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BASIC STATISTICS OF KOREA

THE LAND

THE PEOPLE

PRODUCTION

THE GOVERNMENT

FOREIGN TRADE

THE CURRENCY

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

Area (thousand sq. km) 100 Major cities, 2001 (million inhabitants):
Agricultural area (thousand sq. km) 14 Seoul 10.3
Forests (thousand sq. km) 65 Pusan 3.8

Taegu 2.6
Incheon 2.5

Population, 2003 (million) 47.9 Civilian labour force, 2003 (million) 22.9
Per sq. km, 2003 479 Civilian employment 22.1
Annual rate of change of population, 2003 0.5 Agriculture, forestry, fishing 1.9

Industry 4.2
Construction 1.8
Services 14.2

GDP, 2003 (trillion won) 720.9 Origin of GDP, 2003 (per cent of total):
GDP per head (US$) 12 630 Agriculture, forestry, fishing 3.9
Gross fixed investment, 2003 (trillion won) 183.2 Industry 32.7

Per cent of GDP 29.6 Construction 8.6
Per head (US$) 3 735 Services 54.8

Public consumption, 2003 (per cent of GDP) 13.3 Composition of the National Assembly: Number
Central government revenue, 2003, June 2004 of seats
consolidated basis (per cent of GDP) 23.9 The Uri Party 152
Central government budget balance, 2003, The Grand National Party 121
consolidated basis (per cent of GDP) 1.1 Other 26

299

Commodity exports, 2003, f.o.b. (per cent Commodity imports, 2003, c.i.f. (per cent
of GDP) 32.0 of GDP) 29.5
Main exports (per cent of total exports): Main imports (per cent of total imports):

Light industry products 14.1 Consumer goods 13.2
Heavy industry products 79.8 Industrial materials and fuels 48.3

Electronic products 30.6 Crude petroleum 12.8
Cars 9.0 Capital goods 38.5

Monetary unit: won Currency unit per US$, average of daily figures:
2002 1 251
2003 1 191
May 2004 1 169
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Executive summary

Korea has been one of the fastest-growing economies in the OECD area over
the past five years, with an annual growth rate of about 6 per cent. Such rapid growth,
which has lifted per capita income to two-thirds of the OECD average, reflects Korea’s
underlying dynamism and its progress in implementing a wide-ranging reform pro-
gramme in the wake of the 1997 crisis. However, the recession in 2003 – which was due
in part to structural problems in the labour market and in the corporate and financial
sectors – indicates that the reform agenda is unfinished. Sustaining rapid growth over
the medium term as the contribution from inputs of labour and capital slows requires
further progress in structural reform, particularly in the labour market and in the
corporate and financial sectors, accompanied by appropriate macroeconomic policies.

Macroeconomic policies to promote stability and deal with rising spending 
pressures

Monetary policy should focus on the newly established medium-term
inflation target. Putting a stop to foreign reserve accumulation would limit the
need for higher interest rates over the business cycle and tend to promote a more
balanced expansion over the medium term. Given the pressure for increased pub-
lic expenditure due to population ageing and the development of the social
safety net, as well as the potential costs of economic co-operation with North
Korea, fiscal policy should aim at a balanced budget, excluding the social security
surplus, over the business cycle. Anchoring spending decisions in a medium-term
framework and increasing the efficiency of the public expenditure system would
also help contain spending pressures. In addition, fundamental reform of the pen-
sion system is essential to ensure its sustainability in the context of exceptionally
rapid population ageing. Reform should aim at expanding the effective coverage
of the public pension system and developing private-sector saving for retirement.

The key long-term challenge is to raise productivity growth by:

Improving the functioning of the labour market

A comprehensive reform package is needed to increase employment flex-
ibility, create more co-operative industrial relations and reduce the extent of dual-
© OECD 2004



10 OECD Economic Surveys: Korea
ism in the labour market, which creates equity concerns. Relaxing employment
protection for regular workers and improving the coverage of the social safety net,
especially for non-regular workers who account for about a quarter of all employ-
ees, would enhance flexibility and reduce labour market dualism. The government
should promote an industrial relations framework in which workers and manage-
ment settle their disputes autonomously. Active labour market policies should be
improved while limiting deadweight costs. Over the longer term, boosting labour
force participation rates, focusing on older workers and women, is essential to
cope with rapid population ageing.

Reforms in the corporate and financial sectors

Further progress in implementing the new corporate governance frame-
work, combined with improved financial supervision and strengthened competi-
tive pressures, are important to effectively discipline chaebol behaviour and
guide corporate restructuring. The 2003 accounting scandal demonstrates the
need to improve auditing procedures to enhance transparency. In the financial
sector, the privatisation of the commercial banks should continue. It is also neces-
sary to promptly resolve the problems in the non-bank sector, notably in the
credit card companies, which have impinged on private consumption, and in the
investment trust companies. Shifting financial supervision to a more pre-emptive
and risk-based approach would help avoid future problems in the financial sector.

Strengthening competition to enhance productivity growth

Competition policy should be strengthened by granting the Korea Fair
Trade Commission compulsory investigative powers, making the threat of individ-
ual sanctions more credible and removing exemptions from the competition law.
The benefits of increased competition are likely to be strongest in the service sec-
tor, where productivity levels are significantly lower than in the manufacturing sec-
tor. Competition should be strengthened by removing barriers to large retail
outlets and eliminating unnecessary constraints on professional services. Simpli-
fying land-use regulations, which are governed by 112 laws, may also reduce entry
barriers. It is also important to accelerate efforts to expand the scope of competi-
tion in network industries through privatisation and the unbundling of their activi-
ties. Another key to competition is the establishment of sectoral regulators that
are independent of the ministries responsible for promoting the development of
network industries. Foreign competition should be increased by further reducing
barriers to imports while addressing features, such as labour market problems,
that tend to discourage inflows of direct investment.
© OECD 2004



Assessment and recommendations

Economic growth 
has been among 
the highest in the 
OECD area in 
recent years

Korea stands out as one of the fastest-growing OECD coun-
tries over the past five years, with an annual growth rate of
around 6 per cent. This very good performance has sustained
the convergence process, lifting per capita income to two-thirds
of the OECD average. The return to high growth rates following
the 1997 crisis was based in part on Korea’s progress in reform-
ing its economic framework to correct some of the weaknesses
that had made it vulnerable to the Asian crisis. Rapid growth also
reflects the country’s underlying economic dynamism, particu-
larly in the information and communications technology (ICT)
sector. Korea has also benefited from strong demand from
China, which has emerged as its biggest trading partner. Korea’s
outstanding performance is underpinned by large inputs of
labour and capital, reflecting still-rapid population growth, rising
labour force participation rates and a high level of investment.

Sustaining rapid 
growth requires 
appropriate 
macroeconomic 
policies and 
further progress 
in the post-crisis 
structural reform 
agenda…

The key long-term challenge is to continue the rapid con-
vergence to the average income level in the OECD area by
accelerating productivity growth as inputs of labour and capi-
tal slow. The government’s emphasis on maintaining high
growth is reflected in the recently established goal of dou-
bling per capita income from $10 000 to $20 000, although the
time frame is unspecified. With labour productivity (per hour
worked) at around one-half of the OECD average, there is
considerable scope for convergence to sustain high growth,
all the more so given the positive effect stemming from the
rising education level of the workforce. With some pick-up in
total factor productivity gains, Korea may be able to sustain
growth at around 5 per cent over the medium term. However,
achieving such an outcome will require polices to:

– Maintain macroeconomic stability in the face of
spending pressures stemming from exceptionally rapid
© OECD 2004



12 OECD Economic Surveys: Korea
population ageing, the development of a social safety
net and the potential cost of economic co-operation
with North Korea.

– Ensure that the labour market functions effectively by
encouraging more co-operative and harmonious
industrial relations, enhancing employment flexibility
and limiting dualism in the labour market, which has
negative implications for equity.

– Further improve the corporate governance framework
and accounting transparency to boost efficiency in the
corporate sector, while ensuring better supervision of
the financial sector.

– Strengthen competitive pressure by overcoming the
legacy of extensive government intervention in the
economy, upgrading competition policy and continu-
ing the opening to international trade and foreign
direct investment.

In short, it is essential to continue the reform agenda launched
after the 1997 crisis.

… to overcome 
weaknesses that 
played a role in 
the 2003 
recession

Indeed, remaining weaknesses in the economic frame-
work contributed to the economic recession in the first half
of 2003, which slowed growth for the year to around 3 per
cent. Private consumption was negatively affected by the
liquidity and solvency problems of the credit card compa-
nies following the sharp rise in the delinquency rate in the
wake of the credit boom to the household sector. Lending
by the credit card companies to households has fallen by a
quarter from its peak. The 1.4 per cent decline in private
consumption in 2003 despite continuing household income
growth also indicates that the household sector had become
over-indebted. The instability in financial markets resulting
from the problems of the credit card companies was aggra-
vated by a serious accounting scandal that caused the
failure of SK Global. The negative impact on business
investment was magnified by the deterioration in already
difficult industrial relations and labour strikes at major firms.
In addition to these structural weaknesses, Korea was hit by
a series of external shocks, notably SARS and the North
Korean nuclear issue, which weakened confidence.
© OECD 2004



Assessment and recommendations 13
With an economic 
rebound 
underway…

The recession in 2003 continued the pattern of volatility
experienced in recent years. The ICT-led expansion in 2000
and the credit card boom in 2002 were followed by marked
slowdowns in 2001 and 2003. The rebound in exports, at
16 per cent in volume terms in 2003, led to an economic
recovery beginning in the second half of the year. China con-
tinues to exert a strong positive effect, with its imports from
Korea rising at a 50 per cent year-on-year rate. The conflict-
ing signals given by buoyant export growth and sluggish
domestic demand make it exceptionally difficult to project
the path of the economy. Nevertheless, robust export
growth should stimulate sluggish business investment and
private consumption, resulting in growth in the 5 to 6 per
cent range in 2004 and 2005 that would absorb the excess
capacity in the economy. The unemployment rate, 3.4 per
cent in the first quarter of 2004 (seasonally-adjusted), is
about the same as the average of the past three years, while
core inflation (which excludes petroleum-based fuels and
non-grain farm products) has remained around the midpoint
of the medium-term target range of 2.5 to 3.5 per cent,
despite the economic downturn.

