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IMF Executive Board Concludes 2019 Article 1V Consultation with the Republic of Korea

On May 8, 2019, the Executive Board of the International Monetary Fund (IMF) concluded the
Article 1V consultation! with the Republic of Korea.

Korea’s economy has strong fundamentals, but short-term growth is moderating. GDP growth
fell to 2.7 percent in 2018, down from 3.1 percent in 2017. A global slowdown in trade and in
the demand and prices for semi-conductors took a toll on equipment investment. Export growth
deteriorated on the back of trade tensions and China’s growth slowdown. The job market
weakened, with employment growth dropping to 0.4 in 2018 from 1.2 percent in 2017, due to
sluggish job creation by the private sector. Inflation pressures are weak. The year-on-year
headline inflation rate declined to 0.5 percent in February 2019 and core inflation excluding food
and energy was subdued, recording 1.1 percent year-on-year in February this year. Household
leverage keeps increasing, albeit at a slower pace, creating concerns about financial risk.
Imbalances in the economy—particularly weak domestic demand—have led to large current
account surpluses. Fiscal policy was tight in 2018. The structural budget surplus is estimated to
have increased by 0.4 percentage point compared to 2017, to 2.9 percent of GDP. The BOK
increased its main policy rate by 25 basis points to 1.75 percent in November 2018 and has been
on hold since.

Growth is projected to slide to around 2.6 percent in 2019. This slowdown is driven by an
expected deterioration in external demand, while internal demand is anticipated to pick up,
supported by fiscal policy. Export growth is projected to be weak reflecting a deteriorating tech
cycle, and a slowdown in demand from China. Domestic consumption is expected to accelerate,
helped by the fiscal stimulus embedded in the 2019 budget and a supplementary budget. Facility
investment will continue to face headwinds from weaker trade, especially in demand for
semiconductors. Construction investment is expected to stabilize to a level more in line with
long-term trends. Economic slack will dissipate only gradually.

Potential growth has slowed down and its prospects are hampered by unfavorable demographics
and slowing productivity growth, driven by structural weaknesses. Income equality and
polarization are worsening, partly reflecting inadequate social protection as well as labor and
product market duality. The government has focused on supporting income, creating jobs, and
promoting innovation. It has strengthened social safety nets, substantially raised the minimum
wage, supported SMEs to boost employment, and expanded public sector jobs.

1 Under Article 1V of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



Executive Board Assessment?

Executive Directors noted that Korea’s economy has strong fundamentals, supported by robust
policy frameworks and a resilient financial system. Nevertheless, cyclical and structural
headwinds amid the challenging global environment have hampered growth prospects with risks
to the downside. Directors underscored the need for policies aimed at promoting balanced,
private sector-led growth; fostering inclusion; and enhancing productivity.

Directors generally concurred that fiscal policy should remain expansionary into the medium
term to support growth, job creation, and external rebalancing. They noted that Korea has ample
fiscal space for additional stimulus, and in this context, broadly welcomed the planned
supplementary budget and the authorities’ readiness to take further action as necessary to achieve
the growth target and strengthen social safety nets. Directors also saw a role for fiscal policy in
promoting women and youth employment, enhancing active labor market policies, and
supporting growth-enhancing structural reforms. In the longer term, tax reforms that aim to
promote innovation and efficiency in resource allocation could further support growth. Directors
also stressed the need for greater revenue mobilization to prepare for the aging population.

Directors agreed that monetary policy should remain accommodative. With inflation projected to
remain below target and signs that inflation expectations have started to decline and the output
gap remains negative, most Directors saw room for a further easing of monetary policy, while a
few Directors emphasized the importance of preserving policy space and financial stability.
Directors encouraged the authorities to rely more on targeted macroprudential policies to manage
financial stability risks, including from the still high household indebtedness and possible house
price corrections. They welcomed ongoing efforts to strengthen the regulatory and oversight
frameworks.

Directors welcomed the continued commitment to a flexible exchange rate and the recent step to
enhance transparency in foreign exchange policy. Policies and structural reforms that promote
domestic demand and private investment would contribute to a further reduction of the current
account surplus.

Directors emphasized that reforms in the labor and product markets are key to boosting potential
growth. They encouraged measures to enhance flexibility and security (flexicurity) in the labor
market to mitigate duality and create jobs in the private sector. They also recommended linking
minimum wage increases to labor productivity growth and phasing out compensatory subsidies
to small- and medium-sized enterprises. Directors encouraged further diversification of the
manufacturing sector and liberalization of the services sector, including by easing the regulatory
burden on firms, lowering barriers to entry, and reducing protection of existing firms.

It is expected that the next Article 1V consultation with the Republic of Korea will be held on the
standard 12-month cycle.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers
used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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Korea: Selected Economic Indicators, 2017-20

Projections
2017 2018 2019 2020

Real GDP (percent change) 3.1 2.7 2.6 2.8
Total domestic demand 5.1 1.7 2.8 33
Final domestic demand 4.7 1.6 2.6 3.9
Consumption 2.8 35 35 3.6

Gross fixed investment 8.6 -2.2 0.7 45

Stock building 1/ 04 0.1 0.2 -0.5

Net foreign balance 1/ -1.7 1.2 -04 -0.3
Nominal GDP (in trillions of won) 1,7304 1,7823 1,852.8 1,937.0

Saving and investment (in percent of GDP)

Gross national saving 36.0 34.9 34.2 337
Gross domestic investment 31.1 30.2 29.6 29.3
Current account balance 4.9 4.7 4.6 4.5

Prices (percent change)

CPl inflation (end of period) 14 13 14 1.6
CPl inflation (average) 19 1.5 14 1.6
Core inflation (average) 1.5 1.2
GDP deflator 2.3 0.3 14 1.7
Real effective exchange rate 3.1 0.9

Trade (percent change)

Export volume 53 7.2 2.3 2.7
Import volume 8.5 1.5 3.0 29
Terms of trade -0.8 -6.5 0.9 0.7
Consolidated central government (in percent of GDP)
Revenue 23.2 24.2 24.7 24.7
Expenditure 20.8 21.5 22.7 23.1
Net lending (+) / borrowing (-) 2.3 2.7 1.9 1.6
Overall balance 14 1.7 0.9 0.6
Excluding Social Security Funds -1.1 -0.6 -1.4 -1.7
Money and credit (end of period)
Overnight call rate 1.6 1.9
Three-year AA- corporate bond yield 2.7 23
M3 growth 6.6 7.2
Balance of payments (in billions of U.S. dollars)
Exports, f.o.b. 580.3 625.4 638.5 660.3
Imports, f.o.b. 466.7 513.6 5234 538.9
Oil imports 59.6 80.4 69.8 71.9
Current account balance 75.2 76.4 76.0 78.1
Gross international reserves (end of period) 2/ 384.5 398.9 422.2 4445
In percent of short-term debt (residual maturity) 227.2 226.8 232.8 237.9
External debt (in billions of U.S. dollars)
Total external debt (end of period) 412.0 440.6 489.0 531.2
Of which: Short-term (end of period) 116.0 126.6 128.1 1335
Total external debt (in percent of GDP) 26.9 27.2 29.5 30.5
Debt service ratio 3/ 8.2 8.8 9.8 10.9

Sources: Korean authorities; and IMF staff estimates and projections.

1/ Contribution to GDP growth.
2/ Excludes gold.
3/ Debt service on medium- and long-term debt in percent of exports of goods and services.
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REPUBLIC OF KOREA

STAFF REPORT FOR THE 2019 ARTICLE IV CONSULTATION
KEY ISSUES

Context: Korea's economy has strong fundamentals, but is facing cyclical and structural
headwinds. Growth is projected to moderate to around 2.6 percent in 2019, reflecting
weaker export growth and investment. Internal demand will be supported by fiscal
policy. The output gap is negative and inflation pressures are weak. The current account
surplus narrowed, but is expected to remain elevated in 2019. Potential growth will
continue its decline, and polarization and inequality are concerns. Labor and product
market duality persist. The government is focusing on supporting income, creating jobs,
and promoting innovation.

Policy recommendations: Staff recommend an integrated package of macroeconomic,
financial and structural policies to support growth, raise potential output, and reduce
excess internal and external imbalances, while preserving financial stability.

To support short-term growth and contain risks:

e The authorities should provide more fiscal stimulus this year through a
supplementary budget of more than 0.5 percent of GDP, while paying attention to
fiscal efficiency. Additional measures should include higher spending on targeted
safety nets, childcare, training and employment services.

e Monetary policy should be eased, as inflation is projected to remain below the target
for this year and next, inflationary pressures are weak, signs are emerging that
inflation expectations have started to decline, and the output gap is negative.

e While risks to financial stability appear well contained, household debt remains a
source of vulnerability. Macroprudential policies should remain tight to preserve
financial sector resilience.

To promote long-term, inclusive growth and job creation:

o Fiscal policy should remain expansionary in the medium-term, focusing on increasing
social protection, boosting female labor force participation, and supporting growth-
enhancing structural reforms.

e Flexicurity should be adopted as a basis for labor market policies.

e Public sector job creation should be linked to developing services that cannot be
provided by the private sector. The minimum wage increase for next year should be
set below labor productivity growth.

e Barriers to entry and the protection of incumbents in the product market need to be
reduced further.
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BN CONTEXT: CYCLICAL AND STRUCTURAL HEADWINDS
TO GROWTH

1. Short-term growth is slowing. GDP growth dropped to 2.7 percent in 2018 from

3.1 percent in 2017. The global trade slowdown, particularly for semi-conductors, is taking a toll on
equipment investment. Export growth is deteriorating on the back of trade tensions and China’s
slowdown. Inflation pressures are weak, and employment creation has been tepid. Household
leverage keeps increasing, albeit at a slower pace, raising concerns about financial risk. Imbalances
in the economy—particularly weak domestic demand—have led to large current account surpluses.

2. Potential growth is declining on the back of persistent structural challenges. Potential
growth has fallen to below 3 percent, hindered by unfavorable demographics and slowing
productivity, and is projected to drop steadily in the coming decades. Korea's working age share of
the population peaked at 73.4 percent in 2016 and is expected to drop to 51.3 percent in 2050,
depressing potential employment and growth. Total factor productivity growth has slowed, and the
level remains about 65 percent of that in the U.S. in 2017.

3. Duality in the labor and product markets persists. In the labor market, there is a
significant divide between regular and non-regular workers, which contributes to inequality and
sluggish productivity growth. There is also a substantial productivity gap between the
manufacturing and service sectors, as well as between small and large firms.

4, Income inequality is becoming more pronounced. While Korea's Gini coefficient is slightly
above the OECD average, and in 2018 average monthly income among the bottom 20 percent of
households dropped by 10.2 percent year-on-year, while for the top 20 percent it increased by 9.6
percent. This latest increase in household income disparity likely reflects labor market softness and
the weakening of the economy. Old-age poverty is significantly higher than in the rest of the OECD.
This greater income polarization partly reflects inadequate social protection.

5. The government has focused on supporting income, creating jobs, and promoting
innovation. It has strengthened social safety nets, substantially raised the minimum wage,
supported SMEs to boost employment, and expanded public sector jobs. It is also revising
regulation to prop-up investment and start-ups and designing measures to promote fair
competition between chaebols and smaller firms. The reform process faces some headwinds as the
President’s party lacks votes in parliament to pass laws unilaterally.

I RECENT ECONOMIC DEVELOPMENTS

6. The economy lost momentum in 2018. GDP growth was 2.7 percent in 2018 down from
3.1 percent in 2017. The softening was driven by a contraction in equipment and construction
investment (Figure 1). The slowdown in global trade, especially in semi-conductors, weakened
equipment investment, while a maturing construction cycle and measures to contain household
debt growth contributed to a decline in construction investment. Private consumption growth
remained robust, supported by the minimum wage increase and increased transfers. Government

4 INTERNATIONAL MONETARY FUND
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Figure 1. Korea: Recent Economic Developments

Domestic demand is slowing... ... led by declining investment.
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consumption accelerated. However, overall fiscal Real-Time Coincident Indicator
policy was tight (see paragraph 17). Export growth | (2" 2001 ~Dec2018)
remained relatively solid up to Q3 but turned

negative in Q4 (quarter-on-quarter), on the back of
trade tensions and China’s growth slowdown. In the
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February this year, close to the average in recent years, but discouraged job-seekers outside the
labor force increased significantly—by 7.5 percent year-on-year. Youth unemployment was

10.5 percent in 2018, 0.2 percentage higher than the year before. The weakening in the labor market
was particularly severe in low productivity sectors and among low skilled workers, likely reflecting

both the slowing economic momentum and the sharp rise in the minimum wage in 2018-19.

8. Inflation remained low, despite a temporary spike. The year-on-year headline inflation
rate declined to 0.5 percent in February 2019, led by falling oil and food prices. It had reached the
Bank of Korea (BOK)'s inflation target of 2.0 percent only temporarily in late 2018, mainly due to an
increase in energy and food prices. Core inflation excluding food and energy was subdued
throughout 2018 and early 2019 recording 1.1 percent year-on-year in February this year. Barring a
few short periods, inflation has undershot BOK's inflation target since 2012.

9. The current account surplus narrowed but remained large. The current account surplus
was 4.7 percent of GDP in 2018, down from 4.9 percent in 2017 (Figure 2). Exports of goods grew
slower than imports, and investment income narrowed and the deficit in employee compensation
fell. On the other hand, the service balance strengthened on the back of a partial rebound of tourist
arrivals from China. The decline in the current account surplus is explained by a larger fall in the
saving rate than in the investment-to-GDP ratio.

10. Capital inflows to the bond market have been resilient, while equity prices have
corrected. Despite heightened volatility in global financial markets in the second and third quarters of
2018, portfolio inflows rose by around 21 percent to USD 21.1 billion, compared to the previous year.!
The increase reflected a shift in the composition of capital flows, as a surge in inflows into Korean debt
securities outweighed portfolio equity outflows in response to increased volatility. While the Korean won
is not considered a safe-haven currency, the episode was suggestive of occasional safe-haven patterns in
the demand for Korean debt securities which helped reduce pressures on the won. The outflows from
portfolio equity instead contributed to a correction in equity prices of around 20 percent in 2018.
Beginning in 2019, last year's trends were somewhat reversed, reflecting global trends, with an outflow
from debt securities more than offset by an inflow in portfolio equities.

' See the Working Paper “Recent Shifts in Capital Flows Pattern in Korea: An Investor Base Perspective”(forthcoming).

6 INTERNATIONAL MONETARY FUND



REPUBLIC OF KOREA

Figure 2. Korea: Recent External Developments

The current account continued to narrow... ... while the trade-balance excluding oil increased.
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11. Intervention in the forex market appears to have been limited. In 2018 foreign exchange
reserves increased by USD 14 billion (4 percent); reaching USD 399 billion end of year (24.6 percent
of GDP). Net intervention, however, is estimated to have been limited with spot intervention
(increasing reserves) roughly offsetting the change in the forward position. According to the data
published by the authorities, Korea sold USD 187 million on a net basis in 2018H2, including both
the spot and forward market. FX intervention appears to have been limited to address disorderly
market conditions. The Korean won has been on a gradual appreciating trend since 2013, and in
REER terms it appreciated by nearly 1 percent (2018 average compared to 2017 average) (Figure 2).

12. Korea’s external position in 2018 is assessed to be moderately stronger than warranted
by medium term fundamentals and desirable policy settings. The current account gap is estimated
at 1.7 percent of GDP, with a range of 0.7 to 2.7 percent of GDP (Annex I). This reflects excessive
saving, including for precautionary purposes, as well as relatively weak private investment.

