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20th anniversary of Korea’s accession to the OECD


This year, we celebrate the 20thanniversary of Korea’s accession to the OECD. Korea’s invitation to join the Organisation represented the culmination of 35years of extraordinary growth that transformed it from one of the poorest nations in the world to a major industrial power.

For Korea, membership in the OECD has provided an opportunity to exchange ideas with the most advanced countries and to learn best practices. The OECD has played a crucial role in developing and advancing Korea during the past two decades. Moreover, the OECD is Korea’s most trusted policy advisor. Korea has seriously taken the OECD’s recommendations and guidelines into account and reflected them in its economic policies.

During its 20years as an OECD member country, Korea has fulfilled its responsibilities and has been at the forefront in sharing success stories and best practices with other member countries. For example, as the chair country of the Ministerial Council Meeting of OECD in2009, Korea played a leading role in adopting the Green Growth Initiatives. In2010, Korea joined the OECD’s Development Assistance Committee, transforming itself from a recipient to a donor nation. Moreover, in2015, the OECD Committee for Scientific and Technological Policy held a ministerial-level meeting in Korea, the first time that it was held outside the OECD headquarters.

The world economy is facing a prolonged period of low growth and low inflation, highlighting the need for structural reform and increasing interest in policy areas such as social cohesion, environmental issues and regional policies. The changing atmosphere calls for the OECD to play a bigger role in further promoting global policy responses to pressing issues. Korea is looking forward to further strengthening its collaboration and partnership with the OECD to promote the goal of “better policies for better lives”, thereby helping to realise the stable development of the world economy and enhance the quality of life in member countries.









	BASIC STATISTICS OF KOREA, 2014


	
(Numbers in parentheses refer to the OECD average)*







	
LAND, PEOPLE AND ELECTORAL CYCLE







	
Population (million)


	
50.4


	



	
Population density per km2


	
502.9


	
(34.9)





	
Under15 (%)


	
14.3


	
(18.1)


	
Life expectancy (years, 2013)


	
81.8


	
(80.4)





	
Over65 (%)


	
12.7


	
(16.0)


	
Men


	
78.5


	
(77.8)





	
Foreign-born (%, 2013)


	
2.0


	



	
Women


	
85.1


	
(83.0)





	
Latest 5-year average growth (%)


	
0.5


	
(0.6)


	
Latest general election


	
April


	
2012









	
ECONOMY







	
Gross domestic product (GDP)


	



	



	
Value added shares (%)


	



	






	
In current prices (billion USD)


	
1411


	



	
Primary sector


	
2.3


	
(2.5)





	
In current prices (billion KRW)	1486079


	



	
Industry including construction


	
38.2


	
(26.4)





	
Latest 5-year average real growth (%)


	
2.96


	
(1.7)


	
Services


	
59.5


	
(71.1)





	
Per capita (000USD PPP)


	
33.4


	
(40.2)


	



	



	










	
GENERAL GOVERNMENT





	
Per cent of GDP







	
Expenditure


	
32.0


	
(42.3)


	



	



	






	
Revenue


	
33.2


	
(38.5)


	



	



	










	
EXTERNAL ACCOUNTS







	
Exchange rate (KRW perUSD)


	
1052


	



	
Main exports (% of total merchandise exports)


	



	






	
PPP exchange rate (USA= 1)


	
882


	



	
Machinery and transport equipment


	
55.0


	






	
In per cent of GDP


	



	



	
Manufactured goods


	
13.2


	






	
Exports of goods and services


	
50.3


	
(53.7)


	
Chemicals and related products, not elsewhere specified


	
11.8


	






	
Imports of goods and services


	
45.0


	
(49.8)


	
Main imports (% of total merchandise imports)


	



	






	
Current account balance


	
6.0


	
(0.01)


	
Mineral fuels, lubricants and related materials


	
33.4


	






	
Net international investment position


	
6.2


	



	
Machinery and transport equipment


	
27.0


	






	



	



	



	
Manufactured goods


	
11.0


	










	
LABOUR MARKET, SKILLS AND INNOVATION







	
Employment rate for 15-64year-olds (%)


