange rate policy

The appreciation of the won, which rose more than 50 per cent relative to
the dollar as well as on a trade-weighted basis between the beginning of 1998 and
September 2000 (Figure 23), has helped the Bank of Korea achieve its inflation
objectives. During the following six months, however, the won fell 16 per cent rela-
tive to the dollar. The central bank has acknowledged that the weakness of the
won since the autumn of 2000 has influenced monetary policy. The decline of the
won has occurred in the context of significant declines in other Asian currencies.
Most importantly, the Japanese yen fell 14 per cent relative to the dollar from
September 2000 to March 2001 (Panel B), during which time the yen and the won
exhibited a 95 per cent degree of correlation. The close link between the two cur-
rencies reflects the high degree of competition between a significant proportion of
Korean products with Japanese goods in international markets. Since a decline in
the yen weakens the outlook for Korean exports and, in turn, economic growth, it
tends to trigger a decrease in the won. However, the won also lost about 2 per cent
of its value against the yen, although in real terms, it was almost constant.

Since adopting a floating exchange rate policy at the end of 1997, the gov-
ernment reports that it has intervened in the exchange market only to smooth vol-
atility. However, the speed of the decline since September 2000 – about 10 per
cent on a trade-weighted basis – caused concern. In addition, this period was
characterised by a high degree of volatility. The daily average change in the
exchange rate was more than 5 won per dollar, compared to around 2 won in the
first nine months of 2000. In this context of volatility, the Bank of Korea appears to
have intervened in the foreign-exchange market. In any case, the Korean won,
which fell as low as 1 365 per dollar, strengthened to around 1 290 in late May.

Given that the movement of the won has been highly correlated with the
Japanese yen, sterilised intervention by the Bank of Korea would appear to have
little chance of reversing the downward trend of the currency. Indeed, past epi-
sodes of such intervention, such as that in 1997, appeared to have a limited
impact on the currency while depleting the country’s foreign exchange reserves.
As Korea’s economic prospects improve, the path of the won is likely to diverge
from that of the yen. However, an economy that is open and driven by exports will
© OECD 2001
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remain highly susceptible to external shocks, including movements in the
exchange rate. In fact, the corporate sector experienced foreign-exchange losses of
6.7 trillion won (1.4 per cent of GDP) in 1999 and 4 trillion won in 2000. Given the
high degree of vulnerability, it is somewhat surprising that a third of large firms
and three-fourths of SMEs take no measures to protect themselves from foreign-
exchange risk (Kim, 2001). To improve practices in this area, a number of policies
could be considered. First, in evaluating the soundness of financial institutions,
the Financial Supervisory Commission should determine whether they monitor
the foreign-exchange risks of their borrowing corporations. Second, it would be
helpful to develop the markets for hedging products, such as forward and futures
markets, which are currently rather small in Korea. Third, measures to deepen the
foreign-exchange market should be taken. In particular, allowing other financial
institutions, such as securities and insurance companies, to participate along with
banks and merchant banks would be beneficial. Finally, given that the current
weakness of the won partially reflects concern about problems specific to Korea,
accelerating the progress of restructuring would help prevent a further weakening
of the won.

Fiscal policy

Fiscal policy in 2000 focused on reducing the deficit in the government
budget, which had been in the red since the 1997 crisis (Table 10). Progress in this
regard, though, went far beyond expectations with a record budget surplus (in won
terms) in a year in which the government had forecast a deficit of more than
3½ per cent of GDP. The surplus – three years earlier than envisaged under the

Table 10.  Consolidated central government budget
Trillion won

Source: Ministry of Finance and Economy.

1998 1999
2000

2001
Initial budget Outcome

Revenue 96.7 107.9 120.8 135.8 142.1
Growth (per cent) –2.6 11.6 11.9 25.9 4.6
Per cent of GDP 21.8 22.4 23.4 26.3 24.6

Expenditures 115.4 121.0 139.7 129.3 142.5
Growth (per cent) 15.1 4.9 15.5 6.9 10.2
Per cent of GDP 26.0 25.1 27.0 25.0 24.6

Balance –18.8 –13.1 –18.9 6.5 –0.4
Per cent of GDP –4.2 –2.7 –3.6 1.3 –0.1
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medium-term plan – resulted from an unexpectedly large rise in tax receipts, as
well as a significant shortfall in spending. The surplus of 1.3 per cent of GDP pro-
vides some scope for allowing automatic stabilisers to boost the economy should
the recovery expected in the second half of 2001 fail to materialise. Despite the
early elimination of the budget deficit, there remains concern about the sharp rise
in government debt and government-guaranteed debt in recent years, in part due
to the costs of financial-sector restructuring. Improvements in the transparency
and simplicity of the budgetary process and further reforms in the tax system
should be a priority.

A surge in tax receipts and a shortfall in spending in 2000 eliminated
the budget deficit

Government revenues on a consolidated basis jumped by a quarter
in 2000, more than double the 12 per cent rise projected in the initial budget
(Table 11). As a share of GDP, government revenues were 3 percentage points
higher than predicted due to a surge in tax revenues. This outcome was even
more surprising since the 7.1 per cent rise in nominal GDP in 2000 was well below
the 8.7 per cent forecast by the government at the time of the initial budget.19

Indeed, the increase in tax revenue was far beyond that predicted by the past
relationship between revenue and income20 and boosted its share of GDP (includ-
ing social security contributions) to a record 21 per cent (Figure 24). About half of
the extra tax receipts was due to a near doubling of corporate tax payments,
reflecting the strong profit performance during the expansion primarily as a result
of lower financial costs. The boom in the ICT sector was reportedly responsible for
much of the increase in corporate profits and tax payments. Taxes on goods and
services also increased strongly for several reasons. First, there was a large rise in
value-added taxes, perhaps reflecting the elimination of the simplified scheme
and the increased use of credit cards, thus narrowing the scope for tax evasion
(see Box 2). Second, customs duties rose markedly as a result of a 30 per cent rise in
imports in 2000. According to some analysts, the degree of fiscal consolidation
achieved in 2000 played a role in the economic downturn at the end of the year.21

However, as noted above, the exceptional rise in revenue last year was due
largely to the surge in profits. While government receipts were also boosted by
structural changes, such as the expansion of the public pension system, these are
positive developments from a long-term perspective. Moreover, the timing of
these changes, which were implemented during a period of double-digit growth
when concerns about overheating were mounting, appeared to be appropriate.

The overshooting on revenues was accompanied by a 2.0 per cent of GDP
undershooting on expenditures. The shortfall occurred in “public funds”, while
spending in the general account and the 22 special accounts – about 70 per cent of
government outlays in the initial budget – was slightly higher than expected
© OECD 2001
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Table 11.  Consolidated central government revenue 

 tax. Capital gains tax revenue is assumed to stay at
at their 1999 level.

nge from 2001

)

2000 initial 
budget in 

trillion won
Trillion won

Percentage 
change

13.1 95.9 3.2
1.5 15.5 –4.9
6.7 19.8 6.5
0.4 1.7 21.4
1.5 24.0 3.4
0.9 8.1 8.0

–1.1 12.7 30.9
0.9 6.8 17.2
2.1 4.9 –3.9
0.2 2.4 –54.7

3.9 46.2 7.7

–2.7 16.0 8.1
6.5 28.4 6.4
0.1 1.8 28.6

17.0 142.1 4.6
3.3 25.3
1. In the initial budget for 2000, the estimate for capital gains tax revenue is included with the personal income
the 1999 level. In addition, there is no separate estimate for property taxes, which are also assumed to remain 

2. Excluding privatisation revenues.
Source: Ministry of Finance and Economy.

1999 2000 initial budget1 2000 outcome Cha

Trillion won Trillion won
Percentage 

change
Trillion won

1999 
(in per cent

A. Total tax revenue 75.7 79.8 5.4 92.9 22.7
Individual income tax 15.0 14.8 –1.3 16.3 8.7
Corporate tax 10.0 11.9 19.0 18.6 86.0
Capital gains 1.0 1.0 0.0 1.4 40.0
Value-added tax 20.4 21.7 6.4 23.2 13.7
Special consumption tax 7.0 6.6 –5.7 7.2 7.1
Transportation tax 8.3 10.8 30.1 9.7 16.9
Customs duties 4.7 4.9 4.3 5.8 23.4
Property taxes 4.3 3.0 –30.2 5.1 18.6
Other 4.8 5.1 6.3 5.3 10.4

B. Other revenue 30.1 39.0 29.6 42.9 42.5
Social security 

contributions 12.0 17.5 45.8 14.8 23.3
Non-tax revenue 16.8 20.2 20.2 26.7 58.9
Capital revenue 1.3 1.3 0.0 1.4 7.7

Total2 105.8 118.8 12.3 135.8 28.4
Per cent of GDP 21.9 22.9 26.2
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(Table 12). Of the 39 public funds in 2000, three of the largest – the National Hous-
ing Fund, the National Pension Fund and the Employment Insurance Fund –
accounted for about two-thirds of the undershooting on expenditures. The short-
fall in spending on housing was due to depressed conditions in the housing market
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Table 12.  The shortfall in government spending in 2000
Trillion won

Source: Ministry of Finance and Economy.

1999
2000 initial 

budget
Percentage 

change
2000 

outcome

Difference 
from initial 

budget

Percentage 
change 

from 1999

General and special accounts 96.0 101.3 5.5 102.5 1.2 6.8
Public funds 23.4 38.1 62.4 26.5 –11.6 13.2
of which:

National Housing Fund 6.1 9.6 57.7 4.8 –4.8 –21.3
National Pension Fund 3.7 3.5 –4.6 1.4 –2.1 –62.2
Employment Insurance Fund 1.7 1.9 13.1 1.2 –0.7 –29.4

Other 1.6 0.4 –76.4 0.3 –0.1 –81.3
Total expenditures 121.0 139.7 15.4 129.3 –10.4 6.9
Per cent of GDP 25.1 27.0 25.0 –2.0
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since the crisis (see Chapter I). As for pensions, the expansion of the National Pen-
sion Scheme in 1999 to include the urban self-employed ironically lowered pen-
sion outlays in 2000. Previously, employees who stopped working prior to
qualifying for a pension, which is based on age and number of years of contribu-
tions, were paid a lump-sum refund of their contributions. With the expanded cov-
erage, former employees are now regarded as urban self-employed and will
eventually receive a monthly pension once meeting the eligibility conditions,
rather than an immediate lump-sum refund. As a result, expenditures by the
National Pension Fund fell by almost two-thirds in 2000. Finally, the decline in the
number of unemployed, from an average of 1.4 million in 1999 to 0.9 million
in 2000, reduced outlays by the Employment Insurance Fund.

The impact on government debt

Despite the unexpected surplus in 2000, central government gross debt
continued to rise, surpassing 100 trillion won (Figure 25). Net bond issues of
7.8 trillion won (1.5 per cent of GDP) during 2000 were made for public funds,
reflecting the fact that each is independently financed. Thus, the surpluses in
some funds were not available to finance deficits in others, forcing them to borrow.
In particular, the surplus in the National Pension Fund is no longer lent automati-
cally to the government. Local government debt, meanwhile, was 3.6 per cent of
GDP in 2000. Combining central and local government, gross government debt
reached 23 per cent of GDP at the end of 2000, compared to less than 12 per cent
in 1996, as a result of accumulated budget deficits through 1999 and external bor-
rowing in the wake of the crisis. Nevertheless, Korea’s gross government debt
remains one of the lowest in the OECD area and is well below the average of
around 70 per cent. Moreover, the government has accumulated a substantial
stock of assets, making Korea one of only three OECD countries in which the gov-
ernment is a net creditor. Central government assets were 142.6 trillion won at the
end of 2000,22 with loans accounting for four-fifths of the total.

In contrast to the rise in central government debt, government-guaranteed
debt fell slightly despite the rising costs of financial-sector restructuring
(Table 13). The decline was due to the repayment of some external debt of the
banking sector that had been guaranteed in the wake of the crisis. However, the
amount of government-guaranteed bonds issued for the financial sector rose to
68 trillion won (13 per cent of GDP).23 The increase resulted from issues by the
Korea Deposit Insurance Corporation, which has used these funds to re-capitalise
financial institutions and re-imburse depositors. The outstanding debt of the
Korea Asset Management Corporation, in contrast, declined as sales of non-
performing loans purchased from financial institutions has allowed it to retire matur-
ing debt. In summary, government debt and guaranteed liabilities combined rose
slightly in won terms but fell as a share of GDP to under 38 per cent at the end
© OECD 2001
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of 2000. However, the second-stage financial-sector restructuring programme,
which was launched in September 2000, includes 40 trillion won of additional pub-
lic funds, and is thus likely to reverse this trend (see Chapter IV).

The stance of fiscal policy in 2001

The government describes the stance of fiscal policy in 2001 as neutral,
with expenditures projected to rise by 10.2 per cent on a consolidated basis
(Table 10). While the planned increase is less than the 15.5 per cent in the initial
budget for 2000, it is still well above the 6 per cent rise in nominal GDP in the
OECD outlook for 2001 and the government’s projection of 8 to 9 per cent growth.
To promote a recovery, almost two-thirds of outlays are planned for the first half of
the year. The government projects that revenue will rise by about 4½ per cent,

Table 13.  Gross government debt and guarantees
Trillion won at end of year

1. Foreign exchange stabilisation bonds.
Source: Ministry of Finance and Economy.

1997
Per cent
of GDP

1998 1999 2000
Per cent 
of GDP

Total debt 65.6 14.5 87.7 107.7 119.7 23.1
Central government 50.5 11.1 71.4 89.7 100.9 19.5

Borrowing 18.5 4.1 21.8 21.4 21.9 4.2
Domestic 3.2 0.7 3.0 2.4 1.9 0.4
External 15.3 3.4 18.8 18.9 20.0 3.9

Bonds 28.6 6.3 46.6 65.8 76.3 14.8
Domestic 28.6 6.3 41.6 61.2 71.2 13.8

Treasury n.a. n.a. 18.8 34.2 42.6 8.2
Foreign exchange1 n.a. n.a. 3.9 6.2 8.4 1.6
Cereals n.a. n.a. 4.9 4.9 2.5 0.5
National housing n.a. n.a. 14.0 15.9 17.8 3.4

Dollar-denominated 0.0 0.0 5.1 4.6 5.0 1.0
Other 3.4 0.8 3.0 2.5 2.7 0.5

Local government 15.1 3.3 16.2 18.0 18.8 3.6

Government guarantees 13.0 2.9 72.0 81.5 74.6 14.4
Borrowing 2.2 0.5 31.4 17.1 6.2 1.2

Domestic 0.7 0.2 0.6 0.6 0.6 0.1
External 1.5 0.3 30.8 16.5 5.6 1.1

External debt of private banks 0.0 0.0 29.6 12.2 0.7 0.1
Other 1.5 0.3 1.2 4.3 4.9 0.9

Bonds 10.9 2.4 40.5 64.4 68.4 13.2
KAMCO 7.0 1.5 17.4 19.9 15.7 3.0
KDIC 0.0 0.0 21.0 43.5 52.4 10.1
Other 3.9 0.9 2.1 1.0 0.2 0.0

Total debt plus government guarantees 78.6 17.3 159.6 189.2 194.8 37.7
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well below the projected growth in nominal GDP. The authorities expect these
spending and revenue outcomes to result in a small deficit in the consolidated
central government budget of 0.1 per cent of GDP. Given the government’s typi-
cally conservative revenue forecast (Table 11), though, a second consecutive bud-
get surplus would not be surprising if the spending targets are maintained. In
particular, the projected 3 per cent rise in tax revenue is well below the expected
increases in wages and output. To encourage a recovery, the tax deduction on
investment was raised from 7 to 10 per cent in 2001, but will be eliminated at the
end of the year. Besides this tax cut and the frontloading of spending noted
above, no changes in fiscal policy to stimulate the economy are planned. Given
the long-term spending pressures in Korea, the priority given to fiscal soundness,
rather than fiscal fine-tuning to limit business cycles, appears appropriate. How-
ever, the automatic stabilisers – such as increased outlays for the unemployed
and decreased tax revenue – should not be countered by offsetting tax and
expenditure measures.

Although the allocation of spending on a consolidated basis in 2001 is still
unknown, the distribution of expenditures included in the general and special
accounts gives some indication of the government’s priorities (Table 14). The larg-
est increases are planned as follows:

– Expenditures in the categories of information technology and science
and technology are both expected to rise by about 16 per cent. Such
increases would boost the share of R&D outlays in the central govern-
ment budget from 4.1 to 4.4 per cent, in line with the objective of reach-
ing 5 per cent by 2003 (see the 2000 Survey).

Table 14. Central government expenditures
General and special accounts

Source: Ministry of Finance and Economy, Economic Bulletin, November 2000.

1999 
(trillion won)

2000 
(trillion won)

Percentage 
increase

2001 
(trillion won)

Percentage 
increase

Education 17.9 19.7 10.2 23.5 19.1
Security and national defense 14.9 14.5 –2.8 15.4 6.3
Civil service salaries 14.4 16.3 12.8 18.9 16.5
Social overhead capital 13.4 14.1 5.1 14.6 3.9
Agriculture and forestries 8.5 9.3 9.5 9.9 6.2
Welfare 5.1 7.0 37.3 8.1 16.3
Small and medium-sized firms 4.5 3.7 –17.6 3.3 –11.9
Interest costs 5.8 8.3 42.5 8.6 3.8
of which: Financial restructuring 4.0 6.0 50.0 6.5 8.3
Science and technology 4.0 3.5 –11.7 4.1 16.3
Environment 2.3 2.8 21.7 3.1 10.1
Information technology 0.9 1.2 31.3 1.4 15.2
Culture and tourism 0.7 1.0 37.7 1.0 8.5
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– The 19 per cent increase in education spending is aimed almost entirely
at improving the quality of primary and secondary education, in part by
raising the transfers to local schools (see 2000 Survey).

– The 16 per cent rise in welfare spending is largely due to the introduc-
tion of a new social welfare system in October 2000 (see 2000 Survey).
Under the Livelihood Protection Plan, individuals whose income is
below the minimum cost of living have the right to assistance from the
government to bring them up to that level, assuming that they are eligi-
ble under the asset test and the income test applied to family mem-
bers. The number of recipients of welfare benefits is projected to rise
by 2.6 per cent to 1.55 million persons in 2001 (3 per cent of the popula-
tion) due to a 6 per cent rise in the minimum cost of living calculated by
the government.

More modest spending increases are envisaged in the following areas:

– A streamlining of support for SMEs will substantially reduce such assis-
tance (see Chapter IV).

– Expenditures on agriculture and forestry will rise by 6 per cent in the
context of a shift to a new direct payment system which will gradually
replace the current system of government purchases to support prices
(see Chapter V);

– Public investment in social overhead capital is to be limited to 4 per
cent following the completion of some major projects, such as the
Incheon International Airport. In addition, the outside screening of large
investment projects by the Centre for Public Investment and Management
Research, which began in 2000, has also limited outlays (see 2000 Survey).
Of the thirty investment projects submitted for review last year, half
– accounting for 57 per cent of the value of the projects – were rejected.

– Interest costs are projected to rise 4 per cent, with costs associated with
the financial-sector restructuring programme accounting for three-
fourths of the total (see Chapter IV).

– Civil servants are to receive a pay raise of at least 6.7 per cent in 2001,
an increase that would bring their wages up to 95 per cent of compara-
ble private-sector salaries. The goal is parity by 2004. The government
wage bill, though, has been restrained by the continued decline in the
number of central government employees. Over the period 1998
to 2001, employment has been reduced by 16 per cent.

Longer-term considerations

At the beginning of the year, the government proposed a “Fiscal Respon-
sibility Law” containing five main elements. First, the Ministry of Planning and
© OECD 2001
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Budget would be required to submit a three-year fiscal plan, including targets for
a consolidated budget balance and government debt, to the National Assembly
each year. Second, supplementary budgets, which have become a standard practice
each year, would be allowed only in the case of an emergency. Third, the use of
budget surpluses would give priority to the reduction of national debt. Fourth, any
proposal containing an increase in spending or a decline in revenue would have to
include a plan of how to compensate for the proposed fiscal impact. Fifth, the bud-
get would have to include information on the costs of quasi-fiscal activity, such as
public guarantees of loans to SMEs, in order to promote transparency. Moreover, it
would provide details about contingent liabilities, including their expected costs
and the likely beneficiaries.

However, the usefulness of projections for three years into the future
depends on their reliability. The fact that the budget balance in 2000 was nearly
5 percentage points of GDP different than that proposed in the initial budget sug-
gests a high degree of uncertainty about fiscal outcomes in Korea. Consequently,
the impact of fiscal policy in any given year might be far different than what is ini-
tially intended or desirable, with the risk that it becomes a destabilising economic
force. On the revenue side, improving the government’s tax revenue forecasting
ability seems to be the key to producing reliable estimates.

Improving the reliability of projections of spending outcomes would
require reforms in the fiscal framework. The budget presented to the National
Assembly for approval each autumn includes the general account and the 22 spe-
cial accounts – about 80 per cent of the expenditures in 1999 in the consolidated
central government budget, the key fiscal measure (Table 15). As noted above,
spending in the general and special accounts in 2000 came in near the levels spec-
ified in the initial budget. The remainder is accounted for by public funds, which
need only cabinet approval.24 Moreover, the minister responsible for a fund can
boost outlays by up to 50 per cent without the consent of the cabinet. Given
uncertainty about the spending in the public funds, the total level of expenditures

Table 15.  Structure of central government spending

1. The total includes 1.6 trillion won of other expenditures.
Source: Ministry of Finance and Economy.

Category
Number in 

Outlays in 1999 
(trillion won)

Approved by 
National 

Assembly?1999 2001

General account 1 1 54.3 Yes
Special accounts 22 22 41.7 Yes
Public funds 37 43 23.4 No
Consolidated budget1 60 66 121.0
Extra-budgetary funds 38 18 6.2 No
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on a consolidated basis is unknown when the new budget is passed. The number
of public funds increased from 37 in 1999 to 43 in 2001, resulting in part from the
addition of ten extra-budgetary funds, as discussed below.25 Included among the
public funds are important elements of the social safety net, such as the National
Pension Fund, the Employment Insurance Fund and pension funds for civil servants
and private-school teachers. In addition, a wide range of activities, such as agricultural
price supports, foreign-exchange stabilisation and aid for SMEs, are included.

Reducing the number and role of the public funds would likely increase
the predictability of public spending. More importantly, it would improve the
transparency and allocative efficiency of government expenditures. In addition to
incorporating public funds into the general and special accounts, outlays that are
currently excluded from the consolidated central government budget should also
be brought into it. One concern is the extra-budgetary funds, which accounted for
6.2 trillion won of government expenditures (equivalent to 5 per cent of consoli-
dated central government expenditures) in 1999. The relevant ministry, such as
Finance and Economy in the case of deposit insurance, controls public expendi-
tures in each fund, and is not obligated to consult with the cabinet or the presi-
dent, nor is it required to report those outlays to the National Assembly. Despite
the government involvement, private institutions are the owners and managers
of these funds. Between 1999 and 2001, the number of such funds declined
from 38 to 18, as ten were eliminated and an equal number were transformed
into “public funds”.26 Consequently, as recommended in the 2000 Survey, the gov-
ernment has significantly reduced the total number of funds, both extra-budgetary
and public, from 75 in 1999 to 61 in 2001.

While there has been progress, the still heavy reliance on various funds to
finance a significant part of the government’s activities has the negative effect of
blurring the distinction between the public and private sectors. Moreover, the
compartmentalisation of the budget seriously complicates the management of
public finances, making it difficult to conduct a coherent fiscal policy. As noted in
the 2000 Survey, it reduces transparency and allocative efficiency. Korea should
aim at meeting OECD best practices for budget transparency.27 It is important,
therefore, that all funds – including public and extrabudgetary – be integrated into
the government budget in order to subject them to the same level of oversight,
including legislative approval. If extrabudgetary funds are deemed inappropriate
for the government budget, fiscal participation in such activities should be ended.
Integrating all spending categories will be essential to prioritise effectively gov-
ernment spending and facilitate the reallocation of funds between activities. Such
flexibility will be crucial as Korea faces increasing spending pressures in the
future. Finally, the government does not produce fiscal statistics on a general gov-
ernment basis. This is due, in part, to the fact that local government statistics do
not fully correspond to GFS standards. The authorities should follow through on
their plan to present such information beginning in 2003.
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Until such general government information is available, the government
should aim at maintaining the consolidated central government budget in balance
over the business cycle. Given the long-term spending pressures, it should in gen-
eral take precedence over fiscal fine-tuning measures aimed at limiting short-term
economic fluctuations. Additional steps to reform the tax system in line with the
recommendations in the 2000 Survey should also be a priority (Box 2). Further
progress in this regard is essential to limit the distortionary impact of taxes as rev-
enue needs increase as a result of the costs of financial restructuring (Chapter IV),
closer economic relations between North and South Korea (Annex II) and popula-
tion ageing, which is discussed in the following chapter.

Box 2. Progress in tax reform

The 2000 Economic Survey of Korea analysed the tax system in detail and made a
number of recommendations aimed at reducing distortions, promoting efficiency,
increasing fairness and simplifying the system. In the first year following the
report, the authorities have made some initial steps in the direction recom-
mended in the Survey.

A. Improve the tax compliance of the self-employed: The increased use of
credit cards, which doubled in 2000 as a result of the introduction of
income tax deductions for expenditures using credit cards,* is expanding
the tax base of the VAT, which, in turn, is expected to boost the compliance
rate of the self-employed. The overall effect, though, will only become
clear in the future. In addition, a law has been introduced to require public
institutions and local governments to submit income-related information,
which will facilitate enforcement.

B. The corporate tax base should be broadened by reducing or streamlin-
ing various incentives: The investment tax credit is to be abolished at the
end of December 2001, while a revision of the Special Tax Treatment Control
Law in December 2000 eliminated a number of incentives. In addition, the
R&D tax credit was generalised by shifting from a positive list to a negative
list system that excludes just a few industries, such as real estate, restau-
rants and hotels. While increased uniformity across sectors is a positive fac-
tor, the increased tax incentives in many sectors are less desirable.

C. Shift taxation of pension income from a TEE system to an EET approach:
This change was implemented at the end of 2000 (see Box 3 for details).

D. Incorporate the special consumption taxes into the VAT system: One step
in this direction is the inclusion of the telephone tax in the VAT in
September 2001.

E. Eliminate earmarked taxes: The transportation tax will become a general
tax in 2002, while the agricultural tax will be eliminated in 2003.
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Box 2. Progress in tax reform (cont.)

However, there is still much to do to improve the tax system, including in five
other areas discussed in the 2000 Survey where no action has been taken:

A. The personal tax base should be broadened by reducing allowances and
credits.

B. Reform the taxation of capital income, which is low and uneven across dif-
ferent sources: Comprehensive taxation of capital income was re-introduced
as planned in 2001, boosting the top rate on dividend and interest income
to 44 per cent. However, there are no plans to introduce taxes on financial
capital gains.

C. Broaden the base of the VAT, in part by including agricultural products
and restricting the use of the zero rate: No such changes were made dur-
ing the past year, although the increased use of credit cards is having the
impact of broadening the VAT base.

D. Increase taxation of fringe benefits: No such measures have been taken
since mid-2000, leaving interest-free loans and low-interest loans from
employers as the only benefits subject to tax.

E. Property taxation should be reformed to promote the efficient use of
land by raising holding taxes and lowering transaction taxes, while mak-
ing capital gains taxes independent of the holding period.

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

Korea is in the midst of one of the most rapid demographic transitions
experienced by any OECD country. The speed of the ageing process reflects the
country’s transformation during the period of one generation from a poor, agrar-
ian society to an industrialised OECD member country, resulting in dramatic
changes in fertility rates and life expectancy. Consequently, its population, cur-
rently one of the youngest in the OECD area, will be considerably above the
average in fifty years. The demographic transition is being accompanied by a
move away from a tradition of children caring for their elderly parents to a reli-
ance on public pension and safety net systems of the type found in most other
OECD countries. The key step in this process was the creation of the National
Pension Scheme (NPS) in 1988. By 1999, one-half of the labour force contributed
to this scheme.

Ageing is expected to slow the rate of economic growth at the same time
that it boosts demands for public expenditure. The challenges are magnified by
the weaknesses in the current framework for providing income support to the
elderly. According to a government task force report last year, the partially-
funded NPS, as well as the three occupational schemes established earlier, “are
suffering from serious financial problems of varying degrees”, reflecting a struc-
tural imbalance between contributions and pension benefits. In the context of
rapid ageing and the maturation of the NPS, the rise in pension expenditures as
a share of GDP is projected to be among the largest in the OECD area over the
next fifty years. Financing this burden would require unacceptably high contri-
bution rates, which would, in turn, discourage an expansion of coverage by the
NPS. Moreover, there are issues of fairness, both between and within genera-
tions. At the same time, the retirement allowances, which private firms are
required to provide, and the system of individual pension accounts are prob-
lematic. The rising cost of pensions will be accompanied by higher healthcare
expenditures as the population ages. In addition, the public-sector role in long-
term care for the frail elderly, which has been primarily a family responsibility, is
likely to increase.

Establishing a framework that is universal and provides adequate bene-
fits, while maintaining financial stability and inter- and intra-generational equity
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requires systemic reforms to establish a multi-pillar approach in which private-
sector savings play a greater role. Successfully absorbing the fiscal impact of
ageing, both for pensions and healthcare, is crucial for Korea’s continued eco-
nomic development. Although public debt has traditionally been quite low, the
restructuring of the financial sector in the wake of the 1997 crisis has led to gov-
ernment-guaranteed borrowing equivalent to one-fifth of GDP. Moreover, the
prospective costs of national unification are a huge source of uncertainty. Fortu-
nately, the immaturity of the current pension system and the relatively young
population create a window of opportunity for fundamental changes. At present,
old-age pension recipients account for less than 5 per cent of the population
over the age of 55 and expenditures on benefits are limited to 0.1 per cent of
GDP. However, this room for manoeuvre will rapidly disappear as the pension
system matures and the population ages. During the next decade, the number of
pension recipients will almost triple under the current framework, while expen-
ditures as a share of GDP would rise by a factor of five. This chapter begins by
examining the demographic transition that will boost the number of elderly. The
following section provides an overview of the current framework for income sup-
port and healthcare for the elderly. In the third section, the fiscal impact of age-
ing under the current framework is analysed. The chapter concludes with
proposals for reform.

The demographic transition in Korea

Korea has the youngest population after Mexico and Turkey among OECD
member countries, with an average age of 33 years, compared to 38 in the OECD area.
This reflects a relatively high fertility rate and low life expectancy in the past. Korea’s
elderly dependency ratio – the ratio of persons over 65 to those between 20 and
64 years of age – was the third-lowest among OECD countries in 2000 and less than
half of the average (Figure 26).

During the next five decades, however, Korea is expected to undergo a
rapid demographic transition that would make its elderly dependency ratio the
sixth-highest in the OECD area.28 A key factor is a fall in fertility rates from 5.4 in
the 1950s to 1.5 in the second half of the 1990s, a rate below the OECD average of
1.7. The extent of the decline – the third-largest in the OECD area (Figure 27) – is a
consequence of the social changes accompanying rapid industrialisation, as well
as an active population policy to reduce fertility rates. The second factor is a sharp
fall in the mortality rate, resulting in a 27-year rise in life expectancy since
the 1950s, the largest increase in the OECD area. The extent of the changes in
these two factors will make the demographic transition in Korea among the fastest
in the world. Indeed, it is likely to take only 22 years for the share of the popula-
tion over age 65 to double from 7 per cent (a level the United Nations defines as
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Preparing for an aged society 81
an “ageing society”) – to 14 per cent (a level it defines as an “aged society”). In
comparison, this transition took 115 years in France (Table 16).

The current support system for the elderly

Support for the elderly traditionally has been centred on children caring
for their aged parents. In 1970, more than a fifth of all households consisted of
three generations (Figure 28), making this living arrangement the norm for the eld-
erly during the early years of economic development when the completed family
size still exceeded five children. Korea’s transition, however, from a poor nation
with a largely rural population to an industrialised OECD member country over the
space of only three decades has weakened the traditional Confucian pattern.
Indeed, the proportion of the population living in urban areas increased from less
than 30 per cent in 1960 to 88 per cent in 1999. At present, about half of the elderly
live with their children. In terms of financial support, the importance of assistance
from children is declining although it remains the major source of income for the
elderly. According to one survey, the proportion of the elderly’s income provided
by their children fell from 64 to 44 per cent between 1988 and 1994 (Table 17). The
government encourages children to care for their elderly parents by providing
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Preparing for an aged society 83
deductions in inheritance, income and capital gains taxes.29 The second major
source of income for the elderly is wages. Pension income is relatively unimpor-
tant in Korea, in contrast to a study of nine other OECD countries showing that
public and private pensions account for four-fifths of the income of the elderly on
average (Panel B). Moreover, labour income is relatively less important in the
other OECD countries, with the exception of Japan.

The idea of preparing in advance for one’s own retirement is a relatively
new concept in Korea, given the tradition of children supporting their parents and
the relatively short life span in the past. Indeed, in 1988, only one-third of the
working-age population was making financial preparations for old age, although
the proportion rose to one-half a decade later.30 The main government-mandated
provision of income for the elderly prior to 1988 was the retirement allowance that
firms paid to their employees. The authorities also introduced a system of individ-
ual pension accounts in 1994. These two aspects of private-sector saving are dis-
cussed in the first part of this section. The following section examines the NPS,
along with the three occupational pension systems. Given the immaturity of these
systems, though, they provide support for only a small proportion of the elderly at
present. Consequently, various social assistance programmes, which are discussed
in the third part of this section, remain the main source of public support for aged
persons. This section concludes with a review of healthcare for the elderly.

Table 16.  Speed of population ageing in selected OECD countries

1. The number of persons over age 65 as a share of the total population.
2. For years after 2000, country projections made in the context of the OECD Ad Hoc Working Group on the Fiscal

Implications of Ageing were used.
Source: Lee and Hong (2000) and United Nations (for historical data).