… monetary 
policy should 
focus on its 
medium-term 
inflation target

With the economy gaining momentum, monetary policy
should enhance macroeconomic stability by focusing on the medium-
term inflation target introduced in 2004. The increased indepen-
dence that was granted to the central bank under the
revised Bank of Korea Act that came into effect at the begin-
ning of the year should facilitate the shift in emphasis to the
medium term. In an effort to stimulate sluggish domestic
demand, the central bank reduced the overnight call rate to
a record low of 3¾ per cent in July 2003, a rate only slightly
above the 3.6 per cent rate of headline inflation in 2003.
Maintaining stability over the business cycle will likely require some
withdrawal of monetary stimulus, leading to higher real short-
term rates, as the economy accelerates. However, given the
run-up in household debt from 56 per cent of GDP in 1998 to
74 per cent in 2003, higher interest rates may slow the recov-
ery in private consumption.

There is no need 
for continued 
foreign exchange 
accumulation

The extent of the rise in interest rates needed to keep
inflation in the medium-term target zone depends to some
extent on exchange rate developments. By December 2003,
the exchange rate of the won relative to Korea’s 41 major
© OECD 2004



14 OECD Economic Surveys: Korea
trading partners had fallen 6 per cent below its year-earlier
level. This may have contributed to the acceleration of
exports, though possibly weakening domestic demand by
reducing the purchasing power of Korean households and
firms. The fall in the won took place in the context of contin-
ued large accumulation of foreign exchange reserves, which
rose by $34 billion during 2003 to reach $155 billion, the sec-
ond highest level in the OECD area, thus reducing Korea’s
vulnerability to crisis. However, there is some risk associ-
ated with intervention to limit the upward pressure on the
currency, which generally has limited effectiveness except in
the very short run. At the same time, the opportunity cost of
holding such a large amount of reserves is significant. There-
fore, now that Korea’s reserves are almost three times larger than its
total short-term foreign debt, there is no need for continued foreign
exchange accumulation. Although this may allow more upward
pressure on the exchange rate, with a moderating effect on
exports, it would have some offsetting positive effects,
including a real income gain for households and firms. In
addition, it would reduce the burden of companies’ foreign
debt. In sum, these factors may promote a more balanced
expansion over the medium term.

While fiscal 
policy’s automatic 
stabilisers should 
be allowed 
to function…

A monetary policy focused on the medium term should be accom-
panied by a fiscal policy anchored in a medium-term framework to
ensure fiscal sustainability. Such a framework would allow auto-
matic stabilisers to function in order to limit volatility. How-
ever, such stabilisers are relatively weak in Korea, reflecting
the small size of government and the early stage of devel-
opment of the social safety net. In 2003, two supplementary
budgets in the latter part of the year boosted total govern-
ment spending, after adjusting for special factors, by 6½ per
cent, slightly faster than nominal output growth. However,
government revenue grew even faster, at 8 per cent, due in
part to large tax receipts from corporations on their profits
in 2002. Consequently, the consolidated central government
balance (excluding the social security surplus, the cost of
bringing part of the financial-sector restructuring programme
into the budget and privatisation revenues) was in balance
in 2003 for the first time since the crisis. The elimination of
the small deficit, which was ¼ per cent of GDP in 2002, sug-
gests that the stance of fiscal policy was slightly contraction-
ary in 2003.
© OECD 2004



Assessment and recommendations 15
… it is essential to 
maintain a sound 
fiscal position…

The fiscal stance for 2004 is uncertain. While comparing
the initial budget to the outcome in 2003 shows an 8 per
cent rise in spending – in line with expected nominal
income growth – the frequent use of supplementary bud-
gets may lead to higher expenditures. Moreover, tax cuts
have recently been introduced to encourage private con-
sumption and job creation. The recovery projected during
the course of the year, though, would negate the need for
fiscal stimulus. The authorities should aim to keep the consolidated
central government budget (excluding the social security surplus) in bal-
ance over the business cycle once the process of bringing the costs of
financial-sector restructuring into the budget is completed in 2006.

… in part by 
improving the 
public 
expenditure 
system…

Maintaining a sound fiscal position in the face of the
pressures for increased outlays would be facilitated by an
effective medium-term expenditure framework that anchors
annual spending decisions and provides discipline for poli-
cymakers. The National Fiscal Management Plan, which is currently
under discussion by the cabinet, has many positive features, and should
be used to bind annual budgets as from 2005. This should be
accompanied by a comprehensive reform of the budget
structure aimed at:

– Strengthening aggregate spending control and enhancing
transparency by making the budget less compartmentalised
and fragmented:

– Increasing efficiency by strengthening accountability for results
and relying more on market mechanisms in supplying publicly fi-
nanced services:

– Improving inter-governmental fiscal relations.

Similarly, on the revenue side, it is important to minimise the distortive
effects of the tax system by reducing generous allowances and tax credits
in the personal income tax system and broadening the base for corporate
and value-added taxes. The negative features embedded in the
tax system should be removed before boosting government
revenues to accommodate growing expenditure resulting
from the development of the social safety net, economic
co-operation with North Korea and population ageing.
© OECD 2004



16 OECD Economic Surveys: Korea
… and reforming 
the public 
pension system to 
cope with rapid 
population ageing

The fiscal impact of ageing will be large in Korea given
the rapid pace of demographic change. Indeed, the share of
the population over age 65, which is projected to double
from 7 to 14 per cent between 2000 and 2019, is increasing
substantially faster than in other OECD countries. Although
the law requires changes in the pension system every five
years to ensure its long-run sustainability, the proposal
in 2003 to raise the contribution rate gradually and to cut the
replacement rate from 60 to 50 per cent was not approved
by the National Assembly. Maintaining the current benefit
replacement rate would require a rise in the contribution
rate, currently set at 9 per cent, to nearly 20 per cent, which
would have a significant impact on the labour market. An
overhaul of the pension system is essential to ensure its sustainability,
while providing adequate coverage. At present, around a quarter of
those who are supposed to participate in the National Pen-
sion Scheme, notably the self-employed, do not contribute.
There is thus a need for measures to include more of the self-employed
and encourage them to report their income more accurately. Private
sources of retirement income should be further developed, notably by
creating a corporate pension system. In addition, it is important to raise
the age of retirement of regular workers, which is typically around
age 55, and ensure that the pension system does not discourage older
persons from working. Given the small number of persons receiving pub-
lic pensions at present, it is essential that the social safety net be ade-
quate to limit poverty among the elderly.

Reforms to 
improve the social 
safety net and 
upgrade active 
labour market 
policies…

The effective coverage of the social safety net should also be
expanded to ensure adequate support for unemployed persons.
Although the legally-mandated coverage of the Employ-
ment Insurance System has been progressively increased
since its establishment in 1995, less than one-fifth of the
unemployed in 2003 received unemployment benefits,
reflecting in part the low effective coverage of the System.
The recent changes to expand the coverage, in particular by
including more non-regular workers – who account for at
least a quarter of employees and are paid about 20 per cent
less on average than regular workers – are commendable
but enforcement needs to be further improved. There may be
scope for greater use of active labour market policies, such as training for
the unemployed and job placement services to overcome mismatch prob-
lems, provided they are subject to rigorous cost-benefit analysis. How-
© OECD 2004



Assessment and recommendations 17
ever, as wage subsidies are generally associated with high
deadweight costs, measures are needed to minimise such
effects.

… should be 
combined with 
steps to improve 
industrial 
relations and to 
increase labour 
market 
flexibility…

Measures to expand the safety net and improve active
labour market policies should be part of a comprehensive
package addressing labour market problems. Such a pack-
age should also include steps to improve industrial rela-
tions, enhance employment flexibility and raise labour force
participation rates of women. Unstable industrial relations
appear to be one of the obstacles to a sustained economic
recovery. The government should develop an environment more con-
ducive to harmonious industrial relations and avoid getting involved in
individual disputes. More co-operative industrial relations may
facilitate more employment flexibility, while it is also neces-
sary to reform the labour law. Although it was revised in 1998
to allow collective dismissals of regular workers for manage-
rial reasons, this has not created enough flexibility in prac-
tice, given the constraints on management wishing to take
such actions. Reducing the employment protection provided to regular
workers is important to reduce the incentives to hire non-regular work-
ers, thus limiting the extent of dualism in the labour market, while
enhancing labour market flexibility.

… to facilitate 
structural change 
in the corporate 
sector, which 
also requires 
improved 
corporate 
governance and 
auditing 
frameworks

Greater flexibility in the labour market is essential to
cope with rapid structural change in the corporate sector,
which is driven by technological advances and Korea’s
increasing integration in the world economy. Another impor-
tant element is effective corporate governance to guide
investment decisions and prevent abuses by controlling
shareholders and management. Significant improvements
have been made in the corporate governance framework
since the 1997 crisis. However, the failure of SK Global as a
result of accounting fraud suggests that there is a lack of
transparency and a need for better auditing practices. The
measures recently introduced to require the certification of financial
reports by CEOs and CFOs, prohibit loans or collateral for major share-
holders and executives, and strengthen protection for whistle-blowers
should be effectively implemented to prevent such abuses. In addition,
the steps introduced to ensure the independence of auditors should help
enhance transparency. However, it is also necessary to increase the
number of auditors significantly. The government should also encourage
© OECD 2004



18 OECD Economic Surveys: Korea
firms to adopt the recently introduced OECD Principles of Corporate
Governance. Finally, the decision to allow class action suits to
protect shareholders of the largest firms – about 80 in
number – from fraudulent practices related to securities is
already influencing managerial behaviour. Expanding the cover-
age of such suits to cover related party transactions should be considered
to further reduce the scope for managerial abuses.