13. Loan growth to households is slowing,
but risks from household debt remain.
Household credit growth was 5.8 percent (year-on-
year) in 2018 Q4, down from 8.1 percent in the
corresponding period in 2017 (Figure 3). Lending
from the non-bank financial institutions (NBFCs) to
households slowed significantly, with credit growing
at 3.1 percent compared with 8.7 percent a year
earlier. These developments reflect weakening
credit demand and a deceleration in credit supply
following the implementation of tighter regulations.
Nevertheless, household debt-to-disposable
income ratio increased to 162.1 percent in 2018 Q3
from 159.8 percent at the end of 2017. About

69 percent of outstanding household debt is at
variable rate. However, the increased borrowing by
households has been primarily used to accumulate
assets, helping maintain balance sheet strength.
Nationwide house price growth has remained
stable and in line with implied long-run
fundamentals, but continued to increase sharply in
certain geographic areas until October (Figure 3).
Bank credit growth to the corporate sector is
moderate, at around 5 percent. Instead, lending
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from the NBFC to corporate real-estate related activities is growing more strongly, at just over

30 percent, possibly reflecting a migration of loans from household to firms to circumvent prudential
regulation. The proportion of unsecured banks loans in total loans fell by around 1 percentage point in
2018 to 29.9 percent. Aggregate corporate leverage remains high at around 101 percent of GDP, with
significantly higher ratios in the construction and shipping sectors. A sudden adverse price adjustment
or a softening in real-estate demand could result in rising delinquencies for construction related loans.
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Figure 3. Korea: Recent Financial Developments

Credit growth to households has slowed...
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Stock market movements have been broadly in line with
global developments.
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Capital flows were broadly stable.
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... with interest rates moving only slightly
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Housing price inflation is high in certain areas, but stable
nationwide.

Housing Price Inflation: Apartments and Jeonse Rent Index
(year-on-year growth, percent)
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Average corporate leverage in Korea remains high and is
concentrated in capital-intensive industries.

Corporate Vulnerabilities
(In percent)
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14. Overall financial conditions are neutral.| Financial Conditions Index
A financial conditions index, which generally 15 .
- . . n v . - 45
measures the ease of obtaining new financing, =N A v \ T Fel Conrlin for el Gy
. . 11NN - - 35
constructed by staff, suggests that financial . o \ = =+Credit Gap (1hs)
.. . TG 25
conditions remained roughly unchanged by end- | 07 \ PN
. . . \ y \ \ 1.5
2018. The credit-to-GDP gap was negative in zi N s
. . . - N [ -
2018. Nevertheless, compressed risk premia raise | g, s s
the possibility of small changes in the global 0.1 N .
. L . . . 03 \ |
environment eliciting an outsized financial market | - Y | s
response (Figure 4). While household leverage has | STETeeToRoadIIdnaan2e22nEoneee
) ) . 5355535553555355538553855385538
continued to grow, risks to overall financial T UOTS TORCTORC IO IO TORL ons
e . . 2 Sources: IMF Staff Calculations.
conditions remain contained.
15. The banking sector appears to be well capitalized with sizable liquidity buffers in

place. Banks’ capital ratios are well above regulatory minimums, at 16.1 percent in Q3 2018. Banking
system liquidity is improving, with the loan-to-deposit ratio at 97.7 percent and expected to edge
lower as loan growth moderates. Banks' reliance on wholesale funding for their domestic activities
appears relatively low, and foreign assets continue to exceed liabilities, reducing the risk of currency
mismatches. Bank asset quality is good, with a non-performing loan ratio of 0.54 percent. However,
with a return-on-assets (ROA) at about 0.6 percent in 2017, Korean banks’ profitability lag that of
regional peers. Average indicators of financial soundness for non-bank financial institutions are also
strong, although NPL ratios at around 2 percent have tended to be higher than for banks.

Return on Equity Return on Assets
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Source: Financial Stability Indicators, IMF. Source: Financial Stability Indicators, IMF.

16. Corporate restructuring has progressed unevenly. Overall firm debt-to-equity ratios have
continued to decline, reaching 75.6 percent in June 2018, about 1 percentage point lower than at
the end of 2017. Restructuring efforts have resulted in sharp fall in the debt-to-equity ratio in the
shipbuilding industry in mid-2018 (-22.6 percentage points) compared to the end of 2017. However,
the debt-to-equity ratio in the shipping industry has risen by 30.7 percentage points, due to
increased borrowings to raise operating funds. Sluggish trends in the shipping industry has delayed
some restructuring. The Policy Bank Recapitalization Fund setup in 2016 has expired, without it
being withdrawn and with no plans to restart it.

2 See Selected Issues Paper “Korea: Are Financial Conditions at Risk?".
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Figure 4. Korea: Market Conditions, Risk Premia and Financial Stress

Macro uncertainty has remained subdued since the political
unrest in 2017, during which time uncertainty spiked.
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Mote: Shaded area represents the Asian Financial Crisis and the Global Financial Crisis resp.
The estiamte is concieved using a Bayesian VAR madel with common factor volatiity. Shaded
represent peak-to-trough cycles in real GDP growth.

...consistent with a compressed corporate bond spread.
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However, recent tightening in monetary policy has pushed up
long-term yields and the term premia...
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Source: IMF staff calculations
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Credit risks, as measured by the perceived solvency of
financial institutions, remains low...
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Note: Shaded areas represent peak o trough cycles in real GDP growth.

Markets expect short-term rates to stay low over the medium-
term, aided by low inflation expectations.

Implied 1-year rate 10 years ahead
(In percent)

it

6

S

4

3

2

1 —1-yr 10-yr ahead =~ —1 year rate

0
conYCcon¥IoconToOoOnNT-ocOonnTCooOond
ST 32233233232 =223g=2=23g 22
—S2dnSTS2hoRN20o=2c-cadm=2ITnho=2RKR®
OF-F 909090000 RO =S rme = =0 = =
S0 0006006690000 000000« OO0
NOANANNOANANNOANANNOANNNOANNNONN

N o N o N o

Source: IMF Staff Calculations

...which has had a small impact on investors willingness to
bear risk.
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17. Fiscal policy was tight in 2018. The structural budget surplus increased by 0.4 percentage
point compared to 2017, to 2.9 percent of GDP. Net lending (consolidating central government and

social security fund accounts) recorded a surplus
of 2.7 percent of GDP in 2018, also up by

0.4 percentage point. Revenue overperformance
more than offset higher welfare spending,

Fiscal Outcome vs. Budget
(In percent of GDP)
25 :

B Revenue outturn minus revenues in original budget

2.0 mmOverall balance in original budget
—Overall balance outturn _
15 -7
1.0
N o l

including through a supplementary budget of
0.2 percent of GDP in support of youth
employment. Last year revenue overperformance

was mainly driven by corporate income taxation 00 = -02
from stronger-than-expected corporate earnings | 05
as well as taxes on property and equity assets. -10

p p y q y 2015 2016 2017 2018

Since 2016, revenue outturns have been
significantly higher than envisaged in the budget,

Sources: MOEF Press Releases.
Data refer to the consolidated fiscal accounts, including social security funds. The 2018 outturn is an
IMF staff estimate.

widening budget surpluses, despite the
introduction of supplementary budgets.

18. The BOK increased its main policy rate by 25 basis points to 1.75 percent in November
2018 and has been on hold since. For the November 2018 hike, the BOK cited financial imbalances.
Subsequently, BOK justified its decision to stay on hold, pointing out that a continued
accommodative monetary stance remained appropriate as inflationary pressures were projected to
remain subdued.

I OUTLOOK AND RISKS

19. Growth is expected to decline to around 2.6 percent in 2019. This reflects slowing
external demand, while internal demand is anticipated to pick up, supported by fiscal policy. Export
growth is projected to be weak on the back of a deteriorating tech cycle, and a slowdown in China.
The impact of potential trade diversion toward Korea from the China-U.S. trade conflict is expected
to only partially compensate for the overall slowdown of exports to China. The contribution of net
exports to growth is projected to turn negative, while the current account surplus will be 4.6 percent
of GDP. Domestic consumption is expected to accelerate, helped by the fiscal stimulus embedded in
the 2019 budget and a supplementary budget. Staff assume a supplementary budget of 0.3 percent
of GDP and unchanged monetary policy in baseline growth projections. Facility investment will
continue to face headwinds from weaker trade, especially in demand for semiconductors.
Construction investment is expected to stabilize to a level more in line with long-term trends.

20. Economic slack will dissipate only gradually. Staff's estimate of the output gap—the
difference between actual and potential real GDP—remain negative at around -0.4 to -1.1 for 2019,
notwithstanding substantial uncertainty around these estimates (Box 1). As the economy moves
toward potential over the forecast horizon, labor market utilization will increase, and the output gap
will close only gradually, keeping downward pressure on prices. Potential growth is projected to be
around 2.7-2.6 through the projection period.
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Box 1. Labor Market Slack and the Output Gap'

To inform policy stance, we estimate an output gap for Korea using a multivariate filter (MVF),
modified to better reflect labor market conditions. The output gap is defined as the difference between
the actual and potential output, which is the maximum level of output an economy can produce without
generating inflationary pressure (Okun, 1962).

An MVF provides an output gap estimate through a system of economic equations. Our methodology
is consistent with the substantial literature using MVFs to estimate output gaps (see Blagrave et al. 2015 for
one recent example). Such filters provide output gap estimates through data on which economic structure
from theoretical relationships is imposed.

We use a MVF that links the output gap and the Labor Market Slack Measures
degree of slack in the labor market. The premise (Pereent)
for the approach is that labor market utilization can 14

be used to better assess whether the economy is 12 | 77 Unemployment rate— +discouraged worker— +other inactive
operating above or below potential. A labor market 10 \/W
operating above potential will create an upward 8

pressure on wages leading to inflation, and vice j B e B, S T San, e
versa. Therefore, we impose an equation that links R

labor market slack and output through a production 5

function. Specifically, the equation links the output
gap to a labor market gap and a Total Factor
Productivity (TFP) gap. The latter can inter alia be Source: Haver Analytics.
taken to measure the degree of capital utilization.

2001
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2003
2004
2005
2006
2007
2008
2009
1
1
1
4
1
1
1
i

How to measure labor market slack matters. Usually labor market utilization is measured through regular
unemployment. This concept is relatively well defined, but may not fully capture the degree of slackness in
the labor market. Importantly, it does not account for workers outside the labor force that are ready and
able to take employment (“discouraged workers”). Therefore, we use various measures for labor market
slack: (i) regular unemployment, (ii) regular unemployment augmented with discouraged workers, and (iii)
regular unemployment augmented with persons classified inactive for unspecified reason (i.e. reasons other
than childcare, house-keeping, schooling, old age, or disability).

The estimation method yields an output gap for

2019 in the range of -0.4 to -1.1 percent. All Estimated Output Gaps
. (percentage points)
three measures deliver an output gap of around 15 o R
——Model w standard unemploymen
-2 percent in 2009. The measure based on regular 40 ——-Model w standard unemployment + discouraged workers
unemployment becomes pOSitlve in 2010_‘] 'I N —Mopig| w standard unemployment + other inactive

before it widens to around 0.7 in 2017 and then
starts to close. For the measure with discouraged
workers, however, the measure was zero in 2010- 05
11, widens until 2015 and then stabilizes around 10
- 1 percent. The measure augmented with other
inactive hovers slightly below zero since 2011. All
gaps are projected to close at the end of the w07 2009 20m 2013 2015 2017 2019
projection period. The estimations are subject to Sources: Staff Estimations.

substantial uncertainty in model parameters, model

selection, and underlying data.

" See Selected Issues Paper “Labor Market Slack and the Output Gap.”
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21. Inflation is projected to remain below BOK'’s target this year and the next. Core
inflation will also remain subdued owing to persistent slack in the economy. Headline inflation will
be kept low, at 1.4 percent year-on-year, by the cut in oil consumption taxes as well as declining oil
and food prices. Inflation will converge only gradually toward target in the medium-term, as the
output gap closes.

22. Risks to this baseline are tilted to the downside (Annex Il).

e External. Rising protectionism and retreat from multilateralism and/or weaker-than-expected
global growth could adversely impact exports and dampen investment more than anticipated. A
sustained decline in global risk appetite could result in capital outflows and tighter financial
conditions in Korea.

e Domestic. House prices could soften and weaken household balance sheets and a further
slowdown in economic growth could reduce household incomes, resulting in higher household
delinquencies and financial stress and worsen external imbalances. Another large minimum
wage hike could hinder employment creation. Inflation expectations could substantially weaken,
creating further downward pressures on demand and inflation. Prolonged slack in the economy,
associated with weak domestic demand and external imbalances, could also lead to low inflation
and excessive reliance on monetary easing, increasing financial stability risks. Upside risks
include a larger supplementary budget than included in staff's baseline, and additional monetary
stimulus, which would boost growth. Faster than anticipated progress in relations with North
Korea could have a positive impact on investment and consumer sentiment, while there is also a
risk that geopolitical tensions related to North Korea may reemerge.

23. In the medium term, growth is projected to increase as the output gap closes. This will
be led by recovering investments and stronger domestic consumption. As the economy rebalances
toward domestic demand, the current account will edge down to around 4.4 percent of GDP in the
end of the projection period.

Authorities’ Views

24. The authorities broadly agreed with staff’'s outlook for growth. They foresaw a stronger
contribution from external demand than staff in 2019, but agreed that Korea was not insulated from
the challenging global environment. However, they emphasized that Korea's resilience has increased
as geopolitical tensions has receded. They stressed the role of the supplementary budget in
supporting growth. They also pointed to the relatively stable financial market performance during
recent periods of global volatility. The BOK assessed overall financial conditions as accommodative,
and believed they should continue to be wary of financial imbalances especially related to sustained
household credit demand and elevated levels of household leverage. The direct impact from the
ongoing trade tensions on Korea was assessed to be limited, given the small share of Korean export
to China that ultimately reach the United States. In their view, the recent weakening in exports
reflects a general slowdown in demand from China and global trade rather than the impact of trade
tensions. The BOK's inflation forecast was in line with staff's, and the authorities saw the risk of a
continued decline in expectations as low.
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25. BOK expressed reservations about staff’s output gap assessment. They estimated the
output gap to be only slightly negative. They noted that differences in the assessment of the output
gap between BOK and staff were mainly caused by staff's estimation of potential growth in 2010,
though both parties’ estimates of potential growth have been almost the same since then. In
addition, they stressed the high degree of uncertainty, given that the model was estimated on a
short time period, the parameters were not specific enough for Korea, and the results depended on
the indicator of labor market slack used. They also noted that relying on labor market variables to
gauge business market conditions in Korea could be misleading, given the unstable relationship
between the business cycle and employment.

26. The authorities expressed reservations about the preliminary 2018 external sector
assessment. They considered the external balance position to be in equilibrium and argued that the
IMF model did not consider some Korea-specific factors, including the need to save more in view of
future challenges arising from demographic change and possible reunification.

I POLICY DISCUSSION

A. Supporting Short-Term Growth and Containing Risks

A more expansionary fiscal stance and a firmly accommodative monetary stance are needed to boost
growth and inflation and reduce excess external imbalances. Macroprudential policies should be
appropriately tight to preserve financial stability.

27. The 2019 budget envisages an increase in government spending. Expenditure is expected
to rise by 8.5 percent compared to the 2018 outcome, reflecting an increase in spending on safety nets
(including unemployment benefits by 16.2 percent), measures to support employment, and higher
spending on childcare. Staff project revenues to rise by nearly 6 percent, assuming some revenue
overperformance compared to the approved 2019 budget, in light of recent trends.