Year when share of elderly1 reached:
Number of years2

7 per cent 14 per cent

Korea 2 000 2 022 22
Japan 1 970 1 994 24
Finland 1 958 1 994 36
Germany 1 932 1 972 40
Greece 1 951 1 992 41
Portugal 1 951 1 992 41
Poland 1 966 2 013 47
United Kingdom 1 929 1 976 47
Switzerland 1 930 1 982 52
Italy 1 927 1 988 61
Canada 1 945 2 010 65
United States 1 942 2 013 71
Sweden 1 887 1 972 85
France 1 864 1 979 115
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Private-sector saving for old age

The retirement allowance system

Firms are required by law to pay departing employees an allowance
equivalent to at least one month’s wages for each year of employment. The
worker’s final wage, including bonuses, is used to calculate the allowance, which
was made mandatory in 1961 for companies with more than thirty employees. Its
coverage was progressively expanded to include all firms with at least five workers
in 1989. Initially, the retirement allowance, which might be better described as a sepa-
ration allowance, was a substitute for public pensions and unemployment insurance,
which were not introduced until 1988 and 1995, respectively. Although the allowance is
almost always paid as a lump sum, it can also take the form of an annuity.31 For an
employee who spent forty years at a firm, such an annuity would provide a replace-
ment rate of about 30 per cent. In practice, the level of the retirement allowance,
which is subject to negotiation between firms and their employees, is often more gen-
erous than required by law. Indeed, almost a third of companies in 1997 used a “pro-
gressive” system in which the amount of the allowance per year of service increased in
line with the number of years at the company (KOILAF, 1999). The allowance has been
taxed at an effective rate of around 2 per cent.32

1970 1975 1980 1985 1990 1996

Figure 28. Households by number of generations
Per cent1

1. Percentage of households that include related persons. Between 70 and 74 per cent of the total in each time
period were two-generation households.

Source: National Statistical Office.
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Table 17.  Sources of income for the elderly in selected OECD countries
Per cent of total income

 by the root square of household size.

Sweden
United 

Kingdom
United 
States

Average

7.5 15.2 29.4 21.8
4.3 6.0 1.2 1.9
0.4 0.1 0.2 0.3

86.9 45.6 44.9 64.6
20.7 29.6 20.7 15.6

4.5 1.6 1.3 2.2
9.8 17.1 19.1 11.4

–34.0 –15.1 –16.5 –17.7

100.0 100.0 100.0 100.0
1. From surveys covering 1 200 elderly persons in 1988 and 2 048 in 1994.
2. The calculation of the income composition is based on household level income equivalised and individualised
Source: Korea Institute for Health and Social Affairs (2000) for Panel A and OECD for Panel B.

A. Korea1

1988 1994

Public pensions 1.2 3.9
Private pensions 0.0 0.0
Savings and wealth income 6.8 6.9
Support from children 63.7 44.3
Wages 26.3 37.6
Public assistance 1.8 3.5
Other 0.2 1.5
Not identified 0.0 2.3

Total 100.0 100.0

B. Other OECD countries2

Canada Finland Germany Italy Japan
Nether-
lands

Labour income 20.6 14.7 12.4 20.7 67.4 8.2
Means-tested income 1.4 1.8 0.5 0.5 0.3 1.0
Unemployment benefits 0.9 0.8 0.2 0.1 0.1 0.4
Public pension 48.9 100.8 82.8 65.0 39.0 67.1
Private pension 23.3 0.0 3.3 2.5 1.0 39.0
Other public benefits 3.0 6.2 0.1 2.9 0.2 0.1
Other private transfers 16.5 5.4 5.4 9.0 8.5 11.9
Direct tax and contributions –14.6 –29.8 –4.8 0.0 –16.6 –27.8

Total 100.0 100.0 100.0 100.0 100.0 100.0
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The payment of the retirement allowance, however, is vulnerable to the
business situation of the firm, since most companies do not establish reserves for
this allowance outside the firm. Indeed, at some companies, the allowance is com-
pletely unfunded. To encourage firms to set aside reserves to pay the allowances,
the tax system allows such funds to be deducted as a business expense. In the
case of reserves held within the company, half of the amount can be deducted
from taxable income up to certain limits.33 Many companies claiming this deduc-
tion, however, establish reserves only in their books while using the funds for
operating expenses (Chun, 2001). To acquire complete tax deductibility, the fund
must be established at an independent financial institution. The Financial Super-
visory Service estimated, however, that only about 10 per cent of the gross liabili-
ties resulting from the retirement allowance system in 1999 were actually backed
by assets held externally to the firm. The failure of firms to invest these funds
externally represents a missed opportunity to develop long-term capital markets.
Moreover, in practice, these funds are often used as collateral for loans or loaned
back to the firm to be used as working capital. Consequently, the funds are not
available to workers in the event of the firm’s failure. Indeed, when the bank-
ruptcy rate soared in the wake of the financial crisis, a substantial number of
workers were deprived of their retirement allowances, as well as back wages.
According to a survey of one thousand persons in 1998 who had recently lost
their jobs, nearly a quarter of those who were due a retirement allowance had
not received it (Phang, 2001). To protect workers, the government established
the Wage Claims Guarantee System in July 1998, which is funded by a payroll
tax now set at 0.05 per cent of wages. This ensures that workers will receive the
allowance for their last three years of work, as well as their last three months of
wages. However, for an average male worker, this represents less than half of
the allowance that is owed.

In addition to its vulnerability to the bankruptcy of firms, the coverage of
the retirement allowance is relatively limited since it does not include firms with
fewer than five employees. The number of persons working at enterprises with at
least five workers numbered 5.8 million in 1998, accounting for 27 per cent of the
labour force and 17 per cent of the working-age population. The coverage is fur-
ther reduced by the fact that daily workers (14 per cent of employees in 1998) and
some temporary employees34 do not receive the retirement allowance. In addi-
tion, the allowance has lost much of its characteristic as old-age income. First, the
practice of withdrawing the funds while employed for various reasons, such as the
purchase of a home, was legalised in 1996. Second, given the high rate of labour
turnover in Korea, the allowance is more properly regarded as a separation allow-
ance. The average tenure for men in Korea in 1999, at around six years, was well
below the averages for the European Union, Japan and the United States
(Table 18). Consequently, the average male worker in Korea would receive the
retirement allowance five or six times during his working career. Indeed, surveys of
© OECD 2001
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workers indicate that they regard the allowance as deferred wage payments that
are determined through collective bargaining with their employers (KOILAF, 1999).

Apart from the problem that the allowance is not, in fact, regarded by
workers as provision against retirement, its payment, as it is now practised, also
exacerbates problems in the corporate sector during downturns. Companies that
wish to downsize have to pay the retirement allowance to departing employees,
thus boosting labour costs. During 1998, the payment of such allowances rose
170 per cent as enterprises tried to reduce employment (Phang, 2001). The need
to make these payments in the midst of the sharp recession exacerbated the pres-
sures on firms and presumably tended to boost the bankruptcy rate.

Individual pension accounts

Individual pension accounts offered by financial institutions have been
encouraged by generous tax concessions since 1994. Residents over the age of 20
can establish such accounts, which are managed by bank trust accounts, insurance
companies and investment trust companies (Table 19). A minimum of ten years of
contributions is required to receive an annuity that cannot be paid before the age
of 55 and must last a minimum of five years. Forty per cent of the amount placed in
such accounts, up to an annual limit of 720 000 won (3.5 per cent of the average wage),
is deductible from taxable income. Interest earned on the accounts, as well as the
principal, was exempted from income tax prior to 2001 (Box 3). However, if an individ-
ual withdraws the funds before reaching ten years of contributions or the age of 55, all
the accumulated interest is subject to income tax. These accounts are supervised by
the Financial Supervisory Service as part of its monitoring of the institutions involved.

Table 18. Job tenure in Korea and selected OECD countries
Average number of years with the same employer in 1995

1. The figures refer to regular workers – temporary and daily workers are excluded.
2. Averages for education are based on weighted averages of mid-points of tenure classes. The two highest educa-

tional levels are not shown separately and correspond to some or completed tertiary education.
3. Unweighted average on the different breakdowns of tenure for the 15 Member countries.
Source: OECD (2000b).

Korea1

European 
Union2, 3

Japan United States
1996 1999

Total employees 5.3 5.7 9.8 11.3 7.4
Men 6.0 6.4 10.5 12.9 7.9
Women 3.7 4.1 8.8 7.9 6.8
Middle school and below 5.6 6.0 10.1 15.3 5.8
High school 5.0 5.3 9.4 11.4 7.9
Junior college 4.5 4.7 { 10.1 { 9.5 {7.4College and university and over 6.2 6.7
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No specific rules apply to these funds, which in the case of insurance companies, were
not segregated into separate accounts prior to 2001. No foreign investment has been
made by these funds, although there are no restrictions in this regard.

Table 19. Individual pension accounts by type of institution
Billion won in March of each year

1. At the end of March 2000, the number of accounts totaled 1.4 million at bank trust accounts, 0.2 million at invest-
ment trust accounts, 1.8 million at life insurance companies and 0.6 million at non-life insurance companies.

2. In June 2000.
3. Excludes accounts at post offices and agricultural and fishery co-operatives.
Source: Financial Supervisory Commission.

1995 1996 1997 1998 1999 20001 20002

Bank trust accounts 1 097 2 143 3 376 4 549 5 024 5 649 6 087
Investment trust companies 568 1 545 2 076 1 454 1 201 1 194 1 198
Life insurance companies 634 1 786 3 952 5 611 6 710 7 942 8 262
Non-life insurance companies 250 699 1 309 1 751 2 045 2 396 2 488

Total 2 548 6 173 10 713 13 365 14 980 17 181 18 035

Per cent of GDP 0.7 1.5 2.4 3.0 3.1 3.3 3.5

Box 3. Taxation of pension income in Korea

Taxation of pensions can take place at each of three steps: when contributions are
made to the pension scheme, on the earnings from the investment in the scheme and
on the benefits that are paid out. In most OECD countries with fully or partially-funded
pension schemes, the first two stages – contributions and interest – are largely tax
exempt, while benefits are taxed (the “EET” approach).* In Korea, the framework in
place until 2000 applied different tax treatments to different pension schemes and
types of insured persons. Contributions by employees under both the NPS and the
occupational pension schemes were taxed, while the self-employed were able to
deduct 40 per cent of their contributions from income taxes (Table 20). Interest
income and pension benefits under all schemes were not taxed, with the exception of
the retirement allowance, which was taxed at a low effective rate, estimated at 2 per
cent in 1997. In a recently implemented and partially-funded system like the NPS, the
timing of taxation has important implications for revenues and inter-generational
equity. Indeed, Korea’s taxation approach, which can be characterised as a “partial
TEE” system, raised several concerns (see 2000 Survey). First, the uneven tax
treatment of the various pension systems had negative implications for fairness, as
well as creating possibilities for tax avoidance. Second, the failure to tax pension bene-
fits was problematic in the context of a projected rise in benefits from 2 to
10 per  cent of GDP over the next fifty years. Shielding such a significant  portion 
© OECD 2001
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Table 20.  Taxation of pensions1

ontributions made after 2000. To protect the elderly
es’ total income.
inning in 2002.
hat would be paid if all employees retired that year;

ax amount due on the allowance.

Benefits

Prior to 2001 At present

– –
Not taxed Taxed3

Not taxed Taxed3

– –
Not taxed Taxed3

– –

Taxed very lightly Taxed at higher rate5

Not taxed Taxed
1. Interest gains on the funds accumulated by the contributions are not taxed under any of the schemes.
2. Benefits of all types, except for disability, are taxed. However, the tax is only applied to benefits generated by c

dependent on pensions, 10 to 100 per cent of pension income will be deductible, depending on the beneficiari
3. To lessen the impact on tax revenues, contributions are 50 per cent deductible in 2001 and fully deductible beg
4. Deductibility of book reserves is limited to the lesser of: 1) 40 per cent of total estimated retirement allowance t

and 2) 10 per cent of total employee compensation that year.
5. The effective tax will be raised by phasing out the Retirement Allowance Tax Credit, currently set at half of the t
Source: Ministry of Finance and Economy.

Pension type Contributor
Contributions

Prior to 2001 At present

National Pension Scheme
Employer Deductible as expense Same
Employee Not deductible Deductible2

Self-employed 40 % is deductible up 
to 720 000 won per year

Deductible2

Occupational pension schemes
Employer Deductible Same
Employee Not deductible Deductible2

Retirement allowance system
Employer Deductible4 as expense Same

Employee –

Individual pension accounts
Investor 40 % is deductible up to 

an annual limit of 
720 000 won

100 % is deductible up 
to an annual limit of 
2.4 million won



90 OECD Economic Surveys: Korea
Despite the tax incentives offered, individual pension accounts play a
limited role in providing for retirement income. To date, about 3.8 million
accounts – a number equivalent to about a tenth of the working-age population –
have been opened. Moreover, the average balance is 4.4 million won, about one-
fifth the average annual wage. Consequently, these accounts amount to only 3 per
cent of GDP. The contract maintenance rate is low at about 30 per cent, suggesting

Box 3. Taxation of pension income in Korea (cont.)

of national income from taxation would require higher tax rates on other income,
thus increasing distortions. Third, there was a question of inter-generational equity
since the current contribution rates are well below actuarially fair values. Failing to tax
pension benefits raises the pension-financing burden on younger workers.

The government introduced reforms in 2000 to address these concerns by
moving to an EET system of pension taxation. Regarding the NPS and occupational
pension plans, all contributions were made fully deductible for both employees and
the self-employed beginning in 2002 (Table 20). At the same time, pension bene-
fits generated by contributions made after 2000, were made taxable. However,
given the important role of pensions in the income of many elderly persons, pen-
sion income deductions will be allowed. For those earning less than 2.5 million
won per year (14 per cent of the average wage), the deduction is set at 100 per
cent, declining to 10 per cent for those with larger incomes. The deduction will be
allowed up to 6 million won. Consequently, about half of pension recipients are
expected to be paying tax on their benefits in 25 years. Taxation of retirement allow-
ances will also be increased. This will be accomplished by phasing out by 2005 the
retirement allowance tax credit, currently set at half of the tax amount due on the
allowance. There are also major changes with regards to individual pension accounts.
The ceiling on deductible contributions has been nearly tripled to 2.4 million won.
In addition, the principle and interest generated by the deductible contributions
will be taxed as pension income.

The shift from a TEE system to the EET approach, which makes contributions tax
deductible while taxing pension benefits, should help ease the three problems noted
above. First, the tax treatment of pension schemes has become more uniform, enhanc-
ing fairness and limiting possibilities for tax avoidance. Second, taxation of pension
income will reduce the fiscal impact of population ageing. Third, the burden on the
working-age population will be eased, thus reducing inter-generational income
transfers. This should also help weaken resistance to the increases in contribution
rates that will be necessary in coming years. Finally, the hike in the effective taxa-
tion of retirement allowances may reduce opposition to the transformation of this
system to a corporate pension system.

* This implies a subsidy to pension saving since ordinary savings are subject to a TTE
approach.
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that investors view these accounts as a savings vehicle offering tax benefits rather
than a retirement pension. In addition, these accounts are frequently abused as
collateral for bank loans. The underdevelopment of individual pension accounts
may reflect unfamiliarity with pensions in a society used to lump-sum payments.
Moreover, the reliability of these accounts may have seemed questionable in the
wake of the crisis, given the insolvency problems among some of the institutions
managing these accounts, notably insurance companies and investment trusts.
However, the supervision of these accounts should be improved by the require-
ment that all pension funds, except those established prior to 2001 with life insur-
ance companies, must be segregated in separate accounts from 2001. In addition,
the decision to make the accounts transferable between institutions beginning in
March 2001 may make them more attractive. 

Public pension programmes

The National Pension Scheme

The law establishing a public pension scheme was passed in 1973 but
implementation was delayed by 15 years, owing in part to economic difficulties
experienced in the 1970s and disagreements over whether to maintain the retire-
ment allowance system. When the NPS was implemented in 1988, its coverage was
limited to regular employees (i.e., excluding temporary and daily workers) at firms
with more than ten workers. The threshold was reduced to workplaces with at least
five regular employees in 1992. Compulsory coverage was extended to “locally-
insured persons” residing in rural areas in July 1995 and in urban areas in
April 1999. The term “locally-insured persons” is defined as the self-employed,
including farmers and fishermen, temporary and daily workers, workers at firms
with less than five employees, family workers and the unemployed. As a result of
these measures, the number of insured persons jumped from 4.4 million in 1988
to 16.2 million in 1999. However, the number of persons paying contributions to
the NPS was lower at 10.7 million, less than half of the labour force and a third of
the working-age population (Figure 29). Of those in the labour force who did not
pay contributions in 1999 – 10.9 million persons – half were insured persons, while
the remainder were not covered by the NPS for various reasons.35 An international
comparison of 75 countries suggests that the proportion of the labour force con-
tributing to the public pension system in Korea in 1999 remained somewhat low,
given the level of income (World Bank, 2000).

In addition to the relatively low proportion of contributors to the NPS, the
contributions made by locally-insured persons are quite small, in part due to a
lower contribution rate (Table 21). As a group, they accounted for half of the number
of contributing persons in 1999 but only 10 per cent of total contributions
(Figure 30). This occurred despite government subsidies for contributions by
© OECD 2001
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Figure 29. Share of population contributing
to the National Pension Scheme

1. Includes the self-employed, temporary and daily workers, employees at firms with less than five workers and the
unemployed.

2. Persons in the 60 to 64 age group continuously employed at a workplace who voluntarily contribute to the NPS.
Source: National Pension Corporation.
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Figure 29. Share of population contributing
to the National Pension Scheme

1. Includes the self-employed, temporary and daily workers, employees at firms with less than five workers and the
unemployed.

2. Persons in the 60 to 64 age group continuously employed at a workplace who voluntarily contribute to the NPS.
Source: National Pension Corporation.
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Figure 29. Share of population contributing
to the National Pension Scheme

1. Includes the self-employed, temporary and daily workers, employees at firms with less than five workers and the
unemployed.

2. Persons in the 60 to 64 age group continuously employed at a workplace who voluntarily contribute to the NPS.
Source: National Pension Corporation.
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farmers and fishermen – part of the locally-insured – amounting to 14 per cent of
their total payments.36 The failure of the locally-insured to report fully their
income to the NPS, as well as to the tax authorities, reflects an insufficient
framework for detecting the income of this group, which includes the self-
employed (see 2000 Survey). Under-reporting of income – which reduces the
size of future pension benefits – may be due to a low level of understanding of
the NPS and scepticism about its long-run viability. In addition, many locally-
insured persons – such as daily and temporary workers and those at firms with
less than five employees – have low incomes, reducing their willingness to set
aside income for retirement. Alternatively, the redistributive element in the
NPS (see below) may allow workers to under-contribute and still obtain an
adequate retirement income.

The NPS redistributes income by calculating an individual’s pension ben-
efit on the basis of the average wage of all insured persons, as well as the individ-
ual’s wages. In essence, this is equivalent to providing the same basic pension
benefit to all insured. Before 1999, the average wage of all insured was given a
greater weight than the individual’s wage in determining that person’s pension
benefit (Table 22). Consequently, the replacement rate for a worker who had
earned half of the average wage would have been 82.5 per cent after thirty years of
contributions, while that for a worker who had earned 50 per cent above the aver-
age wage would have been 42.5 per cent. However, these replacement rates would
not be achieved until 2018, since they are based on thirty years of contributions.

Table 21.  Contribution rates in the National Pension Scheme
Per cent of income

1. Between 1993 and 1998, employers were allowed to place part of their contributions in reserves to pay retirement
allowances for departing employees.

2. The contribution rates of locally-insured persons is scheduled to rise 1 per cent every year from July 2000 until
reaching 9 per cent in 2005.

3. The self-employed, temporary and daily workers, employees at firms with less than five workers and the unem-
ployed.

Source: National Pension Corporation.

Year 1988-1992 1993-1997 1998 1999 2000

Insured persons
in work-places

Total 3.0 6.0 9.0 9.0 9.0
Employees 1.5 2.0 3.0 4.5 4.5
Employers 1.5 2.0 3.0 4.5 4.5
Retirement 

payment reserve1 – 2.0 3.0 – –

Year 1988-1994 1995-1997 1998 1999 2000

Locally-insured persons in rural areas2, 3 – 3.0 3.0 3.0 4.0
Locally-insured persons in urban areas2, 3 – – – 3.0 4.0
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Indeed, payment of regular NPS old-age pensions will only begin in 2008, once the
initial participants meet the minimum twenty years of contributions. In addition,
recipients must be at least 60 years old, an eligibility age considerably below the
mean of 65 years in the OECD area. However, two types of NPS old-age pensions
were paid to a total of 176 000 persons in 1999; the special old-age pension, which cov-
ers persons over age 60 with an insured period of at least five years, and the early
old-age pension, which is paid to those between the ages of 55 and 59 without jobs
and at least ten years of participation in the NPS (Table 23). Since the level of ben-
efits depends on the number of years of contributions, the average pension paid
under both categories in 1999 was less than one-tenth the average wage
(Table 24). Consequently, total outlays for old-age pensions under the NPS
amounted to less than 0.1 per cent of GDP.37

In sum, pension outlays have been limited by the relatively small number
of elderly and the immaturity of the NPS. Indeed, the maturity ratio – the ratio of
recipients to contributors – was 1.6 per cent in 1999. Meanwhile, contributions to
the partially-funded NPS rose to 1.8 per cent of GDP in 1999 with the increase in
coverage. Consequently, the scheme is accumulating significant reserves, which
totalled 10 per cent of GDP by 1999 (Figure 31). The Fund is managed by the
National Pensions Management Committee, which is chaired by the Minister of
Health and Welfare. Beginning in 1994, two-thirds of the NPS’ surplus was auto-
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Figure 30. Contributions to the National Pension Scheme
Per cent of GDP

1. The self-employed, temporary and daily workers, employees at firms with less than five workers and the
unemployed.

2. This group was added to the NPS in July 1995.
3. This group was added to the NPS in April 1999.
4. Includes payments by voluntarily-insured persons and employees in the 60 to 64 age group.
Source: National Pension Corporation.
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matically lent to the central government (Panel B), limiting the scope to
develop the capital market through increased investment. A small proportion
has been used for the construction of welfare facilities, such as institutions to
care for children or the elderly. The remainder of the Fund – around 30 per
cent – has been invested in financial assets, including government and corpo-
rate bonds, equities, deposits in trust accounts, time deposits and beneficiary
certificates (Table 25). Since its creation in 1988, the rate of return on the Fund
has averaged 11.6 per cent, about four-fifths of the average market yield. The
difference is largely due to a lower rate of return on investments in the public
and welfare sectors.

Table 22.  Replacement rates by level of income

1. The old formula for the annual pension benefit was 2.4 × (A + 0.75B)(1 + 0.05n), where A is the average monthly
income of all insured, B is the average monthly income of the contributor and n is the number of years of contribu-
tions over 20.

2. The new formula was introduced in 1999. 
3. The replacement rate cannot exceed 100 per cent.
4. Indexation formula gives a 0.2 weight to wages and 0.8 to prices.
5. Prices for the basic scheme and wages for the earnings-related portion.
Source: OECD calculations and OECD (2001a).

A. In Korea

Twenty years Thirty years Forty years

Old 
formula1

New 
formula2

Old 
formula1

New 
formula2

Old 
formula1

New 
formula2

A. 50% of average wage 55.0 45.0 82.5 67.5 110.03 90.0
B. Average wage 35.0 30.0 52.5 45.0 70.0 60.0
C. 150% of average wage 28.3 25.0 42.5 37.5 56.7 50.0
Ratio of A to C 1.94 1.80 1.94 1.80 1.94 1.80

B. In other OECD countries

Maximum replacement 
rate

Statutory retirement age 
(men/women)

Indexation of benefits

Belgium 60 65/61 Prices
Finland 60 65 Prices and wages4

France 80 60 Prices and wages5

Germany 70 65 Net wages
Japan 30 60/55 Net wages
Norway 67 67 Wages
Portugal 80 65 Prices
Spain 100 65 Prices
Sweden 60 60 Prices
United Kingdom 20 65/60 Prices
United States 41 65 Prices
© OECD 2001
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Table 23.  National Pension Scheme programmes

1. In the equation, A denotes the average monthly income of all insured persons while B is the average monthly
income of the individual.

2. The additional pension amount was set at 161 250 won for spouse and 107 500 won for children and parents. The
amount is adjusted each year by the change in the consumer price index.

Source: National Pension Corporation.

Type of benefit
Eligibility 
conditions

Calculation of annual pension 
benefits1 Level of benefits2

O
ld

-a
ge

 p
e

ns
io

ns

Full old-age 
pension

– Insured term of more 
than 20 years

– At least 60 years old

P1 = 1.8(A+B)(1+0.05n)
n: the number of years of 
insured term in excess of 20

100% of P1 + additional 
pension

Active old-age 
pension

– Insured term of more 
than 10 years

– Economically-active 
persons between
60 and 64

P2 = P1 (or P3) × (0.5+0.1n)
n: the number of years 
above age 60

50% to 90% of P1 or P3 
(no additional pension)

Reduced old-age 
pension

– Insured term of 
between 10 and
20 years

– At least 60 years old

P3 = 1.8(A+B)(0.475+0.05n)
n: the number of years of 
insured term in excess of 10

47.5% to 92.5% of 
1.8(A+B)
+ additional pension

Early old-age 
pension

– Insured term of more 
than 10 years

– Non-active persons 
aged at least 55

P4 = P1 (or P3) × (0.75+0.05n)
n: the number of years 
above age 55

75% to 95% of 
P1+ additional pension

Special old-age 
pension

– Insured term of more 
than 5 years

– More than 45 years 
old when NPS 
introduced

– At least 60 years old

P5 = 1.8(A+B)(0.25+0.05n)
n: the number of years of 
insured term in excess of 5

25% upwards of 
P1 + additional pension

Disability pension – Disability due to 
sickness or injury 
during period of 
coverage

P6 = between 60% and 100% 
of P1, depending on 
severity

P6 + additional pension

Survivor pension – Death of the insured
– Death of the 

recipients of old-age 
or disability pension

– Insured term of less than 
10 years: P1 × 0.4

– Insured term of between 
10 and 19 years: P1 × 0.5

– Insured term of more 
than 20 years: P1 × 0.6

Between 40% and 60% 
of P1 + additional 
pension

Lump-sum refund – Insured term of less 
than 10 years

– At least 60 years old

– Contributions + statutory 
interest
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• Recent reforms of the NPS

The government, concerned about the sustainability of the NPS, estab-
lished the National Pension Reform Board in 1997, which led to a number of para-
metric reforms the following year. First, the pension benefit accrual rate was
lowered from 1.75 to 1.5 per cent. As a result, the benefit for an average-income
worker with forty years of contributions would fall from 70 per cent of the present
value of their lifetime average annual income to 60 per cent.38 This is projected to
reduce the total amount of pension benefits paid in 2050 by one-fifth. Despite the
reduction, the average replacement rate when the NPS reaches maturity would be
comparable to that in many European countries (Table 22). Second, the government
mandated a gradual increase in the pension eligibility age from 60 to 65 over the
period 2013 to 2033, reducing expected pension expenditures in 2050 by another
10 per cent. The combined effect of the two reforms would thus lower pension out-
lays in 2050 by 28 per cent. While these changes improve the financial sustainabil-
ity of the pension system, changing the NPS only ten years after its introduction
may have weakened its credibility. In addition to cutting average replacement
rates, the 1998 reform also made the NPS less progressive by giving equal weight
to the individual’s earnings and the average wage of all the insured. Consequently,
the reform will narrow the gap between the replacement rates of high and low-
income earners (Table 22). Finally, the government decided to boost the contribu-
tion rate for both the urban and rural self-employed by 1 percentage point each

Table 24.  Benefits paid by the National Pension Scheme
Thousand persons in 1999 and per cent

1. The 20 to 64 age group, which totalled 29.9 million in 2000.
2. One-time payment.
3. Total payments amounted to 0.8 per cent of GDP. For the average benefit paid, the total line shows the average of

the four monthly payments (the top four lines).
Source: National Pension Corporation.

Type of benefit
Number of 

beneficiaries

Share of 
working-age 
population1

Total amount 
in billion won

Average benefit paid

Thousand 
won

Per cent 
of average 

wages

Early old-age pension 26.1 0.1 45.1 1 723.6 9.0
Special old-age pension 149.4 0.5 254.5 1 703.4 8.9
Invalidity pension 16.9 0.1 45.7 2 705.5 14.1
Survivor pension 93.2 0.3 132.0 1 416.7 7.4
Invalidity lump-sum compensation2 1.9 0.0 11.9 6 114.9 n.a.
Lump-sum refund2 962.9 3.2 3 378.8 3 508.8 n.a.
Lump-sum death payment2 4.1 0.0 4.0 972.6 n.a.

Total3 1 254.6 4.2 3 872.0 1 671.0 9.4
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July beginning in 2000, bringing it to the 9 per cent rate paid by employees
in 2005. While this may discourage the participation of the self-employed in the
NPS, it should boost their pension contributions.

To enhance the transparency and autonomy of the National Pensions
Management Committee, it was enlarged from 16 to 21 members in 1999 by add-
ing five additional representatives from the private sector. At present, the commit-
tee consists of six government officials, one from the NPS, three each from labour
and management federations, two private-sector experts and six representatives
from rural and urban organisations. In 1998, it was decided to phase out the policy
of mandatory loans to the government, resulting in a decline in the share lent to
the government from 70 per cent to 57 per cent that was offset by an increasing
share invested in the financial sector (Table 25). The allocation of investments in
the financial sector has been rather volatile thus far, with the share in corporate
bonds, for example, jumping from 8.7 per cent in 1999 to 30.2 per cent in 2000
(Panel B). Other changes were implemented at the end of 2000 to enhance the

Table 25.  The National Pension Fund

1. Investment in facilities for the elderly and children.
2. Corporate paper, notes, CDs, etc.
3. Money in trust and time deposits.
Source: National Pension Corporation.

A. Investment by sector

Per cent of total
Average rate of return

1988 1999 2000

Public sector 54.6 67.8 56.9 10.6
Welfare sector1 0.0 2.1 1.2 10.8
Financial sector 45.4 30.1 41.9 13.0

Total 100.0 100.0 100.0 11.6

B. Investment in the financial sector

Per cent of total Average 
annual rate 

of return

Standard 
deviation

1988 1999 2000

Corporate bonds 10.8 8.7 30.2 13.2 1.6
Government bonds 10.3 39.1 40.2 13.2 0.9
Equities 0.0 10.0 15.4 17.0 51.8
Short-term products2 13.5 17.6 7.5 11.9 2.7
Beneficiary certificates 24.8 14.2 4.9 7.6 15.8
Other3 40.6 10.4 1.8 14.2 1.6

Total 100.0 100.0 100.0 13.0 –
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Fund’s stability and profitability. In particular, the Fund was allowed to invest
overseas, as well as in KOSDAQ and in futures and options.

Occupational pension schemes

Prior to the establishment of the NPS, three pension systems for specific
occupations were created: civil servants (1960), military personnel (1963) and pri-
vate-school teachers (1975). The civil service scheme, which includes public-
school teachers, insured almost one million persons by 1997. Although the num-
ber has fallen during the past few years as government employment has declined
and the retirement age for teachers was reduced, it still covers about 5 per cent of
the labour force. With 350 000 persons insured by the other two schemes, the
occupational plans cover a total of 1.3 million persons, about 4 per cent of the
working-age population (Table 26). Each pension plan is managed separately by
different government ministries. Pension portability is permitted within the three
occupational systems but not between the NPS and the occupational systems,
thus hindering labour mobility. The occupational schemes differ in a number of

Table 26.  Occupational pension schemes 

1. Number of beneficiaries is estimated to have increased from the 66 000 reported in 1996.
2. 1999.
3. Includes other revenue, notably interest from the fund.
4. The total in the “government contributions” column includes funds 151 billion won from private schools.
Source: Hyung-Pyo Moon (2000).

A. Coverage (thousand persons)

Number of 
insured

Number of 
beneficiaries

Average monthly pension

In thousand won
Per cent of 

average wage

Civil servants 952.0 82.0 1 143.0 80.1
Military1 154.0 70.0 915.6 64.2
Private-school teachers2 207.7 10.0 1 342.1 94.1

Total 1 313.7 162.0 1 057.1 74.1

B. Financial situation (billion won in 1998)

Government 
contributions

Employee 
contributions

Government 
subsidy

Total 
revenue3

Total 
expenditures

Balance Fund

Civil servants 1 009.0 965.4 0.0 3 316.3 5 069.8 –1 753.5 4 784.4
Military 130.6 130.6 537.1 942.1 769.2 172.9 414.4
Private-school teachers4 208.5 241.5 0.0 995.7 552.2 443.5 3 442.8

Total 1 348.1 1 337.5 537.1 5 254.1 6 391.2 –1 137.1 8 641.6

As per cent of GDP 0.3 0.3 0.1 1.2 1.4 –0.3 1.9
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ways from the NPS. First, the pension benefit accrual rate is higher, resulting in a
replacement rate of 76 per cent for a worker with the maximum 33 years of contri-
butions.39 Second, pension benefits have been indexed to wage levels, rather than
consumer prices as in the NPS, resulting in a faster rate of growth. Civil servants
also receive a lump-sum retirement allowance, fully-financed by the government,
equal to 60 per cent of their final monthly salary for every year of employment. At
the end of the 1990s, the average pension for the 160 000 persons receiving bene-
fits was around 70 per cent of the average wage.

The civil servant and military personnel schemes have reached maturity
as workers with 33 years of contributions are receiving benefits. Despite a steady
increase in contribution rates to 17 per cent, both are already running financial
deficits as a result of paying benefits that are too high relative to contributions.
The situation of the civil service scheme, which first incurred a deficit in 1995, has
been exacerbated by government restructuring following the crisis, which has
reduced the number of contributors. At the same time, the amount of benefit pay-
ments, including lump-sum refunds, increased as the number of people leaving
government employment rose. As a result, the civil service scheme is receiving a
subsidy from the government in 2001. The military personnel scheme is in even
more severe financial difficulty in the context of a constant number of contributors
and a continuous rise in beneficiaries. The reserve fund was depleted in 1977 and
the scheme has relied on a government subsidy, which in 1998 was more than four
times greater than the contributions from the insured. The plan for private-school
teachers, though, remains in surplus, thanks to its large reserve fund. However,
with the 49 per cent average annual growth in expenditures since 1975 outstrip-
ping the 27 per cent rise in revenues, problems are likely to emerge in the future.