Further 
restructuring in 
the financial 
sector, notably in 
the non-bank 
sector, is 
essential…

Such abuses have created financial-market instability.
In particular, the investment trust companies (ITCs) were
vulnerable to liquidity pressures in 2003 after the collapse
of SK Global and were also affected by the problems in the
credit card companies. Credit card use expanded by a factor
of eleven between 1998 and 2002, preceding the develop-
ment of adequate expertise in the credit card companies
and in the supervisory authorities. The rise in the delin-
quency ratio from 5 to 14 per cent and in the amount of
rescheduled loans from 7 to 29 per cent of total credits led
to serious liquidity and capital problems in this sector. In
response, the government has encouraged related compa-
nies to roll over the debt of the credit card companies,
although such a strategy tends to weaken market discipline.
The authorities co-ordinated a rescue of the largest credit
card company, fearing that its collapse could lead to a sys-
temic crisis. However, this may increase moral hazard by
suggesting that the “too big to fail” approach is still valid. In
addition to the need for better supervision to cope with the
rapid expansion of the credit card sector, the pace of the
expansion of bank lending to households, which increased
more than 40 per cent in 2002, raises concerns about risk
analysis capabilities in the financial sector. These problems
demonstrate the need to develop a pre-emptive and risk-based approach
to the supervision of financial institutions. In the banking sector, the pri-
vatisation of the government’s holdings should continue. Finally,
improving the health of the ITCs, in part by privatising the two large
institutions that were restructured using public funds, is a priority to
promote the development of the corporate bond market and provide more
secure saving instruments for households.

… as well as 
reforms in the 
real estate market

The development of long-term saving vehicles would
help households prepare for retirement and reduce the con-
centration of their savings in real estate. Concern about
persistent upward pressure on real estate prices, which
© OECD 2004
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resulted in a one-third rise in housing prices over the past
three years, has led to a wide range of policy initiatives. Fol-
lowing through on measures to raise holding taxes and
enhance the supply of housing should help alleviate such
pressures. The plan to move the capital from Seoul to the
middle of the country could also alleviate the concentration
of activity in the capital region, where price increases have
been largest. Given that Korea’s population density is one
of the highest in the world, achieving an efficient use of land
should be a priority. Complicated land regulation, which is
governed by 112 laws, is one of the key factors hindering
investment by foreign and domestic companies in Korea.
Simplifying regulations on land use should therefore be a top priority.

Competition 
should be 
strengthened by 
giving more 
authority to the 
KFTC…

Enhancing competition is a key to improving productiv-
ity growth. Indeed, markets with high concentration ratios
tend to have higher mark-up ratios, which reduce consumer
welfare and distort the allocation of resources. Given the large
potential gains, promoting competition should take priority over govern-
ment interventions aimed at accelerating growth in certain sectors. In
particular, the authorities should avoid undue emphasis on the ten areas
identified as future growth engines.To enhance competition, the power of
the Korea Fair Trade Commission (KFTC) should be expanded by
strengthening its investigative powers. Boosting the level of sanctions to
the levels in other member countries and establishing a credible threat of
individual sanctions would increase the deterrent effect of competition
policy. The scope for private legal actions should be expanded, while the
special treatment provided for particular sectors, such as small and
medium-sized enterprises, should be scaled back. The emphasis on
“fair trade” and concern about the power of the chaebol has
led the competition authority to devote substantial atten-
tion to an enforcement programme to limit shareholdings
and debt guarantees and control aspects of ownership struc-
ture. This may compete with the attention given by the
KFTC to enforcement against other fundamental competi-
tion problems. The combination of improved corporate gov-
ernance, more independent financial institutions, upgraded
financial supervision and the increased role of foreign inves-
tors – who now own more than 40 per cent of listed Korean
companies – is reducing the scope for abuses by managers
of chaebol companies by strengthening market mechanisms
that impose discipline on the groups. Supervisory functions
© OECD 2004
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related to transactions that amount to misuse of corporate assets should
be concentrated in regulators responsible for financial and securities
matters, while transactions that have an exclusionary or distorting effect
on product market competition in particular cases should still be subject
to competition-law control.

… reducing 
barriers in the 
service sector…

The potential gains from enhanced competition appear
to be largest in the service sector, given its lower level of
productivity. Therefore, facilitating competition in the ser-
vice sector through market opening and regulatory reform is
one of the most urgent tasks for the Korean economy. One
priority should be the retail sector, which is characterised by a
large number of outlets and a high number of employees. It
is important to simplify the application process for opening large retail
stores and make it more transparent, while removing obstacles to foreign
direct investment. Deregulation of zoning laws would also facilitate the
development of large stores with higher productivity. Restrictions on
entry in some professional services should also be relaxed, while avoiding
the delegation of powers by the government to professional associations.
Regulations that limit foreign competition by restricting commercial
presence should be relaxed, while recognising the qualification standards
of other countries would be beneficial. As for prices, the Omnibus
Cartel Repeal Act of 1999 made collusion over fee-setting
illegal in nine professional services. Similar action should be
taken in other areas where exemptions from the Monopoly Regulation
and Fair Trade Act allow cartel activity.

… expanding 
competition in 
network 
industries…

The authorities should also intensify efforts to expand
the scope of competition in network industries, notably
electricity, natural gas and telecommunications. One key to
competition is the creation of independent sectoral regulators, which is
the norm in other OECD countries. The ministries’ role in pro-
moting the development of these sectors conflicts with the
objective of encouraging competition. In electricity and natural
gas, it is important to spell out detailed liberalisation plans in order to
encourage new entry in these sectors and to accomplish the planned pri-
vatisation of the electricity-generating companies. This would help
ensure the independence of the generation companies from
the transmission system, a prerequisite for competition. In
addition, price distortions that favour agriculture and industry should be
corrected by ensuring that prices reflect costs. In some sectors, notably
telecommunications, an appropriate framework for interconnection and
© OECD 2004
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local loop unbundling is needed to promote competition. Other mea-
sures, including an easing of entry requirements and the extensive
adoption of number portability, would also be beneficial in telecommuni-
cations.

… and boosting 
international 
competition by 
increasing 
openness to 
imports and 
inflows of foreign 
direct investment

Reducing barriers to imports is an important aspect of
strengthening competition. The relatively high tariff rates in
Korea should be reduced, while ensuring that standards do not hinder
imports. Trade barriers in the highly protected agricultural sector should
be cut by transforming support for farmers into direct payments. Protec-
tion for agriculture should be lowered; the total support provided to farm-
ers by Korean consumers and taxpayers amounted to 3½ per cent of
GDP in 2003, according to the OECD. The liberalisation of agricul-
tural barriers will contribute to the success of multilateral trade negotia-
tions, as well as facilitate Korea’s participation in regional free trade
agreements, which would allow it to benefit from the economic dyna-
mism of Asia. Stepping up inflows of foreign direct investment
(FDI) has been a major government objective since the cri-
sis and large inflows were recorded at the end of the 1990s.
While the declining trend in inflows since 2000 may be pri-
marily due to external factors, it is important to remove remaining
impediments to FDI. Perhaps most important for attracting inflows of
FDI is improving aspects of the Korean economy that discourage foreign
investors, particularly problems in the labour market.

In summary Maintaining the high growth rate of recent years will
require appropriate macroeconomic policies and further
structural reforms to boost productivity gains and offset the
deceleration of labour and capital inputs. An effective
medium-term public expenditure framework is essential to
deal with rising spending pressures, combined with a funda-
mental reform of the pension system to cope with rapid
population ageing. Monetary policy should focus on its
medium-term inflation target, while stopping the accumula-
tion of foreign exchange reserves would tend to promote a
balanced economic expansion. Labour market flexibility is a
key to maintaining growth in the context of rapid structural
change. Further development of the social safety net, a
reduction in employment protection for regular workers and
efforts to create more harmonious industrial relations would
enhance flexibility while minimising the extent of dualism in
the labour market. Flexibility in employment will in turn
© OECD 2004
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facilitate corporate restructuring, which should be guided by
improved corporate governance based on the effective
implementation of recent reforms to strengthen transpar-
ency and accountability. Remaining problems in the finan-
cial sector should be dealt with effectively while limiting the
use of public funds and moral hazard problems. A more pre-
emptive approach to limit emerging risks would help pre-
vent problems such as those in the credit card sector. An
important key to productivity gains is strengthening compe-
tition, in part by making competition policy more effective.
The scope for greater competition, as well as productivity
gains, is largest in the service sector and the network indus-
tries, where some of the reform programmes are lagging
behind schedule. Increasing openness to imports and
inflows of foreign direct investment are also important
aspects to strengthening competition. In sum, ensuring mac-
roeconomic stability, further improving the economic frame-
work and boosting competition are all essential elements
necessary to continue Korea’s high rate of growth and speed
the convergence process.
© OECD 2004



1. Becoming a high-income OECD country: 
key economic challenges

In July 2003, the government announced a medium to long-term target of
doubling per capita income from around $10 000 to $20 000.1 Thirty years of
extraordinary growth had boosted per capita income from about $100 in 1965 to
the $10 000 level by the mid-1990s (Figure 1.1). However, weaknesses in Korea’s
economic structure, which lacked many of the basic elements of a market econ-
omy, left the country vulnerable to the financial crisis that swept through Asia
in 1997, reducing per capita income by a third in US dollar terms, primarily due to
the sharp fall in the exchange rate. In particular, close government-business links
had created moral hazard problems, resulting in excessive risk-taking and insuffi-
cient attention to credit and exchange-rate risks. The government responded to
the crisis, as discussed in previous OECD Economic Surveys of Korea, by introducing a
wide-ranging programme of reforms in the corporate and financial sectors and in
the labour market to create a more market-oriented economy. The economy
rebounded with an annual average growth rate of 6 per cent over the past five
years. Adjusted for price differences, per capita income has risen to two-thirds of
the OECD average (Panel B).