28. Additional fiscal easing is needed in 2019 and beyond. Assuming a supplementary
budget of 0.3 percent of GDP, staff project the overall balance to decline by 0.8 percentage point to
0.9 percent of GDP (net lending to 1.9 percent of GDP), and the structural balance to decline by 0.7
percentage point from 2018, to 2.2 percent of GDP. As the output gap is expected to remain
negative, in addition to front-loading spending, the authorities should allow automatic stabilizers to
fully operate. Moreover, staff recommend that the supplementary budget be more than 0.5 percent
of GDP. Overall, the government should aim to reduce the structural balance as a share of GDP by at
least 1 percentage point in 2019. With a debt-to-GDP ratio of around 40 percent of GDP, Korea has
substantial fiscal space for such expansion. This will also be consistent with the government’s plans
to follow a more expansionary fiscal policy in the coming years (see paragraph 43).

29. Equally important, the additional spending should be fiscally efficient and aim at
enhancing social safety nets and boosting long-term growth. It should focus on expanding

INTERNATIONAL MONETARY FUND 15



REPUBLIC OF KOREA

targeted transfers to the most vulnerable, childcare spending to support female participation in the
labor market, as well as training and employment services to foster new hiring (see paragraph 44).

30. Monetary policy should be eased. The

A . . A Neutral Real Interest Rate
output gap is assessed to be negative; inflation (In percent)
is projected to stay below the BOK's target this
year and next; inflationary pressures are weak, 10
and there are signs that inflation expectations
have started to decline. Staff neutral real
interest rate estimates suggest it has fallen in

—— Real rate
—— r* (smoothed)

e * (real-time)

past decades and reached levels close to zero, 4T ‘

reflecting global interest rate trends as well as 2 N R Y.
domestic productivity and demographic 0 N
developments (Box 2).3 Since the real policy Nl N N b
rate is around zero, the current policy rate is _ BRI A SR R38R BBEEEREREEE
close to the neutral rate. The BOK should ase | & i remesentpest o osshep e nresl GO ronth T reatimor- repaents

aone-sided filtered estimate.

monetary policy to ensure a firmly

accommodative stance to support demand and

inflation and prevent a further weakening in inflation expectations. Bringing inflation back to target
will also help lift nominal interest rates and put more distance to the lower bound, which will create
more policy space for addressing possible future negative shocks.

31. Macroprudential policies, rather than monetary policy, should be used to manage
financial risks in Korea. The BOK is in a difficult position to balance the two mandates (2 percent
inflation and financial stability) using the interest rate and macroprudential policies. Currently, their
use of monetary policy to contribute to financial stability is working against the need to raise the
inflation rate. Instead, the BOK can satisfy its financial stability mandate via its seat on the cross
agency Macroprudential Analysis Council. Staff estimates suggest that targeted macroprudential
instruments rather than monetary policy have been effective in reducing financial risks in Korea
(Box 3).# Given high household debt, much of it linked to variable rates, at this juncture a tighter
monetary stance would place headwinds on economic growth and raise household and corporate
balance sheets stress, increasing financial risks. Well-tailored macroprudential policies have fewer
unintended consequences for other sectors of the economy and would help relieve the burden on
monetary policy of targeting multiple objectives.

3 See the Working Paper “The Neutral Real Interest Rate in Korea: Trends, Drivers and Implications” (forthcoming).

4 See Selected Issues Paper “Evolution of Macroprudential Policies in Korea.”
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Box 2. Korea’s Neutral Real Interest Rate

The level of the neutral real interest rate is an important factor in assessing, calibrating and
communicating the monetary policy stance and space. Following the literature, we define the neutral real
interest rate as the level of the real rate at which full employment is achieved while inflation remains stable.
If the realized real policy interest rate is below this level, the monetary policy stance is considered to be
accommodative and demand is stimulated, and vice-versa.

Estimates of the neutral rate suggest that it has
fallen to close to zero in Korea. The red and blue
lines in the chart show estimates of the neutral rate
from an unobserved components model with 11
stochastic volatility (UCSV) and a time-varying model
(TVAR), respectively, based on quarterly data. The
nominal interest rate deflated with core inflation is .
also presented. Both models point to a trend decline
in the neutral rate since the Asian financial crisis and | °
current very low levels. Estimates using a standard
semi-structural Kalman filtering approach (Laubach

Neutral Interest Rate
(In percent)

— UCsv

Real short-term interest rate

and Williams 2003, 2015) lead to similar results. 1
The decline in the neutral rate reflects a mix of -1
global factors, demographic developments and 1990 1994 1998 2002 2006 2010 2014 2018

Source: Authorities data and IMF staff calculations. Shaded areas represent OECD peak-

prOdUCtl‘"ty tl"ends, Whlle rISk aversion, market to-trough slowdowns in real GDP growth based on OECD estimates.

power and income inequality may also have played a
role. Projected trends in these drivers suggest that the neutral rate is likely to stay low in the next decades.
High financial openness transmits persistently low global real interest rates to Korean financial markets.
Ongoing aging of Korea's population supports high desired saving, while weak productivity is associated
with lower investment, in turn lowering the neutral real interest rate.

The real policy rate is close to the neutral rate, although there is a degree of uncertainty. Based on the
most recent core inflation readings, the real policy rate stood at 0.45 percent in February 2019. Based
instead on assumed inflation expectations close to the BOK's target of 2 percent, the real policy rate would
currently stand at -0.25 percent.

32. Regulatory reforms are addressing financial stability risks and strengthening the
resilience of the financial system. Latest measures adopted by the authorities include tightening

of the loan-to-value (LTV) and debt-to income Impact of Prudential Policies on Credit and
(DTI) ratios, which target credit demand. A ::(;:,Sc::g Cycles

debt service ratio (DSR) limit covering all forms

of debt was also introduced for banks in mid-
2018 and will be extended to NBFCs in the
second half of 2019. According to authorities’
estimates, the 40 percent DSR for banks will
lower household debt growth by around

1 percentage point. Higher property taxes Higher v o071 W War et g nmoretay
were introduced to curb speculative activity. Source:IMF staf calculation, uthoriies and IMF dat.

Note: The model is based on a regression containing the macro prudential policy instrument, the monetary policy

. . rate, the yield curve and economic activity. This equation is used to trace out local projections of the effect of macro-
To tackle the interest rate risk from NOUSENOIA | i sy on s o housing cetos Trt 30 mont oot tmpac # rcscoted e shamt

 NBFC cyde
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Box 3. Evolution of Macroprudential Policies in Korea

Korea has been at the forefront in using macroprudential policies to manage financial conditions. These
policies have been effective in moderating credit and house price cycles and should continue to be used as a
first line of defense to contain systemic financial risks.

The use of macroprudential tools to control financial risks in Korea has grown over the past two
decades. A database of macroprudential policies shows a move away from monetary macroprudential tools
to broader borrower-based prudential instruments in Korea, including loan-to-value ratios, limits on
currency and maturity mismatches, and adjustments in risk weights. There are several reasons for this shift:
(i) reserve requirements have lost their importance as monetary policy tools after the BOK adopt interest
rate policy and inflation targeting; (i) growing recognition that financial cycles, such as housing credit and
house prices are less synchronized with real and inflation cycles in Korea and; (iii) a shift toward explicit
macroprudential objectives following the Asian financial crisis.

Reasons for Macroprudential 1/ Use of Macroprudential Tools 1/
(Number of Policy Changes) (Number of Policy Changes)
20 20
18 18
16 W 1990-2001 W 2002-2016 16
14 14
12 12 W 1990-2001 M 2002-2016
10 10
8 8
6 6
4 4
: : L]
; : ]
Tame financial cycle Build financial resilience Bank prudential policies Monetary tools Other tools

Source: IMFWP WP/11/238.
Source: IMFWP WP/11/238, 1/Note: Monetary tools refer to local and foreign currency deposit reserve requirements;
1/ Note: Policies to tame the financial cycle include loan-to-value ratio, debt service-to-income ratio bank prudential tools capt licy changes n | . loanloss provisions;
loan-to-deposit ratio, tax policy changes related to capital gains or stamp duty and local foreign capital requirements; loan-to-value ratios, debt service-to-income ratio, loan-to-deposit
currency lending banks' net open positions. Tools to build financial resilience include higher capital ratio and capital conversion buffer; other tools contains tax policy changes related to capital
gains or stamp duty and local foreign currency lending banks' net open positions.

Estimates suggest that borrower-based macroprudential measures have been effective in taming
credit cycles. Changes in loan-to-value limits and risk-weighting have the largest impact on the credit cycle.
Real estate—specific measures, such as raising real estate—related taxes or tightening the loan-to-value ratio,
have a greater impact on real estate price inflation. The empirical evidence indicates that LTV and DSTI
enhance the banking system’s resilience to house price and income shocks, and effectively dampen the
procyclicality of credit and asset price growth in Korea. Estimates also suggest that when real and financial
cycles are aligned monetary and macroprudential policy actions tend to complement one another.

One-Year Cumulated Response to Tightening in

Impact of Prudential Policies on Credit and
Prudential Policies

Housing Cycles

(In percent) (In percent)
0.2
Financial Corporation Debt* Bank Leverage Non-core funding Credit gap™
0 L |
-0.2
-1
-0.4 -15
-0.6 2
-25
-0.8
B Bank credit M House price cycle B NBFC cycle 3
-1 35
Higher LTV Higher DSTI Higher Risk-  Higher real estate ~ Tightening in
weights and taxes monetary Policy 4
Provisioning 45

Source: IMF staff calculations; Authorities and IMF data.
Note: The model s based on a regression containing the macro prudential policy instrument, the monetary policy Source: IMF staff calculations and authorities data.
rate, the yield curve and economic activity. This equation is used to trace out local projections of the effect of macro- *in percent fo GDP

prudential policy on credit and housing cycles. The 20 month cumulated impact s presented in the chart.

Bank-based prudential policies reduce financial vulnerabilities while creating financial space.
Tightening bank-based prudential measures, including capital conversion buffer, reserve requirements, loan
loss provisioning and changes in capital requirements, eventually results in lower bank leverage and reduced
non-core funding. Financial corporation debt and the credit gap also decline.
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debt at floating rates, the authorities have been incentivizing fixed rate loans and capped the
stressed DTl at 80 percent for banks.> Measures were also introduced to enhance the resilience of
the financial system, particularly against risks from household debt. The risk-weighting of loans with
LTVs above 60 percent was increased from 35 to 50 percent in June 2018. A household- based
counter-cyclical capital buffer will be adopted in 2020. A corporate LTD ratio will also be introduced
to ensure that corporate loans are financed from stable funding sources. The authorities also
recently introduced a capital surcharge for life insurance companies that do not fully hedge their
long-term foreign assets, which aims to minimize currency mismatches.

33. The macroprudential policy stance should be kept tight to contain risks from high
household debt and support financial sector resilience. Staff welcome the broadening and
strengthening of macroprudential policies designed to discourage property speculation and insulate
the banking sector from adverse shocks in household income and real-estate prices. The authorities
should closely monitor and supervise potential leakages from the recent tightening in prudential
policies. The forthcoming Financial Sector Assessment Program (FSAP) missions will evaluate the
effectiveness of Korea's financial system oversight framework and assess adequacy of current
prudential policies in mitigating systemic risks.

34. The leverage cap on banks’ foreign exchange derivatives positions and the levy on
foreign exchange funding should be evaluated on an ongoing basis. These measures, which
constitute a CFM/MPM according to the IMF's Institutional View on capital flows, were introduced
after the global financial crisis to prevent excessive build-up of short-term external liabilities and
contain banks’ currency mismatch risks. The authorities should consider alternative measures that
directly address the systemic financial risks but are not designed to limit capital flows, also in light of
the recent overhaul of the framework with regard to FX and liquidity measures.

35. The exchange rate should continue to move flexibly, with intervention limited to
addressing disorderly market conditions. Data on FX interventions (in net trading volume) for the
second half of 2018 were posted on the website of the BOK in March 2019. The next posting will be
in September 2019, reporting net interventions in the first half of 2019. Afterwards, intervention
records will be posted on a quarterly basis with a one-quarter reporting lag. Staff welcome the
publication of data on FX intervention.

36. Korea will undergo a joint assessment of its AML/CFT regime by the Financial Action
Task Force and Asia Pacific Group on money laundering in 2019. The assessment will examine,
among other things, the transparency of legal persons and arrangements and whether the
competent authorities can obtain adequate and accurate beneficial and legal ownership information
in a timely fashion.

> Banks are required to calculate the stressed-DTI ratio of each borrower by adding stressed interest rates—at least
100 basis points—to market interest rates should a borrower apply for a new floating rate mortgage loan. Banks are
not allowed to grant a new mortgage loan if the stressed-DTI ratio breaches an 80 percent ceiling.
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Authorities’ Views

37. The authorities viewed fiscal policy in 2019 as expansionary. They emphasized that the
expenditure increase this year would be the highest since 2000. Moreover, to support the economy
they plan to frontload spending in the first half of the year. The authorities did not expect significant
revenue over-performance in 2019 as stronger-than-expected corporate income would be unlikely
this year. Moreover, the Earned Income Tax Credit has been expanded. Considering weak economic
data thus far in 2019, the authorities committed to take necessary measures to achieve their growth
target of 2.6-2.7 percent, including introducing a substantial supplementary budget to boost job
creation, further enhance social safety nets, and address fine dust pollution. Moreover, part of the
2018 revenue overperformance will be transferred to local governments in 2019 for additional
spending. The major public institutions will increase their investment by KRW 9.5 trillion (0.5 percent
of GDP) in 2019. In addition, government dividends from investment in corporations in the amount
of KRW 1.5 trillion won (0.1 percent of GDP) will be reinvested. Private-public partnership will be
strengthened further. The authorities agreed that the fiscal stimulus should be efficiently spent and
aimed at enhancing potential growth.

38. BOK regarded the current monetary policy stance as still accommodative. They agreed
that the neutral real interest rate in Korea has declined as in other advanced economies, but
underscored the high uncertainty in estimating the neutral rate. They stressed that their monetary
policy stance has continued to be accommodative when judged against the range of their own
neutral rate estimates. They also presented a broad set of information, including their own financial
conditions index to support their view. Given their assessment of an accommodating stance, they
noted that current macroeconomic trends and financial stability risks should be considered in a
balanced manner. The BOK also pointed out that cutting the policy rate would further reduce policy
space to address possible future severe negative shocks needs to be considered.

39. BOK viewed inflation expectations as well anchored. They stressed that Korea's
undershooting of the inflation target for the past five years was primarily due to supply-side shocks,
including the fall in oil prices, and institutional factors, such as the government'’s stronger welfare
policies which affected administered prices. The BOK's underlying inflation indicators excluding
these factors rose close to the 2 percent target last year. The BOK also mentioned that recent signs
of decline in consumers’ inflation expectations were modest and partly reflected a restructuring of
the sample of consumer survey respondents in September 2018, and the aforementioned supply
side factors which were expected to reverse.

40. BOK stressed that their mandate included financial stability. They emphasized that while
macroprudential measures were effective in specific markets, the build-up of financial imbalances
including the increase in general risk-taking behavior across the economy should be contained with
a policy mix including monetary policy. In their view, using a mix of macroprudential and monetary
policies, is more effective in addressing financial stability risks.
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41. The authorities were of the Yields on Personal Income Tax in Selected OECD Economies
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42. The authorities stressed that they adhere to the principle that the exchange rate is
determined by the market. They clarified that intervention policy in foreign exchange market was
limited to episodes of disorderly market conditions. They noted that exchange rate flexibility would
continue.