Several reforms have been adopted recently to address the growing prob-
lems in the occupational pension schemes. First, a minimum pension age of 50 was
established for civil servants with less than twenty years of contributions as of
January 2001. The minimum age will be gradually increased to 60 by the year 2020.
Second, the indexation of benefits was shifted from wages to prices.40 Third, benefits
will be based on earnings during the last three years of work, rather than on the
final year. Fourth, a person who finds a new job after leaving public service is not
allowed to collect the full amount of the pension, although this may discourage
older workers from remaining in the labour force.

The implications of the current system for the income of the elderly

Even after the NPS reaches maturity at around the year 2030, the level of
retirement income will vary widely across the labour force, reflecting different
pension programmes, the less than universal coverage and the retirement allow-
ances provided to some employees. An employee with forty years of service at a
firm who earned the average wage and had not already touched his or her retirement
© OECD 2001
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allowance would receive a benefit that could take the form of an annuity providing
around 30 per cent of average annual income. In addition, that employee would
also receive an NPS pension providing 60 per cent of lifetime earnings. The total
replacement rate would thus be around 90 per cent (Figure 32), a very high level
by international standards. To finance such generous benefits, the combined bur-
den of the NPS and the retirement allowance would have to exceed a quarter of
the wage bill. For participants in the occupational schemes, an even higher
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replacement rate could be obtained after 33 years of work. However, the replace-
ment rates for the self-employed or employees not receiving a retirement allow-
ance would be considerably lower. For such a worker earning the average wage,
the total replacement rate would be 60 per cent, assuming that contributions had
been fully paid. Finally, given that the number of contributors to the NPS is cur-
rently limited to half of the labour force, a majority of workers in 2030 would not
receive the full pensions shown in Figure 32, which are based on forty years of
contributions.

Social welfare programmes for the elderly

As noted above, the proportion of the elderly receiving old-age pensions
is low at present. About 2½ per cent of the population over age 55 in 1999
received old-age benefits from the NPS and the share remained under 5 per cent
after adding the occupational schemes.41 Total expenditures – including old-age,
disability and survivor benefits under the NPS and the occupational schemes –
amounted to about 1 per cent of GDP in 1997, well below the OECD average of
9 per cent (Figure 33). Given the immaturity of the pension systems, social assistance
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survivor pensions. Differences in the tax treatment of pensions across countries are not taken into account. The
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programmes will remain the major policy tool to affect the income of the elderly
during the next decade. However, social assistance in Korea remains limited com-
pared to other OECD countries. The major source of support is the Livelihood Pro-
tection Programme, which is means-tested based on income, including the earning
capacity of the extended family, and assets. In 1999, 2 million persons – 4.1 per cent
of the population – received benefits under this programme.42 These programmes,
though, covered only half of those with income under the minimum cost of living,
reflecting the tight eligibility conditions. The introduction of a “productive wel-
fare” system in October 2000 makes benefits, which had been subject to the avail-
ability of funds, a right. However, with the eligibility conditions virtually unchanged,
the number of recipients is projected to rise less than 3 per cent in 2001.

Among the recipients of benefits under the Livelihood Protection Pro-
gramme in 1999 were 250 000 persons over the age of 65 – about 8 per cent of the
elderly population. The cash benefit level under the pre-2000 system was
restricted to a maximum of 60 per cent of the minimum cost of living. An addi-
tional 375 000 elderly persons with low incomes received a small old-age allow-
ance in 1999 that was set at 50 000 won (about 3 per cent of the average wage) for
those over the age of 80 and 40 000 won for those between the ages of 65 and 79.
In addition to the limited coverage and low benefits provided by social assis-
tance, disability pensions, a popular device to support the elderly in some OECD
countries,43 have been relatively unimportant in Korea following their introduction
in 1988. A decade later, there were less than 17 000 recipients (Table 24). More-
over, less than half of the recipients were over the age of 50. Survivor pensions are
more important, providing benefits to almost 100 000 persons in 1999, of whom
about half were under the age of 50. The amount of such benefits, which are pro-
vided in the case of the death of an insured person or recipient of an old-age or
disability pension, are relatively small, given the limited contribution period.

Healthcare for the elderly

Total healthcare spending in Korea is one of the lowest in the OECD at
5 per cent of GDP in 1998, of which the government share was about half. Korea’s
healthcare system, which resembles in some respects its Japanese counterpart, is
based on universal health insurance coverage and fee-for-service payment for pro-
vision of care. Patients have a large degree of freedom in the choice of doctors,
although a referral system through primary-care doctors has been in effect
since 1989 for access to special hospitals and general hospitals in the region
where patients live and to all medical services outside that region.44 Service pro-
viders are predominantly private but under extensive government regulation on
the prices of drugs and medical services that are reimbursed by insurers as well as
on the supply side more generally. The regulation of prices, combined with high
co-payments, which range from 20 per cent for hospitalisation to 50 per cent for
© OECD 2001
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outpatient care at a general hospital,45 explain the low level of healthcare spend-
ing in Korea. Another factor has been the important role of pharmacists, which to
some extent have provided a cheaper substitute for doctors for persons suffering
minor ailments. In 1997, 42 per cent of medical visits were to pharmacists, with an
average cost that was less than a third that of a visit to a doctor. As in Japan and
some other countries in Asia, pharmacies were allowed to sell drugs without a doc-
tor’s prescription while doctors were allowed to sell a set of approved drugs
directly to patients. Concerned that this practice was contributing to over-prescription
of drugs, the government imposed a complete separation between prescription
by doctors and dispensing by pharmacies in August 2000.

Given the low level of spending, the contribution rate for medical insur-
ance is set at only 3.4 per cent of wage income, split equally between the
employee and the employer with no capping.46 Universal coverage, which was
implemented in 1989, has been assured by three types of schemes: a programme
for civil servants; 139 workplace schemes covering firms with at least five employ-
ees; and 227 regional schemes covering the self-employed. The contribution rates
varied widely between insurance schemes, with the government subsidising the
deficits in the regional schemes. The government has launched a major reform to
create a single National Health Insurance by integrating the existing schemes. The
objective is to eliminate the gaps in insurance contributions across the various
funds despite the subsidy, which was intended to compensate for differences in
health risks across the funds. The administrative integration was achieved in 2000, but
financial integration has been lagging owing to the difficulties in arriving at a formula
for fixing the premiums for the self-employed in ways that would ensure horizontal
equity vis-à-vis wage earners. Once fully integrated, the National Health Insurance
would be similar to the Sickness Insurance in the French Social Security system.

Over 95 per cent of elderly Koreans are covered by health insurance,
while the remainder are taken care of by social welfare programmes that provide
medical care. The elderly are usually included on the insurance of their oldest
child, even if they live in a separate residence.47 Otherwise, they are required to
pay insurance premiums by themselves. Although the benefits covered by health
insurance are fairly extensive, the co-payments noted above, which are not
capped, represent a significant financial burden on the elderly. The burden has
been especially large for those suffering serious illness, given the limits on the
reimbursable period of treatment that existed until very recently.

Family members have traditionally provided care for the frail elderly.
Given the reliance on family care as well as the low proportion of elderly in the
population, long-term care services have not been well developed (Box 4). While
family care is still prevalent, it has become increasingly difficult to rely on this
source owing to changing social values, the fall in family size and the increasing
participation of women in work and voluntary activities. Indeed, the number of
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elderly living alone doubled from 6.6 per cent in 1985 to 13.2 per cent in 1995. In
view of these changes, the government has begun to pay attention to the provi-
sion of long-term care for the elderly, focusing on increasing capacity rather than
improving the quality of care. The number of welfare facilities (and of residents)
increased by 35 per cent (38 per cent) over the three years to 2000 and is
expected to continue rising at a rapid pace.

Box 4. Provision of long-term care for the elderly

Long-term care is provided in two ways. First, service is provided to the eld-
erly staying at home. There are currently 78 home-help service centres that send
helpers to the elderly. Home assistance is complemented by services at 42 day-
care centres and 21 short-term care centres. These services are available free of
charge for the recipients of public assistance, at reduced fees for poor elderly and
at full price for others. Second, the elderly receive services in long-term care facili-
ties. In 2000, 13 172 persons (0.4 per cent of those aged 65 and over) were cared
for in 233 facilities. There are three kinds; private fee-paying facilities for the rela-
tively wealthy elderly; low-cost facilities provided by charitable groups, often at
subsidised fees for particular groups of elderly; and free facilities for poor elderly
provided as social assistance (Table 27). The financing of the free home and insti-
tutional services is shared equally by the central government and municipalities
except Seoul, which bears 70 per cent. The government provides financial support
to low-cost institutions run by charitable groups and caps the fees at 310 000 won
for elderly homes, 340 000 won for nursing homes and 535 000 won for dementia
nursing homes. For private-sector institutions, the government sets minimum
standards for equipment, facilities and the number of staff.

Table 27.  Welfare facilities for the elderly in 2000

Source: Ministry of Health and Welfare.

Government sector (free)
Charitable group 
(subsidised fees)

Private sector (market price)

Total
Elderly 
home

Nursing 
home

Dementia 
nursing 
home

Elderly 
home

Nursing 
home

Elderly 
home

Nursing 
home 

Dementia 
nursing 
home

Special 
elderly 
home

Number
of facilities 233 92 76 21 4 13 20 4 1 2

Number of 
residents 13 172 4 779 4 561 1 975 98 724 654 60 139 182
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The impact of ageing under the current framework

Population ageing will slow economic growth at the same time that a rising
dependency ratio will increase the demands for public spending on pensions and
healthcare for the elderly. These issues have been analysed by the OECD’s
Ad Hoc Working Group on the Fiscal Implications of Ageing (Box 5). The work on
Korea in this exercise was based on a central scenario of 2.9 per cent average
annual growth over the next five decades (see Annex I). The growth projection is
based on the assumption that male labour force participation rates remain
unchanged, while those for females increase significantly, thus limiting the decline
in the labour force following its peak in 2025 (Figure 34). This section discusses the
fiscal impact of population ageing in this scenario followed by an assessment of
the fiscal sustainability of the current system. While a discussion of developments
over the next half-century is necessarily speculative, quantifying a range of poten-
tial outcomes helps to identify the challenges facing policymakers.

The fiscal effect of ageing

Under the long-term economic scenario outlined in Annex I, the Korean
experts in the working group projected that public expenditures on old-age pen-
sions under the NPS and the occupational pension schemes, including disability
payments, survivor payments and lump-sum refunds, would rise from 2.4 per cent of
GDP in 2000 to 10.5 per cent by 2050. The 8-percentage point rise is among the largest
of the 22 OECD countries included in the working-group exercise (Figure 35), reflect-
ing, in part, the fact that Korea’s public pension system is at a relatively early stage
compared to other OECD countries. The projected rise is similar to a recent pro-
jection by the World Bank. Moreover, sensitivity tests showing the impact of differ-
ent assumptions about fertility, life expectancy, and labour force participation
rates suggests a fair degree of robustness for these results.

The 8-percentage point projected rise in expenditures is equally due to
the ageing of the population and the increased number of eligible persons as the
NPS matures. Indeed, the number of recipients of public pensions, including the
occupational schemes, may increase at a 6½ per cent average annual rate, boost-
ing the absolute number from 350 000 in 2000 (10 per cent of the over 65 age pop-
ulation) to nearly 10 million in 2050 (80 per cent). In addition to expanded
coverage, the average benefit will increase from the current level of less than
10 per cent of average wages towards the target rate of 60 per cent. While the
amount of expenditure by programme is not available from the working-group
exercise, the bulk of the increase is likely to be accounted for by the NPS. Accord-
ing to an estimate by the Pension Reform Task Force, NPS outlays will rise at a
7 per cent average annual rate, adjusted for inflation, over the next fifty years,
boosting its share of GDP by 5 percentage points. Rising expenditures under the
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Box 5. The OECD’s Ad Hoc Working Group on the Fiscal Implications
of Ageing

An OECD working group has conducted a co-ordinated multinational exercise
on the fiscal impact of population ageing over the period 2000 to 2050. Country
experts have used country-specific models embodying complex institutional
details to make estimates of the effect. To provide consistency between the indi-
vidual country estimates, common assumptions about the broad macroeconomic
environment were agreed to by the countries. The major assumptions were:

– Fertility rates converge to a range of 1.5 to 1.8 by 2050. For Korea, the rate is
projected to rise from 1.7 to 1.8 between 2000 and 2015 and then decline to
1.55 by the end of the period.

– Life expectancy increases by 4½ years for men and 3¾ years for women
over the next fifty years. For Korea, it is assumed to rise by 6 and 4.9 years
for men and women, respectively, reflecting the lower starting point.

– Labour force participation rates remain constant for men, while those for
women converge to within 5 percentage points in countries with widely-
available subsidised childcare and 10 percentage points in other countries.
For Korea, the participation rate for women between the ages of 20 and 54
is projected to rise to 77 per cent, narrowing the gap with men in that age
group from 29 to 10 percentage points. In the 55 to 64 age cohort, the female
rate increases from 52 to 60 per cent, reducing the gap from 22 to 14 per-
centage points over the fifty-year period. It was also assumed that the par-
ticipation rate for those over 65 in Korea falls from 32 to 29 per cent over the
same period.

– Labour productivity growth converges to an annual rate of 1¾ per cent, with
a higher rate allowed in low-productivity countries. For Korea, a rate of 2.7 per
cent through the year 2050 is projected.

In the case of Korea, experts at the Korea Development Institute, a govern-
ment-funded research organisation, made the projections based on these
assumptions.

The projections for individual countries cover a wide range of expenditure items.
– Old-age pension spending, including survivor pensions. In the case of

Korea, this includes the NPS and the occupational pension schemes.
– Early-retirement programmes, such as certain active labour market pro-

grammes, unemployment and disability pensions. In Korea, disability pen-
sions were included in this category.

– Healthcare for the elderly, including ambulatory and acute hospital care,
as well as pharmaceuticals.

– Long-term care, including retirement homes and nursing care.
– Education spending at all levels.
– Family and child allowances, which do not exist in Korea.
As a general rule, the assumptions on spending are based on policies legis-

lated no later than 2000. Thus, Korea’s 1998 pension reforms are included.
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Figure 34. Labour force projections

1. Population in the 20 to 64 age group.
2. Projection by KDI prepared as part of the OECD’s Ad Hoc Working Group on the Fiscal Implications of Ageing.
3. Assumes that participation rates remain at their 2000 levels for each age group of men and women.
4. As per cent of population over the age of twenty.
Source: KDI and OECD calculations.
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occupational schemes over the next five decades would account for the rest of the
increased pension outlays. As noted above, the civil service and military schemes
are already running deficits. Under the current framework, the deficit on the civil
service scheme would reach 3 per cent of GDP around 2030. To finance the current
system without relying on government subsidies would require a contribution rate
of around 25 per cent.48 The private-school teachers’ system is projected to record
deficits beginning in 2018 that would exhaust its reserves by 2029.

Healthcare expenditures on the elderly will also rise as the population ages.
However, projections in this area are more difficult than for pensions, since medical
spending depends on the behaviour of individuals and advances in technology, which
are inherently unpredictable. Moreover, it is uncertain whether healthcare expendi-
tures are driven by having more people that are relatively old or more people in the
final years of their lives. The average increase for the other countries in the working
group exercise for which estimates are available is 3 to 3½ per cent of GDP over the
next fifty years. One would normally expect a significant rise in Korea as well over that
period, given the rapid population ageing that is projected.

In many OECD countries, the decline in the number of children is
expected to reduce government expenditure at the same time that ageing
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increases it. In the exercise outlined in Box 5, age-related spending, apart from
pensions and healthcare, was projected to fall by an average of one percentage
point of GDP, primarily reflecting lower outlays on education. Korea also projects a
decline in the absolute number of youth under the age of 20, from 14 million to
9.3 million between 2000 and 2050, thus reducing their share of the total popula-
tion from 30 to 20 per cent. However, the projections for Korea do not include a
cut in education spending, which was 3.6 per cent of GDP in 1994, compared to the
OECD average of 5.1 per cent. Maintaining spending levels would allow a reduc-
tion in class sizes, which are among the highest in the OECD area.

Assessment of fiscal sustainability

The generosity of pension benefits, combined with the rapid ageing of the
population, make the financing of the current pension system problematic. It is
true that Korea has a low tax pressure at present and the 8-percentage point pro-
jected rise in public pension outlays would only put it in the middle range of
OECD countries in 2050. Nevertheless, the extent of the change may well have a
profound impact on the Korean economy. To ensure the long-run sustainability of
the NPS, the contribution rate would have to double to 17.2 per cent over the next
three decades.49 Combined with the retirement allowance system, pension contri-
butions would total 25.5 per cent of wages, with a likely negative impact on the
labour market and the potential growth rate. Indeed, a majority of the members of
the Pension Reform Task Force agreed that the contribution rate for the NPS alone
should not rise above 15 per cent of wages, while a minority believed that 10 per
cent should be the maximum, with the remainder borne by the government bud-
get. Moreover, North Korea presents an enormous potential fiscal burden to South
Korea. Although the timing of the costs is uncertain, it would be prudent to main-
tain tax pressure at relatively low levels to enhance the ability to respond to the
challenge posed by economic integration with the North (see Annex II).

Korea faces a difficult challenge in trying to introduce a generous, partially-
funded public pension scheme – in the context of a rapid demographic shift – to a
population unfamiliar with the concept of a pension. Indeed, the hike in the con-
tribution rate necessary to sustain the NPS would tend to discourage increased
participation. As noted above, 5.2 million regular employees accounted for about
half of the contributors to the NPS in 1999. Of the remaining 16.4 million people in
the labour force,50 only 5.5 million, or one-third, have opted to pay contributions
to the NPS, which for most of them, is obligatory. The proportion contributing
remained low despite a contribution rate of only 3 per cent until July 2000 and a
pension benefit providing a replacement rate of 60 per cent on average. The
planned hike in the contribution rate to 9 per cent for locally-insured persons
by 2005, as well as the further increases likely to be necessary in the future, will tend
to limit the increase in the number of contributors to the NPS. Even assuming that
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coverage increases as hoped, maintaining the viability of the NPS requires a large
net transfer of income from individuals under the age of 35 in 1998 to those above
that age (Figure 36). Despite the enormity of the challenge, the relative youthful-
ness of the population and the immaturity of the public pension scheme facilitate
major reforms in Korea. In contrast, existing institutions and “acquired rights”
greatly complicate effective reform in many other OECD countries.

Policies to cope with the ageing of the population

The 1998 OECD report, Maintaining Prosperity in an Ageing Society, identified
seven principles to deal with demographic change (Box 6). The most crucial
aspects from a Korean perspective are the recommendations to reduce the public
expenditure burden of ageing and to provide retirement income from a variety of
sources so as to diversify risk, achieve a better balance of burden-sharing
between generations and give individuals more flexibility. This section starts by
outlining a multi-pillar approach that would achieve these goals. The following
sections discuss policies to encourage labour force participation by older workers,
tax pension income, improve the management of pension reserves, reform the
healthcare system and ensure the adequacy of the social welfare system.
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Box 6. Maintaining prosperity in an ageing society

This 1998 OECD report identified seven principles to help countries prepare
for the impact of population ageing. The principles encompass a multi-faceted
approach, covering fiscal, social, labour market, financial market, health and edu-
cation policies. The report emphasises the importance of implementing these pol-
icies before demographic pressures begin to emerge. The seven principles are
listed below with a short description of Korea’s progress in each area.

1. Remove financial incentives to early retirement and financial disincen-
tives to later retirement. At present, the NPS does not appear to weaken
work incentives, given the relatively small number of contributors to the
system and the low benefits. Moreover, the seniority wage system puts a
premium on remaining in the workforce. As the pension system matures
and the seniority wage system weakens, care should be taken to avoid any
disincentives to work. One concern in this area is the low retirement age of
55 in place at many companies.

2. Ensure more job opportunities for older workers and equip them with
the necessary skills. In the wake of the financial crisis, Korea faces an
emerging problem of unemployment among workers over the age of 50. In
part, this is due to restructuring of the financial and corporate sectors. Pro-
viding opportunities for re-training for older workers is important in order to
maintain the currently high employment to population ratio for this group.

3. Reduce the fiscal burden of ageing, perhaps through reductions in bene-
fits and anticipatory hikes in contribution rates. Korea faces a large fiscal
impact from ageing that should be addressed by the systemic reforms pro-
posed in this chapter.

4. Provide retirement income through a mixture of tax and transfer systems,
funded systems, private savings and earnings in order to diversify risk,
achieve a better balance of burden-sharing between generations and give
individuals more flexibility. Korea’s present system is too centred on public
provision of income and is likely to result in large transfers between genera-
tions. Systemic reforms of the type described in the chapter are essential.

5. Achieve greater cost-effectiveness in health and long-term care of the
elderly. At present, Korea’s healthcare system provides a low level of ser-
vice at a low price. Reforms to increase efficiency in the system are essen-
tial to cope with ageing and rising income, which create demand for
increases in the quality and quantity of healthcare.

6. Develop a modern and effective regulatory framework for private pen-
sions. Weak supervision of financial institutions, such as life insurance com-
panies and investment trust companies, has hindered the development of
individual pension accounts. In moving to a system of corporate pensions,
an effective regulatory framework will be essential.

7. Create a strategic policy framework. Ensuring co-ordination between
ministries responsible for policies related to the elderly is important.
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Establishing a multi-pillar pension system

Korea’s fragmented system of providing income support to the elderly is
no longer sufficient in the context of rapid social and economic changes and the
ageing of the population. Consequently, the government has attempted to adopt
a more universal approach. However, the analysis above has established a num-
ber of weaknesses in the current public pension framework, which are summarised
here. First, ensuring the long-run sustainability of the public pension schemes will
require high contribution rates, with negative consequences for labour markets
and potential growth. Second, the envisaged increases in the contribution rates
would impose a significant burden on future generations. Third, it appears difficult
to justify the wide range in pension benefits that will be paid to members of the
same generation as the system matures, such as those covered by the occupa-
tional pensions and the retirement allowance. Fourth, only half of the labour force
contributes to the NPS at present, and it may be difficult to increase this propor-
tion in the face of the required increase in contribution rates. Fifth, the lack of link-
ages between the NPS and the occupational schemes limits labour mobility. Sixth,
the practice of lending most of the surpluses generated by the NPS thus far to the
government has been problematic. On the one hand, it represents a missed
opportunity to increase liquidity and demand in the markets for equities and
long-term bonds, thus denying a source of stable financing to the private sector. In
addition, the existence of a large fund that may eventually approach 100 per cent
of GDP presents a temptation to use it to finance government consumption or
politically-motivated investment.51

The above analysis has also identified serious shortcomings in the two
private-sector schemes to provide retirement income. The retirement allowance
system, implemented at a time when there were no employment insurance or
public pension systems and when labour mobility was less pronounced, is an
anachronism in today’s economy. With the greater mobility of workers and the
establishment of public pension and employment insurance systems, there
appears to be little rationale for what has become a mandatory separation
allowance. The vulnerability of these payments to weak economic conditions
became apparent in 1998. Moreover, the sudden surge in labour costs during a
period of downsizing was an added blow to firms hard hit by the recession, as
well as to the government, which complicated the process of restructuring.
Finally, the allowances are limited to a small portion of the labour force. As for
the individual pension accounts, these have failed to play an important role in
promoting saving for old age. Instead, they appear popular as a tax haven for
high-income earners.

The September 2000 report by the Pension Reform Task Force recom-
mends a multi-pillar system in which private-sector savings play a larger role than
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at present.52 While the report did not propose a specific recommendation for
reform, it envisaged a system consisting of three pillars:

– A mandatory public basic pension that provides a defined benefit to all
elderly.

– A mandatory corporate pension system. In the Task Force’s
September 2000 report, the majority view was that this should be oper-
ated as a defined contribution scheme.

– A voluntary private pension scheme based on individual accounts.

The principles agreed to by the Task Force are summarised in Box 7. The paragraphs
below outline the form that such a multi-pillar system might take. In the transition
period, the acquired rights of existing pensioners would be fully honoured.

Box 7. The Pension Reform Task Force

The Task Force was established in December 1998 in the context of negotia-
tions with the World Bank for a Structural Adjustment Loan. The Task Force, which
has 28 members, was assigned five major tasks:

– Diagnose the financial soundness of the NPS and the three occupational
schemes.

– Study the conversion of the retirement allowance system into a corporate
pension scheme and measures to improve individual pension accounts.

– Examine policies to ensure an appropriate level of old-age income protec-
tion for all persons.

– Enhance equity among different participants – private-sector employees,
self-employed and civil servants – in terms of contribution rates and benefits.

– Link the NPS and the occupational schemes to facilitate labour mobility.

In its report issued in September 2000, the members of the Task Force agreed
on six major issues. First, the majority view was that private pensions should play a
more active role, while that of public pensions should be gradually reduced, in
part by lowering the benefits paid by the NPS. Second, the retirement allowance
system should be transformed into a corporate pension system. Third, public pen-
sions should be operated as a defined benefit scheme while corporate pensions
should be based on defined contributions. Fourth, the majority view was that
15 per cent should be the maximum contribution rate, although a minority argued
for a cap of 10 per cent, with additional pension expenditures financed by the gov-
ernment budget. Fifth, corporate pensions and individual pension accounts should
be fully portable. Sixth, measures should be prepared to grant pension rights to
those excluded from the NPS and low-income elderly persons. In addition, the
Task Force discussed four options for pension reform, ranging from reforming the
existing structure to introducing major systemic reforms. 
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A mandatory public pension

An important problem of the current pension system noted above is the
low amount of contributions from locally-insured persons – notably the self-
employed, temporary and daily workers and employees at small firms – to the
NPS. Given that the NPS consists of two parts – one based on average wages and
one based on individual income – locally-insured persons are able to benefit from
the income redistribution aspect while failing to pay their full contributions. The
lack of horizontal equity tends to undermine political support for public pensions
and encourages the creation of a separate scheme for the self-employed and non-
regular employees. One solution would be to change the financing of the two com-
ponents of the NPS. The redistributive element could be financed by general tax
revenue53 and provide a basic universal pension. Such an approach would resolve
the problem of low participation in the NPS and take the place of the support pro-
vided to the elderly by the Livelihood Protection Programme. A replacement rate
near the minimum cost of living – which is around 20 per cent of average wages –
would be appropriate. Alternatively, this first tier could be provided by social
assistance to the elderly with incomes below this level. However, this would
require easing the asset test currently applied by the Livelihood Protection Pro-
gramme, as well as the income test for family members.

The second tier of the first pillar could be an earnings-related, defined-
benefit pension that is actuarially fair, providing a replacement rate of around
20 per cent. It should absorb the current occupational schemes in order to provide
equal treatment to those in the private and public sectors. There would be several
advantages to maintaining such a scheme distinct from the mandatory corporate
pension system proposed below.54 First, while a corporate pension system could
easily cover workers at firms with more than five workers – about a quarter of the
labour force – ensuring the participation of the remainder of the labour force
would be more difficult. This group – temporary and daily employees, part-time
workers, employees at firms with less than five workers, the self-employed and
family workers – are only tenuously linked to corporations, if at all. In practice, par-
ticipation of these workers in a corporate-based scheme would be voluntary. With-
out the proposed government-run second tier in the first pillar, these workers
would no longer be required to contribute to a pension scheme, which would be a
large step backwards. As noted above, 5.3 million persons in this group contrib-
uted to the NPS in 1999 as locally-insured persons, although their average contri-
bution was small. Since the proposed second tier does not include any
redistribution, locally-insured persons would have an incentive to declare more
income in order to get an adequate pension. Second, the existence of a govern-
ment-run scheme in parallel with the privately-run corporate scheme is a way of
diversifying risk in Korea, where long-term capital markets are immature and
some financial institutions face problems of insolvency.
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Transforming the retirement allowance into a corporate pension system

Such a first pillar, providing a replacement rate in the neighbourhood of
40 per cent, would achieve the objective of reducing the public-sector role in pro-
viding retirement income. This should be accompanied by an increase in private-
sector savings through the transformation of the retirement allowance into a man-
datory corporate pension. It should aim at a wider coverage than the current
retirement allowance, which is limited to only a quarter of the labour force.
Indeed, all employees should be included, regardless of status or firm size, while
the self-employed should be allowed to join voluntarily any corporate pension
scheme. In contrast to the retirement allowance, a corporate pension scheme
should be a fully-funded, defined-contribution system managed in the private
sector. Firms would be required to contribute a set amount for each worker into an
individual account that is fully portable. While the companies would be allowed to
choose the organisation that manages the fund, it would be strictly separated from
the firms’ balance sheets so that the benefits would be secure. In the case of pub-
lic-sector workers, the government would make the same contributions and be
subject to the same rules as an employer in the private sector. A key requirement
to assure the success of such a system would be an upgrading of supervisory
capacity by the government, particularly in light of the unfamiliarity with annuities
in Korea. Supervisors would closely monitor these institutions and disqualify
those that do not follow prudential rules or which do not achieve minimum rates
of return. To cover the failure of a management organisation, part of the contribu-
tion from employers should go to an insurance scheme, analogous to the Wage
Claims Guarantee System for the retirement allowance. This insurance would also
cover payments by firms unable to meet their contributions.

The transition from the retirement allowance to a corporate pension
scheme would be problematic for both workers and firms. From the viewpoint of
workers, the retirement allowance is an integral part of their income and they are
attached to the lump-sum payment approach. Clearly, existing claims would have
to be honoured, either converted into the corporate pension or paid as lump
sums. In exchange for phasing out this allowance, workers would receive a secure
source of old-age income, which guarantees benefits on a continuous and long-
term basis. For firms, there would be a transition cost of going from an unfunded
to a funded system. The amortisation of the unfunded liabilities should occur over
an extended period.55

Improving individual pension accounts

The transition to a multi-pillar system also requires a more effective utili-
sation of the individual pension accounts. The recent decision to allow the
accounts to be transferred between financial institutions should help promote
their use. The key, though, is to improve the supervision of these accounts, which
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are managed by segments of the financial sector that have experienced serious
difficulties during the past few years. While the FSS supervises the banks, insur-
ance companies and investment trust companies that manage individual pension
accounts, there is no direct oversight of the pension funds, which in the case of
insurance companies were not segregated into separate accounts until 2001. The
FSS should establish specific asset allocation and risk concentration guidelines for
pension fund management, apart from the other lines of business conducted by
these institutions. In addition, requiring segregation of pension accounts for
reporting purposes would facilitate public disclosure about the performance of
managers. Finally, the monitoring and enforcement capacity of the FSS should be
upgraded to allow it to prevent new contracts for institutions not meeting pruden-
tial requirements, such as solvency margins.

Encouraging older workers to remain in the labour force

A key to meeting the fiscal impact of population ageing is to remove
incentives to early retirement. The financial incentives embedded in public pen-
sion systems in many countries, notably the foregone pension income and contin-
ued payment of contributions with little rise in the ultimate pension benefit,
encourage early retirement. In Korea, in contrast, the public pension system
clearly has not had much impact on the retirement age to date.56 Those who retire
at 55 and receive the early old-age pension (Table 23) lose a quarter of their bene-
fit. In 1999, only 4 per cent of the 55 to 64 age group received such pensions, thus
helping to maintain a high employment to population ratio for this age group.
Indeed, Korea had the sixth-highest ratio in the OECD area in 1999 (Figure 37)
despite a sharp decline in the employment of older persons in the wake of the cri-
sis. For many of these persons, though, working past age 55 requires finding
another job or becoming self-employed since the custom of retiring at that age
continues to be the norm at many companies. The practice of setting company
retirement ages five years below the eligibility age for NPS pensions reflects the
fact that the seniority wage system makes older workers more expensive. In prac-
tice, many of those who retire at 55 use their retirement allowance to start a new
business.

As the pension system matures, resulting in both higher benefits and con-
tributions, it may have a greater impact on the age of retirement. The high rate of
accrual for pension benefits in Korea, though, makes it attractive for older workers
to remain in the labour force. At present, a 55-year old would boost the replace-
ment rate of his or her pension benefit by 7.5 percentage points by working until
the standard retirement age of 60. Those who remain in the labour force past age
60 are allowed to increase their eventual pension benefit by continuing to contrib-
ute to the NPS. As the pension eligibility age rises to 65 years between 2013
and 2033, working an additional ten years from age 55 would raise the replacement
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Figure 37. Employment rates
Per cent of population in 1999

1. Persons aged 16 to 64 for Iceland, Norway, Spain, Sweden, the United Kingdom and the United States.
Source: OECD (2000), Employment Outlook.

A. Men and women aged 55 to 64
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rate by 15 percentage points. In contrast, in half of the 26 OECD countries for
which data was available in 1995, a 55-year-old worker could expect little or no
gain in the replacement rate from an additional decade of employment (Blondal
and Scarpetta, 1997). The incentives in the NPS to continue working are reinforced
by Korea’s seniority-based wage system, which leads to large increases near the
end of a worker’s career.57 Indeed, the retirement allowance depends exclusively
on final wages, while the occupational pension schemes are based on the final
three years. Under the reform of the occupational pensions, new workers will not
be able to receive benefits prior to age 60. The recent change in pension taxation,
which makes pension contributions tax-deductible while taxing pension benefits
(Box 3), may also influence incentives to retire. Moreover, the income needs of
workers generally reach a peak level in the 50 to 60 age period due to the educa-
tion and marriage costs of their children, thus discouraging an early withdrawal
from the labour force.

Finally, government policies have promoted the employment of older
workers. Under the Aged Employment Promotion Act, firms are encouraged to fill
at least 3 per cent of their positions with persons above the age of 55. Companies
in which such workers account for more than 6 per cent of the workforce receive a
benefit of 150 000 won per quarter (3 per cent of the average wage). The benefit is
paid for each aged employee above the threshold of 6 per cent of employment.58

If a firm hires a person in the 55 to 64 age group who has been unemployed for at
least three months, the government pays 250 000 won per month (14 per cent of
the average wage) for six months. In addition, the elderly are given priority in cer-
tain occupations in state-owned and state-invested enterprises. However, main-
taining a high rate of employment among the elderly may also depend on
increased opportunities for training. In the wake of the crisis, unemployment among
older workers has become a problem, owing to financial and corporate-sector
restructuring. In sum, the current wage and pension systems, combined with poli-
cies to promote the employment of elderly workers, are likely to prevent a signifi-
cant decline in the participation rate of persons in the 55 to 64 age category.
Nevertheless, it is important to monitor the impact of the pension and tax systems
on retirement decisions as the NPS matures.