There are a number of challenges to maintaining a high rate of growth.
First, growth has relied heavily on inputs of labour and capital, which are likely to
slow in the future. If the contribution to growth from labour productivity were to
maintain its level of the past decade, the pace of economic growth over the next
five years would slow to about 4½ per cent. Second, structural weaknesses,
reflected in the problems that pushed the economy into recession during the
first half of 2003, illustrate the difficulty of sustaining rapid growth. While the
economy was negatively affected by external factors, such as the SARS epidemic
and the North Korean nuclear issue, a series of negative domestic shocks also
undermined business and household confidence, more than offsetting the posi-
tive impact of 16 per cent growth of exports in volume terms (see Chapter 2). In
particular, the SK Global scandal created renewed concern about the health of
the corporate sector, while the financial sector was troubled by the problems
of the credit card companies. Meanwhile, contentious worker-management
relations resulted in labour strikes and unrest. These problems have been
© OECD 2004
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Figure 1.1. Per capita income in Korea1

1. In March 2004, the Bank of Korea announced revised national accounts based on 1993 SNA for the period 1995
to 2003. This results in a sharp rise in per capita income in 1995.

2. Heavy and chemical industry.
Source: OECD.
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compounded by unsettled political conditions. In short, this indicates that,
despite recent progress, the reform agenda remains unfinished. This chapter
begins by considering Korea’s growth potential before discussing a number of
obstacles to maintaining growth at a high level. These include the fiscal chal-
lenges associated with population ageing and eventual economic integration
with the North, difficult labour market issues, problems in the corporate and
financial sectors and weak competitive pressures in some parts of the economy.
The chapter concludes with a brief assessment.

Korea’s growth performance during the last decade

During the decade 1992 to 2002, Korea’s output growth averaged 5.6 per
cent a year, well above the 3 per cent rate recorded in the OECD area
(Table 1.1). The most important factor was the increase of labour productivity at an
average annual rate of 4¼ per cent, double the OECD average. Rapid productiv-
ity growth can be attributed, in part, to a high level of investment by the busi-
ness sector. Although business investment as a share of GDP has fallen by a
third since the 1997 crisis, it still remains the highest in the OECD area. Conse-
quently, the level of fixed capital per worker has risen by more than two-thirds
over the past decade, contributing to the strong labour productivity gains. Using
a growth accounting framework, a recent study (Han et. al, 2002) estimated that
capital inputs accounted for one-half of potential economic growth in the 1990s
(Table 1.2).2 A second factor has been the adoption of new technology, enabling
Korea to continue its convergence to income levels in high-income countries.
Korea’s extensive use of foreign technology is illustrated by the fact that its defi-
cit in the “technology balance of payments” is the second largest in the OECD
area at 0.6 per cent of GDP.3 High growth over the past decade is also explained
by the expansion of labour inputs, which accounted for about 1¼ percentage
points of growth. Increased labour inputs reflect the increase in the working-age
population and the upward trend in the participation rate. These two factors
have more than offset a modest decline in working hours and a small rise in the
unemployment rate.

The OECD’s study of economic growth (OECD, 2003e) identified a number
of keys to growth, including boosting investment in physical capital, upgrading
skills and human capital, encouraging innovation, removing barriers to trade
and investment, stimulating firm creation, improving the regulatory environ-
ment, and strengthening the economic and social fundamentals. As noted
above, fixed investment in Korea is exceptionally high. The following section
discusses Korea’s progress in upgrading skills and human capital and encouraging
innovation, while becoming more open to foreign competition by reducing barriers
to trade and investment.
© OECD 2004
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Table 1.1. Sources of growth over the decade 1992 to 2002

95 to 2003. However, to maintain a consistent series,

growth (percentage points)

Unemployment rate Hours worked per person

Contribution Level3 Contribution Level3

–0.1 3.1 –0.3 2 410
0.4 6.3 0.0 1 837
0.0 7.3 –0.6 1 528
0.4 7.6 0.1 1 783
0.4 4.5 –0.2 1 472
0.3 9.1 –0.4 1 685
0.1 9.0 –0.8 1 514

–0.2 8.1 –0.8 1 459
–0.1 10.0 –0.1 1 922
0.1 3.3 –0.1 1 838
1.2 4.4 –1.0 1 674
0.0 9.1 –0.2 1 601

–0.3 5.4 –0.8 1 815
0.3 2.3 –0.4 1 333
0.6 5.2 0.0 1 818
0.2 4.0 –0.6 1 357
0.2 11.4 0.0 1 816
0.1 4.0 0.2 1 577
0.0 3.1 –0.2 1 568
0.5 5.2 –0.1 1 707
0.2 5.8 0.0 1 819

0.2 7.7 –0.4 1 607
0.2 6.9 –0.3 1 693
Annual average

1. As per cent of total population in 2002.
2. Persons in the labour force divided by the working-age population in 2002.
3. In 2002.
4. Based on SNA 68. In March 2003, the Korean authorities announced national accounts on an SNA 93 basis for 19

the SNA 68 national accounts are used.
Source: OECD.

GDP 
growth

Labour 
productivity 

growth 
(output per 

hour)

Labour 
input 

growth 
(hours 

worked)

Contribution to labour input 

Working-age population Participation rate

Contribution  Level1 Contribution Level2

Korea4 5.6 4.3 1.3 1.1 71.5 0.5 67.1
Australia 3.9 1.9 2.0 1.2 67.1 0.3 75.8
Belgium 2.0 1.9 0.2 0.1 65.9 0.6 66.7
Canada 3.6 1.5 2.0 1.2 67.6 0.3 78.6
Denmark 2.4 2.3 0.2 0.2 66.4 –0.2 80.4
Finland 3.3 3.0 0.3 0.3 66.9 0.2 74.8
France 2.0 1.9 0.1 0.3 65.0 0.5 70.1
Germany 1.3 1.9 –0.6 0.0 67.3 0.4 76.1
Greece 2.7 2.2 0.5 0.3 63.5 0.5 63.7
Iceland 3.3 2.0 1.2 1.1 65.3 0.1 86.2
Ireland 8.0 4.6 3.2 1.8 67.7 1.2 70.0
Italy 1.6 1.6 0.1 0.0 67.5 0.3 61.3
Japan 1.0 2.1 –1.0 –0.1 67.7 0.2 77.5
Netherlands 2.7 1.6 1.5 0.4 67.7 1.2 67.0
New Zealand 3.6 1.1 2.5 1.4 75.4 0.5 76.4
Norway 3.3 2.6 0.7 0.6 65.1 0.5 80.4
Spain 2.8 0.4 2.4 0.6 66.9 1.6 67.6
Sweden 2.6 2.3 0.2 0.4 64.7 –0.5 76.5
Switzerland 1.1 0.9 0.1 0.5 67.6 –0.1 87.3
United Kingdom 2.9 2.2 0.7 0.3 65.2 0.0 75.6
United States 3.2 1.6 1.4 1.2 75.4 0.0 75.3

EU average 2.9 2.2 0.7 0.4 66.2 0.5 70.9
OECD average 3.0 2.1 0.9 0.6 67.5 0.4 71.0
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Investing in knowledge

Korea has a high level of investment in knowledge, measured as expendi-
ture on education and R&D outlays. Although public outlays on educational insti-
tutions are below the mean in the OECD area, private spending as a share of GDP
is the highest. Consequently, total spending, at 7.1 per cent of GDP in 2000, is also
the highest in the OECD area,4 thus helping to finance the rapid development of
the education system both in terms of quantity and quality (see the 2003 Survey).
While the proportion of older people (aged 55 to 64) with at least an upper-
secondary qualification is low, the share for young adults between the ages of
25 and 34 is the highest among OECD countries (Figure 1.2). The expansion of
education has upgraded the skill level of the labour force; the proportion of work-
ers with less than a secondary-school degree fell from 39 per cent a decade ago to
under 29 per cent, while the share with a university degree has risen from 18 to
27 per cent (Table 1.3). The rising number of years of schooling is estimated to
have added 0.7 percentage point to economic growth each year during the decade
from 1993 (Panel B). The quantitative expansion of the educational system has
been accomplished while maintaining outstanding levels of student achievement.
In international tests of 15-year-old students in science, reading and math in 2000,
Korea ranked among the top three countries in each subject. The education sys-
tem emphasises science and engineering, which account for 40 per cent of new
university degrees, the highest proportion in the OECD.

Korea also devotes a relatively large share of national income to R&D
investment. By 2001, it had reached 2.9 per cent of GDP, the fifth highest in the
OECD area (Figure 1.3), with an exceptionally large share funded and undertaken
by the business sector (Panel B). The emphasis on R&D has resulted in a 25 per
cent annual average increase in Korea’s applications at the European Patent Office
during the 1990s, the highest growth rate among OECD countries. The information

Table 1.2. Korea’s potential growth rate
Annual average contribution in percentage points

1. Assumes that Korea’s economic system and international openness remain at the current level.
2. Assumes that Korea’s economic system is improved through structural reform and increased international openness.
Source: Han et al. (2002).

Potential growth Labour Physical capital
Total factor 
productivity

of which: Human 
capital

1981-1990 7.8 1.7 3.6 2.5 0.8

1991-2000 6.3 1.2 3.2 1.9 0.9

2003-2012
Scenario A1 4.6 0.6 1.9 2.1 0.6
Scenario B2 5.2 0.6 2.0 2.6 0.6
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Figure 1.2. Share of the population with at least an upper-secondary qualification
Per cent in 2001

Source: OECD.