	
65.3


	
(65.6)


	
Unemployment rate, Labour Force Survey (age15 and over) (%)


	
3.5


	
(7.3)





	
Men


	
75.7


	
(73.6)


	
Youth (age15-24, %)


	
10.0


	
(15.1)





	
Women


	
54.9


	
(57.9)


	
Long-term unemployed (1year and over, %)


	
0.01


	
(2.5)





	
Participation rate for 15-64year-olds (%)


	
67.8


	
(71.2)


	
Tertiary educational attainment 25-64year-olds (%)


	
44.6


	
(33.5)





	
Average hours worked per year


	
2124


	
(1770)


	
Gross domestic expenditure on R&D (% of GDP)


	
4.3


	
(2.4)









	
ENVIRONMENT







	
Total primary energy supply percapita (toe)


	
5.3


	
(4.1)


	
CO2 emissions from fuel combustion percapita (tonnes, 2013)


	
11.4


	
(9.6)





	
Renewables (% of TPES)


	
1.1


	
(9.1)


	
Water abstractions percapita (1000m3, 2005)


	
0.6


	






	
Fine particulate matter concentration (PM2.5, μg/m3, 2013)


	
29.1


	
(13.8)


	
Municipal waste percapita (tonnes, 2013)


	
0.4


	
(0.5)









	
SOCIETY







	
Income inequality (Gini coefficient, 2013)


	
0.302


	
(0.308)


	
Education outcomes (PISA score, 2012)


	



	






	
Relative poverty rate (%, 2013)


	
14.6


	
(10.9)


	
Reading


	
536


	
(496)





	
Median equivalised household income (000USD PPP, 2010)


	
21.1


	
(20.4)


	
Mathematics


	
554


	
(494)





	
Public and private spending (% of GDP)


	



	



	
Science


	
538


	
(501)





	
Health care, current expenditure


	
7.1


	
(8.9)


	
Share of women in parliament (%, December 2015)


	
16.3


	
(27.7)





	
Pensions (2012)


	
3.1


	
(8.7)


	
Net official development assistance (% of GNI)


	
0.13


	
(0.37)





	
Education (primary, secondary, post sec. non tertiary, 2012)


	
3.7


	
(3.7)


	



	



	








	
Better life index: www.oecdbetterlifeindex.org



	
* Where the OECD aggregate is not provided in the source database, a simple OECD average of latest available data is calculated where data exist for at least 29member countries.



	
Source: Calculations based on data extracted from the databases of the following organisations: OECD, International Energy Agency, World Bank, International Monetary Fund and Inter-Parliamentary Union.









Executive summary




Korea is experiencing a spell of slower growth and low inflation




Real output growth has slowed


[image: graphic]

Source: OECD Analytical Database.


StatLinkhttp://dx.doi.org/10.1787/888933356636



Output growth slowed to a 2¾percent annual rate over2011-15, still higher than the OECD average, while inflation has remained below the central bank’s target. Although export growth has been sluggish, the current account surplus has risen to nearly 8% of GDP, reflecting weak domestic demand, falling oil prices and transitory demographic trends. Robust residential investment is one bright spot, as the policy interest rate has been cut to a record low. However, high household debt is constraining private consumption, although it does not pose a systemic risk to the financial system. Fiscal stimulus was effectively used in2015 to support growth. The fiscal situation is sound, with the budget in surplus and the government a net creditor.





Productivity is low due to large gaps between manufacturing and services, and large companies and SMEs




Labour productivity in services is low in Korea


[image: graphic]

Source: OECD National Accounts Database; OECD STI Database.


StatLinkhttp://dx.doi.org/10.1787/888933356072



Labour productivity (output perworker) slowed to around 1% over2011-15. The level of labour productivity in the service sector is less than half of that in manufacturing. SME policy promotes the survival of small firms, rather than higher productivity, and very few grow into medium-sized firms. Venture capital investment has had limited effectiveness in encouraging innovative start-up companies. Product market regulation is among the most stringent in the OECD area. The gains from Korea’s high level of investment in R&D are limited by structural weaknesses in the innovation system. However, following the introduction of the Three-year Plan for Economic Innovation in2014, progress is being made, notably in regulatory reform and the R&D and venture ecosystems.