Taxation of pension income

The shift to an EET system, including taxation of retirement allowances,
appears beneficial (Box 3). However, the high level of deductions that are to be
allowed for pension incomes mean that only half of the recipients will be paying tax
on pension incomes 25 years from now. Effective taxation of pension income is essen-
tial, given that benefits are projected to increase to more than 10 per cent of GDP over
the next fifty years. To the extent that pension income is exempted from taxation, tax
rates on other sources of income will have to be higher, thus boosting distortions.
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Upgrading the management of the National Pension Fund

The reform of the NPS proposed above would sharply limit the accumula-
tion of assets in the National Pension Fund and thus reduce the risks associated
with a large concentration of assets in a single institution. In the multi-pillar sys-
tem, there would be a smaller Fund co-existing with a large privately-managed
pension sector. Nevertheless, it remains essential to improve the management of
this segment of pension savings. International evidence shows that, in general,
governments have not managed pension reserves very effectively (Iglesias and
Palacios, 2000), due to the fact that criteria other than risk and return have some-
times influenced investment policy, thus reducing returns. Most publicly-managed
funds, including Korea’s NPS, have earned returns that are less than the growth of
wages, which determine the ultimate liabilities in defined-benefit schemes. The
decision to stop making loans to the government and to purchase its bonds on a
market basis beginning this year, and to increase investments in the capital mar-
ket, is a step in the right direction. In addition, the purchase of foreign assets was
allowed in July 2001. However, recent efforts to use the Fund to support the sag-
ging stock market create concerns.

The solution adopted in many countries – the contracting out of asset
management – is complicated by the problems in Korea’s asset management sec-
tor, typified by the crisis in the investment trust companies. Contracting out
should increase in line with efforts of the asset management sector to implement
international accounting standards. Recognising the benefits of external, private-
sector fund management, the government launched a pilot project in 2000 to this
end. Four private companies were chosen by a committee, including private-sector
experts, to manage 50 billion won each of the National Pension Fund for one year.
At the end of the period, the company with the best performance will be selected
as a fund manager. It is important that the winner be subject to further competi-
tion to ensure a continued high level of performance.

Improving the healthcare system

The Korean healthcare system is now faced with the challenge of meeting
the growing desire for higher quality care while keeping costs at affordable levels.
Population ageing adds to this challenge by further increasing demand for medical
care as well as for long-term care. Hence, any efforts to improve the functioning of
the healthcare system generally bear on the issue of population ageing. This is
true of the two bold steps taken recently to improve the healthcare system by
separating the prescribing and dispensing of drugs between doctors and pharma-
cists and by integrating health insurance funds. Implementation of healthcare
reforms is, however, difficult in any country as it involves many interested parties
and can surprise with unanticipated consequences.59 Korea is no exception in this
regard. The government paid dearly to appease doctors who were disgruntled by
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the loss of the right to dispense drugs, an important source of income.60 A softer
approach relying on incentives could have avoided such frictions and associated
costs.61 Separation of prescription and dispensing should, in any case, be seen as
a way of dealing with excessive consumption of drugs.62 However, it is neither a
necessary nor a sufficient condition for improved drug consumption. Indeed, the
level of per capita drug consumption varies very much even among the OECD
countries where there is a clear separation of these two functions. The issue of
separation should therefore remain an element in the development of a compre-
hensive policy approach to drug administration.

The integration of health insurance funds has encountered difficulties
associated with setting the contributions for the self-employed so as to ensure
equity in relation to wage earners. Such difficulties, however, stem from the gen-
eral problem of properly assessing the incomes of the self-employed and are not
specific to healthcare contributions. Before this reform, sizeable discrepancies in
contributions existed between fragmented health funds despite transfers to com-
pensate for higher health risks faced by some of the funds. But as experience else-
where shows, such risk equalisation mechanisms are rather imperfect. The recent
policy action, therefore, is laudable as it improved horizontal equity and reduced
impediments to geographical labour mobility by eliminating the large discrepan-
cies in contributions in the face of roughly similar benefits in terms of access to
healthcare.

Korea’s continuing gradual reform of its healthcare system allows it to
draw on the experience of countries with similar systems of social insurance with
fee-for-service payment, notably Japan but also other countries such as France. It
might be instructive for future reform design to take Japan’s situation today as
Korea’s in 25 to 30 years when Korea’s elderly dependency ratio nears Japan’s cur-
rent ratio. Japan’s healthcare system is suffering from financial difficulties stem-
ming from the combination of a low growth of revenues and an increasing burden
of spending by the elderly, which is not offset by cost containment efforts. Cost
containment nonetheless seems effective – perhaps too much so – and patients’
satisfaction levels remain relatively low. The current situation in Japan illustrates
how tough the challenge is likely to be for Korea to satisfy the increasing demand
for quality care associated with ageing and higher income levels, which is rein-
forced by advances in medical and pharmaceutical technologies, while keeping
the costs at affordable levels. In France, where people appear to be relatively sat-
isfied with their healthcare system, health spending is respectively 2 and 4 per-
centage points of GDP more than in Japan and Korea. This suggests that it might
be difficult to avoid a future increase in contributions and/or taxes in Korea if the
future demand for quality care is to be met.

Japan’s experience also demonstrates that an inevitable consequence of
continuing with the present “pay-as-you-go” system is that the government will
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have to play a greater role in re-distributing the costs of higher health spending
associated with population ageing to avoid a substantial increase in the tax bur-
den on the working-age population, thereby hurting incentives to work. While it
will become politically difficult to shift the financial burden on the elderly as pop-
ulation ageing increases the weight of the vote by old people, it is not impossible
to do so, as illustrated by the introduction of a long-term care insurance scheme
for the elderly in Japan.63 Implementation of the new insurance scheme has
encountered many teething problems and revealed insufficient levels of compen-
sation for home care as well as the question of affordability for low-income elderly.
Nonetheless, the acceptance of the new scheme indicates it is possible to raise
contributions if accompanied by increased provision of quality services.

A possible alternative to an incremental reform of the present system is a
clear departure towards a mixed system with an element of funding, which puts
greater emphasis on individual responsibility, as in Singapore (see Box 8). One
advantage of a funding mechanism is that it would greatly reduce the govern-
ment’s role in financing increased healthcare spending due to population ageing,
since this is done by the savings of individuals accumulated in their health saving
accounts. As in the case of pensions, the low level of spending at present gives
Korea the chance to choose systemic reform, an option that is not realistically
available for most OECD countries. This form of self-insurance could be combined
with other collective insurance arrangements. In Singapore, health insurance only
covers truly catastrophic cases, with premiums paid from individual health savings
accounts. But the current health insurance system in Korea could be transformed
into a more generous “catastrophic” insurance covering any serious illness requir-
ing major medical treatment and a certain length of hospitalisation. It is also pos-
sible to extend it to cover long-term care with a premium payment starting from a
certain age. In any event, a systemic reform should only be considered with much
prudence and requires thorough preparation.

Assuring an adequate social welfare system

As noted above, income from children and wages are likely to remain the
major income sources for the elderly, at least during the next decade. Such
sources, however, are vulnerable to economic conditions, thus posing a risk of
hardship for the aged. Recessions, such as the severe 1998 downturn, reduced
both opportunities for employment and the ability of children to care for their eld-
erly parents. However, the existing pension framework cannot address the current
problems of aged persons, making social welfare the primary means of limiting
poverty in this group over the medium term. In this context, it is important that
the scope of the Livelihood Protection Programme be sufficient to assist all those
elderly with incomes below the minimum cost of living. In addition, the stated
goal of providing enough support so that all recipients have an income that at
least matches the minimum cost of living should be achieved.
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Box 8. A funded healthcare system: the case of Singapore

Singaporeans enjoy excellent health status while spending relatively little on
healthcare, 3 per cent of GDP in 1999, of which 0.6 percentage points consisted of
government subsidies. The public sector provides 80 per cent of hospital care and
20 per cent of primary care. Public-sector care is subsidised at about 50 per cent
for primary care and between 20 and 80 per cent for hospitalisation, depending on
the levels of service demanded. Services provided by private hospitals and at pri-
vate wards in public hospitals are not subsidised.

Singapore’s healthcare policy is based on individual responsibility combined
with government subsidies to keep basic healthcare affordable.* Every citizen,
except those who are poor, pays part of the medical expense as co-payments. To
facilitate citizens taking responsibility for their own healthcare needs, a funded
healthcare financing system, known as Medisave, was introduced in 1984. It is a
compulsory savings scheme to help Singaporeans pay for their in-patient care,
particularly after retirement. Under this scheme every employee puts 6 to 8 per
cent of income (depending on age, and shared equally between the employer and
the employee) into a personal Medisave account from which hospitalisation
expenses incurred by the employee and his or her dependants may be paid. The
contributions, which are subject to monthly caps, are tax deductible and earn
interest. Self-employed persons are also required to contribute to Medisave
since 1992.

This funded scheme avoids placing an undue burden on future generations as
population ageing advances since the elderly will have probably already saved
enough to cover their increased medical costs. Apart from the simple fact that
young people typically spend less on healthcare than the old, Medisave tends to
promote economy. As a personal savings scheme, Medisave provides incentives
for the account holders to stay healthy and avoid frivolous use of medical services.
In addition, there are mechanisms to reduce excessive spending. The Medisave
balance is capped at S$24 000 – S$5 000 above the minimum limit – to prevent an
excessive accumulation that could stimulate medical over-consumption. The
amount in excess of the maximum is automatically transferred to the account
holder’s pension fund. Withdrawals from Medisave are subject to limits, which are
set at the maximum levels of co-payments. Limits also apply to daily hospital
expenses as well as to surgical procedures according to the complexity of the
operation. The minimum balance is revised regularly to reflect increased medical
costs. The Medisave balance above the minimum may be withdrawn by the
account holders when they reach the age of 55. Any remaining balance will be paid
to the account holder’s nominees upon his or her death, free of estate tax.

A low-cost national catastrophic illness insurance called MediShield was intro-
duced in 1990 (and MediShield Plus in 1994 for those who want to be admitted to
higher-class hospital wards). The aim is to help the account holders to meet the
medical expenses from major or prolonged illness that their Medisave balance
would not be sufficient to cover. Premiums, which are actuarially based and vary
with age to minimise cross subsidies, are paid from Medisave contributions. Reim-
bursements are based on a system of deductibles and co-payments to avoid the 
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Conclusions

The analysis above indicates that population ageing will have a major
impact on economic growth and public spending, making the establishment of a
three-pillar system in which private savings play a larger role an important priority
for policymakers. Such reforms would reduce the future fiscal impact of ageing,
thus limiting the labour-market distortions likely to result from rising contribution
rates and thereby enhancing Korea’s long-term growth prospects. It would also
overcome the problem of low participation in the current system. In addition, the
reforms would avoid the risks associated with the concentration of a huge amount
of funds in one institution. From the point of view of workers, the multi-pillar
approach provides greater security as well as a higher return on their overall con-
tribution. Moreover, the arbitrary differences between pension benefits of differ-
ent workers would be reduced, transfers would be more transparent and the
unfairness that undermines support for the current system would be largely elimi-
nated. Finally, workers would gain more control over their retirement savings, a
change that needs to be accompanied by a greater understanding of the choices
and responsibility for the outcomes. While the public sector’s role in providing
retirement income would be reduced, the government has a crucial responsibility
to supervise carefully the enhanced role played by the private sector. In the area
of health and long-term care, it is important to establish a system that is capable
of coping efficiently and equitably with the increased demands for such care in
the context of population ageing.

Box 8. A funded healthcare system: the case of Singapore (cont.)

moral hazard problems associated with a fully-paid insurance scheme. Because it
is a catastrophic illness insurance, and also to keep the premiums affordable,
deductibles are set high except for certain treatment and drugs, e.g. outpatient
chemotherapy, for which no deductibles apply. The insured have to pay 20 per
cent of the amount in excess of the deductibles. Both deductibles and co-payments
may be paid out of Medisave. An endowment fund, Medifund, was set up by the
government in 1993 to help those who are unable to pay for basic medical care
received at public hospitals. Applications for assistance are considered by Medi-
fund Committees, with the amount of help approved depending on individual
circumstances.

* For more details, see the web site of the Ministry of Health in Singapore (www.gov.sg/moh/
mohinf).
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Given that the impact of population ageing will not become burdensome
for at least another decade, there is an obvious temptation to delay reforms. How-
ever, putting off reforms in this area would be unwise for several reasons. First, the
relative immaturity of the public pension system provides a window of opportu-
nity for implementing a more sustainable system. As the current system matures,
it will become increasingly difficult to implement significant reforms. Second, the
uncertainty about the eventual cost of financial restructuring as well as national re-
unification (see Annex III) makes it important to adopt reforms that will moderate
the reliance on public funds for providing retirement income for the elderly. These
considerations should make pension reform a top priority in Korea.
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IV. Restructuring the corporate and financial 
sectors

The corporate and financial sectors have been at the heart of the struc-
tural reforms implemented in Korea in the wake of the crisis. As explained in the
past three OECD Economic Surveys of Korea, fundamental weaknesses in these sec-
tors made Korea vulnerable to contagion from other Asian countries in 1997 and,
moreover, accounted for the severity of the crisis. In short, Korea’s highly-leveraged
companies were vulnerable to the cyclical downturn and external shocks experi-
enced in 1996 and 1997, which resulted in severe balance-sheet problems and a
series of major bankruptcies. This, in turn, led to a surge in non-performing loans
that undermined the financial sector. In the wake of the crisis, Korea launched a
broad range of reforms in the corporate and financial sectors to establish a more
market-oriented framework. In the corporate sector, measures to improve the cor-
porate governance framework and the exit mechanism, to increase transparency and
to change the structure of the chaebol were introduced. These reforms were accompa-
nied by steps to boost competition through removing trade barriers, encouraging
inflows of foreign direct investment, strengthening competition policy, reforming the
regulatory framework and privatising state-owned companies (Chapter V). To improve
the financial sector, the authorities spent a large amount of public money to re-capitalise
weak institutions and address the non-performing loan problem, while forcing the exit
of non-viable institutions and establishing a new supervisory framework.

These reforms served to restore confidence in Korea and lay the founda-
tion for a strong economic recovery beginning in the third quarter of 1998. The
strength of the expansion, in turn, facilitated restructuring in the corporate and
financial sectors. However, by mid-2000, it was clear that the pace of reform had
slowed, perhaps reflecting complacency in the context of double-digit output
growth and the politicisation of economic issues in the run-up to national elec-
tions in April 2000. The slowdown in growth in the latter part of the year exacer-
bated the underlying weaknesses in the corporate and financial sectors. Moreover,
it was clear that the problems in the two sectors remained inextricably inter-
twined. The credit risks in the corporate sector continued to threaten the viability of
many financial institutions, while financial-sector problems, notably the credit-crunch
conditions (see Chapter II), reinforced the balance-sheet problems experienced by
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a number of companies. In this context, the government launched a second round of
reforms to address the problems and restore confidence in the Korean economy.

This chapter begins by examining developments in the corporate sector,
notably the recent structural reforms, progress in restructuring and the major ele-
ments of the second-stage programme. It then discusses the policies used to
assist small and medium-sized enterprises. The second section of this chapter
looks at developments in the financial sector.

Restructuring the corporate sector

Recent progress

Since the 1997 crisis, Korea has made important reforms, which were analy-
sed in detail in previous Surveys, to facilitate market-based restructuring of the corpo-
rate sector. To create a new corporate governance framework, the rights of minority
shareholders were increased, the role of company directors was strengthened, out-
side directors were added to corporate boards and cumulative voting was permitted.
Transparency was enhanced by upgrading accounting standards and requiring chae-
bol to prepare combined financial statements. Bankruptcy procedures were improved
by introducing time limits and giving greater weight to economic criteria.

During the past year, there have been significant reforms related to the
corporate sector in line with the recommendations in the 2000 Survey (Box 9), par-
ticularly in the area of corporate governance:

– The rights of shareholders have been further increased. The scope of business
decisions requiring approval at the annual shareholder meeting was
expanded to include acquisition of part of another business, disposal and
transfer of essential assets and large-scale borrowing. In addition, the
ownership threshold to demand inspection of company books was low-
ered from 1.0 to 0.1 per cent of total stock, and the threshold to demand
the punishment of a director for misconduct from 0.5 to 0.05 per cent.64

– The role of boards of directors has been strengthened. Expanding the scope of
decisions requiring shareholder approval ensures that directors will
examine those actions. In addition, related party transactions by large
listed firms must be approved by directors and reported at the share-
holder meeting.

– The new corporate governance framework is being expanded to include firms listed on
the KOSDAQ. Such firms must have at least two outside directors in 2001
and in 2002 outside directors must account for a quarter of the total
number of directors. Companies listed on KOSDAQ that have more than
2 trillion won of capital must comply with the same corporate gover-
nance practices required of firms listed on the Korea Stock Exchange.
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Box 9. Summary of previous structural policy recommendations
in the corporate and financial sectors*

Recommendations in the 2000 Survey Actions taken

The corporate sector
Complete the shift to a market-based system
in which pressures from shareholders, competition 
and the threat of bankruptcy discipline corporate 
behaviour, thus reducing the need for government 
intervention. 

While market-based institutions and practices
have developed, government intervention 
continues, in part, in the context of market failures 
and systemic risks.

Encourage the development of a business culture
in which good corporate governance practices
are reflected in the share prices of a company.

There are already signs that companies with better 
corporate practices are rewarded with higher share 
prices.

Implement additional legal measures on corporate 
governance in order to activate the new framework.

The corporate governance framework has been 
improved:

• Minimum ownership requirements for the 
exercise of shareholder rights have been further 
reduced.

• The scope of issues requiring shareholder 
approval has been expanded.

• Related party transactions must be approved
by the board of directors.

• The corporate governance framework was made 
mandatory for large firms listed in KOSDAQ.

Encourage the use of cumulative voting
in the selection of members of boards of directors.

The threshold for proposing the adoption of 
cumulative voting has been reduced from 3 to 1 per 
cent of shareholders.

Remove the obstacles that impede the formation
of holding companies to promote restructuring
and transparency.

The conditions for establishing holding companies 
have been eased by lowering the minimum 
ownership level in subsidiaries and introducing 
grace periods for meeting the conditions.

Shift SME policies further away from measures that 
have tended to make small companies dependent 
on government assistance in order to encourage
a dynamic SME sector in which venture businesses 
play an important role.

The amount of government support for SMEs
has fallen, while other forms of protection have 
been partially removed.

The financial sector

KAMCO should meet its target of disposing
of 17 trillion won of non-performing loans in 2000,
as part of its plan to recover 98 per cent of funds 
spent on asset acquisition by 2003.

KAMCO disposed of 24.9 trillion won of assets 
in 2000.

Implement a second phase of restructuring to deal 
with the remaining weak commercial banks. 

A second-stage restructuring plan, focused
on weak banks, was launched in September 2000.

Reduce the government’s ownership stakes in 
commercial banks to encourage the development
of a market-oriented financial system and to allow 
the KDIC to recover the funds that it injected into 
these institutions.

The government announced that it would privatise 
the commercial banks from the second half of 2002. 
The KDIC has been given increased power in
its role as creditor and shareholder in banks.

Maintain pressure on the remaining life insurance 
companies to meet the new solvency requirement, 
thus promoting further restructuring and 
consolidation. 

All but four of the 23 life insurance companies met 
the solvency requirement at the end of 2000.
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– The shadow-voting requirement for mutual funds has been removed. This allows
them to exercise their voting rights, and thus become a new monitor of
corporate performance.

– The use of cumulative voting has been facilitated. The threshold for proposing
this procedure has been reduced from 3 per cent of shareholders to
1 per cent in large companies (more than 2 trillion won of assets) in
which cumulative voting is not prohibited by the company charter.

In addition to these changes in the corporate governance framework, a
number of other reforms have been introduced:

– Activating mergers and acquisitions; purchasers no longer have to report to
the Financial Supervisory Commission prior to the announcement of a
takeover bid. In addition, they can acquire shares three days after the
announcement rather than seven.

– Enhancing transparency; as of April 2001, the government can impose fines
of up to 500 million won on accounting firms for improper audits. In
addition, accounting firms are now liable for damages imposed on third
parties, including shareholders, as a result of improper audits. Individual
accountants were made subject to criminal charges and up to three years in
prison, followed by a three-year ban from the profession. The establish-
ment of accounting firms no longer requires approval of the authorities.

– Easing requirements on holding companies: For companies listed on a stock
exchange, the required ownership floor in subsidiary’s equity is lowered

Box 9. Summary of previous structural policy recommendations
in the corporate and financial sectors* (cont.)

* Previous structural policy recommendations related to other sectors are reported in Box 12.
Source: OECD.

Recommendations in the 2000 Survey Actions taken

Upgrade governance and supervision in the 
investment trust sector in line with best international 
practices to provide a wider range of investment 
vehicles to the public and to enable the capital 
market to play a more active role in financial 
intermediation. 

The investment trust sector has been restructured 
by the purchase of its bad assets by KAMCO,
the injection of public money in certain institutions 
and an upgrading of the supervisory framework.

Take all necessary steps to enhance risk analysis 
capability in the corporate bond market, including
a clear policy on the responsibility of investors
for risk.

Standards for credit-rating agencies have been 
upgraded.
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from 50 to 30 per cent (20 per cent in the case of Internet start-up com-
panies). A grace period of two years is allowed for newly-created hold-
ing companies to meet this requirement, in addition to a one-year grace
period to reduce their debt to equity ratio below the 100 per cent ceiling.

There have been a number of changes in the chaebol, which have played
a leading role in Korea’s economic development. As discussed in previous Surveys,
chaebol are multi-company business groups operating in a wide range of indus-
tries under common entrepreneurial and financial control. Of the top thirty groups
in 1997, 18 remained on the list in 2001 (Table 28). Five of the new groups were

Table 28. The top thirty chaebol in 2001
Trillion won

1. The 2000 totals are based on the rankings in 2000.
Source: Korea Fair Trade Commission.

Group
Number of affiliates

Total assets Rank in 1997
2000 2001

1 Samsung 45 64 69.9 2
2 Hyundai 35 26 53.6 1
3 LG 43 43 52.0 3
4 SK 39 54 47.4 5
5 Hyundai Motors .. 16 36.1 Not on list
6 Hanjin 18 19 21.3 7
7 POSCO .. 15 21.2 Not on list
8 Lotte 28 31 16.7 10
9 Kumho 20 17 11.6 11

10 Hanwha 23 25 11.5 9
11 Doosan 16 18 11.2 14
12 Ssangyong 22 20 9.0 6
13 Hyundai Petrochemicals 3 2 7.2 Not on list
14 Hansol 19 19 7.0 16
15 Dongbu 19 19 5.8 22
16 Daelim 18 17 5.4 15
17 Tongyang 25 30 5.1 23
18 Hyosung 13 15 4.9 17
19 Cheil Chedang 18 30 4.8 Not on list
20 Kolon 17 25 4.6 20
21 Dongkuk 14 8 4.3 18
22 Hyundai Industrial Development 7 9 4.1 Not on list
23 Hanaro Communications .. 7 3.4 Not on list
24 Shin Sehgye 10 9 3.2 Not on list
25 Yeongpoong 21 24 2.9 Not on list
26 Hyundai Department Store .. 15 2.9 Not on list
27 Dongyang Hwahak .. 22 2.8 Not on list
28 Daewoo Motors 3 4 2.7 Not on list
29 Taekwang Sanob .. 15 2.6 Not on list
30 Kohap 6 6 2.5 21

Total of top thirty1 544 624 437.9
Total of top five1 180 212 259.0
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previously part of Hyundai, the largest chaebol through 2000.65 As before the
crisis, the top five chaebol are in a class by themselves, accounting for one-
third of affiliated companies and almost two-thirds of assets of the top thirty
groups.

The financial crisis appears to have marked a turning point in the behav-
iour of the chaebol (Figure 38). The average number of affiliates of the top thirty
groups fell by a third between 1997 and 2000, as the chaebol sold assets to reduce
debt. Meanwhile, the average number of business lines declined from 19 to 15
over the same period (Panel A).66 The average number of affiliates, though, rose
in 2001, largely as a result of an increased number of information technology-
related firms. However, the new chaebol-affiliated companies appear to be rela-
tively small; the average amount of assets per firm fell 10 per cent in 2001. Total
assets declined between 1999 and 2001 (Panel B), reversing the large increases
that occurred in the wake of the crisis. To achieve the 200 per cent debt to equity
target imposed by the government, the chaebol issued large amounts of new
equity. Indeed, the ratio, which was 519 per cent in 1997, fell to 219 per cent at the
end of 1999 and 171 per cent at the end of 2000 for the top thirty groups, excluding
their financial affiliates (Table 29). A large part of the decline in the ratio was a result
of the increase in equity, which rose by 125 per cent between 1997 and 2000. A
26 per cent decline in debt over the same period also contributed.67 Neverthe-
less, financial costs remained at a high level. Indeed, financial costs as a share of
total costs remained higher in 1999 (the latest year available for chaebol-affiliated
companies) than at any time during the 1990s, except for 1998 when interest rates
were at high levels in the wake of the crisis.68 In 2000, however, the decline
reported for firms in the manufacturing sector (Table 2) suggests that financial
costs for chaebol-affiliated firms also fell.

Reductions in financial costs, at least relative to 1998, were accompanied
by lower labour costs. The number of workers at listed firms affiliated with the
chaebol declined by 30 per cent between 1996 and 1999, compared to a 6 per cent
fall at independent companies. Consequently, labour costs fell from 12 to 8 per
cent of total costs over the same period (Figure 38, Panel C). Cost reductions, in
turn, improved profitability; the percentage of firms with interest coverage ratios
of less than one fell to 44 per cent for the chaebol-affiliated companies and to
29 per cent of independent companies (Panel D).69 Finally, the increase in equity
in 1998 and 1999 boosted the proportion of the top thirty chaebol that is owned
by their affiliated companies in 1999 (Figure 39). Consequently, the “inside owner-
ship ratio” surpassed 50 per cent in 1999, despite the continued decline in the
share of the principal owner and family. The re-imposition of the rule in April 2000
prohibiting chaebol-affiliated firms from owning more than 25 per cent of another
firm has reversed the rise in shareholding by sister companies. That share is likely
to decline further as firms try to meet the 25 per cent limit by the March 2002
deadline for compliance.
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Figure 38. Restructuring of the top thirty chaebol1

1. Under the Monopoly Regulation and Fair Trade Act, the Fair Trade Commission is required to identify the thirty-
largest chaebol each year.

2. At the two-digit level under the KSIC.
3. From a sample of listed companies that includes 111 chaebol-affiliated companies and 341 independent companies.
4. An interest coverage ratio of less than one means that a firm’s operating profit is less than the interet charges

on its debt.
Source: Korea Fair Trade Commission and Hasung Jang (2000).
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Figure 38. Restructuring of the top thirty chaebol1

1. Under the Monopoly Regulation and Fair Trade Act, the Fair Trade Commission is required to identify the thirty-
largest chaebol each year.

2. At the two-digit level under the KSIC.
3. From a sample of listed companies that includes 111 chaebol-affiliated companies and 341 independent companies.
4. An interest coverage ratio of less than one means that a firm’s operating profit is less than the interet charges

on its debt.
Source: Korea Fair Trade Commission and Hasung Jang (2000).
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Figure 38. Restructuring of the top thirty chaebol1

1. Under the Monopoly Regulation and Fair Trade Act, the Fair Trade Commission is required to identify the thirty-
largest chaebol each year.

2. At the two-digit level under the KSIC.
3. From a sample of listed companies that includes 111 chaebol-affiliated companies and 341 independent companies.
4. An interest coverage ratio of less than one means that a firm’s operating profit is less than the interet charges

on its debt.
Source: Korea Fair Trade Commission and Hasung Jang (2000).
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In the wake of the crisis, the government established the Corporate
Restructuring Accord, under which 220 leading lenders agreed to participate in
workout programmes for troubled companies. Creditors have preferred this
approach on the grounds that it provides a higher rate of debt recovery than legal
procedures, which include bankruptcy, composition and re-organisation. Moreover,

Table 29. The debt to equity ratio for the top thirty chaebol

Source: Ministry of Finance and Economy.

A. In trillion won

1997 1998 1999 2000

Equity 68.9 96.9 129.6 154.8
Liabilities 357.4 367.0 283.4 265.1
Ratio 518.9 378.8 218.7 171.2

B. Percentage change

Equity 40.7 33.8 19.5
Liabilities 2.7 –22.8 –6.5

1990

60

50

40

30

20

10

0

60

50

40

30

20

10

0
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Figure 39. Inside ownership of chaebol
Per cent of total

Principal owner

Affiliated companies

Family of principal owner

Company-held shares

1990

60

50

40

30

20

10

0

60

50

40

30

20

10

0
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Figure 39. Inside ownership of chaebol
Per cent of total

Principal owner

Affiliated companies

Family of principal owner

Company-held shares

1990

60

50

40

30

20

10

0

60

50

40

30

20

10

0
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Figure 39. Inside ownership of chaebol
Per cent of total

Principal owner

Affiliated companies

Family of principal owner

Company-held shares

Figure 39. Inside ownership of chaebol
© OECD 2001



Restructuring the corporate and financial sectors 135
legal procedures result in an immediate increase in non-performing loans, threat-
ening the viability of financial institutions struggling to meet capital adequacy
ratios. Management, as well, has an incentive to avoid legal proceedings, which
lead to the appointment of a trustee and the eviction of the incumbent managers.
Indeed, the number of new legal insolvency procedures, which jumped from less
than 500 in 1997 to more than 1300 in 1998, dropped back to 570 in 2000. While the
decline largely reflects the improvement in economic conditions, the relative
unimportance of legal procedures is illustrated by the fact that only four chaebol-
affiliated companies entered court-administered procedures in 2000. The corpo-
rate workout programme, meanwhile, is now in its fourth year (Table 30). Of the
104 companies originally accepted, a third have graduated and another third
remain in the programme. As for the remaining 34, 19 have dropped out or been
ejected from the programme, while 15 merged with other companies.70 Of the
agreements reached thus far, twenty have had to be re-negotiated as firms have
been unable to meet their restructuring commitments. Ten of the remaining com-
panies were affiliated with the Daewoo group, which collapsed in 1999. The com-
panies still in the programme had received a total of 71.5 trillion won of
concessions as of December 2000. Of the total, 60 trillion won consisted of interest
rate cuts or exemptions, while debt-equity swaps and the conversion of bonds to
equity accounted for less than 6 trillion won.

The second-stage programme

Despite the recovery in profitability and the progress in reducing debt-
equity ratios and streamlining operations, a substantial portion of the corporate
sector remains financially troubled. As discussed in Chapter I, more than a fourth
of externally-audited firms failed to earn enough profits to cover the interest pay-
ments on their debt in 1999, let alone repayment of principal, and this situation
continued in 2000 despite buoyant growth. As noted above, the situation seems

Table 30.  The corporate workout programme
As of the end of 2000

Source: Financial Supervisory Service.

Nominated 
(A)

Excluded
Graduated 

(C) 
Remaining 

(A-B-C)Total 
(B)

Dropped 
out 

Merged Ejected

Daewoo companies 12 1 0 0 1 1 10
Affiliates of 6-64 chaebols 49 22 5 12 5 12 15
Middle-sized firms 43 11 3 3 5 23 9

Total 104 34 8 15 11 36 34
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even more severe among chaebol-affiliated companies. The high degree of credit
risk was clearly undermining confidence in the Korean economy during the course
of 2000. Moreover, as the impact of the injections of public funds in the first-stage
financial restructuring programme faded, financial institutions became increas-
ingly cautious about lending. The tightening of loan classification standards also
made banks more reluctant to lend. The resulting credit crunch conditions com-
bined with slower growth exacerbated balance-sheet difficulties and made it clear
that the strong post-crisis expansion would not resolve all problems. In this con-
text, the authorities launched a second round of restructuring that consisted of
forcing the exit of non-viable companies and the introduction of bond recycling
schemes to allow the survival of firms judged as viable. In retrospect, though, this
programme came too late to prevent the economic downturn at the end of 2000.

In October 2000, the government instructed the banks to evaluate the
prospects of financially-distressed firms in an effort to identify which ones they
should continue to support. Such an approach had been used in May 1998, result-
ing in the examination of 313 companies, of which 55 were designated as non-viable.71

Firms were singled out for the second evaluation process based on three criteria:
1) their loans were classified as precautionary or worse under the forward-looking
loan classification scheme; 2) their interest coverage ratio had been less than one
for three consecutive years; or 3) they were already being monitored by banks for
default risks. A total of 287 firms were identified under at least one of these crite-
ria for evaluation. However, this total was considerably below the number of exter-
nally-audited firms found to have interest coverage ratios of below one for three
consecutive years (Table 3). Of the enterprises that were evaluated, 52 were clas-
sified as nonviable, of which 18 were to be liquidated, 11 were put under court
receivership and 23 were to be disposed of through mergers and acquisitions. In
addition, almost half of the companies (136) were judged to be normal. The
remainder were classified as having “temporary” (28) or “structural” (69) liquidity
problems. The two largest firms in the exercise, Hyundai Engineering and Con-
struction and Ssangyong Cement Industrial, were simply classified as “other”
despite the fact that no new loans to them were allowed.72 The small number of
firms judged as non-viable raised doubts about the government’s commitment to
ensure the exit of non-viable firms. Moreover, the 29 firms marked for liquidation
or court receivership were relatively small, with total credit extended of 11.5 tril-
lion won. In contrast, the total borrowing of Hyundai Engineering and Construction
alone was more than 5 trillion won (1 per cent of GDP) in 1999.