0 10 20 30 40 50 60 70 80 90 100

0 10 20 30 40 50 60 70 80 90 100

Portugal
Italy

Spain
United Kingdom

Australia
Greece
Ireland

Belgium
France

New Zealand
Austria

Germany
Denmark

Finland
United States

Canada
Sweden

Czech Republic
Switzerland

Japan
Norway
Korea

Per cent

55-64 years old
35-54 years old
25-34 years old

Table 1.3. Educational attainment and economic growth
A. Highest level of education classified by gender, per cent of employed persons

B. Impact on growth 

1. Data from Korea National Statistical Office.
2. Projections by Han et al. (2002).
3. The human capital index is calculated based on the educational attainment of each age group and gender.
4. Percentage points.
Source: Han et al. (2002)

19931 20021 20122

Lower than secondary degree Men 31.9 22.9 14.9
Women 50.4 37.5 23.9
Total 39.4 28.9 18.7

Secondary school degree Men 45.8 47.0 49.5
Women 37.9 40.8 48.6
Total 42.6 44.4 49.1

University degree or higher Men 22.2 30.2 35.5
Women 11.6 21.7 27.5
Total 18.0 26.6 32.1

1993-97 1998-02 2003-07 2008-12 1993-02 2003-12

Growth of human capital index (%)3 0.95 1.10 1.05 0.90 1.02 0.98
Contribution to economic growth4 0.62 0.72 0.68 0.59 0.67 0.64
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Figure 1.3. R&D expenditure

1. Private non-profit or not classifiable.
Source: OECD.
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B.  R&D expenditures by performing sector
Percentage share in national total, 2001
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and communication technology (ICT) sector accounts for more than half of total
R&D in the manufacturing sector.5 Another aspect of investment in knowledge has
been the rapid development of Internet connections. In 2002, the broadband pen-
etration rate was the highest in the OECD area, while the price of Internet access
was the lowest (Figure 1.4).

The priority attached to R&D and investment in human capital underpins
the key role played by new industries in Korea. Industries classified as high and
medium-high technology manufactures accounted for nearly 14 per cent of gross
value added in 2000, the second highest share after Ireland (Figure 1.5). This
reflects Korea’s specialisation in ICT products, which account for nearly one-fifth of
manufacturing output. Despite a significant contraction in 2001, ICT exports
amount to nearly a third of total exports, the second highest proportion among
OECD countries. 

Increasing openness to international competition

Korea’s strengths in technology-intensive products have boosted the
importance of international trade in its economy. Indeed, world trade in high-
technology products has nearly doubled during the past decade, outpacing the
50 per cent rise recorded for all manufactures. In addition, a reduction in Korea’s
import barriers has expanded trade. Perhaps most important was the phasing out
by 1999 of the Import Diversification Programme, which had restricted imports of
924 items from Japan at its peak. All of this has helped to boost the share of inter-
national trade (the average of exports and imports) in the Korean economy from
25 per cent in 1993 to nearly 40 per cent at the start of the new century
(Figure 1.6). An increase in inflows of foreign direct investment (FDI) following
the 1997 crisis doubled the stock of FDI by 1999. Increased inflows reflected a
change in the traditionally hostile attitude toward FDI inflows, the easing of
restrictions and the urgency of corporate restructuring.

Korea’s medium-term growth prospects

The large remaining gap in per capita income between Korea and the
OECD average indicates considerable scope for rapid growth to narrow the differ-
ence (Figure 1.1). With a per capita income level at 67 per cent of the OECD aver-
age, Korea ranks in the bottom quartile of OECD countries by this criterion, along
with Mexico and the Central European countries. The difference in labour produc-
tivity levels is even greater, given the exceptionally large input of labour in Korea.
Indeed, labour input relative to total population in Korea is 21 per cent above the
OECD average (Figure 1.7). The large labour input is primarily due to the fact that
working time, at more than 2 400 hours per year, is the longest in the OECD
area (Table 1.1). In addition, the unemployment rate is exceptionally low,6 at
around 3 per cent, while the proportion of the population that is of working age
© OECD 2004
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Figure 1.4. Internet access and its price
September 2002

1. Number of digital subscriber lines, cable modem and other broadband connection lines per 100 inhabitants.
2. OECD Internet access basket for 40 hours of daytime discounted PSTN (Public Switch Telecommunications Net-

work) rates, including VAT, in US dollars, converted using PPP exchange rates.
Source: OECD Science, Technology and Industry Scoreboard, 2003.
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B.  The price of Internet access(2)
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Figure 1.5. Technology and knowledge-intensive industries
Share of total gross value added in 2000

Source: OECD Science, Technology and Industry Scoreboard, 2003.
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is relatively high, reflecting the comparatively young population. The effect of
these factors on labour input more than compensates for the low labour force par-
ticipation rate that is mainly due to a smaller proportion of women who work. Tak-
ing account of the higher level of labour inputs, labour productivity per hour
worked was about half of the OECD average in 2002. 

In addition to abundant labour inputs, capital inputs have also been excep-
tionally high as noted above, accounting for about half of potential growth during
the 1990s, according to Han et al. (2002). A high level of domestic saving has been
available to fund this investment. In sum, economic development has been input-
intensive, while total factor productivity growth, averaging around 2 per cent a year,
has been responsible for less than one-third of economic growth (Table 1.2).

However, the contribution to growth from labour and capital inputs is
projected to fall from 4½ per cent in the 1990s to around 2½ per cent during the
coming decade (Table 1.2). The growth of labour inputs will be slowed by the
gradual implementation of a five-day workweek under legislation passed in
September 2003.7 Assuming that overtime work stays near its 2002 level, this
would cut working time by about 6 per cent by 2009. Declining working hours
would largely offset employment growth, which is likely to remain robust, given

Figure 1.6. Openness to international trade
Trade in goods and services as a share of GDP1

1. Average of exports and imports on a national accounts basis. In March 2003, the Bank of Korea announced
revised national accounts based on 1993 SNA for the period 1995 to 2003. This results in a substantial increase
in the ratio in 1995.

Source: OECD.
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the continued expansion of the working-age population, and assuming that the
upward trend in the labour force participation rate continues and that the unem-
ployment rate remains near its current level. Consequently, the contribution to
growth from labour inputs would slow to about ¼ percentage point a year, well
below the 1¼ per cent contribution during the past decade. As for capital, the
downward trend in the large share of business investment in GDP is unlikely to be
reversed as firms become more sensitive to risks. Moreover, the domestic savings
pool has been reduced by the significant fall in the household saving rate.

The slower rise in labour and capital inputs means that economic growth
will become increasingly dependent on total factor productivity gains. If such gains

Figure 1.7. Decomposition of the real income gap
Percentage point differences in GDP per person relative to the OECD average, 

PPP-adjusted, 2002

1. Total hours worked relative to population.
2. Productivity is measured on a per-hour basis.
Source: OECD.

                     Gap in GDP per capita
                      relative to OECD 

-20 20 40-40 0-60 60

United States

=

Norway

=

Ireland

=

Switzerland

=

Canada

=

Denmark

=

Netherlands

=

Austria

=

Iceland

=

Belgium

=

France

=

Australia

=

Finland

=

United Kingdom

=

Germany

=

Italy

=

Japan

=

Sweden

=

New Zealand

=

Spain

=

KOREA

=

Portugal

=

Greece

=

Czech Republic

=

Hungary

=

Slovakia

=

Poland

=

Mexico

=       Effect of labour
      productivity(2)

-20 20 40-40 0-60 60

     Effect of labour
    utilisation(1) 

-20 20 40-40 0-60 60

+

© OECD 2004



Becoming a high-income OECD country: key economic challenges 35
were to remain at the level of 2 per cent recorded in the 1990s, potential output
growth would fall to 4½ per cent (Table 1.2, Scenario A). Achieving potential growth
of 5¼ per cent would thus require that total factor productivity growth accelerate to
more than 2½ per cent, an increase that may be harder to achieve as Korea moves
closer to average productivity levels in the OECD area. In terms of labour productiv-
ity, there would have to be an acceleration from the 4¼ per cent recorded during
the 1990s to around 5 per cent (Table 1.4). In summary, as labour and capital inputs
are expanding at a slower rate, the challenge is to use these factors more efficiently.

Table 1.4. Potential output growth over the medium term
Annual average from 2003 to 2009 in percentage points

1. Assumes that labour productivity growth remains close to the level recorded during the past decade with the eco-
nomic system and the degree of international openness staying unchanged.

2. Assumes that productivity growth will accelerate enough to achieve the government’s target of 5 per cent potential
growth as a result of structural reform and increasing international openness.

3. Not including Korea.
Source: OECD.

 Potential 
GDP 

growth rate

Potential 
labour 

productivity 
growth 
(output 

per hour)

Potential 
labour 
input 

(total hours 
worked)

Components of potential employment

Hours 
worked

Trend 
participa-
tion rate

Working-
age 

population

Structural 
unemploy-

ment

Potential 
employ-

ment 
growth

Korea
Scenario A1 4.6 4.3 0.3 0.4 0.9 0.0 1.3 –1.0
Scenario B2 5.2 4.9 0.3 0.4 0.9 0.0 1.3 –1.0

Australia 3.6 2.2 1.4 0.0 1.4 0.0 1.6 0.1
Austria 2.0 1.6 0.4 0.1 0.1 0.0 0.3 0.0
Belgium 2.0 1.5 0.6 0.4 0.3 0.0 0.8 –0.3
Canada 3.0 1.9 1.0 0.1 1.0 0.0 1.1 0.0
Denmark 2.0 1.5 0.5 0.0 0.0 0.0 0.0 0.3
Finland 2.1 2.3 –0.2 –0.4 0.2 0.1 –0.3 –0.3
France 2.1. 1.6 0.5 –0.2 0.4 0.1 0.3 0.3
Germany 1.6 1.4 0.2 0.3 –0.2 0.0 0.2 –0.2
Greece 3.6 3.3 0.3 0.2 –0.1 0.1 0.3 0.2
Iceland 2.9 1.9 1.0 0.0 0.9 0.1 0.9 –0.1
Ireland 4.5 3.4 1.0 0.3 1.0 0.1 1.5 –0.2
Italy 1.4 1.0 0.5 0.6 –0.1 0.2 0.4 –0.1
Japan 1.3 1.1 0.2 0.2 –0.4 0.0 –0.2 0.0
Netherlands 1.8 1.1 0.7 0.5 0.4 0.0 0.9 –0.3
New Zealand 3.0 2.1 0.9 0.2 0.9 0.0 1.2 0.0
Norway 2.3 2.0 0.4 0.0 0.5 0.0 0.5 –0.2
Spain 2.6 1.0 1.6 1.4 0.3 0.3 1.5 –0.1
Sweden 2.3 1.5 0.8 –0.2 0.6 0.0 0.5 0.5
Switzerland 1.3 0.6 0.7 0.1 0.5 0.0 0.6 0.0
United Kingdom 2.4 1.9 0.4 0.0 0.4 0.0 0.4 0.0
United States 3.2 1.8 1.4 0.0 1.0 0.0 0.8 0.1

Total OECD3 2.4 1.7 0.7 0.2 0.4 0.0 0.6 0.0
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Korea’s success in upgrading human capital, promoting R&D and innova-
tion and reducing its barriers to trade suggest that it is well positioned to achieve
high total factor productivity growth. The impact of higher levels of education
(Figure 1.2) will continue to make an important contribution. For example, the pro-
portion of workers with a university degree is projected to rise further to 32 per
cent in 2012 (Table 1.3). Consequently, the human capital index, which is based on
the educational attainment of each age cohort by gender, is projected to continue
rising at about a 1 per cent rate over the next decade, contributing 0.6 percentage
point to the annual growth rate. Moreover, a successful reform of the labour market
that allows Korea to more fully benefit from its human capital could lead to a
larger contribution from the rising level of educational attainment.