Problems in the labour market raise inequality and poverty, and discourage employment




The labour force will fall sharply at current participation rates


[image: graphic]

Source: Statistics Korea; OECD calculations.


StatLinkhttp://dx.doi.org/10.1787/888933356178



The labour market is segmented into regular and non-regular workers, who earn only 62% as much per hour as regular workers, boosting inequality and relative poverty. Women account for a disproportionate share of non-regular workers, thus discouraging female employment. The employment rate of youth is one of the lowest in the OECD, while older workers are pushed out of firms at age53 on average into low-quality jobs and self-employment. Short working lives contribute to a high elderly poverty rate. Due in part to policy efforts, the employment rate is at a record high, reflecting the growth in female employment, and the elderly poverty rate has fallen.






	
Main findings


	
Key recommendations







	
Raising productivity





	
Product market regulation is the fourth most stringent in the OECD, with adverse implications for competition and innovation.


	
Use the new “cost-in, cost-out” system to reduce the regulatory burden, based on accurate Regulatory Impact Assessments, and phase out positive-list regulations.





	
While venture capital investment is rising, thanks in part to public financing, its funding of start-ups is limited.


	
Focus venture capital on start-ups by facilitating early-stage IPOs in the KOSDAQ and KONEX markets and taking further steps to jumpstart the M&A market through regulatory reform.





	
Only 0.7% of the R&D in Korea in2014 was financed from abroad and international co-authorship and co-patenting are among the lowest in the OECD. Only 1.3% of business-financed R&D is carried out in universities.


	
Relax barriers to trade and investment to help firms better connect to global innovation networks. Strengthen R&D links between academia, business and government by promoting the mobility or researchers.





	
Fiscal policy





	
Korea faces headwinds from weak overseas demand and sluggish domestic demand.


	
Use fiscal policy to sustain growth in2016-17, while setting policy in a framework that ensures Korea’s long-run fiscal sustainability.





	
Increasing employment





	
The employment of women is constrained by the limited take-up of maternity and parental leave and the availability of high-quality childcare. Career breaks for women widen the gender wage gap, which is the largest in the OECD.


	
Increase the take-up of maternity and parental leave systems by enforcing compliance and raising the benefit level for parental leave. Enhance childcare quality by making accreditation mandatory and strengthening competition.





	
The youth (15-29) employment rate is one of the lowest in the OECD, while the share of NEETs (neither in employment nor in education or training) is high, reflecting a high level of labour market mismatch.


	
Expand Meister vocational schools and the Work-Study Dual System, thereby enhancing links between schools and firms, and basing curriculum on the National Competency Standards.





	
Older workers (50-64), whose skills are low compared to young workers, are pushed out of firms at an early age, forcing them into temporary jobs and self-employment.


	
Accelerate the adoption of the wage peak system and expand education for older persons with low skills.





	
Promoting social cohesion





	
Non-regular workers earn only about half as much as regular workers per month, although their skill levels are reported to be broadly similar.


	
Break down dualism by relaxing employment protection for regular workers and making it more transparent, increasing the minimum wage and expanding social insurance coverage and training for non-regular workers.





	
The rate of relative poverty among the elderly is the highest in the OECD at 49.6%, four times the OECD average of 12.6%.


	
Focus the Basic Pension on the elderly with the lowest incomes to reduce poverty; expand the coverage of the National Pension Scheme to reduce poverty in the long run.





	
Green growth to improve the environment





	
The amount of water taken from ground or surface water sources in Korea as a share of renewable resources was the third highest in the OECD in2012. The number of premature deaths due to outdoor air pollution increased from around16000 in2005 to more than20000 in2013.


	
Improve water pricing policies to increase efficiency by ensuring that prices cover water supply costs, as well as by developing water supply and improving demand management. Air pollution should be reduced, in part, by co-operation with other countries in the region and through appropriate economic instruments.