A significant number of firms faced difficulty in rolling over maturing
bonds in 2000, as noted in Chapter II. This reflected the “flight to safety” following
the collapse of Daewoo in mid-1999 and the shift to non-guaranteed bonds follow-
ing the crisis. While 85 per cent of bonds issued in 1997 were guaranteed, 95 per
cent of bonds in 1999 had no guarantees. In addition, newly-introduced exposure
limits meant that some investors holding the bonds of a company could not pur-
© OECD 2001
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chase an equivalent amount of new bonds to roll over the existing debt. The gov-
ernment responded to the situation in the bond market by creating a primary
“collateralised bond obligation” (CBO) programme in August 2000. This approach
involves bundling maturing bonds, providing a partial government guarantee and
selling securities backed by those bonds to investors. The guarantee is provided by
the Korea Credit Guarantee Fund (KCGF), which charges a 1.5 per cent fee for this ser-
vice and screens the companies wishing to participate in this programme. The compa-
nies using this scheme have to have a bond rating of at least BB. The size of individual
CBOs issued to date has ranged between 100 billion and 1.5 trillion won of corporate
bonds. The amount of bonds from an individual company is between 5 and 10 per
cent of the total CBO in order to reduce risk. Thus, the amount of bonds from an indi-
vidual company in a CBO issue is between 5 billion and 150 billion won. By the end
of 2000, 17 different consortiums had put together CBOs, which were sold by securities
companies. This approach was extended in December 2000 to loans with the creation
of “collateralised loan obligations” (CLOs), which are sold by banks.

The CBO programme has been viewed as a success in rolling over matur-
ing bonds in 2000 and is expected to absorb between 17 and 20 trillion won of
additional bonds during 2001. However, the demands are much greater in 2001
due to the bunching of bond maturities. In Korea, 95 per cent of bonds have a
maturity of less than four years, with three being the norm, in contrast to some
other OECD countries where 10, 15 and 25 years are common. With the collapse of
bank lending in the wake of the crisis, firms turned to the bond market for finance
in 1998. Given the bunching of maturities, 65 trillion won – 42 per cent higher than
in 2000 – is due in 2001. This amounts to three-fourths of the total stock of out-
standing corporate bonds, excluding asset-backed securities. Approximately
25 trillion won of that debt was issued by companies that now have a credit rating
below investment grade, and is unlikely to be financed in the market. While the
CBO programme is expected to handle much of this amount, some companies
have large amounts of debt maturing, making them unsuitable for the CBO pro-
gramme. For example, Hyundai Electronics has between 300 billion to 500 billion
won worth of bonds maturing, well beyond the amount of individual companies in
CBO issues. To prevent a large number of major bankruptcies, the authorities
established a “quick underwriting” programme using the Korea Development
Bank (KDB), a government-owned institution, to roll over maturing bonds using
partial government guarantees (Box 10).

The Korea Development Bank had agreed by April 2001 to help six com-
panies that have a total of 8.1 trillion won of bonds maturing during the course of
the year (Table 31). Of the six firms selected for the plan, four were Hyundai affili-
ates and account for 84 per cent of the total bonds to be rolled over. This group
includes major companies, such as Hynix (formerly known as Hyundai Electronics
Industry), one of the leading producers in the world of semiconductors that is bur-
dened with nearly 12 trillion won of debt, and Hyundai Engineering and Construction,
© OECD 2001
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Box 10. The Korea Development Bank’s bond underwriting scheme

Under this programme, the KDB purchases 80 per cent of the maturing
bonds and divides it into three categories (Figure 40). First, 20 per cent (16 per
cent of total maturing bonds) is sold to banks that are already creditors of the
issuing company. Second, 70 per cent (56 per cent of total maturing bonds) are
sold to CBOs or CLOs within three months by bundling the bonds from differ-
ent companies. This portion is partially guaranteed by the Korea Credit Guar-
antee Fund. The issuing company must repurchase 3 per cent1 (1.7 per cent of
the total maturing debt) of the repackaged CBO and CLO funds and agree to
subordinate its repayment claim to that of outside investors. Third, the remain-
ing 10 per cent (8 per cent of total maturing bonds) will be held by the KDB.
The repackaged bonds mature in one year, by which time it is expected that
the capital market is functioning better and the company has implemented its
restructuring plan, allowing the scheme to end.

The government has attached a number of conditions to this programme to
avoid bailing out non-viable companies. First, the scheme is only open to compa-
nies with a credit rating2 above BB and below BBB+. Second, companies must buy
back 20 per cent of the maturing bonds at the time of refinancing, in addition to
3 per cent of the repackaged CBO and CLO funds. Thus, the issuing company
bears a significant portion of the cost, in contrast to the CBO and CLO schemes,
which allow a firm to re-finance all of its maturing bonds. Third, to be eligible for 

1. Collateralised bond obligations.
2. Collateralised loan obligations.
Source: Ministry of Finance and Economy.
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Figure 40. The KDB bond underwriting scheme

1. Collateralised bond obligations.
2. Collateralised loan obligations.
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which had unsuccessfully launched seven self-rescue programmes during 2000.
However, a fifth Hyundai company, Korea Industrial Development, went bankrupt
in March 2001 after having applied for the programme. During the first quarter
of 2001, KDB underwrote 1.6 trillion of bonds, which is 80 per cent of the total
maturing for the six companies during that period. This scheme may have contributed

Box 10. The Korea Development Bank’s bond
underwriting scheme (cont.)

this programme, a firm must submit a restructuring plan demonstrating that it can
generate sufficient cash flow to meet its remaining debt. The plan must be
approved by the KDB, creditor banks, the Korea Credit Guarantee Fund and a
consulting company. This review is intended to eliminate non-viable firms from
the programme. Fourth, the KDB charges market interest rates on the refinanced
bonds, plus a 40 basis-point penalty and a 10 basis-point management fee.

1. This reflects the historical default rate for bonds with this level of credit rating.
2. This is the same requirement as for the CBO and CLS schemes since part of the funds will

eventually be re-sold as CBOs or CLOs.

Table 31.  The KDB’s “quick underwriting” programme for corporate bonds
Corporate bonds, in billion won, maturing in 2001

1. In the first quarter of 2001. KDB underwrites 80 per cent of the bonds coming due.
2. Formerly known as Hyundai Electronics Industry.
3. A fifth Hyundai affiliate considered for the programme, Korea Industrial Development, went bankrupt in March 2001

after other Hyundai affiliates cut off all assistance.
Source: Ministry of Finance and Economy.

Companies selected
First 

quarter
Second 
quarter

Third 
quarter

Fourth 
quarter

Total
Amount 

purchased1

Hynix2 1 051 251 807 1 535 3 644 840
Hyundai Engineering and 

Construction 400 434 400 717 1 951 304
Hyundai Merchant Marine 215 0 40 582 837 132
Hyundai Petrochemical 40 50 290 0 380 32

Hyundai subtotal3 1 706 735 1 537 2 834 6 812 1 308

Ssangyong Cement 335 238 265 180 1 018 268
Sungshin Cement 50 55 65 99 269 36

Total 2 091 1 028 1 867 3 113 8 099 1 612
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to the improvement in financial conditions in early 2001 reported in the survey
of the business sector (Figure 19).

Evaluation of corporate-sector restructuring73

The survival of financially-troubled firms may impose a drag on the econ-
omy. As noted earlier, 5 per cent of firms in 1999 had been unable to even meet
their interest payments for three consecutive years. Non-viable companies absorb
resources that could go to more productive enterprises. Moreover, being pro-
tected from creditors, they are able to dump products, thus eroding the profit
margins of viable companies and distorting competition both domestically and
abroad. The losses that bankruptcy would impose in terms of transitional organi-
sation, relocation and retraining costs may well turn out to be smaller than the
benefits foregone by delaying the transfer of resources to higher value uses.

These problems suggest that the bank-led workout programmes have not
been as effective as hoped74 and that further improvements in legal bankruptcy
procedures are needed. Indeed, the workout programmes have focused on tem-
porary debt relief, rather than on asset sales and operational restructuring. A sec-
ond problem has been the strategy of creditors, which has appeared to aim at
limiting immediate losses at the expense of larger problems in the longer term.
For example, nearly two years after the collapse of Daewoo, all but two of the
twelve companies initially accepted in the workout programme remain there.75

While quick sales of assets would have presumably resulted in immediate losses
for creditors, the long delay appears to have led to a decline in the value of those
assets. The weakness of bank-led restructuring may reflect the fact that a third of
the commercial banks are owned by the government.76 Therefore, the early priva-
tisation of the banks and the development of a more market-oriented financial
system should be a priority. As for privately-owned banks, a supervisory approach
that does not give financial institutions incentives to delay losses might help acceler-
ate corporate-sector restructuring. Finally, the use of corporate restructuring vehicles
(CRVs)77 may be an effective way to turn around workout companies. Legislation in
authorising the creation of CRVs through 2006 was passed in October 2000 and
KAMCO and some commercial banks are developing such companies.

In addition, a further strengthening of legal bankruptcy procedures would
help financial institutions take the lead in corporate restructuring. The pre-packaged
bankruptcy system, which was passed in March 2001, is an important step forward.
Under this approach, creditors holding at least half the outstanding debt would be
allowed to negotiate an out-of-court settlement with the borrower and submit it to
the court. Consequently, the maximum length of court procedures would be lim-
ited to five months. Furthermore, the bankruptcy procedure is to be streamlined
by combining the three different approaches currently available. Improving the
ability of the judiciary system to deal with bankruptcies should also be a priority.
© OECD 2001



Restructuring the corporate and financial sectors 141
Box 11. Summary of structural policy recommendations
for the corporate and financial sectors in this Survey* 

The corporate sector

– Improve the workout programme, in part through the use of corporate
restructuring vehicles.

– Strengthen the exit mechanism, in part through the “pre-packaged bank-
ruptcy” approach to encourage the exit of non-viable companies.

– Implement the KDB underwriting scheme in a way that minimises moral
hazard and avoids supporting non-viable firms. Phase out this scheme
in 2002 so as to let market forces more fully drive corporate restructuring.

– Phase out the CBO scheme as financial markets stabilise.

– Take measures to activate the new corporate governance framework, includ-
ing the role played by outside directors. Encourage the use of cumulative
voting in the selection of directors.

– Improve the opportunities for shareholders to gain compensation for illegal
management decisions, either through the introduction of class action suits
or changes in derivative suits.

– Increase transparency by improving the quality of external audits.

– Further streamline policies to support SMEs, in part through the database
developed by the SMBA. Further lower protection provided to SMEs.

The financial sector

– Effectively implement the second-stage restructuring programme so as to
limit the need for additional funds and maximise the amount of funds that
can be recouped. To that end, KAMCO should continue its ambitious sched-
ule of asset sales.

– The privatisation of the commercial banks in order to promote their role in
corporate restructuring and establish a market-oriented financial system
should be a priority.

– Reduce government interference in private financial institutions, by avoid-
ing, for example, pressuring banks to participate in the KDB underwriting
scheme and bond market stabilisation funds.

– The FSC should ensure that banks effectively implement the forward-looking
loan classification criteria.

– Rationalise excess capacity in the government-owned bank holding com-
pany in order to achieve profitability and limit the additional cost to taxpayers.

– Enforce the prudential supervision framework, including prompt corrective
action, to promote the stability of the non-bank financial sector.

* The recommendations pertaining to other sectors are shown in Box 13.
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While Korea does not have a specialised system for bankruptcies, there are two
bankruptcy divisions in Seoul District Court, which handles half of the country’s
bankruptcy cases. However, the fact that judges are re-assigned to new posts
every two years prevents the development of a corps of judges experienced in
bankruptcy cases (Carr, 2001). In particular, the experience gained through the res-
olution of the first wave of bankruptcies, such as Kia and Hanbo in 1996 and 1997,
has been dissipated as judges rotate to new posts. To assist judges in bankruptcy
cases, a “management committee” has been created in Seoul District Court
(Oh, 2001). Finally, it is crucial that banks screen the creditworthiness of their cor-
porate borrowers on a regular basis, rather than periodically at the instigation of
the authorities. While the government-initiated screenings of companies in
June 1998 and October 2000 were positive measures to identify non-viable firms,
such a procedure should not be an event that occurs every couple of years. More-
over, the fact that a relatively small number of companies were designated for
liquidation or court receivership and some large firms with serious financial prob-
lems were not included in that list indicates that the screening was too timid in
forcing the exit of troubled enterprises. The government has prepared operational
guidelines for financial institutions for day-to-day credit risk assessment. As noted
in Chapter V, continued improvement of the social safety net is also needed to
facilitate corporate restructuring.

One worrisome development is that the recent measures taken by the
government could be interpreted as encouraging financial institutions to support
firms with serious balance-sheet problems. The quick underwriting programme of
the KDB, as well as the CBOs using government guarantees, have been imple-
mented to prevent the failure of companies deemed viable that otherwise would
be likely to go bankrupt. Such intervention is intended to overcome market weak-
nesses, notably the bunching of maturities in a single year and the absence of a
market for bonds with credit ratings below investment grade. Without government
intervention, there would be a systemic risk from the failure of a significant num-
ber of major companies in the same year. However, there is concern that govern-
ment guarantee programmes may save non-viable firms that absorb resources at
the expense of their competitors. As noted above, the companies selected for the
programme have to have a credit rating above BB and a restructuring plan
approved by creditor banks, among others. Such conditions, however, may not be
enough to prevent the inclusion of non-viable companies. First, there is some
doubt about the reliability of credit ratings as an indicator of a company’s financial
health. For example, the Saehan Group, which had consistently maintained invest-
ment-grade credit ratings, abruptly filed for workout proceedings last year. Second,
the approval of restructuring plans is also no guarantee of success, as illustrated
by the large number of workout programmes that have either failed or had to be
renegotiated. Moreover, Hyundai Engineering and Construction continues to be
supported by financial institutions. With losses of 3 trillion won in fiscal year 2000,
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its paid-in capital was completely eroded and liabilities exceeded assets by
900 billion won. Nevertheless, it will receive a 3.4 trillion won debt-restructuring
package that includes a debt-equity swap (1.4 trillion won), equity injections
(750 billion won), corporate bond purchases (750 billion won) and fresh loans
(390 billion won).

It is crucial that government intervention in the bond market does not
slow restructuring in the corporate sector, including the exit of non-viable firms.78

Indeed, the difficulties of some companies in rolling over their debt in the bond
market are a sign that further restructuring is necessary and that investors are
more sensitive to risk. By assuring the rollover of 25 trillion won of bonds through
the KDB and CBO schemes, this message risks being ignored. In short, it is essen-
tial that the credit decisions of state-owned financial institutions do not replace
the role of the market in assessing and pricing risk. To avoid such an outcome, the
KDB scheme will be phased out at the end of 2001, given that the bunching of
bond maturities will not be a problem in 2002, while the CBO programme should
be phased out as financial markets stabilise. Moreover, the government should
take steps to limit the negative consequences of these programmes. First, there
should be transparency about the potential liabilities assumed through the guar-
antees and the potential cost to taxpayers. Second, the interest rate on the KDB
scheme should be high enough to encourage the use of the regular bond market.
Third, it is important to avoid actions that imply that some enterprises are too big to
fail. If firms are bailed out on the basis of non-economic considerations, restructuring
will lose its credibility. Fourth, the participation of creditor banks, which are to pur-
chase 16 per cent of the maturing bonds, should be voluntary. Government pressure
to force their participation would contradict the spirit of reforms in the financial sector.

The new corporate governance framework is leading to important changes
to practices in this regard. Annual shareholder meetings, which were largely cere-
monial events in the past, have become opportunities for shareholders to ques-
tion management and exercise their rights. In addition, there have been some
derivative suits filed by shareholders in recent years.79 Although difficult to quan-
tify, the rise in shareholder activism appears to be having an influence on corpo-
rate management. For example, one chaebol-affiliated firm refused to provide
assistance to a sister company on the grounds that it would be subject to legal
action by shareholders. In addition, the number of outside directors has increased
sharply. There were less than 700 in 1998 when firms listed on the Korea Stock
Exchange were first required to have one such director. After the minimum was
raised to a quarter of the board in 1999 (one half in the case of large companies),80

the number of outside directors rose to almost 1 500 in 2000. As a result, the aver-
age number of outside directors per listed company has risen from 0.9 to 2.1,
while their share of boards has tripled from 11 to 32 per cent between 1998
and 2000. Finally, there are encouraging signs that good corporate governance
practices are being rewarded by higher share prices.81
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However, the corporate governance framework is still young and will take
time to overcome traditional practices and the entrenched power of chaebol chair-
men. Quickly developing the ability of various agents to monitor effectively corpo-
rate decisions is essential as the chaebol seem to be entering a period of renewed
expansion (Figure 38). In particular, there are concerns about the ability of outside
directors to monitor and control management decisions. According to a study by
the Korea Stock Exchange at the end of 2000, outside directors supported man-
agement in 99.3 per cent of decisions. Such support reflects the selection process
for outside directors. In 1999, 88 per cent of directors were appointed by the chae-
bol chairmen or by management, although the proportion declined to 80 per cent
in 2000 (Table 32). Measures to ensure the independence of outside directors are
essential, such as through cumulative voting. This procedure is now permitted
under the company charters of 4 per cent of listed companies affiliated with the
top four chaebol, 11 per cent of those affiliated with smaller groups and 24 per
cent of listed independent companies. However, about 80 per cent of firms have
adopted provisions in their articles of incorporation prohibiting the use of cumula-
tive voting and this procedure has never been used by a listed company. Mea-
sures are needed to encourage the use of cumulative voting. Another step, which
may help create a culture of outside directors, was the creation of a non-binding
“Code of Conduct for Outside Directors” at the end of 2000 by the Korea Listed
Companies Association and the Korea Stock Exchange.

A final concern is that there have only been a handful of derivative suits
despite numerous actions within chaebol affiliates that are harmful to sharehold-
ers.82 This may reflect a problem of free riders since the benefits in successful
cases go to the company and are enjoyed by all shareholders, not just those initi-
ating the suit. Moreover, the shareholders who bring derivative suits bear the legal
costs. One option that has been under careful consideration is class action suits,
which have the attractive aspect of providing benefits directly to shareholders.

Table 32.  The nomination of outside directors

Source: Korea Listed Companies Association.

1999 2000

Number Per cent Number Per cent

Main shareholder 124 41.8 71 39.9
Management 138 46.4 71 39.9
Related firms 18 6.1 8 4.5
Major creditor bank 15 5.1 8 4.5
Institutional investors 1 0.3 3 1.7
Other 1 0.3 17 9.6

Total 297 100.0 178 100.0
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However, this approach remains firmly opposed by business leaders who are con-
cerned that such suits are subject to abuse. If the class action approach is
rejected, other alternatives to encourage action by shareholders damaged by
management misconduct should be considered. For example, the commercial
code could be amended to allow shareholders who prevail in court to receive a
portion of the damages payable to the company to compensate them for their
management of litigation. Alternatively, companies could choose to allow a trans-
parent form of arbitration, rather than derivative suits, to settle disputes between
shareholders and the management or board of directors.

Improved corporate governance requires improved transparency.
Accounting standards were raised following the crisis, but government supervisors
have found that a third of surveyed companies have violated the rules. A study by
PricewaterhouseCoopers judged Korea’s accounting standards to be the most
opaque of 35 countries examined. One weakness in Korea is that the number of
qualified accountants is relatively low, at 5 300, relative to the more than 8 000 firms
that are required to have external audits of their financial statements, generally at
the same time of year.

In addition, the shift to a more market-oriented economy should include
the easing of regulations that have been aimed at limiting the unbridled expan-
sion of companies, especially those affiliated with chaebol. One change in this
regard is the increased flexibility used in applying the 200 per cent debt to equity
target.83 Some other areas where reforms may be beneficial include the following.
First, the ceiling on investments by chaebol-affiliated companies in other firms,
which was abolished in the wake of the crisis, was re-instated in April 2000 in order
to prevent expansion by the business groups. Improved corporate governance
and transparency, as well as the reforms in the financial sector, will lead to an eas-
ing of this rule to facilitate corporate restructuring. Second, 14 holding companies,
including some with major chaebol-affiliated companies, have been created since
the decision to allow them beginning in April 1999. While the requirements for
forming a holding company were further eased in April 2001, they still limit the
scope for such an approach. In particular, the 100 per cent ceiling on debt to
equity ratios makes this option unavailable for many enterprises. The KFTC plans
to loosen the requirements for forming a holding company as business practices
that conform with market principles take root.

Policies toward small and medium-sized enterprises

Government policies towards small and medium-sized enterprises
(SMEs), which date back to the 1980s, have been predicated on the belief that
smaller companies are weak and need government protection and support to sur-
vive in the face of competition from large firms, many of which are chaebol-affiliated.
In particular, SMEs appeared handicapped by a lack of capital, reflecting their
© OECD 2001
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Table 33.  Programmes to assist small and medium-sized enterprises
Billion won in 2001

Source: Small and Medium Business Administration.

Ministry Outlays
Number of 

programmes
Selected programmes

Small and Medium 
Business Administration

2 515 16 – Restructuring support
– Start-up support
– Stable operation support
– Regional SME support
– Technology development support
– Venture company support

Ministry of Commerce, 
Industry, Energy

1 027 26 – Industrial technology development support
– Modernisation of distribution network support
– Activation of industrial complex support
– Energy saving support

Ministry of Agriculture 
and Forestry

548 4 – Rice processing factory support
– Agricultural product processing support
– Agricultural machine product support

Ministry of Information 
and Communication 

385 8 – Information and communication technology 
development support

– Leading technology development and distribution 
support

– Multi-media industry support
– Software development support

Ministry of Labour 188 9 – Workplace accident prevention support
– Workplace environment improvement support
– Company nursery facility support 

Ministry of Environment 124 3 – Anti-pollution facility support
– Environmental technology development support
– Recycling industry support

Ministry of Culture 
and Tourism

119 5 – Film promotion fund support
– Sporting goods development support

Ministry of Science 
and Technology

101 2 – Technology development support
– New technology project investment support

Ministry of Marine 
and Fishery

34 3 – Marine product distribution support
– Fishing net support

Ministry of National 
Defence

8 1 – Defense industry support

Ministry of Construction 
and Transportation

6 2 – Standardising construction material support
– General freight terminal construction support 

Ministry of Health 
and Welfare

1 1 – New drug development support

Total 5 056 80
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limited ability to raise collateral-backed financing. To overcome this weakness,
the number of government programmes to support the SMEs quadrupled from
around twenty in the early 1990s to 80 in 2001 (Table 33). Expenditures, including
lending, by twelve different ministries totalled 5 trillion won (equivalent to 1 per
cent of GDP). The bulk of the support – 4.3 trillion won in 2001– has been for lend-
ing to SMEs at favourable rates. While the extensive support has helped SMEs to
increase their share of output and employment during the past twenty years,
these policies may have had negative effects. First, the high level of assistance
appears to have made SMEs passive about making their own efforts to improve
productivity. Second, the competition among ministries to develop and expand
support for SMEs has led to the creation of overlapping programmes, resulting in
waste and duplication. Indeed, a March 2000 survey of 600 SMEs reported that
86 per cent were confused about which programmes were appropriate for them.
Moreover, the large number of programmes open to SMEs may entice them to
devote their limited resources to rent-seeking activities.

Government support for SMEs fell in 2000, reversing the long upward
trend recorded during the past two decades. Perhaps most importantly, the
authorities realised that continuing to favour the SMEs – in contrast to the shift to
a more market-oriented system – would result in significant competitive distor-
tions and consequent inefficiencies in resource allocation. In addition, financial
market conditions for smaller companies – the primary rationale for government
intervention – have improved. First, their access to bank loans increased as chae-
bol cut their borrowing from banks in order to lower their debt to equity ratios
below 200 per cent. SMEs accounted for 97 per cent of new bank loans to companies
in 1999 and 84 per cent in 2000. Second, other financing sources, such as KOSDAQ
and the bond market, were increasingly accessible to SMEs. With abundant liquid-
ity, the rate on bank loans to SMEs fell to 7.8 per cent at the end of 2000, com-
pared to financing in government programmes of between 5.5 and 8.25 per cent.
Given the changing financial market conditions, the government cut its support for
facility investment and operating expenditure, which could be provided by pri-
vate sources. In contrast to the decline in these areas, which had accounted for
more than 80 per cent of government assistance to SMEs, support for technology
development and venture businesses increased (Figure 41). Nevertheless, total
support for SMEs is scheduled to decline again in 2001.

Korea has taken other steps to establish a more market-oriented policy
towards SMEs. The number of business lines reserved for SMEs, which totalled
237 in 1989, was reduced to 88 in 2000 and will be further lowered to 45 in
September 2001. This regulation reduced competition in the domestic market
while providing little assistance to small companies since these business lines
were open to imports. The remaining areas restricted to SMEs include such items
as umbrellas, towels and stockings. In addition, the requirement that the govern-
ment procure certain items solely from co-operatives organised by SMEs in order
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to assure them a stable market has also been eased, in part due to the need to
conform to the World Trade Organisation’s rules in this area. Between 1998
and 2000, the number of designated goods has decreased from 258 to 154. Finally,
the definition of SMEs, which accounted for 99.2 per cent of all firms in Korea
in 1998, was simplified at the end of 2000 (Table 34). Given the large number of
benefits, including financial support and tax relief, there are significant incentives
for firms to maintain their status as SMEs. Indeed, by 2000, there were 152 excep-
tions to the standard definition of SMEs, allowing firms to maintain their SME sta-
tus as they expanded. The objective of the new criteria was to simplify the
definition of SMEs to prevent different treatment of similar firms and to introduce
a definition for primary industry, which is shifting from self-employment to a cor-
porate-based structure. The immediate effect was to raise the number of SMEs by
0.6 per cent by adding firms in services and primary industries.

The government guarantees loans to SMEs through the Korea Credit
Guarantee Fund and the Korea Technology Credit Guarantee Fund. This year, it
completed a shift begun in 1999 from full to partial guarantees, which range from
70 to 85 per cent of the loan amount, depending on the purpose of the loan and
the type of institution making it. A partial guarantee system reinforces the screen-
ing and post-loan management functions of creditor banks. In addition, the guarantee
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coverage can be increased for the same amount of financial resources at the two
Funds. These public agencies increased their guarantees for SMEs by 33.7 trillion
won in 2000. However, with the termination of matured guarantees, the total stock
of guarantees increased only modestly to 35 trillion won (Table 35). The net loss
from defaults also declined to less than 1 trillion won. In 2001, guarantees for

Table 34.  Definition of small and medium-sized enterprises

1. Under the old criteria, a firm had to qualify under every condition.
2. Under the current criteria, a firm has to meet just one criterion to qualify. However, no SME can have more than

1 000 employees.
3. The maximum allowed for employees, assets, paid-in capital or sales volume varies between industries in the sector.
Source: Small and Medium Business Administration.

Sector Previous standard1 Current standard2

Manufacturing3 Full-time employees; maximum of 
between 300 and 1 000

Amount of assets; maximum of 
between 30 and 80 billion won 

Full-time employees; fewer than 300 
Paid-in capital; no more than 

8 billion won

Mining3 Full-time employees; maximum of 
between 300 and 700

Amount of assets; maximum of 
between 20 and 50 billion won 

Full-time employees; fewer than 300
Paid-in capital; no more than 
3 billion won

Construction
and transport

Full-time employees; no more 
than 300

Same as mining

Services3 Full-time employees; maximum of 
between 20 and 400

Full-time employees; maximum of 
between 30 and 300

Annual sales volume; maximum of 
between 2 and 30 billion won

Primary industry3 – Full-time employees; maximum of 
between 50 and 200

Annual sales volume; maximum of 
between 5 and 20 billion won

Table 35. Credit guarantees for small and medium-sized enterprises
Trillion won

Source: Small and Medium Business Administration.

(1) 
Balance of guarantees

(2) 
Defaults

(2)/(1) 
Default rate (%)

Net loss

1995 11.7 0.9 8.1 0.8
1996 13.8 0.8 5.7 0.7
1997 17.1 1.2 6.9 1.2
1998 32.8 3.0 9.2 2.6
1999 30.9 1.1 6.0 1.3
2000 35.1 1.2 3.4 0.8
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SMEs are set to rise to 37 trillion won, in part as a pre-emptive measure against
credit-crunch conditions. With the expansion of guarantees since the crisis, the
share of SME loans that are guaranteed increased from 15 per cent in 1997 to
22 per cent in 1999. In addition to guarantees for SMEs, the Korea Credit Guarantee
Fund will provide 17 trillion won of guarantees for the CBOs, the CLOs and the
KDB quick underwriting scheme discussed above.

The creation of new firms has accelerated sharply in the past few years,
reflecting in part the weaknesses of large companies as well as the development
of knowledge-based activities. The average number of new enterprises created
each month in the largest cities jumped by more than a third in 2000 and is now
more than double its pre-crisis level (Table 36).84 While the rate declined some-
what in the first few months of 2001, it is was still 13 times higher than the number
of bankruptcies. Part of the new firm creation in recent years has been due to a
rise in the number of venture businesses to more than 10 000 as of May 2001
(Table 37). Their total employment is now around 420 000.85 Such enterprises,
which qualify based on at least one of four criteria (see 2000 Survey), are concen-
trated in the computer and communication industries. The increase in the number
of venture capital financing companies from 236 in 1999 to 421 in 2000 encouraged
the rising number of venture businesses.

The decline in support for SMEs since 2000 suggests some progress in
moving towards a more market-based framework that encourages smaller compa-
nies to boost productivity. However, with 80 programmes still in existence in 2001,
there is a need for further streamlining and rationalisation of government activities
in this area and a reduction in the level of support. The proliferation of similar
support programmes indicates a lack of evaluation and feedback of the govern-
ment’s financing projects. Each project should be scrutinised as to its objectives,
needs, appropriateness and its efficiency in meeting those objectives (OECD,
2000d). One tool for streamlining government programmes for small companies is
the SME database, which was created in March 2000 by the Small and Medium
Business Administration (SMBA). All data concerning SMEs that have received

Table 36.  Creation and bankruptcy of firms
Monthly average in the largest cities1

1. Until 1999, the seven largest cities – Seoul, Pusan, Taegu, Kwangju. Taejon, Inchon and Suwon – were included.
From 2000, Ulsan was added.

2. Average of January and February.
Source: Small and Medium Business Administration.

1995 1996 1997 1998 1999 2000 20012

New establishments 1 437 1 605 1 754 1 606 2 498 3 455 3 028
Bankruptcies 380 323 511 628 203 233 235
Ratio 3.8 5.0 3.4 2.6 12.3 14.8 13.0
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financing support from the SMBA are recorded in this database and the other 14
government ministries involved with SMEs have access to it.86 This enables minis-
tries to consult the database before making any decisions on providing assistance
to a specific firm and thus can be a tool to prevent the duplication of efforts by dif-
ferent ministries. The SMBA has also proposed that total financing for an individ-
ual company be capped at 5 billion won and the eligible company’s debt ratio
should not be more than double the average in the same business category.
Finally, the dismantling of specific protection provided to SMEs – notably the res-
ervation of certain business lines and government procurement – should continue.

Restructuring the financial sector

In the wake of the crisis, Korea launched a financial-sector restructuring
programme aimed at maintaining a functioning financial system and, at the same
time, making it more market-oriented. By August 2000, a total of 107.5 trillion won
had been spent (Table 38), primarily to re-capitalise viable financial institutions
and address the non-performing loan problem. A majority of these funds were
spent on commercial banks but significant amounts were also used for non-bank
institutions, such as investment trust companies, merchant banks and insurance
companies. In addition, nearly a quarter of Korea’s financial institutions, including

Table 37. Venture businesses

1. The numbers for a given year vary over time since venture businesses can be designated retroactively.
2. As of 17 May 2001. By that date, 97 companies had been designated as venture businesses for 2001.
Source: Small and Medium Business Administration.

A. Number1

As of 1996 1997 1998 1999 2000 Total2

3 681 852 1 287 2 385 2 160 10 462

B. Background of CEO (per cent of total)

Researchers
University 
professors

SME employee 
or CEO

Large company 
employee

Others Total

9.9 6.4 37.3 31.4 15.0 100.0

C. By sector (per cent of total)

Computer-related
Communication 

equipment
Electric equipment

Machinery 
manufacturing

Others Total

33.5 11.0 11.9 10.4 33.2 100.0
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nine of 26 commercial banks, were closed (Table 39). To improve the supervisory
framework, the Financial Supervisory Commission, a unified body covering bank-
ing, insurance, non-banks and the capital market, was established. Key elements
included a prompt corrective action framework to deal with financial institutions
failing to meet prudential standards and a forward-looking loan classification system
(Table 40). This restructuring programme has achieved some success, with many

Table 38. Expenditures on financial-sector restructuring
Trillion won 

1. Mutual savings and loans and credit co-operatives.
Source: Ministry of Finance and Economy.

First programme 
(Through August 2000)

Second programme 
(As of March 2001)

Total

A. Expenditures by type of institution
Banking sector 70.3 10.4 80.7
Investment trusts 12.2 3.7 15.9
Merchant banks 11.9 4.6 16.5
Insurance companies 10.5 2.0 12.5
Other1 4.7 4.4 9.1

Total 109.6 25.1 134.7

B. Sources of financing
Government-guaranteed borrowing 64.0 19.8 83.8
Recycled funds 18.6 8.6 27.2
Other public funds 27.0 –3.3 23.7

Total 109.6 25.1 134.7
Per cent of GDP in 2000 21.2 4.8 26.0

C. Net outlays
Total minus recycled funds 91.0 16.5 107.5
Per cent of GDP in 2000 17.6 3.2 20.8

Table 39. The number of financial institutions

1. Includes investment trust management companies.
Source: Ministry of Finance and Economy.

End of 1997 November 2000 Change

Commercial banks 26 17 –9
Merchant banks 30 9 –21
Securities companies 36 43 +7
Insurance companies 50 40 –10
Investment trust companies1 31 27 –4
Mutual savings 231 159 –72
Credit co-operatives 1 666 1 322 –344
Leasing companies 25 18 –7
Specialised and development banks 7 5 –2

Total 2 102 1 640 –462
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measures introduced during the past year (Box 9). In particular, there are now a
number of privately-owned banks with strong balance sheets that meet tough pru-
dential standards. However, at the same time, the government owns a number of
weaker banks that remain encumbered with non-performing loans and have
weaker profitability. Meanwhile, the impact of the collapse of the Daewoo group is still
felt in the bond market and has accelerated the restructuring of some non-bank finan-
cial institutions. Moreover, problems remain in other areas, notably life insurance.