B. Promoting Long-Term, Inclusive Growth and Job Creation

To reinvigorate long-term growth, foster inclusion, and narrow external imbalances, the authorities
should implement ambitious reforms, focusing on three areas: ensuring that fiscal policy supports
long-term growth, strengthening social protection on a sustained basis, and addressing rigidities in
product and labor markets to enhance resource allocation and productivity.

Fiscal Policy

43. Fiscal policy should maintain an expansionary stance over the medium term to support
inclusive growth and reduce excessive external imbalances. The authorities plan to raise
government expenditure in the medium-term, which will be accompanied by a decline in the fiscal
surplus. The 2018-22 National Fiscal Management Plan envisages an increase in fiscal expenditure
by about 7 percent per year, on average. Revenues are projected by staff to increase by 4.7 percent,
on average, per year. Assuming a supplementary budget of 0.3 percent of GDP in 2019, the
structural balance is expected to decline from 2.9 percent of GDP in 2018 to 0.9 percent of GDP in
2022. Staff recommend that the government further reduce the structural balance toward zero in
the coming years.

44. The additional fiscal spending should focus on fostering social protection, boosting
long-term growth and supporting growth-enhancing structural reforms. The authorities plan to
strengthen social safety nets, buttress job creation, and foster innovation. Staff support increasing
spending on targeted transfers to the vulnerable. Fiscal spending should also focus on training and
job services to prop employment, as well as childcare and child benefits to buttress female labor
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force participation and fertility. Fiscal measures can also play an important role in facilitating the
implementation of reforms to make the labor and product markets more flexible (see below). Staff
simulations indicate that, for example, an expansion in childcare spending by 0.25 percent of GDP,
and an increase in Active Labor Market Policies spending by 0.5 percent of GDP, accompanied by
labor and product market reforms would boost output by more than 6 percent in 10 years. Staff
caution against using transfers to SMEs to preserve jobs indefinitely. Given the large number of
fiscal programs in support of SMEs, it would be important to regularly monitor and periodically
review their impact. Rather than providing subsidies based only on firm size, focus should be on
firms that are more likely to experience improvements in productivity and long-term profitability
and produce long-lasting employment gains, such as young and innovative firms.®

45, Tax reforms could help support long-term growth. Increasing the neutrality of corporate
income taxation with respect to financing sources would enhance resource allocation. Currently, the
effective marginal tax rate on equity financing in Korea is estimated to be 40 percentage points
higher than that on debt financing. This is a disadvantage for innovative firms—especially start-
ups—that tend to rely on equity, rather than debt, for R&D investment. Options to eliminate the
distortions arising from corporate debt bias include allowance for corporate equity system or a cash
flow tax. Consideration should also be given to adjusting the progressive corporate income tax rate
schedule to avoid tax-induced fragmentation of integrated business activities and under-reporting
of income.

46. Fiscal challenges from the aging population will require greater revenue mobilization
in the longer term. Outlays for pensions and healthcare are set to rise by 10-16 percent of GDP by
2060. While future spending could be partly lowered through an increase in the retirement age and
possibly other expenditure cutting measures, the debt-to-GDP ratio will move on an unsustainable
trajectory with unchanged revenues. Korea's tax revenue-to-GDP ratio is one of the lowest in the
OECD, providing ample room for expansion. Higher revenues could be achieved in the longer term
by broadening the tax base. Yields on the personal income tax are low in international comparison,
due to significant tax deductions. Tax expenditure on personal income tax increased by more than
40 percent from 2012 to 2017 and was more than 25 percent of personal income tax revenues in
2017. While personal income tax deductions aim to achieve important policy objectives, there will be
a need to reassess their effectiveness and costs in the longer term. Tax expenditure on industry,
including SMEs, which represented about 30 percent of total tax expenditure in 2017, will also need
to be reviewed. The VAT base could also be broadened to cover all new real estate supplies
(including the value of land) and fee-based financial services. Depending on the comprehensiveness
of these base-broadening measures, it may still be necessary to raise some tax rates, notably the
VAT which is relatively low at only 10 percent.

Labor Markets Reforms

47. “Flexicurity” should be adopted as the basis for labor market policies to boost
employment and reduce labor market duality. Flexicurity involves three pillars: (i) more flexibility

6 See Selected Issue chapter “What Fiscal Policy Can Do to Increase Employment in Korea.”
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for regular workers; (ii) a strong and inclusive safety net for the unemployed; and (iii) Active Labor
Market Policies. The fundamental principle of “flexicurity” is that it protects workers rather than jobs.
The authorities are developing policies that cover some of the pillars, notably an expansion in
unemployment insurance. Only by eventually implementing all three pillars can an adequate balance
between incentives, support, and protection be assured.

48. Measures should be geared toward more flexibility in employment protection regulation
for regular workers. For this category regulation is stricter than the OECD average. Korea has
particularly tight restrictions on dismissal of regular workers. To strengthen job creation, the ability to
dismiss regular workers for performance and other economic reasons should be eased. Staff analysis
also suggests that rigid labor market regulations are particularly harmful to female employment
Increased flexibility will have to be accompanied by adequate unemployment benefits to provide
sufficient safety nets. Active Labor Market Policies should also be enhanced. Currently, the focus is on
creating jobs directly through subsidies, while spending on training and employment services is
relatively low. Active Labor Market Policies should also support labor reallocation from ailing corporate
sectors toward more productive ones, while ensuring sufficient incentives to job search. Active Labor
Market Policies would need to be carefully monitored and evaluated to ensure effectiveness.

49. Efforts to encourage the participation and leadership of women in the labor market
should continue. Korea's female labor force participation is one of the lowest in advanced
economies—20 percentage points below the best performers. The gender pay gap in Korea is one
of the highest in the OECD, with women earning only 63 percent of what men earn. Women take up
just 10.5 percent of management positions, compared to the OECD average of 31 percent.
Significant growth gains would be obtained by boosting Korea’s FLFP rate further. If FLFP were to
rise to close the gap with Korea’'s male labor force participation by 2035, women work would boost
real GDP by more than 7 percent, in spite of the significant decline in working age population

(Box 4). There is scope to further increase spending on early childhood education and care.
Additional measures could include promoting shared parental leave, implementing the reduction in
working hours, and fostering a working culture supportive of flexible-working arrangements.

50. Boosting youth employment is another priority. Korea's youth employment is about
10 percentage points below the OECD average. To support youth employment, existing measures
such as specialized vocational schools (Meister schools), the work-study dual system, and
internships could be strengthened. This entails a more active collaboration with businesses and
ensuring the quality of placements, to guarantee accumulation of on-the-job skills and enhance
career prospects.

51. The government should be cautious about expanding public employment to create
jobs. The government is planning to expand public sector jobs by 810,000 by 2022, partly by
converting non-regular public-sector workers into regular employment. Public sector job creation
should be linked to developing services that cannot be provided by the private sector. Moreover, in
creating public jobs the impact on public sector productivity should be considered. The authorities
should also conduct an analysis of public-private sector wage differential to inform hiring conditions
in the public sector to minimize the risk of crowding out private jobs.
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Box 4. Output Gains from Increasing Female Labor Force Participation in Korea

With fast aging population and declining productivity growth, Korea faces key challenges in raising
long-term growth. To what extent can increased female participation in the labor market contribute to

! ?
Korea’s growth? Contribution to Yearly GDP Growth

The growth impact of female labor force S kb i
participation (FLFP) can be assessed in a 09 B Human capital T Working age population 1/
growth accounting framework. This 08 et T
' . 07
decomposes a country’s growth rate into the 06
contributions of labor input, human capital, 05
physical capital, and the efficiency with which 04
. . . 03
various factors are combined. Typically, growth 03
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male and female labor in the production 0o
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of substitution (ES) between the two is infinity. _
Sources: Barro and Lee, UN, WDI and IMF Staff Calculations.
However, recent estimates by Ostry and others 1/ Population aged 15-64.
. . L. 2/ Employment rate is here defined as the share of workforce that is employed.
(2018) indicate strong complementarities 3/ Labour force participation.

between women and men in production, with the ES ranging between 0.2 and 3.8. Hence, departing from
the literature, we develop a growth accounting framework where labor and human capital are disaggregated
by gender, assuming a CES production function.

Female contribution to Korea’s growth has risen over the past decades, thanks to women’s higher
participation in the labor market and increases in their human capital. The growth decomposition
indicates that in the last decade the female contribution to growth has slightly exceeded that of men, even
though the population of males in their working age increased more than that of women. This result is even
stronger if the ES is assumed to be low.

Despite recent progress, though, Korea’'s FLFP rate remains relatively low. It was around 58.6 percent in
2017, almost 20 percentage points below that of men, and 11 percentage points below the average of other
advanced economies. On the bright side, though, Korea's human capital of women, based on average years
of education from the Barro and Lee database, was estimated to be very close to that of men in 2017, and
above the average of other advanced economies.

Significant growth gains would be obtained by boosting Korea’s FLFP rate further. Under a baseline

scenario in which FLFP increases at the same Female Contributions to Real GDP Growth, 2017-2035
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T Projections for the female population are from the UN, and projections for female human capital are based on the Barro-Lee
database.
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52. Future large increases in the minimum wage will likely have adverse side effects on
employment. As part of the government strategy to support income, the minimum wage was raised
by 10.9 percent for 2019, following a 16.4 percent increase in 2018. The hike for 2019 is significantly
larger than the expected labor productivity increase. This will likely bring the ratio of minimum to
average wage to around 46 percent, well above the OECD average of 41 percent (in 2017), likely
hurting employment of low-skilled labor (Figure 5). The government set up a Job Stabilization Fund
to subsidize eligible SMEs to dampen the impact of the minimum wage increase and preserve some
jobs, with a fiscal cost of about KRW 2.5 trillion (0.1 percent of GDP) in 2018, and KRW 2.8 trillion
(0.1 percent of GDP) expected for 2019. A new minimum wage determination mechanism is being
designed to ensure better representation of labor market groups and better reflect economic
circumstances. Staff welcome this initiative and look forward to its implementation. Next year the
minimum wage increase should be set below labor productivity growth to partially mitigate the
adverse effects on employment. Targeted fiscal instruments (such as in-work tax credits) would be
more appropriate measures for addressing in-work poverty while not adversely affecting
employment. Subsidies to the SMEs facing increased labor costs should be phased out.

53. The new regulation on maximum working hours will be beneficial. In 2018, Korea
amended the Labor Standards Act to lower maximum weekly working hours from 68 to 52.” The
objective is to improve work-life balance, as Korea's average hours worked per employee are the
second highest in the OECD and about 19 percent above the OECD average. The reduction in
working hours could support workers' well-being and possibly contribute to higher productivity,
employment and fertility. It will be important to monitor implementation to ensure an effective and
widespread decline in hours worked across sectors and assess the implications for firms and
productivity.

Product Market Reforms

54. Policy efforts to diversify the manufacturing sector should be expedited. Korea's
manufacturing sector is highly concentrated, particularly compared to peers. The electrical and
electronic equipment industry has

Industrial Decomposition of GDP Growth: Manufacturing

contributed almost half of the growth in the (In percent)
. . 5
manufacturing sector since early 2000s.8 The m=Food ETextile EiChemicals  EEBasic metals
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dominant industries are highly
interconnected with other domestic
industries via upstream/downstream 3
linkages, and with foreign markets via
export/import linkages. Moreover, these
industries are dominated by few large firms. 1

Staff analysis suggests that tighter vertical . @
and trade linkages have increased the 19705 19805 1990s 2000 20106

VUInera b|||ty Of the economy Sources: Bank of Korea; IMF staff calculations.

7 See the Selected Issues chapter “Implementing Maximum Working Hours: International Practices.”

8 See the Selected Issues chapter “Industrial Structure and Its Macroeconomic Implications in Korea.”
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to domestic and external shocks.? The authorities’ ongoing efforts to promote fair competition
between large corporations and smaller firms and foster innovation especially in SMEs are welcome
initiatives, which should help reduce these vulnerabilities.

55. Deregulating the non-manufacturing sector could help boost long term growth, spur
domestic demand, and help reduce external imbalances in the short run. Product market
regulations are more restrictive relative to most other OECD economies, even though Korea has
undertaken substantial product market deregulation in the past (Box 5). ' Some incumbents are
protected through legal barriers to entry and antitrust exemptions, while startups face relatively high
entry costs and some administrative burden. Explicit barriers to trade and foreign investments are
also high relative to peers, which could act to further close the business environment off from
competition. Staff analysis indicates that

additional reforms could significantly boost Labo :Af:jit'jf:;'%;)ser"ice Sector Relativeto Manufacturing
GDP and productivity, (Box 5) as well as the 90

contribution of the non-manufacturing sectorto | *

growth, increasing diversification . Such reforms
could also help reduce the current account 5%
surplus through higher investments. The 20
government initiative to create regulatory 30
sandboxes (i.e. speeding up the process of &0
obtaining approval to launch new products) is a ,
useful move in this regard. In addition, OECD Korea
competition could be promoted by reducing sources: OFCD.

the tax costs of firm entry as well as remaining administrative burdens and legal barriers for entry in
some industries. Consideration could also be given to enhancing foreign competition by reducing
tariffs and domestic co-financing requirements for foreign investments.

70
60

10

56. Corporate restructuring is necessary to support long-term growth. Rapid
implementation of the strategy for financial and operational restructuring of distressed firms is
critical to allow the reallocation of resources toward more productive and profitable sectors. Social
spending should be used to cushion the impact on affected workers and help reallocate them to
other activities. Subsidies and tax expenditures to SMEs should be reviewed and focused on spurring
innovation rather than protecting jobs with very low productivity. Subsidies should not be given
based on firm size, but rather on firm age and scope for long-run productivity increases.

57. Staff encourage the authorities to enhance some aspects of data reporting. Over the
medium term they could consider moving to SDDS Plus, which is the highest tier of the IMF Data
Standards Initiatives, aimed particularly at economies with systematically important financial sectors.
Also, the authorities should improve the timeliness of financial soundness indicators and general
government operations data reporting.

9 See the Working Paper “Trade Linkages and International Business Cycle Comovement: Evidence from Korean
Industry Data” (forthcoming).

10 See the Working Paper “Advancing Growth through Product Market Reforms in Korea” (forthcoming).
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Box 5. Advancing Growth Through Product Market Reforms’

Product market regulations in Korea remain among the strictest compared to OECD peers despite
recent liberalizations. There are barriers to international trade and foreign investment, given relatively high
tariffs, restrictions on foreign startups, and regulation.
State control is high as the government has strong
control over state owned enterprises (SOEs), remain

Selected Product Market Regulation Components for Korea
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within existing firms. More competition in a certain 2018).

market segment can induce firms to reduce slack, inter alia as cost reduction will also be more profitable
in a market with a high price sensitivity.

e Third, reforms can spur innovation. Intensified competition can induce firms to speed up their innovation,
and adoption of recent technologies, to avoid being pushed out of the market by new entrants.

Firm level evidence suggests that past product market reforms in Korea have improved productivity
and innovation. Analysis of firm level data in Korea finds that past product market liberalizations have been
associated with (i) higher employment, (ii) higher labor productivity, and (ii) higher spending on Research
and Development.