Key challenges facing Korea

A major concern in Korea is that the traditional growth model, driven
by high levels of investment in manufacturing industries to boost exports,
is no longer capable of sustaining rapid growth. The government has estab-
lished five strategies to lay the groundwork for achieving the income-doubling
objective:

– Labour-management relations; establish socially cohesive labour-management
relations.

– Structural reform; bring the Korean economic system in line with global
standards.

– Technological innovation: develop science and technology and foster new
growth engines.

– Northeast Asian Economic Hub; become an international business hub and
strengthen economic ties in Northeast Asia.

– Balanced national development; promote local areas (i.e. outside of the Seoul
metropolitan area) to lead innovation and development.

In August 2003, the government announced ten industrial sectors as new growth
engines, in which it plans to invest 400 billion won in 2004.8 The government is plan-
ning the development of technology for each sector and the necessary manpower and
infrastructure, and acting as a promoter of these sectors.

A government policy of promoting certain industries to lead the economy,
a policy that was tried in the past with mixed results,9 contains considerable risks
and may introduce important distortions in the economy, which may eventually
dampen productivity growth. The evolution of the country’s comparative advan-
tage will depend primarily on the efforts and decisions of Korean firms and work-
ers. While market forces, such as changes in demand patterns and advances in
technology, should be the main drivers of growth, the government has an impor-
tant role to play in upgrading the country’s capabilities in education, infrastructure
© OECD 2004
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and the innovation framework in order to support an increasingly knowledge-
based economy. Growth will be faster in an economy where resources are rapidly
reallocated to high-productivity activities in response to market signals. It is thus
important to reverse the legacy of government intervention, which is ill-suited to a
complex, increasingly globalised economy. To accelerate the speed of adjustment,
it is necessary to improve the functioning of the labour market in order to fully
benefit from the increasing human capital available in Korea. At the same time,
reforms in the corporate and financial sectors are essential to improve the alloca-
tion of capital, while limiting government intervention. In addition, strengthening
competition is a key to boosting productivity. This section will briefly review
the key problems faced in these areas after first discussing the medium-term
macroeconomic challenges.

Macroeconomic challenges

Implementing the new monetary policy framework

Macroeconomic stability depends to some extent on monetary policy,
which is conducted under a new framework introduced at the beginning of 2004.
As recommended in the 2003 OECD Economic Survey of Korea, the independence of
the central bank was enhanced and the inflation objective was changed from an
annual target to a medium-term objective. The difficulty of achieving the desired
targets has been heightened by the extensive restructuring of the financial sector
since the crisis, which has increased uncertainty about the link between policy
interest rates and market interest rates, as well as the impact of interest rate
changes on economic activity. Moreover, the exchange rate and the persistent
increases in real estate prices also influence the setting of monetary policy.

Spending pressures arising from population ageing and economic co-operation with the North

Korea has an exceptionally sound fiscal position. Gross public debt – at
around 35 per cent of GDP, including guaranteed debt – is well below the OECD
average and Korea is one of only three member countries in which the govern-
ment is a net creditor. Government spending is the second lowest in the OECD
area, at 24 per cent of GDP (Figure 1.8), reflecting the immaturity of the social wel-
fare system and the relatively low level of public services. However, rapid popula-
tion ageing will create considerable pressure for increased public expenditures.
The old-age dependency ratio, the second lowest among member countries at
present, is projected to surpass the OECD average before the middle of the cen-
tury, reflecting the sharp fall in fertility and rising life expectancy (Figure 1.9). At
the same time, increased urbanisation and the changing role of women have
weakened the traditional support system for the elderly that was based on the
extended family. The National Pension Scheme, created in 1988, promises to pro-
vide a pension set at 60 per cent of average earnings. However, it requires a major
© OECD 2004
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Figure 1.8. Public spending in international comparison1

Per cent of GDP

1. Public spending is defined as the sum of current outlays and net capital outlays. Data are based on SNA93/ESA95.
Source: OECD.
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overhaul to ensure its sustainability. Population ageing and the development of the
social safety net is likely to boost publicly funded social expenditures, which were
6 per cent of GDP in 2001 compared to an OECD average of 21 per cent. Spending
pressures will necessitate increased government revenue, which will result in signifi-
cant deadweight losses resulting from such problems as overly generous allowances
for individuals, large-scale and wide-ranging tax preferences for enterprises, an
inappropriate taxation of property and a lack of strong and uniform tax enforcement.

The cost of economic integration with North Korea poses another poten-
tially large fiscal burden. In the Berlin Declaration of 2000, the South promised to
provide economic assistance to the North. While aid from the South and other
countries may have helped stabilise conditions in North Korea, economic output
remains well below the level of the early 1990s. Given the chronic food shortages
and the deterioration in economic conditions in the North during the past decade,
the cost of economic integration may be enormous. Compared to Germany, the
burden of integration is likely to be heavier, given that the population of North
Korea is one-half that of the South, while the per capita income gap may be more
than 13 to one.10 The challenges of rapid population ageing and North Korea
underline the importance of establishing more effective budgeting frameworks
and increasing efficiency in meeting the objectives of government spending
programmes.

Figure 1.9. Old-age dependency ratios

1. The average of the rates of individual countries (excluding Turkey and Mexico).
2. For the projections, the employment to population ratio is kept at its 1995 level.
Source: Eurostat for EU countries and United Nations for others.
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In sum, the key macroeconomic challenges, which are addressed in
Chapter 2, are:

– Ensuring that monetary policy effectively promotes stability under the
new framework in the context of pressure on the exchange rate and real
estate prices.

– Coping with the fiscal pressures stemming from rapid population ageing,
the development of the social safety net and economic co-operation
with North Korea.

– Increasing the efficiency of the tax system, thereby reducing deadweight
costs, as government revenue increases to match the rise in spending.

– Enhancing the efficiency and transparency of the public expenditure
management system, while improving public service delivery and ac-
countability for results.

The labour market: dualism and a lack of flexibility

Concerns about a “jobless recovery” have arisen as employment declined
in 2003 despite the economic rebound in the second half of the year. This resulted
in an unemployment rate of 7.7 per cent for young adults in the 15 to 29 age group
in 2003, compared to an overall rate of 3.4 per cent. With the working-age popula-
tion increasing about 1 per cent a year, achieving adequate job creation is a major
challenge, heightened by the declining number of manufacturing jobs and the
outflow of investment, particularly to China.

Korea’s contentious labour-management relations did not improve signifi-
cantly last year. In the Ministry of Labour’s view, “Escalated industrial conflicts
between monopolistic management and powerful trade unions are dragging down
the nation’s economy”.11 The uncooperative relationship between workers and
management poses a stumbling block to labour market flexibility. Although the
labour code was revised in 1998 to allow layoffs for managerial reasons, they are
subject to a number of conditions, making it doubtful whether the reform
enhanced flexibility in practice. Employment flexibility is also hindered by the
strong opposition of workers to dismissals, which reflects to some extent the lim-
ited development of the social safety net, despite some progress. Indeed, less
than one-fifth of the unemployed in 2003 received unemployment benefits. In
addition, active labour market policies play a relatively minor role, accounting for
less than 0.5 per cent of GDP, reflecting limited outlays on training for unem-
ployed persons. Problematic industrial relations in some companies undermine
business confidence and investment, as well as discouraging inflows of foreign
direct investment, which have fallen by about half from the 1999-2000 level.

The higher level of employment protection granted to regular workers has
encouraged firms to hire non-regular workers. Moreover, their wages are 20 to
© OECD 2004
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27 per cent less on average than regular workers, after adjusting for employees’
characteristics (Jeong, 2003), and they are excluded from some aspects of the
social safety net. Non-regular workers are estimated to account for a quarter of
total employees in 2003.12 The emergence of a dualistic labour market in which
one segment is subject to lower wages, less protection from the social safety net
and greater job precariousness, creates equity concerns. Another labour market
issue is the practice of seniority-based wages, which makes older workers rela-
tively expensive. Consequently, firms tend to let workers go at around the age of
55, forcing them to seek self-employment or to exit from the labour force. Such a
system is ill-suited for a rapidly ageing labour force as it tends to reduce participa-
tion in the labour force. The participation rate is also held down by the relatively
low rate for women.

In sum, the key labour market challenges, which are addressed in
Chapter 3, are:

– Reversing the decline in employment in 2003.

– Reducing the dualism in the labour market resulting from the increased
use of non-regular workers.

– Increasing labour market flexibility.

– Expanding the effective coverage of the social safety net.

– Ensuring that active labour market policies are effective.

– Establishing more co-operative and harmonious industrial relations.