Assessment and recommendations

Korea has been one of the fastest growing OECD economies over the past 25 years, boosting its per capita income from 39% of the average of the top half of OECD countries in 1991 to 75% by 2014. Sustained double-digit export growth in volume terms helped make Korea the 6th-largest exporter and 11th-largest economy in the world by 2015. A number of Korean companies are world leaders in key industries. Korea is exceptional in terms of its high levels of education and R&D investment.

However, growth has slowed from an average of 4¼ per cent per year over 2001-11 to 2¾ per cent since 2011 (Figure 1). The slowdown in world trade since 2010 has been especially detrimental to Korea, as exports account for nearly 60% of total demand. Moreover, Korea’s exports have faced strong competition from emerging economies, notably China, and with advanced economies in high-end markets. Meanwhile, domestic demand has been constrained by structural problems, such as high household debt, stagnant service-sector productivity and struggling small and medium-sized enterprises (SMEs). Korea has a dualistic economy, characterised by large productivity gaps between manufacturing and services, large and small firms, and regular and non-regular workers. Overall productivity is only 55% of the top half of OECD countries. Labour market dualism has resulted in high wage inequality and a relative poverty rate that is the eighth highest in the OECD.




Figure 1. Korea’s growth is slowing, but is still above the OECD average


[image: graphic]

Source: OECD Analytical Database.


StatLink  http://dx.doi.org/10.1787/888933355958



In terms of well-being, Korea has outstanding scores in personal security, education and skills and civic engagement and governance (Figure 2), but ranks poorly in social connections, work-life balance, health status and environmental quality (Panel B). In addition, subjective well-being in Korea is well below the OECD average. Finally, Korea has large regional disparities in access to services, education and health (Panel C). In terms of the Sustainable Development Goals, Korea ranks 23rd out of the 34 OECD countries overall and last in renewable energy use and on actions to combat climate change (Kroll, 2015).




Figure 2. Well-being indicators suggest room for improvement in Korea


[image: graphic]

1. Relative ranking of the regions with the best and worst outcomes in the nine well-being dimensions, with respect to all 362 OECD regions. The nine dimensions are ranked according to the size of regional disparities in the country.



Source: OECD Better Life Index Database; OECD Regional Well-Being Database.


StatLink  http://dx.doi.org/10.1787/888933355968



Sustained output growth would help Korea further raise living standards, cope with population ageing, which is projected to be the fastest in the OECD (Figure 3), and deal with the cost of possible rapprochement with North Korea. The government launched an initiative in 2013 to foster a “creative economy” to generate new jobs and economic revitalisation through innovation. Korea’s traditional growth model, based on exports that are produced primarily by large firms affiliated with the business groups known as chaebols, has become less effective. The creative economy is to be driven, in part, by regulatory reform and increased competition to stimulate entrepreneurship and improve efficiency, especially in SMEs, where productivity is only 30.5% of that in large firms. This implies a greater role for domestic demand and the service sector. In launching the “Three-year Plan for Economic Innovation”, the government pledged to raise the potential growth rate, currently estimated at around 3% by the OECD and the Bank of Korea, to 4% by 2017 and stated that Korea will have “no future” unless it breaks the protracted cycle of low growth. To promote social cohesion, the government is pushing for labour market reforms and aims to boost employment to 70% of the working-age population (2014 OECD Economic Survey of Korea).




Figure 3. Population ageing in Korea is projected to be the fastest in the OECD



Population aged 65 and over as a percentage of the population aged 15 to 64


[image: graphic]

Source: OECD Demography and Population Database.


StatLink  http://dx.doi.org/10.1787/888933355971



The reforms that Korea has presented to the G20 have great potential. The OECD estimates that within ten years GDP would be 3% higher than otherwise (Table 1) – assuming swift, full implementation of the reforms – through gains in productivity and employment. Delays, or partial implementation, would reduce the gains. However, dynamic effects may amplify them.