A modelling exercise suggests that Korea could gain significantly from further product market
liberalizations. A Dynamic Stochastic General Equilibrium (DSGE) model with product market frictions
(Cacciatore et al, 2016) is calibrated to Ko rea. This model is used to analyze the impact of a 50 percent
decline in barriers to entry bringing the level in line with the OECD average (see Table). In the model, the
reform decreases unemployment by

0.5 percent, and boosts output per worker by
7 percent in the long run as high productive Output Consumption Real Wage Unemployment
. . . . (in percent) (in percent) (in percent) (in pct points)
firms enter and low productive firm exits. 8 6 3 05
Consumption also increases by 6.6 percent in ¢, ce: staff calculations.

the long run, reflecting higher employment

and wages, but in the short run consumption falls as higher firm profitability induces more investment in
capital. Higher firm profitability also attracts foreign capital, in the short run leading to a weaker current
account of up to 1.5 percent of GDP.

Long Run Effect of a 50 percent Decline in Barriers to Entry

' See the Working Paper “Advancing Growth through Product Market Reforms in Korea” (forthcoming).
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Figure 5. Korea: Minimum Wage Increase
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Authorities’ Views

58. The authorities agreed that medium-term fiscal expansions should focus on enhancing
social protection and labor productivity. They stressed that the 2018-22 National Fiscal
Management plan envisages a 10.3 percent annual increase in welfare, health and employment
spending. This involves large expansions in spending on basic livelihood security (17.3 percent
annual increase), vulnerable groups (15.8 percent increase), the elderly (15.4 percent increase), and
women, family and youth (11.2 percent increase). The authorities agreed that the programs to
support SMEs should be regularly reviewed to ensure a positive effect on productivity. Current
programs have been recalibrated based on regular assessment. Additional measures are being
designed to promote productivity growth in SMEs.

59. The authorities recognized the need to reform the tax system and increase revenues in
the longer term. They agreed on the need to increase neutrality of corporate income taxation, but
were concerned about the feasibility of staff's suggestions, including introducing an allowance for
corporate equity system. They also had concerns that reducing the number of corporate income tax
rates would aggravate the burden for SMEs. Instead, they would be in favor of streamlining existing
tax reductions and exemptions to avoid distortions in corporate resource allocations. They
cautioned against additional tax cuts as they did not see convincing evidence of their effectiveness.
The authorities shared staff's concerns on long term fiscal sustainability due to the aging population.
They planned to broaden the tax base very gradually.

60. The authorities viewed the proposed expansion of public employment as necessary to
improve living standards and service the aging population. They emphasized that Korea’s public
employment is only 9 percent of total employment, far behind the OECD average of 21.3 percent. As
the population ages, more public service would be needed to improve citizens’ welfare.

61. The authorities agreed with the need to move in the direction of “flexicurity” on the
labor market. They noted that introduction of further Active Labor Market Policies are a high
priority for the government. They argued that the general direction of the recent minimum wage
increases was correct, and pointed out that they are monitoring their impact. A bill has been
submitted to parliament aimed at improving the minimum wage setting framework. The new
mechanism will ensure appropriate representation of workers, employers, and government and
better reflect economic conditions. The authorities also sympathized with the idea that the
compensation of small businesses for minimum wage increases should be temporary.

62. The authorities agreed on the need to ease the regulatory burden for firms. They
pointed to the recent introduction of regulatory sandboxes for selected sectors as a first important
step in this direction. They also emphasized the need to boost innovation in start-ups.

I STAFF APPRAISAL

63. Korea is facing cyclical headwinds to growth, in addition to longer-term structural
challenges. Growth has slowed and the negative output gap will close only gradually. Long-term
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growth is hindered by adverse demographics and slowing productivity growth. Income inequality
and polarization are worsening, partly reflecting inadequate social protection and labor and product
market duality. Korea's external position is assessed to be moderately stronger than warranted by
medium term fundamentals and desirable policy settings.

64. A supplementary budget of more than 0.5 percent of GDP should be introduced this
year, and fiscal policy should remain expansionary in the medium-term. This would support
growth, job creation and reduce external imbalances. Korea has substantial fiscal space to aim for a
zero-structural balance in the medium run without a risk to debt sustainability. Fiscal measures
should focus on strengthening social protection, boosting female labor force participation,
enhancing Active Labor Market Policies, and supporting growth-enhancing structural reforms. Staff
caution against using transfers to SMEs to preserve jobs indefinitely. In the longer term, fiscal
challenges from the aging population will necessitate greater revenue mobilization.

65. Monetary policy should be eased. Inflation is projected to remain below the inflation
target at least this year and the next, inflationary pressures are weak, there are signs that inflation
expectations have started to decline, and the output gap is negative. The exchange rate should
continue to be allowed to move flexibly, with intervention limited to addressing disorderly market
conditions.

66. Financial risks should be managed through macroprudential policies, rather than
monetary policy. Macroprudential policies can effectively slow the growth in household leverage,
which is the main financial risk. They should remain tight to contain risks from household debt and
sustain financial sector resilience.

67. To mitigate duality and support job creation, Korea should adopt “flexicurity” in the
labor market. This requires more flexibility for regular workers; a strong and inclusive safety net for
the unemployed; and effective Active Labor Market Policies. Implementing all these three pillars is
critical. Public sector job creation should be linked to developing services that cannot be provided
by the private sector. The minimum wage increase for next year should be below labor productivity
growth to lessen adverse effects on employment. Compensatory subsidies to SMEs should be
phased out. Policies should also focus on strengthening female labor force participation and
leadership.

68. Policy efforts to diversify the manufacturing sector and promote service sector
liberalization should be expedited. To promote diversification and support long-term growth, the
regulatory burden for firms should be eased. This requires further lowering barriers to entry and
reducing protection of incumbents. This could be done by further lowering the startup costs and
legal barriers for firm entry. Administrative burdens for firms could also be reduced further. Foreign
competition could be enhanced by further trade and investment liberalization, including through
reducing tariffs and domestic co-financing requirements for foreign investments.

69. Staff recommend that the next Article IV consultation be held on the standard 12-

month cycle.
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Table 1. Korea: Selected Economic Indicators, 2017-24
Projections
2017 2018 2019 2020 2021 2022 2023 2024
Real GDP (percent change) 3.1 2.7 2.6 2.8 29 2.8 29 29
Total domestic demand 5.1 17 2.8 33 31 3.1 33 33
Final domestic demand 47 16 2.6 39 3.1 3.1 33 33
Consumption 2.8 35 35 3.6 32 33 35 35
Gross fixed investment 8.6 -2.2 0.7 45 28 2.8 29 29
Stock building 1/ 04 0.1 0.2 -0.5 0.0 0.0 0.0 0.0
Net foreign balance 1/ -1.7 1.2 -04 -0.3 0.0 -0.1 -0.2 -0.2
Nominal GDP (in trillions of won) 1,7304 1,782.3 1,852.8 1,937.0 2,026.1 2,1208 2,2258 2,340.8
Saving and investment (in percent of GDP)
Gross national saving 36.0 349 34.2 337 334 332 33.0 327
Gross domestic investment 311 30.2 296 293 29.0 288 28.5 28.3
Current account balance 49 4.7 46 4.5 44 44 45 45
Prices (percent change)
CPl inflation (end of period) 14 13 14 1.6 1.7 1.8 1.9 2.0
CPl inflation (average) 19 15 14 16 17 1.8 19 2.0
Core inflation (average) 15 1.2
GDP deflator 2.3 03 14 17 17 1.8 2.0 2.2
Real effective exchange rate 3.1 09
Trade (percent change)
Export volume 53 7.2 23 2.7 38 36 35 35
Import volume 8.5 15 30 29 4.0 4.0 4.0 4.0
Terms of trade -0.8 -6.5 09 0.7 0.3 0.3 0.2 04
Consolidated central government (in percent of GDP)
Revenue 232 242 247 247 246 24.5 245 245
Expenditure 20.8 21.5 227 23.1 235 237 237 237
Net lending (+) / borrowing (-) 2.3 2.7 19 1.6 1.2 038 0.8 0.8
Overall balance 14 1.7 09 0.6 0.2 -0.2 -0.2 -0.2
Excluding Social Security Funds -1.1 -0.6 -14 -1.7 -2.0 -2.3 -2.1 -2.0
Money and credit (end of period)
Overnight call rate 1.6 19
Three-year AA- corporate bond yield 2.7 23
M3 growth 6.6 72
Balance of payments (in billions of U.S. dollars)
Exports, f.o.b. 580.3 625.4 638.5 660.3 691.6 7242 756.9 795.2
Imports, f.0.b. 466.7 513.6 5234 5389 563.6 5904 618.6 650.3
Oil imports 59.6 804 69.8 719 73.0 74.6 771 80.1
Current account balance 752 764 76.0 78.1 79.8 85.1 91.2 95.8
Gross international reserves (end of period) 2/ 3845 3989 4222 4445 467.2 4925 519.9 548.9
In percent of short-term debt (residual maturity) 227.2 226.8 232.8 2379 241.9 247.0 2531 259.8
External debt (in billions of U.S. dollars)
Total external debt (end of period) 412.0 440.6 489.0 531.2 576.2 623.1 671.8 7224
Of which : Short-term (end of period) 116.0 126.6 128.1 1335 139.8 146.1 152.1 158.0
Total external debt (in percent of GDP) 269 272 295 305 315 323 33.0 336
Debt service ratio 3/ 8.2 8.8 9.8 109 1.2 115 12.0 124
Sources: Korean authorities; and IMF staff estimates and projections.
1/ Contribution to GDP growth.
2/ Excludes gold.
3/ Debt service on medium- and long-term debt in percent of exports of goods and services.
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Table 2. Korea: Balance of Payments, 2015-20

(In billions of U.S. dollars, unless otherwise indicated, BPM6 sign)

Projections
2015 2016 2017 2018 2019 2020

Current account balance 105.1 97.9 75.2 76.4 76.0 78.1
Goods balance 120.3 116.5 113.6 111.9 115.1 121.5
Services balance -14.6 -17.3 -36.7 -29.7 -29.7 -33.7
Primary income 4.5 4.6 53 2.8 1.8 2.4
Secondary income -5.0 -5.8 -7.0 -8.5 -11.2 -12.0

Capital account balance -0.1 0.0 0.0 0.2 0.2 0.2

Financial account balance 1/ 90.7 92.2 80.1 53.0 52.9 56.0
Portfolio investment 49.5 67.0 57.9 439 427 44.0
Direct investment 19.6 17.8 16.2 24.4 26.1 27.8
Financial derivatives 1.8 -3.4 -8.3 -1.3 -3.0 -2.8
Other investment 19.8 10.9 14.3 -14.0 -12.8 -13.0

Net errors and omissions -2.3 1.9 9.2 -6.1 0.0 0.0

Reserves and related items 12.1 7.6 4.4 17.5 233 22.3
Reserve assets (increase +) 12.1 7.6 4.4 17.5 233 22.3

(percent of GDP)

Current account balance 7.6 6.9 4.9 4.7 4.6 4.5
Goods balance 8.7 8.2 7.4 6.9 7.0 7.0
Services balance -1.1 -1.2 -2.4 -1.8 -1.8 -1.9
Primary income 0.3 0.3 0.3 0.2 0.1 0.1
Secondary income -04 -0.4 -0.5 -0.5 -0.7 -0.7

Capital account balance 0.0 0.0 0.0 0.0 0.0 0.0

Financial account balance 6.6 6.5 5.2 3.3 3.2 3.2
Portfolio investment 3.6 4.7 3.8 2.7 2.6 2.5
Direct investment 1.4 1.3 1.1 1.5 1.6 1.6
Financial derivatives 0.1 -0.2 -0.5 -0.1 -0.2 -0.2
Other investment 14 0.8 0.9 -0.9 -0.8 -0.7

Net errors and omissions -0.2 0.1 0.6 -0.4 0.0 0.0

Reserves and related items 0.9 0.5 0.3 1.1 14 1.3
Reserve assets (increase +) 0.9 0.5 0.3 1.1 1.4 1.3

Memorandum items:

Gross reserves minus gold 363.2 366.3 384.5 398.9 4222 444.5
(in months of imports of goods and services) 8.1 8.7 7.8 7.5 7.7 7.8
External debt 396.1 382.2 412.0 448.8 489.0 531.2
(in percent of GDP) 28.6 27.0 26.9 27.7 29.5 30.5
Short-term external debt (inc. trade credits) 104.3 104.8 116.0 122.6 128.1 1335
Nominal GDP (U.S. dollars) 1382.8 1414.8 1530.8 1619.8 1656.7 17444

1/ Excludes reserves and related items.

Sources: Korean authorities; and IMF staff estimates and projections.

32 INTERNATIONAL MONETARY FUND




REPUBLIC OF KOREA

Table 3. Korea: Statement of Central Government Operations, 2017-20
Estimate Projections
2017 2018 2019 2020
(In trillions of won)

Revenue 400.7 431.6 457.2 4789
Tax revenue 2654 2936 311.0 3258
Social contributions 69.7 73.1 76.0 79.5
Of which: Social security contributions 60.5 63.5 66.0 69.0
Other revenue 65.6 64.9 70.1 73.6

Expenditure 1/ 360.5 383.6 421.3 4474
Expense 350.7 375.2 4131 4394
Net acquisition of nonfinancial assets 9.8 84 8.2 8.0

Net lending (+) / borrowing (-) 402 48.0 359 315
Less: Policy lending 16.1 16.8 185 19.6

Overall balance 240 31.2 175 119
Less: Social Security Fund balance 425 418 44.2 44.0

Overall balance excluding Social Security Funds -185 -10.6 -26.7 -32.1

Net acquisition of financial assets 66.9 79.9 59.9 52.5
Domestic 65.6 783 58.7 514

Currency and deposits -13 -16 -1.2 -1.1
Loans 66.9 799 59.9 525
Others 0.0 0.0 0.0 0.0
Foreign 13 16 12 1.0
Currency and deposits 0.0 0.0 0.0 0.0
Loans 13 16 1.2 1.0
Monetary gold and SDR 0.0 0.0 0.0 0.0

Net incurrence of liabilities 26.8 320 239 21.0
Domestic 26.8 320 239 21.0
Foreign 0.0 0.0 0.0 0.0

Loans 0.0 0.0 0.0 0.0
(In percent of GDP)

Revenue 232 24.2 24.7 247
Tax revenue 15.3 16.5 16.8 16.8
Social contributions 4.0 4.1 4.1 4.1
Of which: Social security contributions 35 36 36 36
Other revenue 38 36 38 38

Expenditure 20.8 21.5 22.7 23.1
Expense 20.3 21.1 22.3 22.7
Net acquisition of nonfinancial assets 06 0.5 04 04

Net lending (+) / borrowing (-) 23 27 19 1.6
Less: Policy lending 09 09 1.0 1.0

Overall balance 14 17 09 0.6
Less: Social Security Fund balance 2.5 23 24 23

Overall balance excluding Social Security Funds -1.1 -0.6 -14 -1.7

Memorandum items:

Primary balance (trillion won) 213 343 20.3 184
In percent of GDP 12 19 1.1 1.0

Structural balance (trillion won) 433 514 40.0 347
In percent of GDP 25 29 22 18

Structural primary balance (trillion won) 244 377 243 216
In percent of GDP 14 2.1 13 1.1

Nominal GDP (trillion won) 1,7304 1,782.3 1,852.8 1,937.0

Central government debt (trillion won) 627.4 651.8 678.5 710.6
In percent of GDP 363 36.6 36.6 36.7

General government debt (trillion won) 688.0 714.2 7434 7784
In percent of GDP 398 40.1 40.1 40.2

Sources: Ministry of Strategy and Finance; and IMF staff estimates and projections.