To address these remaining problems, the government launched a sec-
ond restructuring programme for the financial sector in September 2000 that envi-
sioned additional expenditures of 50 trillion won. As of March 2001, about half of
this second amount had been spent (Table 38). The remaining 25 trillion won is to
be spent during the April to December period of 2001, with about half of the
amount devoted to problems in commercial banks (Table 41). This section reviews

Table 40. Major steps taken to upgrade prudential supervision in Korea

Source: OECD.

• A unified supervisory body, the Financial Supervisory Commission, was created in April 1998.
• Accounting and disclosure standards were brought closer into line with International Accounting Standards.
• A “Prompt Corrective Action” framework has been introduced.
• A “forward-looking loan classification” system has been implemented.
• To supervise banks, the so-called “CAMELS” system has been put in place.
• The calculation of BIS capital adequacy standards has been improved.
• Exposure limits on banks’ lending to individual companies and to chaebol were tightened.
• In the insurance sector, a solvency standard based on that used by the European Union was introduced.
• Mark-to-market valuation is now required for ITC funds.
• A partial deposit insurance scheme has been implemented.

Table 41.  Remaining outlays under the second-stage financial-restructuring plan
Trillion of won

1. To financial institutions.
2. A bad bank for failed merchant banks.
3. Used to finance the first-stage restructuring plan.
4. Paid to Newbridge Capital, which purchased Korea First Bank in 1999.
Source: Ministry of Finance and Economy.

April to 
June 2001

July to 
December 2001

Re-capitalisation of commercial banks and life insurance companies 4.5 7.0 to 8.0
Repayment of borrowed funds1 4.0 2.0 to 3.0
Payment to depositors at failed mutual saving and finance companies 1.0 to 2.0 1.0 to 2.0
Liquidation of Hanareum2 2.0 –
Restructuring of life insurance companies 1.0 –
Repayment of matured bonds3 0.4 0.7
Put-back option payment4 0.1 0.7

Total 13.0 to 14.0 11.4 to 14.4
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the remaining issues of non-performing loans, the roles played by the Korea Asset
Management Corporation (KAMCO) and the Korea Deposit Insurance Corporation
(KDIC) and the problems in the banking and non-banking sectors and the bond
market. It then offers an evaluation of progress to date.

KAMCO, KDIC and the banking sector

Non-performing loans at the end of 2000 were 65 trillion won (10.4 per
cent of total loans), virtually unchanged from the previous year (Table 42). Contin-
ued corporate restructuring and the implementation of stricter loan classification
standards87 put further upward pressure on the amount of substandard loans. Con-
sequently, the total failed to decline significantly despite another 30 trillion won
of purchases of non-performing loans by KAMCO and write-offs by banks. Since
taking charge of the Non-Performing Asset Fund at the end of 1997, KAMCO has
purchased a total of 95.2 trillion won of non-performing loans at a purchase price
of 36.8 trillion won (Table 43).88 This has been financed by an initial 20.5 trillion
won of publicly-guaranteed borrowing and by recycled funds obtained from the
sale of non-performing loans purchased from financial institutions. KAMCO has
developed a broad range of procedures for loan disposal, including sophisticated
capital market techniques, such as asset-backed securities, which have, in turn,
encouraged the development of the financial sector. In 2001, KAMCO plans to pur-
chase a total of 15.2 trillion won of non-performing loans at a price of 5.2 trillion
won. About half of the total is from six commercial banks that are under restructur-
ing plans. Such purchases are part of the goal to reduce non-performing loans to
4 per cent of total loans by the end of 2001. KAMCO’s role as the government
agency responsible for resolving non-performing loans is scheduled to end in
November 2002.

The KDIC has played a key role in re-capitalising financial institutions and
in meeting the claims of depositors in failed institutions (Table 44). At the begin-
ning of 2001, the blanket coverage of deposit insurance introduced in the wake of
the crisis was replaced with a system in which coverage is limited to 50 million
won (principal and interest) per deposit in insured financial institutions. This
amount is equivalent to more than double the average size of deposit accounts.
The introduction of a partial coverage system will enhance market discipline.
However, the adoption of a risk-based premium system for insured financial insti-
tutions has been delayed for fear of a negative impact on weaker institutions. To
promote the recovery of injected public funds, KDIC was recently given expanded
powers to act as a shareholder and creditor of financial institutions. For example,
it can make claims against shareholders and management of financial institutions
posting losses and directly investigate corporations responsible for the losses of
government-owned institutions. In addition, KDIC is to be selected as the trustee
of financial institutions in court receivership.
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Table 42. Non-performing loans
Trillion won

1.9 trillion won in 1999 and 30.9 trillion won in 2000.

ember 1999 December 2000

NPLs Ratio (%)
Total 
loans

NPLs Ratio (%)

39.7 8.4 526.1 42.1 8.0
27.4 8.3 361.4 32.0 8.9
12.3 8.4 164.7 10.1 6.1

27.0 23.2 95.3 22.5 23.6
2.3 15.4 3.5 1.3 37.1
5.8 13.9 44.5 3.8 8.5
5.8 32.6 15.7 5.8 36.9
2.2 21.6 10.3 1.3 12.6
7.4 36.3 13.7 5.9 43.1
3.4 34.0 7.6 4.0 52.6

66.7 11.3 621.4 64.6 10.4
1. Non-performing loans were reduced, in part, by purchases by KAMCO, which totalled 44.1 trillion won in 1998, 1
Source: Financial Supervisory Service.

December 1997 December 1998 Dec

Total 
loans

NPLs Ratio (%)
Total 
loans

NPLs Ratio (%)
Total 
loans

Banks 518.6 31.6 6.1 443.3 33.7 7.6 474.0
Commercial banks 375.8 22.7 6.0 300.5 22.2 7.4 328.3
Specialised and development 142.8 8.9 6.2 142.8 11.5 8.1 145.7

Non-bank financial institutions 128.7 12.0 9.3 133.1 26.5 19.9 116.2
Merchant banks 24.1 1.0 4.1 28.0 5.6 20.0 14.9
Insurance companies 51.7 4.8 9.3 38.8 3.4 8.8 41.8
Mutual savings and loans 28.1 3.3 11.7 22.0 5.3 24.1 17.8
Credit unions 12.7 1.3 10.2 11.2 2.5 22.3 10.2
Leasing companies n.a. n.a. n.a. 25.8 7.8 30.2 20.4
Securities companies 12.1 1.6 13.2 7.3 1.9 26.0 10.0

Total1 647.3 43.6 6.7 576.4 60.2 10.4 590.2
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The commercial banking sector continued to record large losses in 2000,
as provisioning for bad loans far exceeded operating profits (Table 45). Moreover,
there is a widening dichotomy between a group of banks that are privately-owned
and have capital adequacy ratios of over 10 per cent and a second group of banks

Table 43. Operations of the Korea Asset Management Corporation
Billion won

1. Ordinary loans are those acquired directly from the financial institution. Initially, KAMCO purchased assets for a ten-
tative price. Since September 1998, purchases have been at 45 per cent of face value for collateralised loans and
3 per cent for loans without collateral.

2. Restructured corporate loans (special assets) are acquired through court-approved re-organisation or composition
proceedings. The price is determined by a court-approved estimate of present value of projected cash flows.

3. Related to the Daewoo crisis.
Source: KAMCO.

A. Purchases of impaired assets (November 1997 to December 2000)

Face value Purchase price

Ordinary loans1

Secured 10 023 6 505
Unsecured 18 465 2 176
Sub-total 28 488 8 681

Restructured corporate loans2

Secured 25 743 12 199
Unsecured 13 003 4 057
Sub-total 38 746 16 256

Assets acquired from investment trust companies3 27 925 11 838

Total 95 159 36 775

B. Asset resolution plan

1999 2000 2001 2002 2003 Total

Objective 16 000 16 900 21 500 19 000 24 200 97 600
Outcome 15 800 24 900 – – – 40 700

C. Asset resolution (November 1997 to December 2000)  

Face value Purchase price Sales price

International bidding 6 027 1 303 1 598
Asset-backed securities 7 289 3 858 3 780
Foreclosure and public auction 7 889 2 265 2 757
Sale to AMC 1 721 455 678
Sale to CRC 853 140 266
Individual loan sale 315 97 125
Collection 6 602 2 568 3 667

Sub-total 30 696 10 686 12 871
Repurchase/cancellation 14 985 8 091 8 091

Total 45 681 18 777 20 962
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that are primarily government-owned and have lower ratios. The strong group con-
sists of specialised banks or relatively new institutions that have not played a sig-
nificant role in the past in lending to the chaebol. Moreover, this group has a
significant degree of foreign participation.89 The weaker banks, in contrast, are
more heavily exposed to the chaebol. One positive sign, though, is the turnaround
in Korea First Bank, which was sold to foreign investors in 1999, and in Seoul Bank,
which has been restructured prior to its planned sale to foreign investors in
June 2001. However, the turnaround was not inexpensive. Thus far, 12.5 trillion won
(2.5 per cent of GDP) of public money has been injected into Korea First Bank and
another 4.7 trillion won into Seoul Bank. To deal with the other weak banks, the
government created a financial holding company in March 2001 and it began oper-
ating in April. Initially, two nation-wide banks (Hanvit and Peace) and two regional
banks (Kwangju and Kyungnam) have been included.90 Seoul Bank will also be
included if no foreign buyer is found. Prior to the establishment of the holding
company, the non-performing loans of the candidate banks were cleaned up and
public funds were injected to boost capital adequacy ratios to above 10 per cent.
The objective of the holding company approach is to allow the affiliated compa-
nies to maintain their clients and employees, in contrast to liquidation or the Pur-
chase and Acquisition approach used in 1998. At the same time, the government

Table 44.  Expenditures by the Korea Deposit Insurance Corporation
Trillion won financed by government-guaranteed borrowing as of November 2000

1. Authorised in June 1998.
2. Including KAMCO’s recycled funds that were borrowed and used by KDIC.
3. Original 64 trillion won of borrowing plus recycled funds.
Source: Ministry of Finance and Economy.

Equity 
participation

Contributions 
and insurance 

claim payments

Asset 
purchases

Other Total

A. Original 64 trillion won1 20.5 21.0 1.8 0.2 43.5
Banks 16.5 9.6 1.8 0.0 27.9

Five merged banks 1.2 9.6 0.2 0.0 11.0
Korea First and Seoul Bank 9.0 0.0 1.6 0.0 10.6
Other banks 6.3 0.0 0.0 0.0 6.3

Other financial institutions 4.0 11.4 0.0 0.2 15.6
Life insurance 3.9 1.4 0.0 0.0 5.3
Guaranty insurance 0.1 0.0 0.0 0.0 0.1
Merchant banks 0.0 5.8 0.0 0.0 5.8
Credit co-operatives 0.0 1.3 0.0 0.0 1.3
Mutual savings 0.0 2.9 0.0 0.2 3.1

B. Recycled funds .. .. .. .. 9.2
Used 3.0 4.4 3.1 0.0 10.42

C. Total expenditures3 23.5 25.4 4.9 0.2 54.0
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hopes to maximise the synergy effects in the holding company by reducing over-
lapping branches and investing jointly in information technology and marketing.
The government also helped to engineer a merger of two strong banks, Kookmin
and Housing and Commercial, in April 2001 despite significant opposition from
labour unions. The merged bank will become the largest bank in Korea.

Non-bank financial institutions and the capital market

Many of the remaining problems in the financial sector are in non-bank
institutions, which in many cases were used as financing vehicles by the chaebol.

Table 45. Indicators of bank profitability
For nation-wide banks in billion won, per cent

1. BIS capital adequacy ratio of more than 10 per cent. This group includes Shinhan Bank, Hana Bank, KorAm Bank,
Kookmin Bank and Korea Housing and Commercial Bank.

2. BIS capital adequacy ratio of less than 10 per cent. This group includes Chohung Bank, Hanvit Bank, Korea Exchange
Bank and Peace Bank.

3. Operating profits after provisioning. A simple sum method is used in this table.
Source: Financial Supervisory Commission.

Banks with high 
capital ratios1

Banks with lower 
capital ratios2

Seoul Bank and 
Korea First Bank

Total

1999
Before-tax profits3 1 071.5 –3 772.4 1 161.6 –1 539.3
After-tax profits 866.9 –3 582.9 –3 237.7 –5 953.7
Return on equity (per cent) 7.4 –35.4 –146.2 –24.8
Return on assets (per cent) 0.4 –2.2 –5.9 –1.4
Total loan 152 946.5 124 575.9 28 025.0 305 547.4
NPL 8 471.1 13 342.5 4 604.1 26 417.7
NPL ratio (per cent) 5.5 10.7 16.4 8.7
Loan loss reserves 7 127.1 10 133.0 1 613.5 18 873.6
Reserves/NPLs (per cent) 84.1 76.0 35.0 71.4
Capital adequacy ratio (per cent) 12.2 9.1 11.0 10.8
Number of branches 1 869 1 544 627 4 040
Operating expenses/operating 

reserves (per cent) 80.5 46.2 181.0 53.0

2000
Before-tax profits3 1 496.7 –4 755.2 –597.2 –3 855.7
After-tax profits 1 240.8 –3 427.3 –213.4 –2 399.9
Return on equity (per cent) 10.1 –42.3 –11.6 –10.8
Return on assets (per cent) 0.5 –2.0 –0.5 –0.5
Total loan 186 047.7 125 048.5 26 831.3 337 927.5
NPL 7 389.3 11 697.5 3 274.2 22 361.0
NPL ratio (per cent) 4.0 9.4 12.2 6.6
Loan loss reserves 6 350.2 9 616.2 2 530.5 18 496.9
Reserves/NPLs (per cent) 85.9 82.2 77.3 82.7
Capital adequacy ratio (per cent) 10.8 9.8 12.1 10.5
Number of branches 1 908 1 439 630 3 977
Operating expenses/operating 

reserves (per cent) 91.4 44.8 58.3 53.7
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Non-performing loans account for almost a fourth of their lending, which in turn,
has fallen significantly during the past three years (Table 42). All but four of the
original thirty merchant banks have been closed and their lending is only one-seventh
of their pre-crisis level. In the life insurance sector, the government has injected
10.8 trillion won of public money and reduced the number of companies by nine,
either through closure or mergers with stronger companies. As of the end of 2000,
all but four of the remaining 23 companies had met the requirement to have sol-
vency ratios over 100 per cent. Three companies, however, had more liabilities
than assets and are being offered for sale by public bidding. The other weak com-
pany, Korea Life Insurance, previously one of the three major firms in this sector, is
still short of capital and will receive additional public money. Despite the
improvement in the financial structure in this sector, its profit performance deteri-
orated during the first nine months of fiscal year 2000 (April 2000 to March 2001)
due to a sharp increase in policy reserves and a decline in investment income.
Only nine companies were profitable, resulting in a total loss of 2.7 trillion won for
the whole sector, compared to a profit of 1.8 trillion won in the year-earlier period.

As noted above, the weak bond market has been a key factor in the
credit crunch conditions experienced during the past year. The problems in the bond
market are directly linked to the high credit risks in the corporate sector due to inade-
quate restructuring and the problems of the investment trust companies (ITCs), tradi-
tionally a major investor in corporate bonds, following the collapse of Daewoo. The
amount of funds in ITC trust accounts fell by nearly half in the year after the demise of
the then second-largest chaebol in mid-1999. The government has responded to this
situation by attempting to restructure the ITCs. First, KAMCO purchased nearly 29 tril-
lion won of bad assets from the ITCs. Second, public funds are being injected to
re-capitalise two of the largest institutions. Third, the regulatory framework was
improved by requiring ITCs to have external audits and at least three independent
directors. In addition, mark-to-market accounting was introduced in July 2000. Fourth,
the legal and governance framework for ITCs has been strengthened. Fifth, the ITCs
were allowed to sell tax-deductible financial products in December 2000.

In addition to measures to rehabilitate the ITCs, the government has taken
more direct action to re-activate the bond market. One was to pressure banks and
insurance companies to contribute to the “bond market stabilisation fund”. Following
the end of the first fund, which primarily purchased CBOs and corporate bonds, a sec-
ond fund was created in December 2000. In addition, steps have been taken to
strengthen credit-rating agencies. The Investment Trust Association has tightened
their rating standards for such agencies and will publicly disclose their assessment
twice a year. In contrast to the corporate bond market, the government bond market
has developed rapidly in recent years. Government bonds’ share of trading in the
market has jumped from 6.5 per cent in 1997 to 31 per cent in 2000, helping them to
become regarded as the benchmark. In addition, the government has introduced ten-
year bonds and sharply boosted the amount of five-year bonds.
© OECD 2001
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Evaluation91

It is uncertain whether the funds included in the second-stage programme
will be sufficient to complete the restructuring of the financial sector. More impor-
tant than the amount of funds spent is the need to successfully conclude the
restructuring programme so as to limit the ultimate cost to taxpayers. As of
March 2001, the government had recouped 32.8 trillion won of the public funds
injected, with most of this amount being recycled into the financial system
(Table 38). With total net expenditures of 107.5 trillion won, the recovery rate has
thus been about 30 per cent. Given that expenditures on financial-sector restruc-
turing will surpass total central government debt, it is important to achieve a high
recovery rate. In terms of recovering funds, KAMCO has been successful thus far,
with asset sales in 2000 well above its objectives (Table 43, Panel B). As of the end
of the year, it had recouped 21.0 trillion won on the sale of 45.7 trillion won of non-
performing loans for which it originally paid 18.8 trillion won (Panel C). Moreover,
the innovative securitisation techniques used to sell these assets are contributing
to the development of the Korean financial system.92 The situation of KDIC is
more difficult since recouping the funds that it has injected to re-capitalise finan-
cial institutions requires successfully turning around those institutions. Allowing
KDIC to play a more active role as shareholder in banks should help it to recover
public funds, although allowing it to investigate corporations may be a more diffi-
cult task for this organisation.

At present, the share prices of banks are depressed, suggesting that
recovering a significant portion of the public funds requires delaying privatisation.
However, there are significant costs to leaving a large portion of commercial bank
ownership – almost two-thirds of its total capital at present – in government
hands. The government expects that the share prices of financial institutions will
go up gradually owing to the re-capitalisation and KDIC’s expanded powers to act
as a shareholder for turning around financial institutions. The authorities plan to
privatise the commercial banks from the second half of 2002, depending on the
degree of normalisation of financial institutions and conditions in the stock mar-
ket and the economy. However, as noted above, active, bank-led corporate
restructuring is the key to improving the prospects of both the financial and cor-
porate sectors. As this appears to be stymied under the current situation, it is
crucial that the government make privatisation of the banks and the develop-
ment of a market-oriented financial system a priority. The cost of continued gov-
ernment ownership appears to outweigh the possible benefits of waiting for
these institutions to turn around in the future. Moreover, to achieve a more
market-based financial system, the government should limit its interventions.
In particular, institutions should be free to choose whether or not to partici-
pate in such activities as the KDB underwriting scheme and the bond market
stabilisation fund.
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Most of the problems in the financial sector, including those in the corpo-
rate bond market, are due to the weaknesses in the corporate sector. Conse-
quently, financial-sector instability will remain high as long as the corporate sector
remains weak. To promote the restructuring of the corporate sector, financial insti-
tutions should further improve credit-risk assessment and lending practices and
take an aggressive stance on asset quality. Such an approach will help resolve
remaining problems and reduce the likelihood of successive rounds of restructur-
ing. In this regard, it is important to implement effectively the forward-looking
loan criteria, which allow each institution to establish their own credit-risk rating
system to evaluate the capacity of borrowers to pay. In January 2001, the FSC eval-
uated the banks’ progress in implementing the new classification system, which
was introduced at the end of 1999. Forward-looking criteria were also applied to
merchant banks from June 2000 and insurance companies from August 2000. As for
the newly-created bank holding company, a further rationalisation of capacity will
be necessary to ensure its profitability, and its managerial independence should
be guaranteed. Since the crisis, commercial bank staff and the number of branches
have declined by 38 and 21 per cent, respectively. However, most of the reduc-
tions were accomplished in the first year after the crisis. Finally, the non-bank
financial sector remains a concern. Strictly implementing the new supervisory
framework is necessary to limit the risk of future problems in the life insurance
and investment trust sectors.
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V. Building a more market-oriented economy

The overriding objective of the reforms introduced by the new govern-
ment in the wake of the 1997 crisis was to establish a more market-oriented econ-
omy. A major emphasis has been on enhancing flexibility in factor markets, which
facilitates restructuring, and on stimulating competition, which improves efficiency
and hence raises productivity in the economy. This chapter begins by discussing
developments in the labour and land markets (the financial market was discussed
in Chapter IV). The second section analyses the government’s efforts to boost
competition through reforming regulations, strengthening competition policy,
removing trade barriers, encouraging inflows of foreign direct investment and pri-
vatising state-owned enterprises. The final section looks at developments in the
key network industries of telecommunications and electricity, and in the agricul-
tural sector, which remains relatively large in Korea. Progress in all of these areas
since the 2000 OECD Economic Survey of Korea is summarised in Box 12.

Flexible factor markets

The labour market

As noted in the 2000 Survey, Korea appears to have a relatively high
degree of flexibility in wages. This flexibility is due, in part, to the sensitivity to
economic conditions of bonus and overtime payments, which account for a third of
employee compensation. In addition, firm-based wage bargaining on an annual
basis is the norm in Korea, leading to outcomes generally appropriate to a com-
pany’s situation. The wage-setting structure has resulted in considerable wage dis-
persion across sector, type of worker, education level and size of firm, allowing
relative wages to play an effective signalling role in allocating labour. In addition,
the minimum wage is set at a low level, resulting in a limited impact on the labour
market. Despite a 16.5 per cent rise in 2001, the minimum wage is likely to remain
below a quarter of the average manufacturing wage (Table 46), one of the lowest
ratios in the OECD area. Even with this increase and the extension of the mini-
mum wage law to firms with between five and ten workers, only 1 per cent of
employees are expected to be paid the minimum wage in 2001.
© OECD 2001
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Box 12. Summary of previous structural policy recommendations*

Recommendations in the 2000 Survey Actions taken

The labour market

Use the Tripartite Commission to forge
a consensus on bringing Korea’s industrial 
relations practices into line with 
internationally-accepted norms. 

The Commission has a 52-item agenda
and has reached agreements on 13 items, 
including an accord to reduce working hours. 
However, the plan to allow trade union 
pluralism at the firm level was delayed 
until 2007.

Ensure that the total income of the poor under 
the new “productive welfare” system does not 
fall below the minimum cost of living, while 
enforcing eligibility requirements once social 
assistance becomes a right. 

The “minimum cost of living”, used as a basis 
for welfare payments, was boosted by 6 per 
cent in 2001, which is likely to increase
the number of recipients by 3 per cent.

Establish a system of “earnings disregards”
to encourage beneficiaries of social assistance 
who are able to work to seek employment. 

No action taken.

Make efficient use of the Public Employment 
Service and private job placement firms
to keep beneficiaries of social assistance 
active in the labour market. 

The number of persons placed in 
employment by the PES rose by 43 per cent 
in 2000.

Expand the number of occupations where
the use of temporary (dispatched) workers
is allowed. 

A study on the impact of dispatched workers 
was launched in 2001.

Further relax employment protection for 
regular workers to enhance labour mobility. 

No action taken.

Regulatory reform

Ensure that civil servants’ behaviour changes 
in line with the recent changes in regulation.

The Regulatory Reform Committee (RRC)
has monitored the behaviour of civil servants 
both at the central and local government 
levels.

Maintain the momentum of regulatory
reform by establishing comprehensive, 
results-oriented reform plans in key sectors.

The RRC is focusing regulatory reform efforts 
in five key sectors: sports and culture, marine 
and fisheries, architecture, manufacturing 
and the environment.

Promote the use of cost-benefit analysis in 
considering new regulations, implementing 
only those for which the benefits are
expected to outweigh the costs.

Steps have been taken to improve the 
quality of the Regulatory Impact Analysis 
statements, which include cost-benefit 
analysis.

Land-use policy

Ease government controls over land use to 
allow greater flexibility, while taking into 
account the public good characteristics
of land.

The use of “concentration charges” to limit 
overcrowding in Seoul will be extended to all 
of Kyonggi province. 
© OECD 2001



Building a more market-oriented economy 165
Box 12. Summary of previous structural policy recommendations* (cont.)

Recommendations in the 2000 Survey Actions taken

Reduce the high taxes on property 
transactions, which limit the flexibility
of land-use conversion, while increasing 
holding taxes on land. 

No action taken.

Ensure sufficient co-ordination of land-use 
policies, given the dispersion of responsibility
in this area between a number of different 
government ministries. 

Under the new act on land use, any changes 
in zoning status must be considered by
the National Territory and Urban Planning 
Committee.

Promoting competition

Ensure that regulations, such as those aimed 
at protecting health and safety, do not act
as non-tariff barriers to imports. 

The government is modifying Korean 
standards to make 80 per cent of them match 
international standards by 2004.

Continue to improve the climate for foreign 
direct investment (FDI) and remove
remaining barriers in order to maintain
the high level of inflows. 

Two business lines where FDI was prohibited 
have been partially liberalised. Inflows 
reached a record $15.7 billion in 2000. 

Strengthen competition policy by expanding 
the Korea Fair Trade Commission’s (KFTC) 
resources and investigative powers. 

The KFTC’s budget increased by 15 per cent 
in 2001.

Shift the KFTC’s emphasis from regulation of 
chaebol activities to violations of competition 
policy as the enhanced corporate governance 
framework and more market-oriented financial 
sector operate to discipline effectively 
chaebol behaviour. 

The KFTC has temporarily ended the open-
ended investigations into chaebol activities.

Strengthen the KFTC’s review of mergers
and acquisitions. 

No change.

Move forward on the privatisation programme 
in order to reduce the role of the government 
in the economy and to expand competition. 

Four more of the 11 companies in the 1998 
plan were privatised during the past year.

The telecommunications sector

Reduce government intervention in
the business and investment plans of private 
companies. 

No action taken.

Establish an independent regulatory authority. No action taken.

Avoid undue emphasis on the domestic 
equipment-manufacturing sector, which
could hinder the development of the 
telecommunications service sector. 

The mandatory contribution from service 
firms for R&D by equipment manufacturers 
was reduced from between 1.8 and 3 per cent 
of revenue to 1 per cent in 2001.
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Box 12. Summary of previous structural policy recommendations* (cont.)

Recommendations in the 2000 Survey Actions taken

Implement a consistent policy of promoting 
competition, in part by streamlining
the licensing process and by using
auctions to allocate spectrum. 

The government has decided to introduce 
local loop unbundling in the second half 
of 2001.

Establish a clear framework for the costing
and funding of universal service. 

A fund based on contributions from service 
providers was established in 2000. 

Improve the interconnection framework
for other service providers wishing to link
to the network. 

The Notification on Interconnection Standard 
was revised in October 2000.

Impose price caps in markets where Korea 
Telecom remains dominant, while refraining 
from interfering in all other markets. 

A price-cap system of price regulation will be 
introduced for Korea Telecom in the local 
market in the latter half of 2002. However,
SK Telecom remains subject to price 
regulation in the mobile market. 

Allow number portability. This is to be allowed in 2003.

Eliminate remaining restrictions on foreign 
ownership in the telecommunications sector. 

The ceiling on foreign ownership in Korea 
Telecom was raised from 33 per cent to 
49 per cent in April 2001, the same ceiling as 
for other service providers.

The electricity sector

Carry out the privatisation of KEPCO
as planned and effectively separate
the generation, transmission and distribution 
of electricity to promote competition. 

The implementing legislation for the ten-year 
programme was approved in December 2000 
and KEPCO’s generating capacity was 
divided into six companies.

Establish an independent regulator. The Electricity Supervisory Board was 
established in 2001. However, the board
is located within the Ministry of Commerce, 
Industry and Energy. 

Phase out the subsidies granted to certain 
sectors through below-cost sale of electricity 
by KEPCO. 

The responsibility was shifted to the 
government in 2001, thus making such 
support more transparent.

Accelerate the ten-year programme so that
the benefits of competition are realised 
sooner for consumers. 

Opposition from labour unions delayed
the start of the ten-year plan.

The agricultural sector

Shift further from price supports to a system
of direct payments to farmers. 

A new direct payment system for paddy-field 
farmers was launched in 2001.

Promote an increase in the average farm size. Average farm size continues to rise, though
at a slow rate.

Achieve food security through securing stable 
supplies of imports and strategic stockpiling. 

No change.
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Korea also appears to have a significant degree of employment flexibility,
although the situation in this regard is less clear. According to Korean statistics,
only 29.7 per cent of the labour force and 47.6 per cent of employees were classi-
fied as “regular workers” in 2000.93 Under Korean definitions, regular workers are
those who work more than one year at a firm and are paid standard wages, plus
bonuses and overtime. Non-regular workers, 52.4 per cent of employees in 2000,
are those who work for a determined length of time. This group includes temporary

Box 12. Summary of previous structural policy recommendations* (cont.)

Recommendations in the 2000 Survey Actions taken

Reduce reliance on inputs, notably fertiliser 
and pesticides, which damage the 
environment. 

Direct payments for environmentally-friendly 
farming methods are helping to reduce such 
inputs.

Increase market access for imported rice 
after 2004, when the “minimum access 
commitment” ends. 

No action taken.

* Previous structural recommendations related to the corporate and financial sectors are reported in Box 9.

Table 46. Minimum wages

1. The minimum wage is set in September of each year. The figure for 1995, for example, was in effect from
September 1994 to August 1995.

2. Until August 1999, the minimum wage applied to firms with ten or more regular employees. Since September 1999,
it has applied to those with five or more regular employees.

3. Assumes a 6.25 per cent rise in wages and a 0.5 per cent rise in dependent employment.
Source: Ministry of Labour.

Year1

Minimum wages2 Minimum wage
as a per cent 

of average wage1 
in manufacturing

Number 
of workers paid 
the minimum 

wage

Workers earning 
minimum wage 

as per cent 
of dependent 
employment

Won per month Won per hour Increase

1995 264 420 1 170 7.8 23.5 103 033 0.8
1996 288 150 1 275 9.0 22.8 103 191 0.8
1997 316 400 1 400 9.8 23.9 127 353 1.0
1998 335 610 1 485 6.1 26.1 123 513 1.0
1999 355 650 1 525 2.7 24.1 22 980 1.1
2000 361 600 1 600 4.9 22.6 53 760 0.4
20013 421 490 1 865 16.5 24.8 140 000 1.1
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workers, who usually have contracts of between one month and a year, and daily
workers. However, the degree of job precariousness may be less than that implied
since a significant number of temporary workers remain at the same firm on a
semi-permanent basis.94 While there is a need for further research into this issue
of regular versus non-regular workers, a few points appear clear. First, the propor-
tion of non-regular workers has probably risen during the past few years, as sug-
gested by the increase in the monthly labour turnover rate from 4.5 per cent
in 1998 to 5.6 per cent in 2000. This may contribute to the relatively short average
tenure of workers in Korea relative to other OECD countries (Table 18). Second,
non-regular workers are attractive to firms because employees with less than one
year of employment do not qualify for the retirement allowance and those with
less than six months are not covered by the Employment Insurance System.

Non-regular workers account for a large share of the newly unemployed.
Of persons with previous work experience who had been unemployed less than
one year as of February 2001, almost three-fourths were former temporary and
daily employees, while only 14 per cent had been regular workers. However, few
layoffs were notified to the government; only 11 firms reported layoffs, totalling
803 workers, in the first half of 2000. Since there is no information on the total
number of layoffs, it is not clear whether the small number reported to the govern-
ment reflects a low number of layoffs or that firms dismiss workers on a scale too
small to require notification.95 The February 2001 labour force survey reported
that 55 000 persons who had worked within the past year had been dismissed or
retired early. In any case, it is important that the relatively strong employment
protection for regular workers96 not impede corporate restructuring. One factor
facilitating flexibility has been the growing use of temporary worker agencies,
which were introduced in 1998. Gradually expanding their use from the 26 occupa-
tions where they are currently allowed would be beneficial.

The rising share of non-regular employment raises concerns about the
equity issues related to a dualised labour market, as well as high turnover and
short tenure, which tends to limit the incentive to invest in training. To assist the
unemployed, the government has expanded the Employment Insurance System,
which now covers 77.5 per cent of employees.97 At present, some part-time and
daily workers, elderly workers and government employees remain outside the
system. However, given the large number of self-employed persons and family
workers, only 46 per cent of the total labour force is covered. Despite the
expanded coverage, the share of unemployed persons receiving benefits fell from
13.5 per cent in 1999 to 11.3 per cent in 2000. The low proportion reflects the short
duration of benefits, which vary from three to eight months. As of the end of 2000,
13 per cent of the unemployed had been out of work more than six months. In
addition, there are strict eligibility requirements based on age and the number of
years of contributions, while persons who voluntarily leave a job are not eligible
for benefits.
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Vocational training is provided for those not eligible for employment
insurance benefits. Between 1998 and 2000, 900 000 unemployed persons were
trained at a total cost of 1.2 trillion won (0.3 per cent of government expenditure
over that period), including monthly stipends to support trainees. About three-
fourths of that amount was provided by the Employment Insurance Fund, which is
financed by social contributions. In the wake of the crisis, vocational training
played a key role in providing income support to unemployed persons in the con-
text of an insufficient social safety net. In the longer term, it should contribute to
promoting the re-employment of unemployed persons. The government also pro-
vides wage subsidies to prevent unemployment or to encourage hiring (Table 47).
The employment retention subsidy pays one-half to two-thirds of wages of work-
ers retained in firms taking downsizing measures, with the payment depending on
the size of the company. In addition, hiring subsidies are provided for workers dis-
placed by corporate restructuring, those over the age of 55, those unemployed for
more than six months and women who are head of households. These subsidies
generally last six months and vary between 250 000 won and 500 000 won per
month (between one-seventh and two-sevenths of the average monthly wage).
In 2000, a total of nearly 100 billion won of subsidies was paid to more than
92 000 firms. The total number of workers subsidised amounted to 2 per cent of all
employees. However, experience in other OECD countries shows that such subsi-
dies generally are an inefficient way of promoting employment.98 Indeed, the
Korea Labour Institute estimates that the deadweight loss of the employment
retention subsidy was around 80 per cent in 1999, though this is lower than in
some other OECD countries (Martin 2000/1). The subsidy for hiring workers dis-
placed by restructuring will be ended in July 2001. Continuation of other wage
subsidies should depend on an evaluation of their costs relative to their benefits.