	
Table 1. The impact of Korea’s reform programme on growth over ten years is significant1



	
In per cent







	


	
GDP level


	
Via productivity growth


	
Via employment growth







	
Product market reform


	
1.4


	
1.4


	





	
Labour market reform


	


	


	
1.0





	
Active labour market policy


	
0.1


	


	
0.1





	
Unemployment benefits


	
0.3


	


	
0.3





	
Female labour participation (childcare)


	
0.6


	


	
0.6





	
Reform of the tax structure


	
0.2


	
0.2


	





	
R&D and innovation


	
0.4


	
0.4


	





	
Total


	
3.0


	
2.0


	
1.0







	
See Annex A1 for details. Annex A2 summarises the major elements of the Three-year Plan for Economic Innovation.



	
Source: OECD calculations.






The key messages of this OECD Economic Survey are:


	
Productivity growth has slowed markedly, slowing the rise of incomes and well-being. This calls for ambitious reforms to strengthen competition and raise efficiency in low-productivity services and in SMEs.



	
Removing the substantial obstacles to the employment of women, youth and older people would promote social inclusion, while sustaining the size of the labour force as the working-age population peaks in 2016.



	
Labour market dualism is the major cause of Korea’s wide wage dispersion and high relative poverty rate. Breaking it down, and expanding the social welfare system, would improve social inclusion.






Policies to end low growth and inflation are boosting the economy


In 2015, the economy was hit by two shocks. First, an outbreak of the Middle East Respiratory Syndrome led to a contraction in private consumption in the second quarter. Second, a marked slowdown in demand from China and other Asian countries, which account for half of Korean exports, resulted is slowing export growth (Figure 4, Panel B). In addition, Korea’s exports have continued to expand less rapidly than import growth in its export markets (Panel C). However, domestic demand growth picked up in the second half of 2015, helped by monetary and fiscal stimulus (see below).




Figure 4. Key macroeconomic indicators


[image: graphic]

1. Three-quarter moving average.



2. Exports on a national accounts basis and three-month moving average for industrial production.



3. Actual growth in exports relative to the growth of the country’s export market, which is calculated as the weighted average of import growth in Korea’s 48 major trading partners. Export performance improves if Korea’s export growth exceeds import growth in its 48 trading partners.



Source: Statistics Korea; OECD Analytical Database; Bank of Korea.


StatLink  http://dx.doi.org/10.1787/888933355983



High household debt, which reached 158% of household disposable income by 2011, has tended to exert a drag on private consumption. Although the government launched a plan that year to reduce the household debt ratio, credit growth to households accelerated from 6% in 2012 to more than 10% in 2015 (Figure 4, Panel D). The pick-up occurred after housing market deregulation measures and the relaxation of macro-prudential regulations on mortgage loans in 2014, and was further encouraged by a fall in interest rates. Consequently, residential investment has been robust, rising at a 25% annual rate since the final quarter of 2014 and housing prices (adjusted for inflation) are increasing at a 2.2% annual pace. At the same time, investment in business equipment remained robust.

Overall, output growth slowed in 2015, but at 2.6% it remained higher than the OECD average of around 2%, thanks to continued monetary policy easing and significant fiscal stimulus in the second half of the year. Government spending, initially set to rise by 5.5% in 2015, was boosted in mid-2015 by 1% of GDP in additional spending. Headline inflation was 0.7% in 2015, well below the Bank of Korea’s target range of 2.5% to 3.5% for 2013-15 (Figure 5), reflecting sluggish growth and falling oil prices. However, core inflation, which excludes energy and food, picked up to 2.2%.




Figure 5. Consumer price inflation is well below the central bank’s target



Year-on-year percentage changes in headline and core consumer price indices


[image: graphic]

1. OECD measure of core inflation, which excludes food and energy. The central bank’s target is for CPI inflation.



Source: OECD Analytical Database; Bank of Korea.


StatLink  http://dx.doi.org/10.1787/888933355998



Korea’s current account surplus widened sharply from 1.6% of GDP in 2011 to 7.9% in 2015, reflecting the fall in oil prices, weak domestic demand and transitory demographic factors. Oil imports declined by 4% of GDP over that period, although up to one-third of the impact may have been offset by lower prices for Korea’s exports of petroleum products (IMF, 2015). Weak fixed investment, which has a relatively high import component, also limited import growth. The investment slowdown is reflected in the swing in the saving-investment imbalance of the non-financial corporate sector from substantial deficits in 2011-12 to a surplus in 2013 (Figure 6). In addition, the household sector’s balance shifted from a deficit in 2011 to a surplus in 2012-14, in part due to transitory demographic factors (Kwon, 2015). Indeed, the household saving rate rose from less than 4% to 7.2% over that period, consistent with weak private consumption. These trends underline the importance of stronger domestic demand driven by consumption and business investment to reduce the large external surplus.