– Raising the labour force participation rate over the medium term in or-
der to cope with population ageing.

Restructuring the corporate and financial sectors

Korea’s corporate sector is still in the process of restructuring in the wake
of the 1997 financial crisis, which led to significant changes, such as stronger com-
petitive pressures, more independent financial institutions and a new corporate
governance framework. The decline in the manufacturing sector’s share of employ-
ment, which peaked at 28 per cent in the late 1980s, has resumed after being
briefly reversed following the crisis in response to the one-third decline in the
effective exchange rate between 1996 and 1998 (Figure 1.10). Indeed, there
appears to be an accelerated shift of manufacturing abroad. A 2002 survey by the
Korea Chamber of Commerce and Industry reported that 44 per cent of major
companies had already moved some production sites outside of Korea and 34 per
cent were planning such transfers. The major objective cited was to lower produc-
tion costs. According to the Ministry of Commerce, Industry and Energy, labour-
intensive manufacturing, which accounts for about a quarter of manufactured out-
put, accounted for 46 per cent of that sector’s overseas investment in 2003.
© OECD 2004
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Much of the concern about de-industrialisation is connected to competi-
tion from China. For example, in the survey cited above, four-fifths of the compa-
nies planning to move production abroad had chosen China as the destination.
Korea is sandwiched both geographically and economically between a rapidly
growing China, which is quickly moving up the product ladder, and Japan, which
retains a comparative advantage in a number of advanced industries. The compo-
sition of exports illustrates Korea’s position between its larger neighbours
(Figure 1.11). In China, where wages are less than one-fifth of Korean levels, low
and medium-low technology products, notably textiles, account for more than half
of exports. However, Chinese exports of high and medium-high technology prod-
ucts, such as office, accounting and computing machinery, electrical products,
radio, television and communication goods, are increasing rapidly. On the other
hand, the strength of Japanese exports lies in more advanced products, while low
and medium-low technology products account for only a quarter. Korea lies in
between its two neighbours in terms of the proportion of high-tech goods in its
exports. The evolution of Korea’s comparative advantage will depend on the
effectiveness of its large investment in knowledge.

However, the concern about de-industrialisation and the shift of jobs
overseas appears to be exaggerated. The shift to fewer, but higher-paying, jobs in
manufacturing is part of the process that allows income to increase at such a rapid

Figure 1.10. De-industrialisation in the OECD area

Source: Rowthorn and Coutts (2004).
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Figure 1.11. The composition of exports of China, Korea and Japan
By main sector and degree of technology intensity, 2001

Source: OECD, Bilateral Trade Database, 2003.
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rate in Korea. Part of this process in OECD countries has been a growing role for
the service sector, an area where productivity in Korea is relatively low. The share
of knowledge-intensive services – post and telecommunications, finance and
insurance and business services – in GDP is the third lowest in the OECD area
(Figure 1.5). As for business-sector R&D, only 12 per cent takes place in the ser-
vice sector, about half of the OECD average. Moreover, in Korea, service sector
productivity is around 60 per cent of that in manufacturing, the largest gap in the
OECD area. The gap did not narrow during the latter part of the 1990s, as annual
productivity growth was more than 7 percentage points higher in manufacturing
than in the service sector (Figure 1.12).

Figure 1.12. Productivity in the service sector1

1995-2000

1. Productivity is defined as output per worker. The service sector includes wholesale and retail trade, hotels and
restaurants, transport, storage and communication, financial intermediation, real estate and other business activi-
ties. Electricity, gas and water have been included in the manufacturing sector.

Source: OECD.
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The corporate sector has evolved significantly since the crisis. In particu-
lar, the high leverage that was typical prior to the crisis has been sharply reduced.
For the manufacturing sector, the debt to equity ratio fell from nearly 400 per cent
in 1997 to 123 per cent in 2003. Increased competition, more independent finan-
cial institutions subject to improved supervision, a new corporate governance
framework and measures to improve the auditing framework have been catalysts
in changing behaviour in the corporate sector. However, the accounting scandal at
SK Global demonstrated that there are remaining weaknesses in the auditing
framework, leading to a lack of transparency. In corporate governance, current
practices lag significantly behind the institutional changes. For example, while
independent directors have been granted a larger role, their influence on corpo-
rate management appears to have been limited.

The restructuring of the corporate sector has had major repercussions on
the financial sector. While considerable progress has been achieved in the bank-
ing sector, which has regained profitability, cut non-performing loans to record low
levels and boosted capital adequacy ratios, the restructuring of the non-bank sec-
tor is less advanced. Despite the injection of nearly $7 billion in public funds for
restructuring, the investment trust companies (ITCs) have not recovered from past
shocks, such as the collapse of Daewoo in 1999, thus leading to problems in the
corporate bond market. The ITCs were also negatively affected by the failure of SK
Global in 2003 and the problems in the credit card companies. The sharp rise in
the delinquency ratio and in the amount of rescheduled loans resulted in serious
liquidity and solvency problems in the credit card companies, with adverse
effects on private consumption. The government co-ordinated a rescue for the
largest company, LG Card, by 14 financial institutions, including a state-owned
bank, on the grounds that its failure could pose systemic risks, although this may
increase moral hazard problems. More generally, the credit card bubble suggests
that risk-management practices in the financial sector are still underdeveloped.

In sum, the key challenges in the financial and corporate sectors, which
are addressed in Chapter 4, are:

– Upgrading the innovation framework in order to get the most benefit
possible out of Korea’s large investment in knowledge.

– Improving the corporate governance and auditing frameworks and prac-
tices in order to achieve a better allocation of capital, enhance transpar-
ency and reduce the scope for managerial abuse.

– Resolving the problems in the non-bank financial sector, notably in the
credit card companies and the investment trust companies.

– Improving supervision to avoid future liquidity and solvency problems
in the financial sector.
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Enhancing competition to boost growth

The Anti-Monopoly and Fair Trade Act is enforced by the Korea Fair Trade
Commission (KFTC), an independent and powerful agency. However, there are
weaknesses in competition policy. In particular, the KFTC’s power to obtain evi-
dence is not backed up by effective judicial sanctions, while private actions and
criminal enforcement are rare. Moreover, the law includes major exemptions and
special treatment for some sectors, such as small and medium-sized enterprises.
In some areas, the commitment to competition principles has been tempered by
various forms of government intervention aimed at accelerating growth.

In addition, the emphasis on “fair trade” has led the competition authority
to focus on financial oversight of the chaebol, which may limit its capacity to
enforce more conventional aspects of competition law. The chaebol, which played
a key role in both the rapid industrialisation of Korea and in the 1997 crisis,
remain a difficult dilemma for policymakers. Chaebol are multi-company business
groups operating in a wide range of markets under common entrepreneurial and
financial control. A number of regulations have been introduced since 1987 to limit
their growth,13 although their effectiveness is questionable. However, the transfor-
mation of the economic environment following the crisis has led to significant
changes in the corporate sector. Of the top 30 chaebol in 1997, seventeen have
entered legal bankruptcy procedures or been forced into workout programmes,
including Daewoo, which was the second largest group. Meanwhile, a number of
others lost control of large affiliated firms. In addition, the average debt-to-equity
ratio fell to 116 per cent from more than 500 per cent at the time of the crisis. Nev-
ertheless, there remains concern about possible negative effects stemming from
the concentration of power in the business groups, adverse impacts on competi-
tion in product markets and the possibilities of managerial abuse. The founding
families have been able to exercise de facto control over legally-independent firms,
although their ownership shares have fallen to an average of 4 per cent. This has
created opportunities for the owner families to expropriate outside shareholders
through transfers between affiliated firms.

Policymakers face the difficult questions of how serious these problems
are in reality and what policies are necessary to address them. Moreover, policies
to deal with chaebol issues are constrained by a number of considerations. First,
the development of the business groups was linked to past authoritarian govern-
ments, raising questions about their legitimacy and making them politically
unpopular. Second, the chaebol, which include key exporters such as Samsung and
Hyundai, have a major impact on economic growth. Efforts to reform or change the
behaviour of the business groups can therefore have a significant influence on
growth and employment prospects in the short run. Third, the increasing integra-
tion of Korea in the world economy has weakened the rationale for the restrictions
on the business groups. For example, allowing the chaebol’s foreign competitors
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to purchase Korean firms while the chaebol themselves remain subject to invest-
ment ceilings raises questions of fairness.

As noted above, the gap between labour productivity in the manufactur-
ing and service sectors is exceptionally large in Korea. Consequently, continuing
the process of convergence to the income levels in the advanced countries will
depend to a considerable extent on raising productivity in the service sector,
whose share of the economy is likely to continue expanding. Such gains depend in
part on strengthening competition, particularly in the network industries. In the
retail sector, the application process for opening large-scale retail stores limits
competition. The important role of professional associations may also have harm-
ful effects, such as creating entry barriers or price-fixing agreements. In the tele-
communication sector, the market power of the dominant firms in both the fixed
line and mobile telephony markets raises difficult challenges for competition. The
government’s ten-year plan to introduce competition in the electricity sector has
fallen behind schedule, in part due to opposition from labour, while the initial
efforts to privatise the generating companies have been unsuccessful. In both
electricity and telecommunications, a key missing element is an independent and
pro-active regulatory body, which has been found to be necessary for competition
in other OECD countries.

International competition is hindered by an average tariff level that is
more than double that in the major OECD countries. In particular, the level of pro-
tection provided for the agricultural sector is exceptionally high. Strong opposition
from farmers delayed the approval of Korea’s first free trade agreement, with
Chile, and limits the scope for Korea’s participation in regional trade agreements
that would allow it to benefit more fully from Asia’s economic dynamism. As noted
above, FDI inflows have declined during the past three years, in part due to
labour market problems, following a surge in the late 1990s.

In sum, the key challenges to strengthening competition, which are
addressed in Chapter 5, are:

– Upgrading the enforcement and coverage of competition policy.

– Reducing entry barriers in the service sector.

– Ensuring the necessary conditions for competition in the network indus-
tries.