1/ A supplementary budget of 0.3 percent of GDP is assumed in 2019.

INTERNATIONAL MONETARY FUND 33



REPUBLIC OF KOREA

Table 4. Korea: Financial Soundness Indicators

2014 2015 2016 2017 2018 3/
(Growth rate, in percent)
Credit to Private Sector 1/ 74 7.6 7.3 6.8 6.8
Loans to Households 6.7 11.0 11.6 7.9 6.4
Bank Loans to Households 8.0 8.5 9.5 7.0 7.8
(In percent)

Regulatory Capital to Risk-Weighted Assets 2/ 14.0 13.9 14.8 15.2
Regulatory Tier 1 Capital to Risk-Weighted Assets 11.4 11.3 12.5 13.2
Non-performing Loans Net of Provisions to Capital 2.8 2.1 2.9 1.7
Non-performing Loans to Total Gross Loans 0.5 0.5 0.5 0.4
Return on Assets 0.5 0.5 0.4 0.7
Return on Equity 6.0 6.5 4.5 8.5
Interest Margin to Gross Income 62.1 62.7 65.3 58.7
Non-interest Expenses to Gross Income 73.5 54.6 65.1 65.6
Liquid Assets to Total Assets (Liquid Asset Ratio) 379 34.4 337 29.9
Liquid Assets to Short Term Liabilities 122.0 105.5 99.0 101.3
Net Open Position in Foreign Exchange to Capital 0.5 0.04 0.0 -1.0

Sources: 2011-2014 data was obtained from the Financial Soundness Indicators (FSI) database ;
2015 and 2016 FSI data was obtained from the authorities; Data obtained from Haver includes:

Credit to Private sector, Loans to households, and Bank Loans to households.

1/ Depository corporations.
2/ From this indicator on: Depository corporations only.
3/2018Q3
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Korea

Overall Assessment

Foreign asset
and liability
position and

Background. The net international investment position (NIIP) has been positive since 2014 and rising gradually since 2010. In
December 2018, it reached about 25 percent of GDP, with gross liabilities totaling 68 percent of GDP, of which about 27 percent of
GDP was gross external debt.

trajectory Assessment. The positive NIIP strengthens external sustainability and should increase further as the current account (CA) is projected
to remain in surplus. Risks from currency mismatches are lower than before the global financial crisis (GFC), as short-term external
liabilities of banks, which rose to relatively high levels before the GFC, declined back to below pre-crisis levels.

2018 1IP (%

GDP) NIIP ‘ 25.5 ‘ Gross assets ‘ 93.8 | Debt Assets ‘ 27.6 ‘ Gross Liab. | 68.3 ‘ Debt Liab. 254

Current Background. The CA surplus narrowed further in 2018, from the peak of 7.6 percent of GDP in 2015. This decline from 4.9 percent of

account GDP in 2017 to 4.7 percent in 2018 mainly reflected: (i) a decline in the good trade balance, as the terms of trade worsened

CA Assessment
2018

substantially, and (ii) a decline in the income balance, reflecting in part increased dividend payouts from firms. The service balance
increased owing to a less negative transportation balance and a rebound in tourist arrivals. From an investment-saving perspective,
the narrowing of the current account is explained by larger fall in the savings rate than in the investment-to-GDP ratio.

Assessment. The EBA model estimates the 2018 cyclically adjusted CA surplus to be 4.4 percent of GDP, and the CA norm to be in the
range 1.7 to 3.7 percent of GDP. In line with the EBA estimates, staff assesses the CA gap midpoint of 1.7 percent of GDP with a range
of 0.7 to 2.7 percent of GDP. Identified policy gaps from significantly tighter than desired fiscal policy and relatively low social
spending are key contributors to the CA gap. The latter acts to increase precautionary savings, and thus the CA, through lack of access
to social safety net.

Actual CA |4.7 ‘CycI.Adj. CA ‘4.4 |EBA CA Norm ‘2.7 ‘EBA CA Gap ‘1.7 ‘StaffAdj. ‘o.o |Staff CAGap |17

Real exchange
rate

Background. The REER appreciated by 1.0 percent in 2018, thus continuing a gradual appreciating trend since 2013 (up about 10
percent since 2013). As of February 2019, the REER weakened by about 1.2 percent relative to the 2018 average.

Assessment. The EBA REER regression models suggest gaps ranging from -5.2 (for the REER-Level model) and +3.4 (for the REER-
Index model). Staff assesses the REER in 2018 to have been undervalued in the range 2 to 8 percent, which is derived by applying the
estimated semi-elasticity of 0.36 to the staff-assessed CA gap.

Capital and Background. Net capital outflows have been relatively stable over the medium term despite significant shifts in composition. In the
financial 2018, they decreased to 4.3 percent of GDP from 5.5 percent of GDP in 2017. Non-resident portfolio inflows surged to $21.1 billion as
accounts: foreigners continued to sharply expand purchases of debt securities. On the other hand, non-residents sold USD 6 billion worth of
flows and equities (on a net basis), contributing to a correction in equity prices of around 20 percent in 2018.

policy Assessment. The present configuration of net and gross capital flows appears sustainable over the medium term. Korea has
measures demonstrated the capacity to absorb short term capital-flow volatility in magnitudes occurred over the last few years.

FX Background. Korea has a floating exchange rate. FX intervention appears to have been two-sided since early 2015, based on staff
intervention estimates. Staff estimates that total net intervention in 2018 was limited, with spot interventions roughly offsetting the change in the

and reserves
level

forward position. Reserves increased steadily from 2009 through mid-2014, remained broadly stable through 2016, and have increased
slightly since. In 2018, reserves increased by $14.4 billion including valuation effects. At end-2018, total reserves stood at $404 billion
(24.9 percent of GDP).

Assessment. Intervention appears to have been limited to address disorderly market conditions since 2015. Foreign exchange reserves
were around 110 percent of the IMF's composite reserve adequacy metric in end-2018, which provides sufficient buffer against a wide
range of possible external shocks. According to staff estimations net intervention since 2016 has been slightly negative.

Overall Assessment The
external position in 2018
was assessed to be
moderately stronger than
warranted by medium term
fundamentals and desirable
policy settings. This reflects
excessive saving, including
for precautionary purposes,
as well as relatively weak
private investment.

Potential Policy
Responses Significantly
more expansionary fiscal
policy to boost domestic
demand in the short and
longer run will help to
reduce imbalances, given
the substantial fiscal space.
This will also contribute to
a recalibration of the
policy mix, thereby
gradually reducing reliance
on monetary policy.
Structural policies should
also play an important role
by facilitating rebalancing
of the economy toward
services and supporting
domestic demand growth.
These include
strengthening the social
safety net to lessen
incentives for
precautionary savings and
addressing bottlenecks to
investment. The exchange
rate should remain market
determined, with
intervention limited to
addressing disorderly
market conditions.
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Source of Risk

(Relative likelihood is parenthesis)

Potential Impact on Korea

Policy Response

Global Risks

Rising protectionism
and retreat from

multilateralism.

In the near term, escalating and sustained trade actions threaten
the global trade system, regional integration, as well as global and
regional collaboration. Additional barriers and the threat of new
actions reduce growth both directly and through adverse
confidence effects (increasing financial market volatility). In the
medium term, geopolitical competition and fraying consensus
about the benefits of globalization lead to economic
fragmentation and undermine the global rules-based order, with
adverse effects on growth and stability (High).

High
Heightened trade tensions could
significantly weaken export growth
and lead to greater equity market
volatility given that Korea is a
relatively open economy. This could
trigger capital outflows and weaken
the currency.

Additional fiscal expansion and a cut in the
monetary policy rate to support domestic
demand. Maintain a flexible exchange rate to
help mitigate adverse macroeconomic and
market effects. Support multilateral efforts to
promote global trade and strengthen the
multilateral trading system.

Sharp tightening of
global financial
conditions.

This causes higher debt service and refinancing risks; stress on
leveraged firms, households, and vulnerable sovereigns; capital
account pressures; and a broad-based downturn. The tightening
could be a result of:

® Market expectation of tighter U.S. monetary policy triggered
by strong wage growth and higher than-expected inflation
(Low).

® Sustained rise in risk premium in reaction to concerns about
debt levels in some euro area countries; a disorderly Brexit; or
idiosyncratic policy missteps in large emerging markets
(Medium).

Medium
Policy surprises could increase
volatility in the financial markets that
would undermine confidence and
trigger capital outflow.

Rely on a flexible exchange rate as the main
shock absorber. Macro-prudential policies
could be eased if needed to help limit
spillovers into the domestic financial system.

Weaker-than-expected
global growth.

The global growth slowdown could be synchronized as weakening
outlooks in the U.S., Europe and China feed off each other and
impact on earnings, asset prices and credit performance:

® U.S.: Confidence wanes against a backdrop of a long
expansion with stretched asset valuations, rising leverage, and
unwinding of the fiscal stimulus, leading to abrupt closure of
the output gap rather than a smooth landing (Medium)

Medium
Korean exports would be adversely
affected by a slowdown in external
demand. Second-round effects could
also be significant as a U.S. slowdown
would impact global growth and
market sentiment.

Maintain accommodative fiscal and monetary
policies and a flexible exchange rate.

® Europe: In the near term, weak foreign demand makes euro
area businesses delay investment, while faltering confidence
reduces private consumption. Adverse financial market reaction

Medium
Volatility could increase in the global
financial markets. Korea could

Maintain accommodative fiscal and monetary
policies, and a flexible exchange rate.
Continue efforts to diversify export markets
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to debt sustainability concerns further dampens growth. A
disorderly Brexit could cause market disruption with negative
spillovers. In the medium term, disregard for the common fiscal
rules and rising sovereign yields for high-debt countries test
the euro area policy framework, with adverse impact on
confidence and growth (High).

experience capital outflows. Korean
exports would be adversely affected
by a slowdown in external demand.

and the manufacturing base through
structural policies.

® China: In the short term, intensification of trade tensions
and/or a housing market downturn prompt a slowdown, which
is not fully offset by policy easing. Deleveraging is delayed and
financial stresses, including capital outflow and exchange rate
pressures, emerge. In the medium term, insufficient progress in
deleveraging and rebalancing reduces growth and raises the
probability of a larger disruptive adjustment. There would be
negative spillovers on the global economy through trade
volumes, commodity prices, and financial markets (Medium).

High
China is Korea's largest trading
partner making Korea vulnerable to a
slowdown in China. Second-round
effects could also be significant as a
China slowdown would impact global
growth and market sentiment.

Additional fiscal expansion and a cut in the
monetary policy rate to support domestic
demand. Maintain a flexible exchange rate to
help mitigate adverse macroeconomic and
market effects. Continue efforts to diversify
export markets and the manufacturing base
through structural policies.

Cyber-attacks

Cyber-attacks on critical global financial, transport or
communication infrastructure and broader private and public
institutions trigger systemic financial instability or widespread
disruptions in socio-economic activities (Medium).

Medium
Volatility could increase in the global
financial markets. Korea could
experience capital outflows. Korean
exports would be adversely affected
by a slowdown in external demand

Maintain accommodative fiscal and monetary
policies and a flexible exchange rate.

Domestic Risks

High household debt

House prices could soften and weaken household balance sheets,
and a further slowdown in economic growth could reduce
household incomes, resulting in higher household delinquencies
and financial stress that could create a further drag on growth
(Medium).

Medium
Domestic demand could be weaker
than anticipated.

Maintain accommodative fiscal and monetary
policies. Use macroprudential policies to limit
risks to the banking system.

Policy easing (upside
risk)

Additional fiscal and monetary stimulus would support growth
(Medium)

Medium
Domestic demand would be stronger
than anticipated.

Faster than anticipated
progress in relations
with North Korea
(upside risk)

Faster than anticipated progress in relations with North Korea
could have a positive impact on investment and consumer
sentiment (Low).

Large
Domestic demand could be higher
than anticipated.

Prepare plans on how to support North
Korea, in cooperation with the international
community.
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Annex lll. Public Debt Sustainability Analysis

Korea Public Sector Debt Sustainability Analysis (DSA) - Baseline Scenario

(in percent of GDP unless otherwise indicated)

Debt, Economic and Market Indicators

Actual Projections As of March 29, 2019
2008-2016 ¥ 2017 2018 2019 2020 2021 2022 2023 2024 Sovereign Spreads
Nominal gross central government debt 309 363 366 373 372 374 378 380 380 EMBIG (bp)3/ -60
Gross financing needs 5.8 43 44 35 39 52 57 53 59 5YCDS (bp) 32
Real GDP growth (in percent) 31 31 2.7 2.6 2.8 29 2.8 29 29 Ratings Foreign Local
Inflation (GDP deflator, in percent) 2.0 23 03 14 17 1.7 1.8 2.0 22 Moody's Aa2 Aa2
Nominal GDP growth (in percent) 5.2 54 30 4.0 45 46 47 49 52 S&Ps AA AA
Effective interest rate (in percent) ¥ 38 24 3.0 3.0 32 36 4.0 43 45 Fitch AA-  AA-

Contribution to Changes in Public Debt

Actual Projections
2008-2016 2017 2018 2019 2020 2021 2022 2023 2024 cumulative debt-stabilizing
Change in gross central government debt 15 0.2 03 0.7 0.0 0.2 04 0.2 0.0 14 primary
Identified debt-creating flows -04 -18 21 -06 -05 00 04 05 07 0.5 balance ¥
Primary deficit (excluding Social Security Fund) 1.0 0.0 -11 -03 0.0 03 0.7 0.8 09 24 -0.2
Primary (noninterest) revenue and grants 16.8 178 188 192 193 192 191 191 191 115.1
Primary (noninterest) expenditure 17.8 178 177 189 192 195 198 199 200 1175
Automatic debt dynamics ¥/ -14 -19  -10 -03 -05 -04 -02 -02 -02 -1.9
Interest rate/growth differential -14 -1.8 -1 -03  -05 -04 -02 -02 -02 -19
Of which: real interest rate -0.5 -08  -0.1 0.6 0.6 0.7 08 08 08 42
Of which: real GDP growth -09 -1.0 -0.9 -0.9 -1.0 -1.0 -1.0 -1.1 -1.1 -6.1
Exchange rate depreciation ”/ 0.0 00 00
Other identified debt-creating flows 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net privatization proceeds (negative) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Contingent liabilities 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Please specify (2) (e.g., ESM and Euroarea loar 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes ¥ 18 2.1 24 13 05 02 -01 -04 -06 09
8 10
7 . Debt-Creating Flows projection —> .
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[ Other debt-creating flows [JResidual ==Change in gross public sector debt

Source: IMF staff.

1/ Public sector is defined as central government.
Data refer to the central government excluding the Social Security Fund (SSF) as the central government balance excluding the SSF drives the debt dynamics. The SSF accounts
are in surplus and the SSF is accumulating assets. Data on other parts of the general government are not included as they become available with a significant lag.

2/ Based on available data.

3/ Long-term bond spread over U.S. bonds.