Figure 6. Korea’s rising current account surplus is explained by trends in the saving-investment balance


[image: graphic]

Source: Bank of Korea.


StatLink  http://dx.doi.org/10.1787/888933356006





The economic outlook for 2016-17


The strong rebound in the second half of 2015, supported by fiscal stimulus, faltered in early 2016 as private consumption declined. Weak demand from China, which accounts for a quarter of Korean exports, continues to constrain export growth (Table 2). Residential investment, which increased at a double-digit pace over 2013-15, is moderating following the tightening of prudential rules on mortgage lending in early 2016, in part to restrain the high and rising level of household debt. Nevertheless, continued gains in employment and real wages sustain the economic expansion.


	
Table 2. Macroeconomic indicators and projections1



	
Annual percentage change unless specified otherwise, volumes at 2010 prices







	


	
Per cent 
of 2012 GDP 
in current prices


	
2013


	
2014


	
2015


	
2016


	
2017







	
GDP


	
100.0


	
2.9


	
3.3


	
2.6


	
2.7


	
3.0





	
Private consumption


	
51.4


	
1.9


	
1.7


	
2.2


	
2.5


	
3.0





	
Government consumption


	
14.8


	
3.3


	
3.0


	
3.4


	
1.2


	
1.3





	
Gross fixed capital formation


	
29.6


	
3.3


	
3.4


	
3.8


	
3.5


	
3.4





	
Housing


	
3.2


	
23.4


	
11.1


	
14.2


	
10.9


	
2.8





	
Business


	
22.1


	
0.9


	
3.3


	
3.5


	
4.0


	
4.3





	
Government


	
4.8


	
1.8


	
5.3


	
6.5


	
3.0


	
0.0





	
Final domestic demand


	
95.1


	
2.5


	
2.5


	
2.9


	
2.6


	
2.9





	
Stockbuilding2


	
2.1


	
-1.0


	
0.5


	
0.9


	
0.0


	
0.0





	
Total domestic demand


	
97.2


	
1.4


	
3.0


	
3.7


	
2.6


	
2.9





	
Exports of goods and services


	
56.3


	
4.3


	
2.0


	
0.8


	
1.1


	
3.9





	
Imports of goods and services


	
53.5


	
1.7


	
1.5


	
3.2


	
0.6


	
3.7





	
Net exports2


	
5.3


	
1.5


	
0.4


	
-1.1


	
0.3


	
0.3





	
Potential GDP


	


	
3.5


	
3.3


	
3.3


	
3.2


	
3.1





	
Output gap3


	


	
-0.9


	
-0.9


	
-1.5


	
-2.0


	
-2.0





	
Employment


	


	
1.6


	
2.1


	
1.3


	
1.2


	
1.2





	
Unemployment rate4


	


	
3.1


	
3.5


	
3.6


	
3.5


	
3.4





	
GDP deflator


	


	
0.9


	
0.6


	
2.2


	
0.7


	
1.6





	
Consumer price index (CPI)


	


	
1.3


	
1.3


	
0.7


	
1.0


	
1.7





	
Core CPI


	


	
1.6


	
2.0


	
2.2


	
1.5


	
1.7





	
Household saving rate5


	


	
5.6


	
7.2


	
8.8


	
8.7


	
8.7





	
Export performance


	


	
-0.8


	
-2.8


	
-0.9


	
-1.2


	
0.7





	
Current account balance6


	


	
6.2


	
6.0


	
7.9


	
7.6


	
7.6





	
Central government budget balance6, 7, 8


	


	
-1.5


	
-1.7


	
-3.0


	
-2.3


	
-2.0





	
Central government spending growth8


	


	
7.3


	
1.9


	
8.1


	
0.4


	
2.6





	
General government fiscal balance6


	