Table 47. Wage subsidies
Billion won in 2000

1. Due to corporate restructuring.
2. More than six months.
Source: Ministry of Labour.

Programme Amount
Number of subsidised:

Companies Employees

Employment retention 35.4 3 466 148 499
Hiring of displaced workers1 40.8 35 543 62 661
Hiring of the elderly 20.8 11 036 48 105
Hiring of long-term unemployed2 0.4 731 799
Hiring of female head of households 0.7 694 787

Total 97.9 51 470 260 851
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There has been progress in expanding social welfare following the estab-
lishment of a “productive welfare” system in October 2000. Expenditures for social
welfare are to rise 16 per cent in 2001, reflecting a 6 per cent increase in the mini-
mum cost of living calculated by the government. This is projected to boost the
number of recipients by 2.6 per cent to 1.55 million (3 per cent of the population).
It is important to achieve the target of ensuring that the income of each recipient
at least matches the minimum cost of living. In line with the concept of productive
welfare, a system of “earnings disregards” is needed to encourage beneficiaries of
social assistance who are able to work to seek employment. The Public Employ-
ment Service (PES) has an important role in this regard. In 2000, the number of
persons finding jobs through the PES jumped 43 per cent to 0.7 million, about a
fourth of those using its services. Private job placement services continue to play a
larger role, placing almost 1.2 million persons in jobs in the first half of 2000.

The Tripartite Commission, which was created in 1998 to reach a social
consensus on labour-related questions, continues to address difficult issues. Per-
haps the most challenging is to shorten the standard workweek from 44 to 40 hours.
In 1999, annual working hours, including overtime, averaged 2 500, the longest in
the OECD area. The reduction has been agreed to in principle by management,
labour and government members of the commission. However, given the substan-
tial economic impact, the commission is still studying issues related to its intro-
duction. The commission also reached a temporary compromise on the
contentious issue of companies paying full-time union officials. The introduction
of a ban on such payments was delayed until 2007, along with the plan to allow
trade union pluralism at the firm level in 2002.99 Finally, the commission has exam-
ined other issues such as allowing civil servants to establish unions. In short, the
Tripartite Commission has an important role to play in bringing Korea’s industrial
relations framework into line with internationally-accepted standards.

The land market

Two problems in land-use policy have been the extensive use of govern-
ment controls and the difficulty in policy co-ordination, given that the responsibil-
ity for land use is dispersed between eleven different ministries (see 2000 Survey).
However, there have been steps toward deregulation of government control, par-
ticularly regarding rules limiting growth in the capital region, in an effort to help
the economy overcome the crisis, in part by attracting foreign investment. A more
long-run solution is the plan to expand the use of “concentration charges”, currently
applied in Seoul to discourage overcrowding, to the entire Kyonggi province. As for
the problem of the dispersal of responsibility for land use, the new act on Land Use
and Urban Planning provides a framework for policy co-ordination by requiring that
any changes in zoning be discussed with the Ministry of Construction and Transporta-
tion and reviewed by the National Territory and Urban Planning Committee.
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Another issue in land use has been “disorderly development” in the
semi-agricultural zone.100 In contrast to the extensive development planning in
urban zones, land in the semi-agricultural zone has been converted to urban uses
without sufficient regard for environmental concerns and the availability of social
infrastructure. Although regulations on construction in the semi-agricultural zone
were tightened in 1997, the lack of planning remained a problem. A proposal cur-
rently under discussion would combine the semi-agricultural and semi-urban
zones into a “management” zone subject to the same land planning requirements
as urban land. The shift of land to urban uses is expected to continue at a rapid
pace. According to the National Comprehensive Development Plan, urban land is
to rise from 5.3 per cent of Korea’s area at present to 9.1 per cent by 2020. An
appropriate planning system for land in the management zone will be essential
for the efficient use of land.

Policies to boost competition

Reforming the regulatory framework

Regulatory reform has been a priority in Korea since the crisis, as
explained in the OECD’s Regulatory Reform in Korea (2000). Beginning in April 1998,
one-half of the existing 11 125 regulations were eliminated over a one-year period.
In addition, nearly 1 700 informal regulations were abolished.101 The process was
led by the Regulatory Reform Committee (RRC), which includes 13 private-sector
representatives among its 20 members, located in the Prime Minister’s office. This
initiative has been extended to the local government level, including the creation
of committees that are linked to the RRC. To ensure that the reform of regulations
results in changes in practice, the RRC has monitored the behaviour of civil ser-
vants at the central and local government levels. The regulatory reform measures
have contributed to a number of positive developments, such as the sharp rise in
foreign direct investment inflows (see below) and a surge in the number of firms
created, including venture businesses (see Chapter IV). Another tangible example
is the shift from permission to simple registration for the establishment of a for-
eign-exchange business. This reform helped to boost the number of such compa-
nies from less than 600 in 1999 to 1 138 in March 2001.

The RRC continues to play an important role in the review of proposed
regulations and the abolition or improvement of existing regulations. Of the
1 102 new regulations proposed in 2000, 9 per cent were withdrawn, while the RRC
recommended improvements in 28 per cent. The pace of removing existing regu-
lations has slowed in the wake of the tremendous progress in that regard in 1998
and 1999 (see 2000 Survey). Nevertheless, 121 regulations were abolished and
142 improved during the course of 2000. Looking forward, the RRC is focusing on the
regulatory framework in five key sectors: marine and fisheries, sports and culture,
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architecture, manufacturing and the environment. This initiative will include rules orig-
inating in private-sector groups, such as industry associations. In addition, the RRC will
try to upgrade the screening of new regulations, in part by improving the quality of the
required Regulatory Impact Analysis statements. These statements, which include
cost-benefit analysis, are to be reviewed by outside experts, including those at
42 government-funded research organisations. Making the Regulatory Impact Analysis
statements available to the public would also be an effective means of upgrading
their quality. Finally, the RRC intends to limit the total number of regulations by
requiring that ministries introducing new regulations abolish an equivalent number.

Strengthening competition policy

In addition to promoting free competition, the Korea Fair Trade Commis-
sion (KFTC) has been responsible for promoting the balanced development of the
economy. This latter objective has led to a number of regulations on chaebol
behaviour and structure. Since 1998, the KFTC has launched a series of probes
into the activities of the top business groups, resulting in large fines in some cases
(see 2000 Survey). These wide-ranging investigations have been expensive for the
government, while firms have complained that such probes, which were not based
on any evidence of wrongdoing, imposed high costs on them. The KFTC
announced at the end of 2000 that, in light of the economic slowdown, it would
suspend such probes of the chaebol and launch investigations only in response to
complaints of illegal acts. Shifting away from the wide-ranging probes, which was
recommended in the 2000 Survey, may test whether the reforms that have been
enacted in the corporate governance framework and in the financial sector are suf-
ficient to ensure market-based restructuring. It would also allow the KFTC to focus
more on monitoring the implementation of new corporate governance rules, such
as the requirement that boards of directors approve large-scale intra-group trans-
actions and disclose them publicly. Moreover, it would allow the KFTC to devote
more resources to traditional competition policy concerns, such as domination,
exclusion and discrimination. The top thirty chaebol have also requested an eas-
ing of government controls on capital investments, intra-group trading and the
200 per cent debt to equity ratio. A task force of government representatives and
private-sector officials was established in May 2001 to consider these issues. Such
liberalisation would be beneficial with the effective functioning of the institutional
framework for corporate governance and restructuring.

Significant gains were achieved by the 1999 Omnibus Cartel Repeal Act,
which eliminated statutory authority for 18 cartels and improved the authority for
three others.102 Under these cartels, some professionals, such as lawyers, had
been allowed to fix their fees.103 A survey by the KFTC reported a significant decline
in the fees in the affected sectors since 1999 (Table 48). For example, lawyers’ fees,
depending on the speciality, fell by as much as 20 per cent between October 1999
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and the end of 2000. Moreover, the variation in pay has widened. For tax accoun-
tants, the ratio between the highest and lowest-paid widened from 2.2 in 1999 to
15 at the end of 2000.

One aspect of increased emphasis on competition policy is the “Clean
Market Project” (CMP) launched in 2001. The KFTC’s constant probes into and sanc-
tions against law violations of the law have failed to improve, in a significant way,
entrenched monopolistic market structures and corporate behaviours. In response,
the CMP was initiated to prevent the recurrence of anti-competitive behaviours
through a two-fold strategy: a structural approach, focusing on industry-specific
improvements of market structure and regulatory reforms, and a behavioural
approach based on corrective actions against restrictive business practices. Under this
initiative, the KFTC is examining competitive conditions in six important markets: tele-
communications, healthcare, media (including newspapers), funeral and wedding
halls, private educational institutes (hakwon) and construction, where bid-rigging is a
concern. This sector-specific approach, which mirrors that of the Regulatory Reform
Committee, has great potential benefits for consumers.

Table 48.  Trends in fees for selected professions
Percentage change between October 1999 and December 2000

1. The 1999 Omnibus Cartel Repeal Act eliminated statutory authority for cartels in these profession.
2. At least 100 million won at stake.
3. Although the December 2000 fees were higher than October 1999, they fall sharply – by about 16 per cent in both

cases between June 2000 and December 2000.
Source: Korea Fair Trade Commission.

Profession1 Speciality
Change in fee 

(per cent)

Ratio of highest to lowest fee

October 1999 December 2000

Lawyer Credit and liability suits2 –12.5 10 times 13 times
Indemnity suits2 –11.6 15 times 12 times
Suits in cases involving violence –16.2 10 times 8 times
Traffic accident suits 0.7 10 times 10 times
Divorce suits –20.6 10 times 10 times

Certified public Auditing of financial statements –8.9 1.6 times 15 times
 accountants Appraisal of accounts3 11.0 3.3 times 8 times

Calculation of costs3 4.8 3.3 times 50 times

Licensed tax accountants Outside bookkeepers –11.1 2.4 times 10 times
Adjustment of tax bill –23.9 2.2 times 15 times

Licensed labour dispute Simple paper work 7.8 5 times 50 times
arbitrators Labour counselling –1.6 10 times 25 times

Patent attorney Application for patents 21.3 3.7 times 4 times
Application for annulment

of invalidity of patent
26.2 7.1 times 4.1 times
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Reducing barriers to trade

Korea has made significant progress in reducing trade barriers, making it a
“more open and secure market for its trading partners” (WTO, 2000). The lifting of
quotas on beef at the beginning of the year leaves quantitative restrictions only
on rice, although tariff levels on agricultural products remain high (see below). In
addition, the phasing out in mid-1999 of the Import Diversification Programme,
which had restricted imports of as many as 924 products from Japan, has led to a
surge in sales of those products. For the final 16 goods liberalised in June 1999,
imports from Japan jumped 62 per cent in 2000, compared to a total import
increase of 18 per cent for those goods. Korea has also reduced its use of anti-
dumping measures in the past few years, although “special safeguard” provisions
have been used to limit surges of imports of some agricultural products. Another
positive factor is the apparent end to “frugality campaigns” by civic organisations,
which targeted luxury items, many of them imported. In the area of cars, access
has been improved by reducing tax and standards-related impediments, although
car imports remain very low at less than 1 per cent of the market. In the context of
the General Agreement on Trade in Services (GATS), Korea has made commit-
ments on eighty activities in the areas of financial services, communications, trans-
portation and environmental services. Finally, in addition to its activities in the
World Trade Organisation, Korea is pursuing trade liberalisation through the nego-
tiation of a free trade agreement with Chile. Studies on the possibility of such an
agreement with Japan were completed in 2000 and the FTA Business Forum was
established for input from the business sector. Studies are also being conducted
on the possibility of agreements with New Zealand and Thailand.

Apart from agriculture, the concerns of Korea’s trade partners have
focused on the issues of standards and intellectual property rights. As of 1999,
only about a quarter of the more than 10 000 Korean Standards were either identi-
cal or equivalent to international standards. By 2004, the government hopes to
harmonise 80 per cent of Korean Standards with international standards. Differ-
ences in standards is a hindrance to trade because, “with very few exceptions,104

Korea does not recognise testing and certification of the exporting country”
(WTO, 2000). As for intellectual property, in 2000 Korea successfully went through
the WTO review of its implementation of the 1996 Trade-Related Intellectual Prop-
erty (TRIPS) agreement. At present, Korea is also participating in 8 out of 21 trea-
ties administered by the World Intellectual Property Organisation. The
government has taken steps to improve the enforcement of intellectual property
rights in the past few years. Indeed, between 1996 and 1999, the number of pros-
ecutions for copyright piracy and trademark infringement increased by 65 per
cent while the number of convictions rose by 76 per cent. Nevertheless, enforce-
ment of intellectual property rights in Korea remains a concern of its trading
partners.105
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Encouraging inflows of foreign direct investment

The relaxation of restrictions on foreign direct investment (FDI) into Korea
has led to a sharp increase in inflows, from less than $2 billion in 1995 to
$15.5 billion in 1999 (Figure 42). Much of the increase was linked to sales of major
assets to foreign investors as part of corporate restructuring (see 2000 Survey). In
contrast, the 1 per cent increase in FDI inflows to a record $15.7 billion in 2000 was
led by additional purchases of firms already operating in Korea and by the cre-
ation of strategic alliances between domestic and foreign firms. As for the sources
of investment, the combined share of the United States and the European Union
was reported to have fallen from two-thirds of the total to less than half in 2000,
although a surge of $3 billion from various islands makes the national origin of
investment less certain.106 In general, the traditional opposition to FDI in Korea
has weakened during the past three years of large inflows. Besides the additional
capital, direct investment has brought new technology, as well as management
techniques that meet global standards. In particular, the presence of foreign
companies is fostering more open corporate governance practices and compen-
sation based on performance rather than seniority (Samsung Economic Research
Institute, 2001). To achieve its $15 billion target of FDI inflows in 2001, the gov-
ernment is endeavouring to improve the legal framework, eliminate quasi-taxes
and reduce corruption. The number of business lines in which FDI is prohibited
was reduced from four to two while the number of partially restricted areas rose
from 24 to 27.107

Privatisation of state-owned enterprises

The government launched a privatisation programme in 1998 that was
intended to reduce government involvement in the economy, improve the quality
of services, generate revenue for restructuring and obtain foreign exchange in the
wake of the crisis. Five of the 11 state-owned enterprises (SOEs) identified in the
plan had been privatised and one liquidated by the end of 2000 (Table 49). Of the
108 state-owned companies in 1998, only 61 remained in 2000.108 With the addition
of 16 new SOEs, of which three were either privatised or merged, the total is 74 at
present. As a result of the privatisation plan, 30 000 workers previously in the SOE
sector are now in the private sector. In addition, efforts to increase efficiency have
cut employment in SOEs by another 40 000. Consequently, total employment in
SOEs has declined by a third to around 140 000 during the past three years. In
addition to privatisation, the governance of the remaining SOEs has been
improved by increasing the autonomy of managers and enhancing the role of the
board of directors. The impact of privatisation on competition in Korea is less
clear. Such benefits will hinge, in part, on the privatisation of network industries,
such as electricity and telecommunications, as well as the creation of an appropriate
regulatory framework.
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Figure 42. Foreign direct investment inflows
US$ billions on a notification basis

Source: Ministry of Finance and Economy.
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Figure 42. Foreign direct investment inflows
US$ billions on a notification basis

Source: Ministry of Finance and Economy.
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Figure 42. Foreign direct investment inflows
US$ billions on a notification basis

Source: Ministry of Finance and Economy.
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Reforms in key sectors

Promoting competition in the telecommunications sector

Telecommunications has been a dynamic sector of the Korean economy,
despite being subject to a relatively high degree of government intervention
(see 2000 Survey). In addition, there has been a tendency to promote the interests
of domestic equipment manufacturers at the expense of service providers, as
explained in the OECD’s Regulatory Reform in Korea (2000). The government has
taken or planned some major steps during the past year to promote competition,
particularly in the local market. Perhaps most important is the decision to unbun-
dle the local loop in the second half of 2001. This will help Hanaro, with 1.5 per
cent of the local market at present, to compete against Korea Telecom, with
98.5 per cent, without having to replicate the existing infrastructure. In addition,
in 2002, the government will shift its regulation of the tariffs charged by Korea
Telecom, which is 59 per cent government-owned, to a price-cap system, which
encourages greater efficiency. However, number portability will not be introduced
until 2003. Meanwhile, the ceiling on foreign ownership of the dominant firm,
Korea Telecom, was raised from 33 to 49 per cent in April 2001, matching the ceil-
ing imposed on other telecommunication service providers. The government
announced that it would fully privatise Korea Telecom by June 2002. The process
was to begin with the sale of a 15 per cent stake in the domestic market in
February 2001, but this was unsuccessful. In the area of broadband development,
Korea is the leader among OECD countries. Measures to improve the interconnec-
tion framework for other service providers wishing to link to the network were
announced in October 2000. Finally, the mandatory contributions from service
firms for R&D by equipment manufacturers were reduced from between 1.8 and
3 per cent of revenue to 1 per cent in 2001.

Despite the positive steps, much remains to be done to promote compe-
tition in the telecommunications sector and to help achieve Korea’s ambition of
developing a knowledge-based economy (see 2000 Survey). First, the transition
from a monopoly to a competitive market requires the establishment of an inde-
pendent regulator, with powers over licensing, pricing and other regulatory safe-
guards. Korea is one of only three OECD countries without an independent
regulatory agency in this sector. The Korea Communications Commission has the
potential to become such a body, but is located within the Ministry of Information
and Communication (MIC) and can be overruled by the Ministry. Second it is also
important to reduce entry barriers by easing licensing requirements, either by
introducing a class-licensing system or by establishing minimum standards rather
than conducting a priori examinations of applicants. Third, price-cap regulation
would be appropriate in markets where Korea Telecom remains dominant, such as
leased lines and national long-distance, where it has market shares of 90 and
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Table 49. The 1998 privatisation plan
Billion won

fit 
97

Results

9 Government share reduced to zero

5 Privatised in December 2000
) Liquidated in November 2000
2 Privatised in January 1999
4 Privatised in November 1998

0 Government share reduced to 59 per cent

6 1 trillion won sold on domestic market
1 Government share reduced to 52.3 per cent
) 1 trillion won sold on domestic market
) Privatised in November 2000
1

1. Includes holdings of government-capitalised public enterprises.
Source: Ministry of Planning and Budget.

Timetable Enterprise Employees
1997
sales

Subsidiaries

Share 
owned by 

government1

(per cent)

Pro
in 19

Immediate Pohang Steel and Iron Corporation 19 294 9 718 16 26.7 72
(by end-1999) Korea Heavy Industries

and Construction Corporation 7 851 3 008 3 84.3 4
Korea General Chemical 263 15 1 98.8 (57
Korea Technology and Banking 163 438 1 10.2
National Textbook Corporation 739 52 0 40.0

Step-by-step Korea Telecom Corporation 58 556 7 784 13 71.2 8
Korea Tobacco and Ginseng 

Corporation 7 573 4 243 1 35.3 22
Korea Electric Power Corporation 33 036 13 116 7 58.2 56
Korea Gas Corporation 2 891 2 926 5 85.7 (336
Daehan Oil Pipeline Co. 385 34 2 48.8 (44
Korea Distric Heating Co. 1 044 203 3 72.2



Building a more market-oriented economy 179
83 per cent, respectively. However, the rationale for controlling the prices charged
by SK Telecom, which has 40 per cent of the highly competitive mobile market, is
not clear. In fact, MIC, arguing that there was too much competition in this market,
allowed mergers, reducing the number of competitors from five to three. Korea is
one of the few OECD countries that regulate prices in the mobile market. Fourth,
the limits on foreign ownership should be further raised to boost competition and
help achieve the government’s plan to privatise Korea Telecom completely
in 2002. Fifth, the government should avoid intervening in the decisions of tele-
communication service providers and end the emphasis on promoting a domestic
manufacturing industry.

Introducing competition in the electricity industry

In January 1999, the government announced a ten-year plan to introduce
market forces into the electricity sector (see 2000 Survey). The key elements of the
plan, which is discussed in detail in the OECD’s Regulatory Reform in Korea (2000),
include the division of the generation and distribution assets of the Korea Electric
Power Corporation (KEPCO), their privatisation and the introduction of competi-
tion in generation and retail supply. However, protests by the labour union of
KEPCO, which is 58 per cent government-owned, delayed passage of the imple-
menting legislation until December 2000. The approval of the plan allowed the sep-
aration of KEPCO’s generating capacity into six companies in April 2001 and the
establishment of a cost-based electricity exchange. The privatisation of these com-
panies will begin in 2002 at the earliest. Once KEPCO’s distribution assets are sepa-
rated at the end of 2002 and privatised in 2003, choice of supplier will be allowed for
large customers. However, competition will not be introduced at the household
level until 2009. The Electricity Supervisory Board was established in the Ministry of
Commerce, Industry and Energy in 2001 and the government plans to operate it as
independently as possible. Once competition develops, the Board will be made
independent. Finally, the financial burden of providing electricity to farmers and to
persons in remote areas has been transferred from KEPCO to the government.

The authorities should follow through with the plan to introduce competi-
tion in the electricity sector, which should produce significant gains in the context
of rapid growth projected for this sector. Korea’s per capita consumption of elec-
tricity is only about half that in Japan and is likely to increase significantly in the
next few decades. Indeed, the Korea Energy Economic Institute expects that total
generation capacity will need to double by 2018. Thus, it is important that the new
competitive framework includes incentives to increase supply. At the same time, it
is important to provide incentives for the efficient use of electricity by ensuring
cost-reflective pricing. Finally, making the Electricity Supervisory Board indepen-
dent would enhance its capacity to ensure fair competition among the various
players in the market, including independent electricity generators.
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The new framework for agricultural policy

Korea’s agricultural sector receives an exceptionally high level of assis-
tance, primarily through market price support. This consists of trade measures and
domestic price stabilisation mechanisms, including government purchases and
public stockbuilding (see 2000 Survey). Such measures, which are the most distor-
tive in terms of trade and production patterns, accounted for 96 per cent of total
support for producers in 2000. Prices received by Korean producers are seven
times higher than world levels for oilseeds, over four times higher for rice and over
three times higher for milk and beef. As a result, the value of gross farm receipts
in 2000 was about four times greater than it would have been at world prices.
Indeed, the Producer Support Estimate (PSE)109 increased to an estimated 73 per
cent in 2000, the highest in the OECD area and more than double the OECD average
(Figure 43). Such support has been costly to consumers and taxpayers; total trans-
fers to agriculture amounted to 5.3 per cent of GDP ($518 on a per capita basis) com-
pared to an average of 1.3 per cent ($289 per capita) in the OECD area (Panel B).

The rise in the PSE in 2000 was largely due to rice, which accounts for half of
agricultural income. The increase for rice was partly a result of a decline in the world
price of rice. At the same time, the government’s purchase price increased 5.5 per cent
while the quantity purchased expanded 3.4 per cent, following large declines during
the preceding two years. In the Uruguay Round, Korea agreed to reduce its “Aggregate
Measure of Support” for agriculture by 13 per cent between 1995 and 2004. Meeting
this target requires a shift away from market price support to direct measures to assist
farmers. Direct support, which is allowed under the Uruguay Round agreement, is a
more effective and transparent means to provide assistance to producers, and results
in less distortion to resource allocation. Moreover, it is consistent with the emphasis
on multifunctionality in the Agricultural and Rural Basic Law, which took effect in 2000.
However, the two direct payment programmes in operation in 2000 were too limited to
provide much income to farmers. In 2001, the government introduced a direct pay-
ment system for paddy-field farmers that rewards those who practice environment-
friendly farming. The incentive to use fewer chemical inputs is appropriate and should
be strengthened, given that the use of chemical fertilisers in Korea is four times the
world average, resulting in considerable damage to water and soil. However, the
scope for direct payments to farmers is limited by budgetary constraints. Indeed, agri-
culture’s share of government outlays fell from 13 per cent in 1995 to 8.1per cent in 2001.

Further steps have been taken to open Korea’s market to agricultural
imports. Quotas on beef were removed at the beginning of 2001, leaving a tariff of
40 per cent to protect domestic producers. The gradual opening of the beef mar-
ket has reduced the number of small-scale farmers in this sector, resulting in a
23 per cent fall in domestic production in 2000. With the removal of quotas on
beef, rice is the only product still subject to quantitative restrictions. Neverthe-
less, tariffs on agricultural products average 50 per cent, more than six times
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Figure 43. Producer support estimates and transfers to agriculture

1. An indicator of the value of monetary transfers to agriculture resulting from agricultural policies. It is presented
as a share of the total value of production at domestic producer prices.

2. Transfers from consumers plus transfers from taxpayers less budget revenues.
3. Korea is not included in the OECD average.
Source: OECD.
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greater than the average for manufactured products. In the case of rice, imports
are to rise from 1 to 4 per cent of domestic consumption over the period 1995
to 2004 under a “minimum access commitment”. However, imported rice is only
used for processing into other products. The amount of imported rice should be
increased further when the ten-year commitment is completed. As noted in
the 2000 Survey, increasing the size of farms is the key to boosting agricultural pro-
ductivity. Since the removal of area limits on farms in agricultural promotion
zones, the average farm size has been increasing gradually at an average annual
rate of 1.2 per cent, but remains small at 1.37 hectares.

Overall assessment

While considerable progress has been made in a number of areas, reflect-
ing the extensive nature of reforms undertaken by the government in the wake of
the crisis, much still remains to be done. Recommendations for further reforms are
summarised in Box 13. In the labour market, it is important to ensure that employ-
ment protection provided to regular workers does not slow progress in restructur-
ing the corporate and financial sectors. At the same time, those who lose their jobs
should receive support through improved employment insurance and vocational
training programmes.

Competition should be strengthened by the plan of the Prime Minister’s
office and the KFTC to focus their efforts in regulatory reform and competition pol-
icy on key sectors. Making the Regulatory Impact Assessments an effective tool for
highlighting the benefits of reform should help maintain the momentum in this
regard. As for the KFTC, its decision to temporarily refrain from wide-ranging
probes of the chaebol may offer an opportunity to test whether the reforms to cor-
porate governance and the financial sector have been effectively implemented.
Further steps to remove barriers to imports and foreign direct investment would
also boost competition. Finally, reforms should be introduced in key sectors to
boost competition. In electricity, moving ahead with the separation and privatisa-
tion of generation, transmission and distribution should significantly lower the
cost of electricity. Telecommunications is also in the midst of a shift to a competi-
tive market but needs an appropriate regulatory framework, given the still domi-
nant position of the government-owned Korea Telecom. The establishment of an
independent regulatory agency is essential in both the telecommunications and
electricity sectors. Agriculture is an area with great scope for productivity gains.
Reducing the high cost of public support to farmers would be beneficial to taxpay-
ers and consumers. In addition, flexibility in land use is also important as a signifi-
cant amount of land needs to be shifted from agriculture to urban uses over the
coming decades. In sum, further progress in promoting factor-market flexibility,
boosting competition and implementing reforms in key sectors is essential to the
success of Korea’s new market-oriented framework.
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Box 13. Summary of structural policy recommendations in this Survey* 

The labour market

– Ensure that employment protection for regular workers does not hinder
restructuring of the corporate and financial sectors.

– Provide vocational training to workers who lose their jobs and do not qualify
for unemployment benefits.

– Phase-out employment subsidies with large deadweight costs.

– Effectively implement the new social welfare system while maintaining
incentives to work.

– Continue to use the Tripartite Commission to bring Korea’s industrial rela-
tions framework into line with internationally-accepted norms.

– Further expand the coverage of the Employment Insurance System.

The land market

– Introduce efficient mechanisms for the transfer of land in the newly-created
“management zone” to urban use.

Regulatory reform

– Effectively implement regulatory reforms in the five sectors chosen in 2001.

– Make the Regulatory Impact Analysis statements public to improve their
quality and raise public support for regulatory reform.

Promoting competition

– Ease restrictions currently imposed on the chaebol in line with the devel-
opment of market-based institutions for corporate restructuring.

– Monitor companies’ compliance with the new corporate governance frame-
work.

– Effectively implement the “Clean Market Project” launched by the KFTC to
improve competition in six sectors.

– Further harmonise Korean Standards with international standards so as to
avoid negative impacts on imports.

– Continue to improve the climate for foreign direct investment.

– Complete the 1998 privatisation programme for state-owned enterprises.

The telecommunications sector

– Reduce government intervention in the business and investment plans of
private companies and avoid favouring the domestic equipment-manufacturing
sector.

– Establish an independent regulatory authority.
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Box 13. Summary of structural policy recommendations
in this Survey* (cont.)

– Streamline the licensing process to facilitate the entry of new firms.

– Impose price caps in markets where Korea Telecom remains dominant,
while refraining from intervention in all other markets.

– Further ease the remaining restrictions on foreign ownership in the tele-
communications sector.

The electricity sector

– Implement the ten-year plan to separate and privatise the generating and
distribution assets of the Korea Electric Power Corporation.

– Make the Electricity Supply Board independent.

The agricultural sector

– Accelerate the shift from market price supports to direct payments to farmers.

– Promote farm consolidation to boost the average farm size.

– Reduce reliance on chemical inputs, notably fertiliser and pesticides, to
improve the environment.

– Increase market access for imported rice when the “minimum access com-
mitment” is completed in 2004.

* The recommendations pertaining to the corporate and financial sectors are shown in Box 11.
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Notes

1. Business investment equals total investment minus residential construction and pub-
lic investment.

2. However, there is some seasonality in profit figures since firms tend to take losses or
“lumpy” expenses at the end of the year. In 1999, for example, the ordinary profit to
sales ratio was 4.2 per cent in the first half of the year but 1.7 per cent for the entire year.

3. Despite the improvement in these indicators, they are not high by world standards. In
the United States, for example, the ordinary profits to sales ratio was 8.1 in 1998, while
the average interest coverage ratio was around 3.5 in 1999.

4. The Bank of Korea analyses the business statements of approximately 2 000 firms, out
of 30 000 tax-paying firms with annual sales of at least 2 billion won, twice a year. The
majority of these are in the manufacturing sector. 

5. While the rise in oil prices boosted consumer price inflation, the terms of trade shock
resulted in a 1.5 per cent decline in the GDP deflator in 2000.

6. This number is somewhat below econometric work showing that a $10 hike in oil
prices boosts the consumer price index by 1 percentage point over three quarters
(Korea Institute of Finance, 2000). This suggests that higher oil prices may have con-
tinued to boost inflation through the first half of 2001.

7. In Korea, only those who have looked for work during the previous week are counted
as unemployed. Using the standard OECD definition, which includes those who
looked for work during the preceding four weeks, the unemployment rate would have
been a quarter of a percentage point higher.

8. The calculation of Korea’s export market growth includes 40 major countries and four
zones. The weights of those importing countries are based on trade flows in 1995.

9. Korean exports to Southeast Asia in the fourth quarter of 2000 in US dollar terms fell
1 per cent year-on-year and 11 per cent at an annual rate from the preceding quarter.

10. On a notification basis, direct investment inflows increased 1 per cent to a record
$15.7 billion in 2000.

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

12. October 2000 statement by the Monetary Policy Committee, which meets once a month. 

13. Given their erratic movement during a period of financial-sector restructuring, mone-
tary aggregates are now information variables rather than intermediate targets. More-
over, the velocity of money has also become unstable since the crisis. After
maintaining a declining trend of around 6 per cent a year during the 1990s, it fell
17 per cent in 1998 before turning positive in 1999.
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14. Prior to the crisis, 85 per cent of corporate bonds were guaranteed, primarily by
banks, securities companies and merchant banks, and the risk of corporate bank-
ruptcy was low. In this environment, credit risk was not a major concern for investors.
At present, only 3 per cent of bonds are guaranteed and corporate bankruptcies are
more frequent.

15. In contrast to the decline in corporate bonds, the stock of asset-backed securities
(ABS) increased ten-fold to 40 trillion won (8 per cent of GDP). A majority of ABS were
issued by financial institutions seeking to improve their balance sheets. In addition, a
substantial portion were government-related, such as issues by KAMCO to resolve
non-performing loans and issues of collateralised bond obligations (CBOs), govern-
ment-guaranteed in many cases, to resolve the problems of financially-troubled com-
panies in workout programmes (see Chapter IV).

16. In Korea, firms with less than 300 workers in the manufacturing, construction and
transportation sectors and a maximum of between 30 and 300 in the service sector
were defined as small and medium-sized enterprises. Such companies account for
99 per cent of all firms (see Chapter IV).

17. One could argue that the huge surge in the amount of deposits should have reduced
deposit rates. However, with the introduction of partial deposit insurance at the
beginning of 2001 and the restructuring of the banking sector, banks have focused on
boosting, or at least maintaining, their share of deposits.

18. At the end of 2000, the corporate sector had gross foreign liabilities of $57 billion
(14 per cent of GDP) and net liabilities of $43 billion (10 per cent).

19. The government forecast 6.2 per cent real growth and a GDP deflator of 2.4 per cent
in 2000. In the event, real growth reached 8.8 per cent but the GDP deflator fell 1.5 per
cent, reflecting the terms of trade loss.

20. The elasticity of tax receipts with respect to income is generally estimated to be in
the 1.2 to 1.3 range.

21. See, for example, Citibank/SalomonSmithBarney’s Korea Economic Weekly, 12 March 2001.

22. According to preliminary figures, the allocation of the 13.4 trillion won total cash sur-
plus in 2000 was divided as follows: 3.5 trillion won in deposit money banks (either
increase in deposits or reductions in loans), 0.9 trillion won in cash holdings, 0.7 trillion
won in foreign assets and 8.4 trillion won in “other sources”, presumably holdings of
domestic bonds and equities.

23. In practice, the bonds issued by KAMCO and KDIC are virtually identical to Treasury
bonds; the government guarantees their redemption and the interest paid is
included in special account expenditures.

24. However, the plan and outcome of public funds are reported to the National Assem-
bly and the government is supposed to try and reflect the opinions of legislators in
operating the public funds.

25. Expenditures by these ten funds were thus added to the consolidated central govern-
ment budget in 2000. However, the statistics reported for previous years have not
been revised to make them comparable. 