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

5/ Derived as [(r - t(1+g) - g + ae(1+n)]/(1+g+Tm+gm)) times previous period debt ratio, with r = interest rate; m = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r - 1 (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Korea Public DSA - Composition of Public Debt and Alternative Scenarios

Composition of Public Debt

By Maturity By Currency
(in percent of GDP) (in percent of GDP)
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35 M Foreign currency-del
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Alternative Scenarios

Historical

— == = Constant Primary Balance

Public Gross Financing Needs
(in percent of GDP)

7

38
36
34
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2 -
30 - 1 -

projection —> projection —>
28 L i L L L L 0 L . ) ' ' '
2017 2018 2019 2020 2021 2022 2023 2024 2017 2018 2019 2020 2021 2022 2023 2024
Underlying Assumptions
(in percent)

Baseline Scenario 2019 2020 2021 2022 2023 2024 Historical Scenario 2019 2020 2021 2022 2023 2024
Real GDP growth 2.6 2.8 29 2.8 29 29 Real GDP growth 2.6 3.1 3.1 3.1 3.1 3.1
Inflation 14 17 17 18 20 22 Inflation 14 17 17 18 20 22
Primary Balance 0.3 0.0 -03 -0.7 -0.8 -0.9 Primary Balance 0.3 -0.8 -0.8 -0.8 -0.8 -0.8
Effective interest rate 30 32 36 4.0 43 4.5 Effective interest rate 3.0 32 35 39 4.1 43

Constant Primary Balance Scenario
Real GDP growth 2.6 2.8 29 2.8 2.9 29
Inflation 14 1.7 1.7 1.8 2.0 22
Primary Balance 03 0.3 0.3 0.3 03 03
Effective interest rate 30 32 36 4.0 43 45

Source: IMF staff.
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Annex IV. External Sector Sustainability

Figure 1. Korea External Debt Sustainability: Bound Tests 1/ 2/
(External debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
100 10 100
90 Gross financing need % Baseline: 34
under baseline .
; Scenario: 3.6
80 / (right scale) 80 L
/ Historical: 1.6
70 - 70
60 5 60
50 50
40 . 40 i-rate
30 o Pl 25 0 —0 | shek )
20 N v s PSR — "
2014 2016 2018 2020 2022 2024 2014 2016 2018 2020 2022 2024
Growth shock Non-interest current account shock
in percent peryear in percent of GDP
gOOP pery ) (100p )
90 Baseline: 29 90 Baseline: 49
- io: 3.9
80 Scenario: 2.1 80 Scenario
Historical: 3.1 Historical: 53
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30 —_— shock 26 30 P—— CAShSC'k_‘____‘____,_.Zg.
20 Baseline 25 20 Baseline 25
2014 2016 2018 2020 2022 2024 2014 2016 2018 2020 2022 2024
Combined shock 3/ Real depreciation shock 4/
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40 Combined 40 30%/ — = = —— 36
30— shock I 28_ 30— depreciétion
20 Baseline 25 20 Baseline 25
2014 2016 2018 2020 2022 2024 2014 2016 2018 2020 2022 2024

Sources: International Monetary Fund, Country desk data, and staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks

Figures in the boxes represent average projections for the respective variables in the baseline and scenario

béing presented. Ten-year historical average for the variable is also shown.

2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the

information is used toor)ro'ectdebt dynamics five years ahead.

g/ |Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account
alance.

4/ One-time real depreciation of 30 percent occurs in 2010.
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Table 1. Korea External Debt Sustainability Framework, 2014-2024

(In percent of GDP, unless otherwise indicated)

Actual Projections
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 Debt-stabilizing
non-interest
current account 6/

Baseline: External debt 30.1 28.7 27.0 26.9 27.2 26.2 25.8 25.5 25.2 25.0 24.7 0.9
Change in external debt -24 -14 -1.6 -0.1 0.3 0.1 -0.4 -0.2 -0.3 -0.2 -0.2
Identified external debt-creating flows (4+8+9) -7.6 -5.5 -7.3 -6.9 -5.8 -4.5 -4.1 -3.7 -3.7 -34 -3.1
Current account deficit, excluding interest payments -6.5 -8.1 -74 -5.5 -5.3 -5.4 -5.2 -4.9 -4.9 -4.7 -4.6
Deficit in balance of goods and services -5.9 -7.6 -7.0 -5.0 -5.1 -5.5 -5.4 -5.3 -5.3 -5.1 -5.0
Exports 514 46.3 42.9 438 44.7 43.6 42.9 42.8 42.6 422 41.8
Imports 45.5 387 359 38.8 39.7 38.1 375 376 373 371 36.8
Net non-debt creating capital inflows (negative) 0.9 1.5 0.3 0.4 0.6 0.7 0.9 1.0 1.2 13 14
Automatic debt dynamics 1/ -1.9 1.0 -0.2 -1.8 -1.0 0.2 03 0.2 0.1 0.1 0.1
Contribution from nominal interest rate 0.5 0.4 0.4 0.4 0.6 0.8 1.0 0.9 0.8 0.8 0.8
Contribution from real GDP growth -1.0 -0.9 -0.8 -0.8 -0.7 -0.6 -0.7 -0.7 -0.7 -0.7 -0.7
Contribution from price and exchange rate changes 2/ -14 1.5 0.2 -1.5 -1.0
Residual, incl. change in gross foreign assets (2-3) 3/ 5.2 4.1 5.8 7.0 47 4.7 36 35 33 3.1 29
External debt-to-exports ratio (in percent) 58.5 61.8 63.3 63.0 58.8 60.1 60.1 59.6 59.1 59.1 59.2
Gross external financing need (in billions of US dollars) 4/ 83.5 65.9 57.6 76.6 93.1 94.5 97.1 98.2 95.0 96.6 97.0
in percent of GDP 59 4.8 4.1 5.0 5.7 10-Year 10-Year 5.6 5.5 53 49 4.7 4.5

Scenario with key variables at their historical averages 5/ 26.2 24.6 22.8 21.1 19.1 171 -0.1

Historical ~ Standard
Key Macroeconomic Assumptions Underlying Baseline Average  Deviation

Real GDP growth (in percent) 33 2.8 2.9 3.1 2.7 3.1 1.4 25 2.8 2.8 29 2.9 29
GDP deflator in US dollars (change in percent) 4.6 -4.7 -0.6 5.6 3.8 2.1 6.7 -0.3 2.1 1.8 2.5 2.3 2.5
Nominal external interest rate (in percent) 1.7 1.4 1.4 1.6 25 1.6 0.4 33 39 35 3.2 32 32
Growth of exports (US dollar terms, in percent) 0.5 -11.7 -5.3 10.4 8.1 4.2 13.7 0.5 33 4.5 5.0 4.2 4.4
Growth of imports (US dollar terms, in percent) -0.8 -16.7 -5.1 16.9 8.3 34 17.4 -0.1 35 4.8 4.7 4.6 4.6
Current account balance, excluding interest payments 6.5 8.1 7.4 5.5 53 5.3 19 54 5.2 49 49 4.7 4.6
Net non-debt creating capital inflows -0.9 -1.5 -0.3 -04 -0.6 -0.5 1.1 -0.7 -0.9 -1.0 -1.2 -1.3 -14

1/ Derived as [r - g - r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate,

e = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.
2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+1)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).

3/ For projection, line includes the impact of price and exchange rate changes.

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.
5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels

of the last projection year.
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Annex V. Main Recommendations from the 2017 Article IV
Consultation and Follow Up

1. The 2017 Article IV consultation with the Republic of Korea was concluded by the
Executive Board on January 17, 2018.

2. Executive Directors considered that long-term growth faces challenges from aging
population, slowing productivity growth, and rising income inequality, partly reflecting weak
social protection, and labor and product market duality.

3. Directors agreed that well-calibrated macroeconomic policies and bold structural
reforms aimed at tackling the economy’s structural problems was key to laying the foundations
for sustained and inclusive long-term growth.

4. Directors commended the authorities for following a prudent fiscal policy, which has
helped build buffers. They agreed that fiscal policy should be expansionary to enhance social
safety net, support short and long-term growth, and reduce imbalances. Many Directors highlighted
that a more expansionary stance was warranted given the ample fiscal space. A number of Directors,
however, shared the authorities’ cautious approach to increasing public expenditures. For the longer
term, Directors agreed fiscal challenges from the aging population would necessitate additional
revenue mobilization.

5. Directors agreed that monetary policy should remain accommodative as inflationary
pressures were likely to remain subdued. They recommended that monetary policy credibility
could be enhanced by strengthening communication of policy intentions. This involved clarifying the
BOK's policy reaction function that describes the conditions under which it will adjust policy rates in
the future.

6. Directors emphasized that the exchange rate should continue to be allowed to move
flexibly, with intervention limited to addressing disorderly market conditions. A few Directors
encouraged publication of the intervention data.

7. Directors welcomed that the financial system was sound and that macroprudential
policies were effectively addressing financial stability challenges, including from high
household debt. They encouraged the authorities to remain vigilant to emerging risks, especially
from non-bank financial institutions.

8. Directors emphasized that structural reforms to mitigate duality in the labor market
and support job creation were necessary to increase productivity and foster inclusive growth.
They agreed that efforts should be geared towards more flexibility for regular workers; a strong and
inclusive safety net for the unemployed; and active labor market policies. While there was scope to
expand public sector jobs, Directors underscored that this should be approached cautiously.
Moreover, they agreed that the minimum wage should be increased with care going forward, and
any compensatory subsidy to small- and medium-size enterprises should be temporary.
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9. To support youth employment, Directors noted that existing measures, such as
vocational schools, the work-study dual system, and internships, could be strengthened.
Policies should also focus on strengthening female labor force participation and leadership.

10. Directors considered that the regulatory burden for firms should be eased, especially
in the service sector. They highlighted that government policy towards SMEs should prioritize
fostering growth and innovation, rather than shielding weaker firms. Additionally, Directors noted
that there was scope to better design and coordinate R&D support.

11. The authorities have put in place measures to safeguard financial stability and reduce
income inequality.

e Macroprudential measures were tightened and higher property taxes were introduced to contain
risks in the housing sector. LTVs and DTls were lowered. A debt service ratio (DSR) limit covering
all forms of debt was introduced for banks in mid-2018 and will be extended to NBFCs in 2019.
The risk-weighting of loans with LTVs above 60 percent was increased from 35 to 50 percent in
June 2018.

e Data on FX interventions (in net trading volume) for the second half of 2018 were posted on the
website of the BOK in March 2019. The next posting will be in September 2019 reporting net
interventions in the first half of 2019. Afterwards, intervention records will be posted on a
quarterly basis with a one-quarter reporting lag.

e A supplementary budget of KRW3.8 trillion (0.2 percent of GDP) was approved in May 2018. The
extra spending was used to boost youth employment through business subsidies. Welfare
spending was expanded further in the 2019 budget. A tax revision bill was approved, which
included an expansion of earned income tax credit to the bottom 32.5-50 percent of earners and
in the eligibility of child tax credit.
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I FUND RELATIONS

(As of March 31, 2019)

Membership Status: Joined August 26, 1955; Article VIII

General Resources Account

Quota

Fund holdings of currency (exchange rate)

Reserve tranche position
Lending to the Fund
New arrangements to borrow

SDR Department

Net cumulative allocation
Holdings

Outstanding Purchases and Loans
None

Financial Arrangements (In SDR Million)

Type Date of Arrangement
Stand-by Dec. 04, 1997
Of which SRF Dec. 18, 1997
Stand-by Jul. 12, 1985
Stand-by Jul. 08, 1983

Projected Obligations to Fund'

SDR Million
8,582.70
7,267.41
1,315.29

255.60

SDR Million
2,404.45
2,422.89

Expiration Date Amount Approved

Dec. 03, 2000 15,
Dec. 17, 1998 9,
Mar. 10, 1987
Mar. 31, 1985

(SDR Million; based on existing use of resources and present holdings of SDRs)

Principal
Charges/interest
Total

2020 2021
0.0 0.0
0.04 0.04
0.04 0.04

Percent Quota
100.00

84.68

15.32

Percent Allocation
100.00
100.77

Amount Drawn

500.00 14,412.50
950.00 9,950.00
280.00 160.00
575.78 575.78

2022 2023

0.0 0.0

0.04 0.04

0.04 0.04

1/ When a number has overdue financial obligations outstanding for more than three months, the amount of

arrears will be shown in this section.

Exchange Rate Arrangement:

Korea’'s exchange rate system is classified as “free floating” de jure. It has been classified de facto as
“floating” since 2009. Over 1997-2008, the exchange rate was classified as “free floating”
(“independently floating” under the older classification system). Korea maintains exchange

2 INTERNATIONAL MONETARY FUND



REPUBLIC OF KOREA

restrictions for security reasons, in accordance with UN Security Council Resolutions, which have
been notified to the Fund under the procedures set forth in Executive Board Decision 144 (52/51).

FSAP and ROSC Participation:

An FSAP update, requested by the authorities, was conducted in April and July 2013. The missions
included an assessment of various financial sector standards; the soundness of the financial sector,
including vulnerability to macroeconomic shocks; and the crisis preparedness and management
framework of Korea. The Financial System Stability Assessment (FSSA) report for the 2013
assessment has been published (Country Report No. 14/126) and is available on the web at:
http://www.imf.org/external/pubs/cat/longres.aspx?sk=41569.0

FAD: Discussions on fiscal transparency were held in Seoul during June 2000, and a report was
drafted and finalized in November 2000, with input from APD staff. The report has been published
and is available on the web through the following link:
http://www.imf.org/external/np/rosc/kor/fiscal.htm.

STA: Discussions on Korea's data dissemination practices against the IMF's Special Data
Dissemination Standard (SDDS) were held in Seoul during December 2009, and a Report on the
Observance of Standards and Codes (ROSC) was drafted and finalized in July 2010. The report has
been published and is available on the web through the link:
http.//www.imf.org/external/pubs/ft/scr/2010/cr10229.pdf

Technical Assistance:

FAD: A technical assistance mission on government finance statistics took place in Seoul during the
period November 8-19, 2010. A mission visited Seoul during August 31-September 16, 2005 to
provide technical assistance on the reform of tax policy and administration. A technical assistance
mission visited Seoul during January 8-19, 2001 to evaluate current practices in budgeting and
public expenditure management and to provide advice on setting up a medium-term fiscal
framework.

MCM: Technical assistance missions visited Seoul to provide advice on financial holding company
supervision and derivatives regulation during December 8-17, 2008, on measures to deepen the
money market during December 4-14, 2007, on strengthening the debt management function and
further development of the government securities market during September 20-October 2, 2006, on
the reform and development of the foreign exchange market during March 30-April 13, 2006, and
on macroprudential and derivatives supervision during October 27-November 7, 2005.

STA: Technical assistance missions visited Seoul during March 29-April 12, 2000 to provide advice
on balance of payments and external debt statistics, with a view toward improving the recording of
financial derivatives and developing an international investment position statement, and during
November 28-December 11, 2007 on the GFSM 2001 framework. Two missions to support reforms
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related to government finance statistics visited Korea during November 28-December 11, 2007 and
November 8-19, 2010, respectively.

Resident Representative:

The resident representative office in Seoul was opened in March 1998 and was closed in September
2008.
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I STATISTICAL ISSUES

As of April 11, 2019

I. Assessment of Data Adequacy for Surveillance

General: Data provision is adequate for surveillance.

National Accounts: The overall structure of the national accounts follows the recommendations of the
2008 System of National Accounts. Chain-linked (reference year 2010) and nominal GDP estimates are
compiled using the production and expenditure approaches; nominal GDP estimates are also compiled
using the income approach. The estimation method for expenditure components, which had used the
commodity flow method before the revision to reference year 2005, adopted the direct estimation
method, in which each expenditure component is measured directly. The size of the informal sector
has not been measured.