	
1.3


	
1.3


	
0.8


	
1.1


	
1.6





	
Underlying government primary fiscal balance3


	


	
0.9


	
1.6


	
1.4


	
1.7


	
2.0





	
General government gross debt8, 9


	


	
34.3


	
35.9


	
37.9


	
40.1


	
41.0





	
Three-month money market rate


	


	
2.7


	
2.5


	
1.8


	
1.5


	
1.4





	
Ten-year government bond yield


	


	
3.3


	
3.2


	
2.3


	
1.9


	
2.3







	
1. Historical data through 2015, based on the data announced on 26 April 2016. For 2016-17, the projections are based on those prepared for the OECD Short-term Economic Prospects meeting on 2 May 2016.



	
2. Contributions to changes in real GDP (percentage of real GDP in previous year).



	
3. As a percentage of potential GDP.



	
4. As a percentage of the labour force.



	
5. As a percentage of disposable income.



	
6. As a percentage of GDP.



	
7. Consolidated central government budget, excluding the social security surplus, on a GFS basis.



	
8. Figures for 2015-17 are based on the government’s Medium-term Fiscal Management Plan for 2015-19.



	
9. Based on GFS86 (cash basis). Internationally comparable data based on SNA 2008 on a consolidated basis are not available.



	
Source: OECD STEP 99 Database.






Output growth is projected to pick up, reaching 3% in 2017, thanks in part to faster world trade growth that will boost Korean exports and business investment (Table 2). Faster wage gains are expected to raise private consumption, supported by a fall in the household saving rate, which has risen sharply to nearly 9%. Faster output growth and the expected stabilisation of oil prices are projected to increase headline inflation to 1.7% in 2017, while the current account surplus remains high at 7½ per cent of GDP.

Given Korea’s reliance on export-led growth, a delayed rebound in world trade is the biggest risk to a sustained expansion. In particular, a sharper-than-expected slowdown in China would be very detrimental to Korea, given that its merchandise exports to China accounted for 10% of GDP in 2014. Global financial market turbulence in the context of diverging monetary policy stances and weakness in emerging market economies also pose downside risks. The upward trend in household debt could further constrain private consumption. On the upside, Korea’s strong external position provides a buffer against shocks and effective structural reforms could reignite export growth and reverse the decline in export performance. More rapid progress toward the goal of a 70% employment rate would also lead to faster-than-projected growth. Vulnerabilities that are difficult to assess within the context of this projection are discussed in Table 3.


	
Table 3. Shocks that might affect economic performance






	
Shocks


	
Possible outcome







	
A more rapid normalisation of US monetary policy


	
A tightening of global financial conditions could lead to funding pressures on Korean banks.





	
Further increases in debt in the household and corporate sectors, and a substantial increase in the number of non-viable firms


	
A large rise in non-performing loans, coupled with a macroeconomic shock, would affect the financial sector and hurt growth.





	
Rapprochement with North Korea (see Annex A3)


	
Substantial fiscal costs countered by the access to a large and competitive labour force and strong demand as living standards rise from low levels in the North.













Fiscal policy to sustain the expansion, while maintaining low debt in the long run


After increasing 8.1% in 2015, including the supplementary budget, government spending in 2016 is set to rise by only 0.4% (Table 2), suggesting fiscal drag. In February 2016, the government announced measures to boost growth; i) frontloading 40% of government spending in the first quarter of 2016; ii) expanding policy lending by public financial institutions by 15.4% in 2016; and iii) extending the cut in the excise tax on cars (from 5.0% to 3.5%) during the first half of 2016. However, the impact of these measures may be limited. In this light, additional fiscal stimulus is called for in 2016 to eliminate any fiscal drag, all the more so given Korea’s sound public finance position.

In the long run, Korea needs an effective framework to maintain fiscal soundness and low public debt, despite spending pressures driven by social outlays. Public social spending rose from 6.5% of GDP in 2005 to 10.6% in 2014. While it is still the third lowest in the OECD as a share of GDP (Figure 7), the government projects it will reach 29% of GDP by 2060 under the current framework. In particular, pension outlays under the National Pension Scheme (NPS) are expected to rise by nearly 7% of GDP by 2060 (Figure 8). Under the current parameters, the NPS would shift from a surplus of 3.3% of GDP in 2015 to a deficit of 4.1% in 2060.