26. A new extra-budgetary fund, Liquidating Non-Performing Assets was created by the Finan-
cial Supervisory Commission. Of the remaining funds, the Ministry of Finance and
Economy is responsible for seven: Deposit Insurance, Technology Credit Guarantee, Credit
Guarantee for Agriculture, Forestry and Fisheries, Saving Encouragement for Property of Agriculture and
Fishing Households, Credit Gurantee, Housing Finance Credit Guarantee and Saving Encourage-
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ment for Accumulation of Property. The others (with the responsible ministry shown in
parentheses) include: International Co-operation (Ministry of Foreign Affairs and Trade);
Security of Community Credit Saving (Ministry of Government Administration and Home
Affairs); National Sports Promotion and Culture and Arts Promotion (Ministry of Culture and
Tourism); Subsidising Areas Around Power Plants and Export Insurance (Ministry of Com-
merce, Industry and Energy); Postal Insurance (Ministry of Information and Communica-
tions); and Infrastructure Credit Guarantee (Ministry of Planning and Budget). 

27. These are discussed in OECD (2001b).

28. These projections are from Eurostat for European countries and the United Nations
for other countries, including Korea. The National Statistical Organisation in Korea has
also made population projections for the period up to 2030. The Korea Development
Institute has made projections through 2050 as part of the OECD’s Ad Hoc Working
Group on the Fiscal Implications of Ageing. Those projections are discussed in Annex I. 

29. For children caring for a father more than 60 years old or a mother more than 55 years
old, a deduction of 30 million won on inheritance tax and a one million won per year
deduction on taxable income is allowed. In addition, 0.5 million won per year of capi-
tal gains is untaxed.

30. From a survey by the National Statistical Office that is published in Social Indicators in Korea. 

31. In this case, the firm makes a contract with an insurance company, which pays the annuity.

32. The low rate reflects the fact that the recipient is allowed to deduct half of the pay-
ment (75 per cent in the case of layoffs or early retirement) from taxable income. The
tax on the remainder is calculated using income averaging. Finally, the calculated tax
was reduced by half under the Retirement Allowance Tax Credit. Recent changes in
the taxation of retirement allowances are discussed in Box 3. 

33. The tax deduction is limited to the lesser of: 1) 10 per cent of total compensation paid
to regular employees; and 2) 40 per cent of the total estimated liability if all employees
retired at once.

34. Temporary workers are defined as employees on fixed-term contracts, which by law
cannot exceed one year. Such workers, who account for one-third of all employees, do
not usually receive retirement allowances. However, a significant proportion of tem-
porary workers remains with the same company for more than one year and thus
becomes eligible for the allowance.

35. In 1999, 5.5 million locally-insured persons were “exempted” from paying contribu-
tions. According to the NPC Statistical Yearbook, most of these persons were unem-
ployed. However, the “Economically Active Population Survey” by the National
Statistical Office – the source of Korea’s official unemployment rate – reported the
number of unemployed as 1.3 million persons in 1999. Thus the “exempted” group
includes persons for whom income data is not available even though they participate
in economic activity. Exempted persons would be entitled to a disability pension and
their dependants to a survivor pension, should such events occur. However, the level
of the benefit would be determined by their number of years of contributions. The
insured are allowed to increase retroactively their coverage period by paying for con-
tributions missed in the past. The other 5.4 million persons in the labour force who
were not insured by the NPS included those covered by public occupational pensions
(1.1 million, see below) and their spouses, workers over the age of 60 (1.7 million) and
workers under the age of 18 (0.2 million workers).
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36. The subsidy, which is aimed at relieving some of the impact of the Uruguay Round on
farmers, is set at 2 200 won per month, one-third of the contribution owed by a person
in the lowest income class. This subsidy is scheduled to continue through 2004.

37. Most payments by the NPS thus far have been lump-sum refunds to insured persons
who reach age 60 with less than ten years of contributions. Such refunds, which
accounted for 87 per cent of its outlays in 1999 (Table 24), equal the contributions
made plus interest. Refunds have been paid to about 7 million persons. 

38. The Task Force had recommended a 40 per cent replacement rate. The Ministry of
Health and Welfare, though, favoured a rate of 55 per cent and this was raised to
60 per cent by the National Assembly.

39. The annual pension benefit is A * (0.5 + .02n), where n equals years of contributions
beyond 20 (up to 33 years), while A equals the final monthly salary times 12. In con-
trast to the NPS, there is no redistributive element in the occupational schemes.

40. It should be noted that indexing pensions to prices, both under the NPS and the
occupational schemes, will tend to lower the replacement rate as a share of the aver-
age wage over time, which may not be sustainable. 

41. However, a significant number of those receiving pensions under the occupational
schemes were under the age of 55, since participants are able to retire at any point
after twenty years of contributions.

42. Of this total, 0.8 million received benefits under the Temporary Livelihood Protection pro-
gramme, which was introduced in 1998 to help the unemployed. It was abolished in 2000. 

43. For example, in some Scandinavian countries, a third of the population in the 60 to 64 age
group receives such support.

44. In Korea, a general hospital is an institution with more than 100 beds and a minimum
number of specialised departments. A hospital (except for a dental hospital) is defined
as an institution with more than thirty beds. A special hospital is a specialised institution
such as a mental hospital or a cancer hospital.

45. Co-payments for outpatient care are lower, at 30 per cent for a clinic and 40 per cent
for a hospital. The sliding co-payment schedule was originally aimed at countering
the tendency for patients to go to hospitals which are generally better equipped than
clinics and enjoy a reputation for high quality care.

46. For the self-employed, the National Health Insurance Corporation maintains a table
of fifty premiums ranked according to income and assets.

47. An elderly person can be covered by the insurance of other children (i.e. not the old-
est) only if they live in the same residence.

48. The reform of the civil service scheme in 2000 has reduced the required contribution
rate. Initially, the Pension Reform Task Force projected that a rate of between 30 and
35 per cent would be necessary.

49. The report by the Pension Reform Task Force in 2000 projected that the NPS would
run a deficit by 2034 and its reserves would be exhausted by 2048 if the contribution
rate were maintained at the current 9 per cent. A rate of 17.2 per cent would prevent
deficits through 2080. 

50. As noted above, this group includes temporary and daily workers, employees at small
firms, the self-employed and family workers. Of the 16.4 million non-contributors,
about 3 million were excluded because of their age or the fact thay they were covered
by the occupational pension schemes.
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51. This projection (World Bank, 2000) assumes that the contribution rate increases grad-
ually to 17.25 per cent by 2033. Under this assumption, the Fund would approach
100 per cent around the year 2040. If contribution rates remained unchanged at the
current level, the Fund would peak at 50 per cent around the year 2030.

52. In the Task Force’s September 2000 report, the majority view was that the role of pub-
lic pensions should be reduced gradually.

53. The best form of taxation would be a consumption tax, in part because the self-
employed also evade income taxes. 

54. There would be some advantages to making this tier a defined-contribution scheme.
Such an approach would allow the possibility of integrating it with Pillar 2 – the pro-
posed corporate pension system – over the long term. Moreover, it would provide a
management “psychology” similar to that of Pillar 2, where the focus on returns would
contribute to the objective of widening capital markets. A disadvantage of a defined-
contribution approach is that it may be less effective in encouraging the participation
of the self-employed.

55. In the United States, for example, the Employee Retirement Income Security Act in
the mid-1970s established a forty-year amortisation period for unfunded liabilities in
existing employee-sponsored pension plans.

56. However, the occupational pension schemes have encouraged early retirement by
ending pension accrual at 33 years of contributions.

57. Although population ageing and competitive pressures for merit pay may weaken the
link between seniority and pay, the seniority-based system is likely to fade away only
gradually. While the seniority system has a positive effect on the supply of older workers,
it reduces the demand for them. 

58. The limit for this subsidy is 15 per cent of a company’s workforce per quarter (10 per
cent for a chaebol affiliate).

59. See, for example, OECD Economic Survey of Poland (2000) for the difficulties encountered
in implementing a recent systemic reform in Poland.

60. Medical fees have been raised three times since July 2000, a cumulative increase of
24.5 per cent. Moreover, prohibiting pharmacists from prescribing drugs led to an
increased number of visits to doctors just to get prescriptions for drugs. Meanwhile,
doctors, having been freed from the potential criticism of being driven by profits from
selling drugs, have started to prescribe more expensive drugs that are perceived by
patients to be of superior quality.

61. Such an approach, which has been adopted in Japan, would combine a reduced reim-
bursement price for drugs – to make dispensing less attractive as a source of income
for doctors – with the introduction of a fee income per prescription written by doctors
and restrictions on the drugs that can be prescribed by pharmacists.

62. Another often-cited argument in favour of separation is the creation of a “family” phar-
macist who, by keeping a comprehensive prescription record for each patient, can avoid
adverse side effects from drugs dispensed by doctors. While this idea has some appeal, it
may not be practical to buy drugs from the same pharmacy as people’s geographical
mobility increases. Moreover, the problems associated with the lack of a drug history of a
patient could be overcome by the use of an electronic medical insurance card. 

63. The scheme, which began operation from 2000, is often seen as providing non-medical
assistance to the elderly as in Germany. But, in fact, it is designed to include certain
types of medical care that become necessary with ageing, such as rehabilitation care.
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The new scheme hence is likely to impact significantly on the healthcare system as a
whole, all the more since its introduction coincided with the revision of the Medical
Care Act, which allowed medical institutions to enter the home care market. This is
likely to promote functional specialisation among hospitals along with a reduction in
the extent of elderly patients’ hospitalisation as a substitute for nursing care. Compe-
tition in the long-term care market will intensify with the partial lifting of the prohibi-
tion preventing for-profit entities from entering this market.

64. In the case of corporations capitalised at more than 100 billion won, the threshold to
inspect the books was lowered from 0.5 to 0.05 per cent and from 0.25 to 0.025 per
cent to demand the punishment of a director.

65. Hyundai will continue to evolve with the separation of its heavy industry and ship-
building activities at the end of 2001. This group is to be headed by Chung Mong-Joon,
one of the sons of Hyundai’s founder, Chung Ju-Young, who died earlier this year. The
retirement of Mr. Chung from Hyundai’s activities in 1999 was a factor in its separation
into a number of groups, some of which are led by his sons. 

66. It should be noted that part of the decline in 2000 was due to the division of Hyundai
into three groups among the top thirty and the demise of Daewoo, with 34 affiliated
companies. 

67. The decline reported in 2000 was due in part to the collapse of Daewoo, which had
exceptionally high levels of debt. In 1999, Daewoo ranked as the second-largest
group with 37 companies. In 2000, however, Daewoo and Daewoo Motors were
included among the top thirty groups but included a total of only five companies. 

68. This is based on a sample of more than 100 chaebol-affiliated companies that are
listed on the Korea Stock Exchange (Jang, 2000). A sample of 282 non-chaebol compa-
nies reported a fall in financial costs from 7.3 to 5.2 per cent over the same period.

69. Taken together, this sample of listed companies explained in the previous footnote
implies that about a third of firms had interest coverage ratios below one in 1999. This
is a slightly higher percentage than the survey of all externally-audited companies
(Table 3), which showed that 26 per cent of companies were in that position.

70. Of the 15 companies, three were merged into graduated companies (prior to their
graduation) and two into companies that dropped out (prior to dropping out). The
remaining ten were merged into companies still in the programme.

71. According to the Corporate Viability Assessment Committee, these companies were
to be liquidated, sold, merged or put into court receivership (see 1999 Survey). By the
end of 1999, the restructuring of 44 companies had been completed through liquida-
tion (26), sale (9), merger (8) and court receivership (1).

72. In 2001, the creditor banks changed the management of the two firms and required
debt restructuring.

73. The recommendations related to the corporate sector are summarised in Box 11.

74. As noted in Table 30, 36 companies have graduated from the workout programme,
though it may be too early to evaluate the results.

75. The largest, Daewoo Motors, was put into court receivership at the government’s ini-
tiative.

76. In terms of capital, the government owned 62.5 per cent of commercial banks in
June 2000, including minority holdings.
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77. Under this approach, the creditor banks transfer their lending credit and equities in
the workout company to the CRV in exchange for equity. This gives the CRV control of
the workout company as its major shareholder. The management of the company is
then assigned to an asset management company, which engages the services of turn-
around experts. After the normalisation of the workout company, the CRV pays back
the equity to the creditor banks and any other investors and disappears. 

78. For a good discussion of these issues, see Chopra and Coe, “The challenge of corpo-
rate restructuring”, Chosun Ilbo, 13 February 2001. 

79. Since the first successful case against Korea First Bank in 1998, there have been suits
against the management of Daedong Bank, Korea Telecom, Samsung Electronics and
the Daewoo group.

80. Large companies, which are defined as those with a market capitalisation of more
than 2 trillion won in June 2000, accounted for 82 of the 704 firms listed on the Korea
Stock Exchange in 2000.

81. Joh and Ryoo (2000) demonstrate that stock prices in smaller chaebol, where linkages
among firms are weaker, have had higher share prices than the five-largest chaebol.

82. Investigations of the chaebol by the Korea Fair Trade Commission have uncovered
such actions (see 2000 Survey). 

83. For example, firms in the areas of air travel, marine transportation, construction and
trade are excluded in caclulating the debt to equity ratio for a chaebol.

84. However, part of the increase is due to the addition of Ulsan as the eighth of the large
cities (see footnote to Table 36).

85. Ventures businesses are a sub-category of SMEs and are eligible for exceptional pref-
erential treatment (see 2000 Survey).

86. The other ministries will be able to input data into this database by the end of 2001
or early 2002.

87. The introduction of the forward-looking loan classification criteria is estimated to have
increased the amount of non-performing loans by 47 trillion won (Korea Institute of
Finance, 2000).

88. The purchase price ranged from 3 per cent of principle face value in the case of unse-
cured ordinary non-performing loans to 55 per cent of the collateral price on restruc-
tured corporate loans that are secured. On average, KAMCO paid 37 per cent of face
value for non-performing loans.

89. Goldman Sachs has invested in Kookmin Bank, ING in Housing and Commercial Bank,
Allianz AG in Hana Bank and the consortium of J.P. Morgan and Carlyle in Koram Bank.
Other banks have more dispersed foreign ownership – such as Shinhan Bank with
50 per cent – without a strategic foreign investor.

90. The decision on which banks to include was made by the Rehabilitation Evaluation
Committee, which includes private-sector experts.

91. The recommendations related to the financial sector are summarised in Box 11.

92. KAMCO’s efforts to resolve non-performing loans have won a number of awards from
international journals in 2000. For example, it was picked as “Issuer of the year” by
Euro Money, “The most innovative issuer of the year” by Asia Money, and “ABS issuer of
the year” by IFR Asia.

93. These issues are discussed in detail in the OECD report, Pushing Ahead with Reform in
Korea: Labour Market and Social Safety-Net Policies (2000). 
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94. A recent study estimated the number of non-regular workers at 18 per cent of employees.
See Kyungsoo Choi (2001), “An international comparison of the number of non-regular
workers” (in Korean).

95. The thresholds for reporting layoffs are:

• More than ten regular workers in a firm with less than 100 employees.

• More than 10 per cent of regular workers in a firm with 100 to 999 employees.

• More than 100 regular workers in a firm with more than 1 000 workers. 

96. The OECD’s 1999 Employment Outlook ranked protection for such workers in Korea as
the second strictest in the OECD area.

97. Prior to the crisis, only workers at firms with thirty or more employees – a third of
dependent employment – were covered.

98. According to one study (Martin, 2000/1), “Most evaluations show that subsidies to private-
sector employment have both large deadweight and substitution effects".

99. The delay in permitting more than one union at the firm level has been referred to
the Committee on Freedom of Association at the International Labour Organisation.

100. In 1993, the existing ten-zone system was simplified, resulting in five zones: urban
(14.8 per cent of total area), semi-urban (1.1 per cent), semi-agricultural (25.7 per cent),
agricultural and forest (51.2 per cent) and natural environment preservation zones
(7.1 per cent).

101. Of 1 840 informal regulations, 1 678 were abolished, while 162 were legitimised.

102. The adoption of the Act was partly motivated by the OECD’s 1998 “Recommendation
of the Council Concerning Effective Action Against Hard Core Cartels”.

103. The Korea Bar Association set the fees for lawyers, subject to approval by the Ministry
of Justice. Lawyers who failed to follow the set fees could be suspended and fined.

104. The exceptions are the Memo of Understanding with the United States on motor vehicles
and the Mutual Recognition Arrangements signed with certain countries.

105. See, for example, the minutes of the Trade Policy Review on Korea held at the WTO in
October 2000.

106. Approximately $3 billion of FDI was reported from Bermuda, the Virgin Islands and
the Cayman Islands, which provided a total of only $72 million in 1999.

107. This increase is due to the two business lines where FDI was partially liberalised, and
the partial opening of two state-monopolised businesses. Meanwhile, part of the tele-
communications sector was fully opened.

108. The six companies closed or privatised had a total of 21 subsidiaries. Another twenty
subsidiaries were either merged, liquidated or privatised.

109. The PSE is the value of transfers to agricultural producers as a share of the value of
production. Transfers include market price supports, which provide money to farmers
through policies that affect prices, such as import controls and government purchase pro-
grammes. It also includes transfers through budgetary outlays and tax expenditures.
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Annex I 

The economic impact of ageing

The OECD’s Ad Hoc Working Group on the Fiscal Implications of Ageing examined this
issue in a number of member countries, including Korea (Box 5). The work on Korea in this
exercise was based on a central scenario of 2.9 per cent average annual growth over the next
five decades (Table A1). This annex presents the assumptions underlying this scenario.

Labour productivity

The rate of output growth depends on changes in labour force productivity, as well as in
the size of the workforce. The working group’s baseline assumed that technological progress
could produce an average annual growth rate of 1¾ per cent. Korea, with a relatively low level of

Table A1. Long-term projections

1. Projection by KDI shown in Figure 34.
2. Average annual growth during the preceding decade. The rate of convergence was set so as to be consistent with

the 2.9 per cent average growth rate used by the working group.
3. Labour productivity in Korea – real GDP per worker – is estimated as: 

K t = (1 + (TP/100))* K t–1 + c * (US t–1 – K t–1)
where TP is the long-term average rate of technological progress in per cent (assumed to be 1.75 per cent), K and
US are the levels of labour productivity in Korea and the United States respectively, and c is a convergence factor
showing the portion of the productivity gap between the two countries that is narrowed each year. US labour pro-
ductivity is estimated as: US t = (1 + (TP/100) * US t–1.

Source: OECD and KDI.

2000 2010 2020 2030 2040 2050
2000 

to 2050

Employment1 Index 100.0 116.3 126.5 126.4 120.2 112.2
Growth rate2 1.5 0.8 0.0 –0.5 –0.7 0.2

Labour productivity3

Convergence Index 100.0 135.6 179.9 234.9 302.9 386.6
Growth rate2 3.1 2.9 2.7 2.6 2.5 2.7

No convergence Index 100.0 118.9 141.5 168.3 200.2 238.1
Growth rate2 1.8 1.8 1.8 1.8 1.8 1.8

Real GDP
Convergence Index 100.0 157.7 227.6 296.9 364.0 433.6

Growth rate2 4.6 3.7 2.7 2.0 1.8 2.9
No convergence Index 100.0 138.3 178.9 212.7 240.6 267.0

Growth rate2 3.2 3.2 2.6 1.7 1.2 1.0 2.0
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productivity at present and its openness to the world economy, should be able to achieve a
higher rate, allowing it to continue the process of convergence toward the advanced countries.1

Over the past thirty years, the volume of output per worker has tripled from 10 per cent of
the US level to 30 per cent (evaluated at exchange rates in 2000). If the gap between pro-
ductivity levels in the two countries narrows at 0.6 per cent a year, the annual rate of pro-
ductivity growth per worker in Korea would average 2¾ per cent over the next five decades.
Such growth would boost the productivity level relative to American workers from less than
a third to a half in 2050. As Korea narrows the technology gap with the most advanced econ-
omies, the growth of labour productivity would moderate from over 3 per cent to around
2½ per cent over the fifty-year period.

Growth of the labour force

The demographic projections used in the working group’s exercise, which were prepared
by experts at the Korea Development Institute (Box A1), project that the working-age population
(20 to 64 years of age) will peak in 2020 at 33 million. During the following thirty years, it would
decline by a fifth to 26 million – about 12 per cent below the level at present (Figure 34 in the
main text). The labour force participation rate, the other key factor determining the size of the
workforce, is even more difficult to project. In 2000, 67 per cent of the population over the
age of 20 was economically active (Panel B).2 In the working-group exercise, it was assumed
that the participation rate for men would basically remain unchanged for each of four age
groups, i.e. under 20, 20 to 54, 54 to 65 and over 65. Nevertheless, the overall rate for men
would fall by 8 percentage points over the next fifty years due to the effect of ageing (Panel C).
This reflects, in part, the fact that the 55 to 64 age group, which has a lower participation rate
than younger workers, will account for almost a quarter of the working-age population in 2050,
double its share at present.

As for the female labour force participation rate, the working-group assumptions
(see Box 5) translate into a rise in Korea from 58 to 77 per cent for the 20 to 54 age group
over the next fifty years. Although the overall participation rate for women would decline
from 2020 as the ageing effect dominates, it would still be 2 percentage points higher
in 2050 than at present under this scenario (Figure 34, Panel C). Rising female participa-
tion would limit the fall in the total labour force participation rate to 4 percentage points
over the period 2000 to 2050 (Panel B) and moderate the fall in the labour force that is
projected to begin in 2025 (Panel A).3 In sum, the rise in the population over the age of
twenty over the next fifty years would more than offset the decline in the participation
rate for that age group. Consequently, the labour force would rise at a 0.2 per cent aver-
age annual rate over the next fifty years. Combined with the 2¾ per cent growth rate in
labour productivity discussed above, this would result in output growth of just under
3 per cent per year.

Such an outcome, though, depends on maintaining a high labour force participation rate
for men and boosting that for women, in contrast to the declines experienced in many OECD
countries in recent years. Working beyond the age of 65, which was the norm for men in
OECD countries in the 1960s, is now the exception. Indeed, the average effective retire-
ment rate is well below 60 in some European countries (Blondal and Scarpetta, 1997). In
Korea, if the female participation fails to rise from its current level, as projected in the
working-group exercise, the labour force would not achieve the small increase currently
projected. Moreover, if this were combined with a decline in the male participation rate,
there would be a significant fall in the labour force and output growth would fall short of
the 2.9 per cent in the central scenario.
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Sensitivity analysis

The outlook for public pension expenditures obviously depends on the underlying
assumptions discussed above. Changing these assumptions would have the following
impact, according to projections by the Korean experts:

– Fertility rate: if it were to average 1.5 – close to its present level and 10 per cent below
the 1.7 central assumption in the working-group exercise – pension outlays would rise
by an additional ½ percentage point of GDP.

Box A1.  Different demographic assumptions

As noted above, the working group’s projections for Korea were based on a
demographic scenario created by experts at the Korea Development Institute, a
publicly-funded research organisation. This scenario has some important differ-
ences compared to United Nation projections in the underlying assumptions on
fertility rates and life expectancy at birth.

– Fertility rates: The UN projection assumes that the fertility rate stays at its cur-
rent level of 1.5, before rising to 2.0 by 2035. The KDI projection is based on a
fertility rate of above 1.7 through 2030, followed by a decline to 1.55 in 2050.

– Life expectancy: Korea’s life expectancy in 2000 was 74 years, three years
less than the OECD average. The UN projection assumes it converges to the
OECD average of 82 in 2050 (Figure A1, Panel D). The KDI projection is
based in a smaller increase to 80 years.

Not surprisingly, these different assumptions lead to a number of different
outcomes over the next fifty years.

– Total population: The higher fertility rate assumed by KDI results in a larger
projected total population through 2030 (Panel B). From that point, how-
ever, the fall in the fertility rate and the lower life expectancy in the KDI
projection lead to an earlier and sharper fall in the population. Indeed,
by 2050, the KDI projection is 7½ per cent below the UN projection.

– Elderly population: The UN projects a continued rise in the over 65 age
group through 2050, reflecting its assumption of higher life expectancy. In
contrast, the KDI projection peaks in 2035 and falls through 2050. Conse-
quently, the number of elderly in the UN projection is 18 per cent higher at
the mid-point of the century than that in the KDI projection. In contrast, the
working-age population is very similar in the two scenarios.

– Dependency ratio: The number of over 65 as a share of the working-age
population shows a steep slope in both scenarios. However, the ratio levels
off from 2035 in the KDI projection, reflecting the fewer number of elderly,
while it continues to rise in the UN projection.

As noted in the sensitivity analysis, outlays on pensions will be larger if life
expectancy increases more than under the central scenario of KDI. 
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1. The United Nations projections are the 2000 revision. The KDI projections were prepared as part of the OECD’s
Ad Hoc Working Group on the Fiscal Implications of Ageing.

2. Population over age 65 as a share of the 20 to 64 age group.
Source: United Nations; Korea Development Institute.
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– Life expectancy: if the increase were about eight years over the next fifty years, life
expectancy would be around 82 years – a number in line with the United Nations pro-
jection and equivalent to the average of the other countries in the working-group exer-
cise. Using this assumption, rather than the 80 years used in the central scenario would
boost pension outlays by an additional ¾ percentage point of GDP.

– Labour force participation rates: a 5 percentage-point decline over the next fifty
years from the participation rates assumed in the baseline for workers in the 55 to
64 age group would boost pension outlays by about 1 percentage point of GDP. A
decline of the same magnitude for women in all age groups would have a similar
impact.

Given that the impact is thought to be symmetric, the impact of shocks in the opposite
direction would likely have an effect of a roughly similar magnitude.
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Notes

1. Of course, labour productivity growth and convergence will also depend on the level
of investment. In Korea, this may be less of a constraint, given the extraordinarily high
levels of saving and investment. Indeed, excessive investment is widely viewed as a
cause of the 1997 crisis. Population ageing may tend to lower the saving rate, as
hypothesised by the life-cycle model. Recent work, though, has cast doubt on this
model. Moreover, the recent emphasis on saving for retirement may have a positive
effect on saving. Finally, a decline in saving could be offset by capital inflows. Korea’s
ability to attract foreign capital was demonstrated last year with inflows of nearly
$20 billion (5 per cent of GDP).

2. The OECD normally excludes the population over age 65 in calculating participation
rates. Such an approach is problematic in the case of Korea, where those over 65 have
a relatively high participation rate. In 1995, for example, more than 40 per cent of the
men in this age group were in the labour force. 

3. Rising female participation in the labour force may boost the demand for public sup-
port for care of the elderly.
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Annex II 

Economic interaction between North and South Korea

After a precipitous decline throughout most of the 1990s, real GDP in North Korea
appears to have stabilised during the past two years, according to the Bank of Korea (Figure A2).
Output is estimated to have increased by 1 per cent in 2000, following a 6 per cent rise
in 1999, although it remains more than one-fifth below its level in 1990. In addition, both
exports and imports increased last year for the first time in more than a decade (Figure A3).

Despite these positive signs, it may be premature to conclude that North Korea has
entered a recovery phase. First, expanded support from South Korea and from other coun-
tries appears to have played a role in the reported turnaround since 1999. Second, the Bank
of Korea estimates that agriculture and fishery output fell in 2000. This, combined with recent
poor harvests, suggest that international food relief – now in its sixth year – will remain crucial.
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The North’s population, at about 22 million, is almost half of the South’s (Figure A4). More-
over, its elderly dependency ratio is similar to that in the South (Panel B).

In the Berlin Declaration of March 2000, President Kim expressed the willingness of the
South to provide economic assistance to the North. Realising meaningful economic co-operation
between the two states will require the development of the North’s infrastructure, such as
highways, harbours, railroads, the electricity grid and communications facilities. In addition,
the chronic food shortage requires improvements in the quality and availability of irrigation
systems, fertiliser and agricultural equipment. Given the immensity of the challenge, it is
likely to require the participation of other countries in addition to South Korea.

A major step toward wide-ranging co-operation was the June 2000 summit between the
leaders of the North and the South – the first such meeting since the Korean peninsula was
divided at the end of World War II. The talks between President Kim Dae-jung and Kim Jong-il,
Chairman of the National Defence Commission of the Democratic People’s Republic of
Korea, were intended to promote mutual understanding, develop North-South relations and
realise peaceful reunification based on five principles:

i) The question of reunification will be resolved by the Koreans themselves.

ii) Reunification will be promoted through the common elements in the South’s pro-
posal for a confederation and the North’s proposal for a loose form of federation.

iii) Humanitarian issues, such as exchanges of visits by separated family members, will
be promptly resolved.
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iv) Mutual trust between the South and the North will be enhanced by promoting bal-
anced development of the national economy through economic co-operation and
stimulating exchanges in a wide range of areas, including culture, sports, health and
the environment.

v) Meetings between authorities in the South and the North will be held in the near
future to implement the above agreements expeditiously.

The opening of a dialogue between the two states and the promise of assistance from
the South to develop the North’s infrastructure should deepen economic relations, which
have expanded in recent years. Intra-Korean merchandise trade rose 50 per cent in 1999 to
$331 million and another 28 per cent to $425 million in 2000 (Figure A3, Panel B), the largest
amount ever. The North primarily exports agriculture, forestry and fishery products, apparel
and non-ferrous metals to the South, while importing chemicals and textiles. However, a sig-
nificant portion of the trade has been related to food aid and to the Korean Peninsula Energy
Development Organisation (KEDO, see below). Such non-commercial trade accounted for
almost half of the South’s exports to the North in 1998 and 1999. Indeed, excluding these
exports, two-way trade between North and South was less in 1999 than in 1995. For the South,
trade with the North was equivalent to only 0.1 per cent of its international trade. However,
for North Korea, the South has become the second-largest trade partner, behind China and
ahead of Japan.

Approximately one-third of North-South trade is related to “processing-on-commission”
agreements – the shipment of semi-finished goods and machinery to the North to assemble
products that are then re-sold in the South or exported to a third country. Such trade, which
began in relatively simple products such as clothes and shoes, has expanded to include tele-
visions, audiocassettes and computer monitors.

In addition to trade, the South has other types of economic interaction with the North.
First, 39 South Korean firms have made arrangements with the North Korean authorities to
invest in the North. As of the end of 2000, 11 firms had invested a total of $164 million. With
the removal of the $5 million limit on investments in 1996, companies affiliated with Hyundai
have taken the lead, accounting for approximately 85 per cent of investment in North Korea.
Second, KEDO is also promoting co-operation between the South and North. KEDO was estab-
lished in 1994 to supply Pyongyang with fuel oil and to build two lightwater reactors. The
Korea Electric Power Company, the South’s state-owned electricity supplier, signed an agree-
ment with KEDO to build two reactors, using a mixed labour force of up to 10 000 from the
South and North. Up to 70 per cent of the cost will be borne by South Korea. Third, Hyundai’s
tourism project to Mount Kumgang had taken 371 637 tourists to the North by the end
of 2000. The arrangement, which had been threatened by Hyundai’s financial difficulties, is
expected to continue as general business conditions for the project have been improved.
Fourth, President Kim’s “sunshine policy” has increased the flow of visitors from the South to
the North. Between 1998 and 2000, 16 196 South Koreans visited the North for economic or
cultural reasons, a nearly six-fold increase from the total during the preceding nine years.
© OECD 2001



Annex III 209
Annex III 

Calendar of main economic events

2000

June

The government submits a supplementary budget totaling 2.4 trillion won to the National
Assembly.

July

The World Bank closes its Seoul office.

The Bank of Korea reports that the number of Internet banking users has reached
one million.

Moody’s raises the credit rating of Kookmin Bank, Housing Bank and Shinhan Bank.

The contribution rate of “locally-insured persons” to the National Pension Scheme is
boosted from 3 to 4 per cent.

August

The Bank of Korea launches “liquidity adjustment loans” for banks in temporary need of
liquidity, with the initial amount set at 2 trillion won.

The government introduces a complete separation of prescription by doctors and dis-
pensing by pharmacies.

September

The Korea Deposit Insurance Company announces that Korea First Bank will receive an
additional 3 trillion won of public money.

Ford Motor Company abandons its attempt to takeover Daewoo Motor.

The government launches the second-stage financial-sector restructuring programme,
which will require 40 trillion won of additional public funds.

October

The new “productive welfare” scheme of social assistance is introduced.

The Bank of Korea boosts the overnight call rate by 25 basis points to 5.25 per cent.
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The Housing Bank is listed on the New York Stock Exchange and Standard and Poors
raises the credit rating of Korea First Bank.

The Financial Supervisory Commission establishes the criteria for choosing companies
to be screened by financial institutions as to their viability.

The National Assembly passes a 2.3 trillion won supplementary budget.

The government decides to set the ceiling on deposit guarantees at 50 million won.

The Tripartite Commission agrees in principle to introduce a 40-hour workweek, but the
details, including the date of implementation, are not decided.

November

A committee of creditor banks discloses that of the 287 companies screened, 18 are to
be liquidated and 11 put under court receivership.

Creditor banks announce the bankruptcy of Daewoo Motor.

December

The funds for the second-stage financial-sector restructuring plan are approved by the
National Assembly.

The Ministry of Finance and Economy launches the KDB “quick underwriting” scheme for
corporate bonds.

The National Assembly passes the 2001 budget of 100.2 trillion won.

2001

January

The Bank of Korea raises its inflation target to 3 per cent, plus or minus one percentage
point, for 2001 while keeping the medium-term target at 2.5 per cent.

The Financial Supervisory Service reports that an agreement for the establishment of a
“corporate restructuring vehicle” has been reached among the larger creditor banks.

The government announces that it will pay back $5.8 billion of IMF loans by the end of
August 2001.

February

The Bank of Korea cuts the overnight call rate by 25 basis points to 5 per cent.

The Tripartite Commission agrees that the introduction of labour union pluralism, origi-
nally planned for 2002, will be delayed until 2007. The law banning the payment of labour
union officials by firms is also postponed until the same date.

March

Legislation establishing a “pre-packaged bankruptcy” system is approved by the
National Assembly.
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April

Kookmin Bank and Housing Bank announce that they will merge.

The government-owned financial holding company, which includes four commercial
banks and a merchant bank, begins operations.

The Financial Supervisory Commission announces that the number of personal bank-
ruptcies has surpassed 3 million.

In elections for the National Assembly, the Grand National Party wins 132 seats, while the
Millenium Democratic Party wins 115.

The generating capacity of Korea Electric Power Company is split into six companies, in
preparation for privatisation, which may begin as early as 2002.

May

General Motors makes a proposal to takeover Daewoo Motor and launches negotiations
with the carmaker and its main creditor bank.
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