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Some Background (1)

A Historically, the government has proactively
employed tax expenditures as a policy
Instrument to achieve its objectives

A 1960s to 1970s

- Tax exemptions/reductions as policy tools to promote
key industries (exports, heavy & chemicals)

A Since 1980s

- Industry-specific focus has shifted toward qualified
firms and individuals (favoring SMEs and low-income,
marginal households/individuals)




Some Background (2)

AThis odiffusion of focu:
the 1990s, has made tabulating/managing
tax expenditures more difficult

A 1976 law putting all tax exemptions on 5-year
sunset basis has proven to be ineffective

A 219 tax exemptions/reductions counted in 2007

A 236 new ones proposed in 2005 (181 up to July,
2006)




Some Background (3)

A National Fiscal Act (2006; NFA)
adopted as legal framework for new
budget system incorporating the 4
Fiscal Reforms:

A Multi-year budgeting (similar to Sweden)
A Top-down budgeting

A Performance management

AProgram budgeting system




Some Background (4)

A Besides the 4 Fiscal Reforms, NFA requires:

A from 2011, a tax expenditure report be
included in budget documents,

A from 2007, a 5-year PAYGO principle be applied
to tax expenditures (similar to US PAYGO)

A From 2007, annual increases of total tax
expenditures be limited so that:

(tax expenditures) / (taxes + tax expenditures)
remains within O0.5%p of pr
average




Some Background (5)

A Additionally, recent legislation has

l ntroduced EI TWorlkxpawno

program

AEligibility assessments in 2008

AEITC payments will begin in 2009

Alnitially program scope (eligibility, size of
payments) will be quite limited, but may
grow quickly in the future




Definition Used in Korea

AMOFE® s alanAxw@ehditure Report (not
available in English) defines tax expenditures as:

Tax expenditures are the tax-subsidy counterpart
to fiscal expenditures:

they are the reduction of national tax revenues
that result from the application of special
provisions, as exceptions to the normal taxation
system, for reducing the tax burden of [a specific
target subgroup of] taxpayers

A The National Fiscal Act uses a similar
definition




Benchmark Tax System

AKoreads benchmark tax s\
foll ows the outline des:«
expenditure report (1996)

A Tax expenditures cover not only income
taxes, but 12 out of the 14 national taxes
(direct and indirect)

AThe 2 national taxes without tax expenditures
are surtaxes for agriculture and education

Ad makwork-payé not included Vvye
scheduled for implementation in 2009)




Tax Expenditures in Korea (bin. KRW)

A/(A+B) (%)

2002 | 2003 | 2004 | 2005 | 2006 | 2007*

Tax Exp. (A) 14,726 | 17,508 | 18,286 | 20,017 | 21,338| 22,708
Increase (%) 7.3 18.9 4.4 9.5 6.6 6.4
Direct Taxes 10,168 12,331 13,149 14,924 15,232 16,316
Indirect Taxes 4,432 5,056 5027 4,926 5,805 6,032
Custom Duties 126 121 110 167 301 360
Tax Rev. (B) 103,968 | 114,664 | 117,796 | 127,466 | 138,044 | 158,334
Increase (%) 8.5 10.3 2.7 8.2 8.3 14.7
TaxExp.Rate| 5 o 132| 13.4| 136| 13.4| 125

*Figures for 2007 are estimates, derived by prorating.
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Tax Expenditures by Function (bin. KRW)

Function (no. of tax

expenditures in 2007) 2002 | 2003 | 2004 | 2005 | 2006 | 2007*
Working Class Support (57) 7,040 7,874 8,346 8,896 | 10,388 | 12,018
Economic Development (120) 4,847 6,212 6,716 7,476 7,243 6,699
Social Development (36) 2,111 2,587 2,543 2,948 3,371 3,622
Defense (3) 632 585 552 560 228 257

General Administration (6) 65 45 40 47 66 75
Others (2) 30 205 98 90 42 4

*Figures for 2007 are estimates

Working Class Support: special deductions for wage workers, rural
workers and proprietors, certain kinds of savings

Social Development: covers education, arts & culture, sports, social

security contributions, environment, housing
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Tax Expenditures by Tax Item (bin. KRW)

Tax Item 2002 | 2003 | 2004 | 2005 | 2006 | 2007*
Personal Income Tax 5551 | 6,429 | 7,398 | 8,036 | 9,111 | 10,638
Corporate Income Tax 4598 | 5,870 5,695| 6,841 | 6,081| 5,612
VAT 3,027 | 3,263 | 3,174 | 3,078 | 3,803| 3,875

Transportation Tax

) : 911 | 1,032| 1,242 1,251 1,213 1,324
(special excise tax on petrol.)

Securities Transaction Tax 213 403 164 139 200 191

Others 427 512 614 672 929 1,068

*Figures for 2007 are estimates
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Changes in Tax Expenditures

Year 2002 | 2003 | 2004 | 2005 | 2006 | 2007
No. of Tax Expenditures 269 254 220 226 230 219
New 13 9 27
Expired 7 5 38

NB. Details unavailable for 2002-2004.

Virtually all tax expenditure provisions contain a sunset clause (Special Tax
Provision Limitation Act (1998))

The majority of new tax expenditure provisions in 2005 and 2006 belong to the
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Tax Expenditure Report (1)

A Compiled annually by MOFE (no formal
requirement to do so, and format
varies somewhat from year to year)

A Published after transmission of budget
proposal to legislature

ACurrently, only includes figures for the
previous year and provisional estimates
for the current year

Alt does not include projections for the
upcoming fiscal year (budget year)
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Tax Expenditure Report (2)

A New NFA(2006) requires MOFE to
produce 7ax Expenditure Budget ( TEB)
as one of the budget documents
beginning in FY2011 (2010)

AMust include projections for budget year

AOther budget documents are prepared by
MPB (Ministry of Planning and Budget)

- s0 budget documents most probably will not
show tax expenditures and corresponding
outlay items side-by-side
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Some Problems

A Problems with current reporting of tax expenditures
stem from an overall lack of interest:
ANo systematic review/oversight of tax expenditures by
legislature
- The executive (MOFE) has recently strengthened its reviews
- Recent legislation mandates reviews of mandatory spending
programsd future costs, but this
ANo projections means no need to reconcile actual and
projected estimates
(even the annually revised multi-year fiscal plan does not offer
such explanations)
ATax expenditure information is not used in budget
formulation by the executive nor in budget review & approval
by the legislature
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€ And Some Quest

A Tax expenditures vs. budget outlays

AWhich is more effective, and for what specific purposes
(policy area, target population, political concerns, etc.)?

AWhen/for what should governments prefer tax expenditures,
and when should it favor spending programs?
A How should tax expenditure information be
integrated into budget documents?
AListed side-by-side with outlays?

A At what level of detail in budget classification hierarchy?

- What to do if a tax expenditure corresponds to multiple outlay
categories?

- What to do if there is no good match between a tax
expenditure and outlay items?

APractical constraints/limits to watch out for?
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€ And More Quest

A Does tax expenditure information provided
together with budget outlays result in any
substantive adjustments?

ASwedends budget document s

A Regarding forecasting of tax expenditures,

AShould forecasts cover the same timeframe as
multi-year spending plans?

AWhich department is responsible for the forecasts?
Produced with what kind of database and
modeling?
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