Figure 7. Korea’s social spending and tax burden were relatively low in 2014


[image: graphic]

Source: OECD Social Expenditure Database (SOCX); OECD Analytical Database.


StatLink  http://dx.doi.org/10.1787/888933356016






Figure 8. Spending by the public pension system is projected to rise rapidly


[image: graphic]

Source: National Pension Research Institute (2013).


StatLink  http://dx.doi.org/10.1787/888933356027



Faced with such spending pressures, it is essential to enhance public-sector efficiency, as planned in the Three-year Plan for Economic Innovation, and carefully target social welfare. A universal approach, such as the provision of free childcare since 2013 to all children under age five, regardless of household income and the mother’s employment status, is costly. Tax revenue, still well below the OECD average (Figure 7, Panel B), will have to increase to finance rising social spending over the long run. The priority is to broaden the tax base by cutting exemptions and capturing more of the informal economy. Higher rates will also be necessary, focusing on taxes with a less negative impact on economic growth, such as the VAT and environmentally-related taxes (Arnold et al., 2011), while ensuring that the tax burden is fairly shared across the population. The 10% VAT rate is only about half of the OECD average. It is also important to ensure the fiscal sustainability of the NPS, which is projected to go into deficit in 2044 (Figure 8).

Maintaining a sound fiscal position in Korea is a priority given spending pressures, including those stemming from population ageing and the potential cost of intensified economic co-operation with North Korea. In 2004, Korea introduced the National Fiscal Management Plan, which aims at controlling fiscal risk and facilitating efficient resource allocation by integrating a medium-term perspective into budgeting. The plan serves as a baseline for the fiscal balance and the sectoral allocation of expenditure. Although the Plan is not legally binding, the government is required to submit it to the National Assembly, each September, along with the budget for the following fiscal year. Measures are needed to make the Plan more binding. Empirical evidence suggests that a combination of budget balance and spending rules produces the best results for fiscal consolidation (Guichard et al., 2007). While simple budget balance rules are inherently pro-cyclical, spending rules work best during economic upturns due to their counter-cyclical nature. The key to an effective medium-term fiscal plan is its power to bind annual budgets to the outcomes contained in the plan in order to achieve the fiscal target.




Monetary and exchange rate policy


The Bank of Korea cut its policy interest rate in June 2015 to a record low 1.5% and reduced its inflation target to 2% for the period 2016-18. This new point target can be expected to better anchor inflation expectations and is more in line with the current practice of central banks in other advanced economies. In addition, the new requirement to explain deviations from target will enhance central bank accountability.

There is a case for further monetary easing, as inflation is still far below the new target. Monetary decisions need to take into account risks to financial stability, including those stemming from household debt and capital flows. Although there is concern about the possible impact on the already high and rising level of household debt on financial institutions, the Financial Services Commission is taking steps to limit this risk. A second concern is that lower interest rates in Korea could result in capital outflows. However, capital outflows have remained below Korea’s current account surplus in recent years.

Monetary policy also needs to take into account exchange rate developments. Korea’s foreign exchange policy, which focuses on smoothing excessive volatility, was classified as “freely floating” from 1997 to 2008 and as “floating” since 2009 by the IMF. Maintaining a flexible exchange rate is essential as a buffer against external shocks. Trend won appreciation since 2013 (Figure 9) is helping to support imports, implying positive spill-over effects on other countries.




Figure 9. The won has fluctuated widely


[image: graphic]

1. Trade-weighted, vis-à-vis 48 trading partners, calculated using consumer prices.



Source: OECD Analytical Database; Bank of Korea.


StatLink  http://dx.doi.org/10.1787/888933356033



Korea is sensitive to external shocks, which caused capital flight and rapid currency depreciation in 1997 and 2008. However, Korea appears more resilient as its short-term foreign debt fell from USD 190 billion in September 2008 to USD 107 billion in December 2015 (Figure 10), reducing its...
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