Consumer Price Index: The Consumer Price Index (CPI) covers 92.9 percent of total households of
Korea; it excludes farming and fishing households. The geographical coverage, which includes 37
urban areas, should be extended to rural areas. The consumption basket is updated every five years
with a plan to move to a three-year update cycle; currently, expenditure weights are derived from

the 2017 Household Income and Expenditure Survey. The CPIl index adopts both geometric means and
the ratio of arithmetic means. The geometrics means should be used for all unweighted

aggregation. The missing prices of products, except for the seasonal items, are imputed by the price
movements of similar products of the same item in the same geographic area. However, the CPI could
be improved further by imputing missing prices of the seasonal items rather than carrying forward the
last reported prices.

Producer Price Index: The Producer Price Index (PPI) covers all domestic industrial activities and a
large segment of service activity. It excludes exported products, however, because the Export Price
Indexes are compiled separately in Korea. The rebased PPI (2010 = 100) employs 2008 SNA concepts
and definitions for the record and valuation of the prices and weights. The PPI could be improved by
making more use of imputing missing prices using the prices of similar commodities, rather than
carrying forward the last reported price. The simple geometric average and the weighted geometric
average are employed in the elementary level index compilation. The PPI classification by activity
conforms to the KSIC, which is itself based on the International Standard Industrial Classification (ISIC)-
-with slight modifications only to reflect local considerations. The Korean commodity classification
used for the PPl does not conform to the Central Product Classification (CPC) and one based on the
CPC should be adopted as soon as possible.

Government Finance Statistics: Two sets of government finance statistics (GFS) are compiled for the
central government, one using national definitions and the other using internationally recognized
standards based on GFSM 2001. The Korean authorities resumed reporting consolidated GFS data on
the general government for publication in the 2015 Government Finance Statistics Yearbook (GFSY)
which include general government operations and a full balance sheet. The general government data
are compiled with significant lags (the latest available data are for 2016), mainly due to the lack in
timely source data for the local governments. While high frequency data for central government
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operations are disseminated under the SDDS, these data are not yet reported for inclusion in the
International Financial Statistics (/FS).

Financial Sector Data: Monetary and financial statistics (MFS) compiled by the Bank of Korea (BOK)
broadly follow the IMF’'s Monetary and Financial Statistical Manual. Both liabilities and assets in foreign
currencies are converted into Korean Won at the previous business day's trading volume weighted
average rate prevailing on the balance sheet date. The data are revalued monthly with the exception of
monetary gold, which is revalued on a semi-annual basis. The BOK reports monetary data for the
central bank and other depository corporations using the standardized report forms (SRFs) The BOK
does not report data for other financial corporations.

Korea regularly reported Financial Soundness Indicators (FSls) to the IMF for dissemination on its
website. Quarterly FSI data and metadata are available to the public through the IMF's website at:
http://fsi/FSIHome.aspx#Country. Dissemination of the 2018 data has been delayed due to concerns
about the quality of the data reported. Going forward, the Korean authorities should shift to more
timely provision of quarterly FSI data to the Fund with a time lag in line with the average in advanced
G20 economies of no more than 4 months.

External Sector Statistics: The BOK currently compiles the BOP and IIP statistics consistent with the
Balance of Payment and International Investment Position Manual, sixth Edition (BPM6) analytical
framework (see http://ecos.bok.or.kr/). The BOK adopted the BPM6 in March 2014.

The quality of the quarterly external debt statistics, including periodicity and timeliness, have been
improving since 2006. In early 2007, the BOK switched from annual to quarterly reporting of the
International Investment Position. Data dissemination on international reserves and foreign currency
liquidity meets the SDDS specifications. Since April 2006, the authorities have disseminated foreign
reserves data on a monthly basis rather than twice a month, as had been done since 1997. However,
some BOP and IIP data lack consistency.

Korea reports balance of payments and |IP data for the IFS (quarterly data) and the Balance of
Payments Statistics Yearbook (annual data) publications.

Il. Data Standards and Quality

Korea has subscribed to the Fund'’s Special Data A Data ROSC reassessment was published in July
Dissemination Standard (SDDS) since September 2010.

1996, and it uses SDDS flexibility options for the
timeliness of general government operations,
central government operations, and analytical
accounts of the banking sector data. Korea is also
availing itself of a relevant flexibility option for the
coverage of exchange rates.
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Korea—Table of Common Indicators Required for Surveillance
(As of March 29, 2019)

Date of Date Frequency | Frequency | Frequency Memo Items:
Latest Received of of of Data Quality — | Data Quality —
Observation Data’ |Reporting’ | Publication” | Methodologic | Accuracy and

al Soundness® Reliability9

Exchange Rates 3/28/2019 [3/28/2019 |D D D

International Reserve Assets and
Reserve Liabilities of the

Monetary Authorities' Feb. 2019 Feb. 2019 M M M

Reserve/Base Money Jan. 2019 Jan. 2019 M M M 0,00, L0 0,00,0,0
Broad Money Jan. 2019 Jan. 2019 M M M

Central Bank Balance Sheet Jan. 2018 Jan. 2018 M M M

Consolidated Balance Sheet of

the Banking System Jan. 2018 Jan. 2018 M M M

Interest Rates? 3/28/2019 |[3/28/2019 |D D D

Consumer Price Index Feb. 2019 Feb. 2019 M M M 0,0,0,0 0,0,L0,0,0
Revenue, Expenditure, Balance

and Composition of Financing3 - 0,0, N/A, O
General Government? Dec. 2017 Mar. 2019 | NA NA NA 0,0,0,0 NA

Revenue, Expenditure, Balance

and Composition of Financing3—
Central Government Feb. 2019 Apr. 2019 M M M

Stocks of Central Government
and Central Government-

Guaranteed Debt® Dec 2017 Mar. 2019 M M M

External Current Account Balance |Feb. 2019 March 2019 (M M M O, L0, Lo, L0 |10,0,0,0,0

Exports and Imports of Goods

and Services Feb. 2019 March 2019 |M M M
0,0, Lo, O,
GDP/GNP Q4 2018 Q4 2018 Q Q Q 0,000 LO
Gross External Debt Q4 2018 Q4 2018 Q Q Q
International Investment Position® Q42018 Q42018 Q Q Q

" Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-term liabilities linked to
a foreign currency but settled by other means as well as the notional values of financial derivatives to pay and to receive foreign currency, including those
linked to a foreign currency but settled by other means.

2 Both market-based and officially determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

4 The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local
governments.

% Including currency and maturity composition.

bIncludes external gross financial assets and liability positions vis-a-vis nonresidents.

" Daily (D); weekly (W); monthly (M); quarterly (Q); annually (A); irregular (I); and not available (NA).

8 Reflects the assessment provided in the data ROSC or the Substantive Update (published in July 2010, and based on the findings of the mission that
took place during December 09-22, 2009) for the dataset corresponding to the variable in each row. The assessment indicates whether international
standards concerning concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed (O); largely observed (LO);
largely not observed (LNO); not observed (NO); and not available (NA).

Same as footnote 8, except referring to international standards concerning source data, statistical techniques, assessment and validation of source data,
and revision studies.
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Statement by Nam-Duk Heo, Alternate Executive Director for Republic of Korea,
Joong Beom Shin, Senior Advisor to Executive Director,
and Gwibeom Kim, Advisor to Executive Director
May 8, 2019

On behalf of the Korean authorities, we would like to thank staff for the candid and constructive
discussion and policy dialogue during the 2019 Article IV consultations. The authorities
broadly agree with staff’s assessment and policy recommendations. The Korean economy has
strong economic fundamentals with a stable financial system, low public debt, and ample
foreign exchange reserves. Amid the challenging global environment, Korea is facing cyclical
headwinds with risks tilted to the downside.

Outlook and Risks

External uncertainties such as US-China trade tensions and a global slowdown in the tech cycle,
especially for semi-conductors which account for about 21 percent (customs clearance basis in
2018) of Korea’s exports, has dampened both exports and facility investment. Along these
trends, compounded by base effects in government investment, growth in Q1 of 2019
unexpectedly dipped 0.3 percent (Q on Q). The temporary drop in government investment was
mainly driven by slow budget execution in Q1 this year due to delays in bidding and contracting,
compared to the large increase in government spending in Q4 of 2018! following last year’s
supplementary budget.

The Korean authorities still see this year’s growth target of 2.6-2.7 percent as achievable. While
private consumption remains solid, they expect a steady rise in export volumes from the second
half of this year. Policy efforts are also being made to boost the economy including through
expansionary fiscal spending and multi-pronged investment stimulus measures. Furthermore,
they have committed to closely monitoring economic conditions and taking additional actions
as necessary.

Fiscal Policy

Fiscal policy will remain expansionary in accordance with staff’s recommendation. The
increase in expenditure of 9.5 percent in the 2019 budget is at the highest level since the global
financial crisis. Furthermore, the government has frontloaded spending, committing 61 percent
of the budget in the first half of this year. To improve spending efficiency, budget execution is
being thoroughly monitored and assessed to feed into the budget adjustment in the following
year.

A supplementary budget bill of KRW 6.7 trillion or 0.4 percent of GDP was also submitted to

" Government spending increased by 18 percent (Q on Q) in Q4 of 2018.



the National Assembly last month. The size of this supplementary budget could seem smaller
than those in past years, but if it is combined with grants already disbursed to local
governments? in early April (10.5 trillion KRW), the additional fiscal support beyond the
original budget would amount to around 0.9 percent of GDP. This extra budget will support
measures to ensure public safety against fine dust pollution and disasters. It will also prevent
downside risks from materializing in the early stages by propping up exports and investments,
job creation and strengthening the social safety net.

The authorities are of the view that fiscal sustainability could be strengthened with additional
revenue mobilization, mainly by broadening tax bases. On staff’s suggestion to increase the
neutrality of corporate income taxation to enhance resource allocation, the authorities take a
cautious position, in that it should be reviewed across the whole tax system more holistically,
taking country-specific circumstances into account.

Monetary Policy and Financial Sector

The authorities consider the current policy rate supportive and accommodative. The Bank of
Korea (BOK) has conjectured that the output gap has been slightly negative. The difference
between the output gaps estimated by the BOK and the IMF is attributable to the IMF’s
overestimation of potential GDP for 2010. The BOK plans to closely monitor any changes to
financial and economic conditions at home and abroad and take a data-dependent approach in
managing monetary policy.

Korea’s financial system has performed well with the subsequent implementation of the Basel
III framework and regular stress tests for the financial market. The BOK and the Financial
Supervisory Services have implemented regular stress tests to monitor the loss-absorbing
capacity of the financial system against potential risk factors given financial institutions’
interconnectedness.

Efforts are being made to contain the rapid growth of household debt utilizing diverse
macroprudential measures (MPMs). The BOK underscored that, while the MPMs are effective
in specific markets, using a mix of the MPMs and monetary policy would be much more
effective in addressing overall financial stability risks. Key policy goals include managing
household debt growth, supporting vulnerable borrowers, and improving household loan
structures from floating-rate interest-only to fixed-rate amortizing payment. The authorities
intend to maintain household debt growth at around the rate of nominal GDP growth over the
mid-to-longer term. On top of the loan-to-value and debt-to-income ratios, they have
introduced the debt service ratio as a controlling indicator for the banking sector, and it is also
expected to be applied to non-banking sectors in June 2019.

2 According to National Finance Act, around 40 percent of excess domestic tax revenues are supposed to be
distributed to the local government.



The authorities also remain vigilant to monitor property prices linked to the financial market.
While overall housing market risks are currently being contained with tightened MPMs, the
government will continue its policy efforts to maintain market stability—focusing on
suppressing the speculative demand, supporting occupiers for purchasing their own house, and
implementing targeted measures by region.

External Sector

The current account surplus is expected to decline gradually. The authorities note staff’s
assessment that Korea’s external position in 2018 is moderately stronger than warranted by
medium term fundamentals and desirable policy setting. They expect staff to keep refining the
model and reflect country specific factors such as rapid population aging and potential
reunification costs in assessing the external position. They also have concerns over staft’s view
on FX macroprudential measures. A levy on non-deposit foreign currency liabilities and a
leverage cap on FX derivatives have helped prevent excessive build-up of short-term debt and
lengthen the maturity structure of debt. These measures are not residence-based and were never
intended to limit capital flows, rather to reduce systemic risks in the financial market. In this
context, they clearly need to be classified as MPMs under the Fund’s Institutional View.

From March this year, Korea has begun to disclose FX market intervention data to enhance the
transparency of its foreign exchange policy. The data for the second half of last year were
posted on the website of the BOK in end-March this year and the BOK will keep up these
postings going forward.’

Structural Policies

One of Korea’s key policies is promoting innovation to boost productivity. The authorities
implemented a law on a regulatory sandbox that is pre-permissive and post-regulatory. They
expect to make many successful cases from the regulatory sandbox starting this year. The
authorities have also focused on supporting finance, taxation, and regulatory changes in four
major service sectors such as tourism; healthcare; smart-logistics; arts and entertainment
contents (i.e. K-contents). In addition, R&D investment, particularly in driverless cars and
artificial intelligence, has increased in preparation for the fourth industrial revolution. Tax
benefits will also be given on private fifth-generation (5G) network investments. The Korean
government launched a task force for innovative growth in April. Moreover, the authorities
support the restructuring of insolvent companies promptly, with three major principles—
holding large shareholders responsible, sharing the burden among stakeholders, and ensuring
companies make tough decisions to survive on their own.

3 From July 2018 to June 2019, biannual data for net purchases of foreign assets will be revealed with a time
lag of 3 months, and afterwards (from July 2019) quarterly data will be provided within 3 months.



Korea continues to promote labor market stability and flexibility through social dialogue and
compromise. The authorities support transforming irregular workers into regular ones, while
strengthening the social safety net through measures such as unemployment benefits and
further improving active labor market policies—including public employment services and
vocational training—which is also emphasized in the selected issue paper. They encourage
adopting a performance-based payment system over seniority-based salaries. In addition, they
also concur with staff that 52 working-hours per week would be beneficial in terms of workers’
well-being, productivity, female labor supply, and fertility.

The Korean government is putting in every effort to ensure the smooth implementation of the
minimum wage policy. Since there is a relatively high portion of low-wage workers (receiving
less than two-thirds of median income) in Korea, with comparably lower social expenditures,
the minimum wage plays an important role in correcting inequality and boosting domestic
consumption. In the meantime, the authorities are trying to cushion the adverse impact on
production by providing temporary financial support to the self-employed and to SMEs that
may experience difficulties from the minimum wage increase. A bill to introduce a new
minimum wage setting mechanism with two sub-committees (i.e. the range-setting committee
and the decision-making committee) is currently being discussed at the National Assembly.
The former will consist of experts who will set the upper and lower bands of the minimum
wage, based on objective indicators. The latter will make the final decision within the range,
enhancing the objectivity and rationality of the minimum wage and encouraging wider social
acceptance.

Expanding public sector jobs is necessary to provide quality public services in an aging society.
The share of public employment in Korea is lower than half of the OECD average. The
authorities plan to increase public employment particularly in understaffed areas like security
and welfare, where the private sector cannot replace it easily.

Tackling low fertility and aging is one of the top policy priorities. The authorities have laid out
a basic plan for addressing the low birth rate and aging society, which is renewed every five
years. In February, the authorities released the third basic plan with a variety of policy measures.
Coverage of maternity benefits and a subsidy for shortening working hours for childcare have
been expanded. They plan to increase paid parental-leave days for spouses at the time of
childbirth and establish more daycare centers in the workplace to further facilitate female labor
force participation. In addition, a new governmental task force will investigate the impact of
the demographic change on employment, budget, welfare, education, and industrial structure
in order to enhance the adjustability of the economy and prepare comprehensive policy
responses for the future.