– Dealing effectively with the chaebol.

– Opening further to imports and inflows of foreign direct investment.

Conclusion

Korea’s accelerated economic development has transformed it from one
of the poorest countries in the world 40 years ago to a leading industrial nation.
The economic growth rate during the past decade, at an annual pace of 5.6 per
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cent, has been one of the fastest in the OECD area. However, the contribution to
growth from factor inputs is expected to slow over the medium term. Conse-
quently, maintaining growth at an annual average rate of 5 per cent or higher
would require that labour productivity growth accelerate from its 4¼ per cent pace
during the past decade to at least 4¾ per cent, implying an acceleration of total
factor productivity growth.

A number of factors, such as investment in physical capital, education and
R&D, explain the country’s success in moving into technologically-advanced sec-
tors and suggest that it has the potential to maintain growth at high rates that
would rapidly achieve the government’s income-doubling objective. Moreover,
the large gap between productivity levels in Korea and the OECD average indi-
cates that there is considerable scope to continue the convergence process
towards the income levels in the most advanced nations. However, effectively
exploiting Korea’s growth potential will depend on reforms in a number of areas.
Although the wide-ranging programme implemented in the wake of the 1997 crisis
made major improvements in key areas, the reform agenda remains unfinished.
One challenge, discussed in Chapter 2, will be to maintain macroeconomic stabil-
ity and ensure fiscal sustainability in the context of rapid population ageing and
other spending pressures. Chapter 3 discusses measures to improve the function-
ing of the labour market, while Chapter 4 examines policies related to the corpo-
rate and financial sector. The final chapter examines the challenge of
strengthening competition in the Korean economy. Action in all of the areas would
allow Korea to continue its progress in becoming a high-income OECD country.
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Notes 

1. Ministry of Finance and Economy (2003), Economic Policy Directions. In 2002, per capita
gross national income was around $10 000. The revision of national accounts in
March 2004 boosted that figure by 15 per cent to about $11.500.

2. This study divided potential output gains into factor inputs and total factor productiv-
ity growth. This approach requires measuring the quality of inputs of labour and capi-
tal, although the latter is difficult to quantify. The output gain not explained by the
quality-adjusted inputs is often used as an indicator of technological progress (see The
Sources of Economic Growth in OECD Countries [OECD, 2003e]). In the growth de-composition
shown in Table 1.1, growth is divided into labour inputs and labour productivity. The lat-
ter term shows the impact of changes in the quality of labour, changes in the quantity and
quality of capital inputs and technological progress, as well as other factors.

3. The “technology balance of payments” is defined as the balance of international pay-
ments resulting from the transfer of techniques (through patents and licenses), the
transfer of designs, trademarks and patterns, services with a technical content (such as
engineering studies) and industrial R&D (OECD Science, Technology and Industry Scoreboard,
2003, Table C.5.4). 

4. This does not include outlays on private educational institutes, known as hakwon, which
account for 5 per cent of total household spending. 

5. Business R&D in this sector amounts to nearly 1 per cent of GDP, a level second only to
Finland.

6. As in other OECD countries, the rate would be higher if discouraged workers were
included. Such workers may be relatively high in Korea, as reflected in fluctuations in
the labour force participation rate. This may be one reason for the relatively low partic-
ipation rate as noted below.

7. The amended Labour Standards Act reduces the maximum standard workweek
from 44 to 40 hours. Implementation will begin at workplaces with more than
1 000 employees in July 2004 and will be extended gradually to those with more than
20 employees in 2008. For workplaces below this threshold, the five-day workweek will
be introduced sometime before 2011.

8. The ten industries are: intelligent robots; future automobiles; next-generation semi-
conductors; digital television and broadcasting; next-generation mobile communica-
tions; next-generation computer displays; intelligent home networks; digital content
and software solutions; next-generation batteries; and biomedical products and artifi-
cial organs.

9. In particular, the Heavy and Chemical Industry (HCI) drive of the 1970s targeted certain
industries and provided a number of special incentives, notably the allocation of credit
to favoured industries and selective trade and tax policies. This policy ended when
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Korea faced serious economic problems in 1980 stemming from over-investment and
low profitability in some of the sectors targeted by the HCI drive, which were com-
pounded by the second oil shock and political instability. 

10. In comparison, East Germany’s population was less than a third of West Germany’s at
the time of German re-unification, while the income gap was smaller, with per capita
income in East Germany around half of that in the West. Moreover, South Korea would
face this challenge at a lower level of income than in the case of West Germany. 

11. Ministry of Labour (2003), Reform Proposal for Sound Industrial Relations, Seoul. 

12. Regular workers are defined as those that work more than one year at a firm and are
paid standard wages, plus bonuses and overtime. Officially, the proportion of non-
regular workers rose from 46 per cent of wage and salary employees in 1997 to 49 per
cent in 2003. However, a significant proportion of employees classified as non-regular
remain with their employer on a longer-term basis. Nonetheless, even the revised esti-
mate of 24 per cent (see Chapter 3) is high by OECD standards and, in any case, has
been increasing in recent years. 

13. In particular, the Monopoly Regulation and Fair Trade Act prohibits cross-shareholding
between affiliates of chaebol, limits loan guarantees and monitors commercial
exchanges between them. In addition, shareholding in other domestic companies by
chaebol-affiliated firms is restricted in order to limit the expansion and diversification
of the business groups.
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2. Economic prospects and macroeconomic 
policies

Korea is rebounding gradually from the downturn in the first half of 2003.
Output growth at an 11 per cent seasonally-adjusted annual rate in the fourth
quarter of 2003 suggests a strong recovery. However, the large gap between buoy-
ant exports and still sluggish domestic demand, with private consumption still
declining, indicates that a full-fledged recovery is not yet underway. On the other
hand, there is not much slack in the labour market, where unemployment is at a
low level and wage growth has been high. These conflicting signals make it excep-
tionally difficult to project the path of the recovery and the appropriate macroeco-
nomic policies. This chapter begins by providing short-term projections before
turning to the macroeconomic policy issues. The second section considers mone-
tary policy and the related issues of exchange rate policy and the real estate mar-
ket. Fiscal policy issues, including the pension system, are discussed in the third
section, while the fourth section considers how to improve the efficiency of public
expenditure, by providing a follow-up to the special chapter in the 2003 OECD
Economic Survey of Korea. The chapter concludes with an assessment.

Economic prospects

Korea is gradually emerging from an economic downturn caused by slug-
gish domestic demand, despite buoyant export growth. Exports increased 16 per
cent in volume terms in 2003 (Table 2.1), thanks in large part to China, which has
become Korea’s largest trading partner. Korean exports to China are increasing at
nearly a 50 per cent year-on-year rate in dollar terms. The decline in the effective
exchange rate during the course of 2003 also had a positive effect. However,
robust export growth could not prevent a decline in both private consumption and
investment in machinery and equipment in 2003. The dualistic nature of growth is
reflected in the gap between the 5 per cent rise in manufacturing output and the
2 per cent increase in the service sector, an outcome that had negative implica-
tions for employment, which declined for the first time since 1998. With a reces-
sion in the first half of 2003, output growth for the year as a whole slowed to 3.1 per
cent, the slowest since the crisis.
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The failure of strong export growth to translate into a sustained recovery in
domestic demand thus far is partly due to external shocks, such as the North Korean
nuclear issue, that have undermined confidence. However, the main reason was the
end of the private consumption boom due to several factors. First, the sharp run-up in
household debt, from 56 per cent of GDP in 1998 to 74 per cent in 2002, was followed
by a period of retrenchment for households (Figure 2.1). Second, the problems in the
credit card companies, in the wake of the three-fold rise in the delinquency rate to
14 per cent by the end of 2003, caused them to reduce lending to the household sec-
tor (see Chapter 4). Domestic demand was also negatively affected by domestic
shocks, notably labour unrest and the SK Global accounting scandal in 2003, which
exacerbated the fall in both household and business confidence.

Table 2.1. Economic outlook1

Percentage change in constant 1995 prices

1. These projections are identical to those published in the OECD Economic Outlook No. 75 (June 2004).
2. Contribution to GDP growth.
3. The components shown below do not sum to 100 per cent due to a statistical discrepancy equivalent to –0.2 per

cent of GDP.
4. Labour force as a share of population age 15 and over.
Source: OECD.

Share 
of GDP 
in 20003

2000 2001 2002 2003 2004 2005

Demand and output
Private consumption 53.9 8.4 4.9 7.9 –1.4 2.5 5.0
Government consumption 12.1 1.6 4.9 6.0 3.7 3.0 3.0
Gross fixed capital formation 31.1 12.2 –0.2 6.6 3.6 4.7 5.7

Final domestic demand 97.1 8.7 3.1 7.3 0.8 3.2 5.0
Stockbuilding2 0.0 –0.2 0.1 –0.2 –0.7 0.0 0.0
Total domestic demand 97.0 8.5 3.2 7.1 0.0 3.3 5.0

Exports of goods and services 40.9 19.1 –2.7 13.3 15.7 18.0 14.0
Imports of goods and services 37.7 20.1 –4.2 15.2 9.7 14.0 13.5

Foreign balance2 3.2 0.2 0.5 –0.3 2.8 2.6 1.3

GDP 100.0 8.5 3.8 7.0 3.1 5.6 5.9

Prices
GDP deflator 0.7 3.5 2.9 2.3 2.0 2.3
Private consumption deflator 4.7 4.8 2.8 3.4 3.2 3.2
Consumer price index 2.3 4.1 2.7 3.6 3.2 3.2

Labour market
Employment growth 4.3 2.0 2.8 –0.1 1.7 1.2
Participation rate4 61.0 61.3 61.9 61.4 61.7 61.7
Average wage 8.0 5.1 11.2 9.2 6.0 7.0
Unemployment rate 4.1 3.8 3.1 3.4 3.3 3.0

Balance of payments
Current account (US$ billions) 12.2 8.0 5.4 12.3 14.7 16.5

As a percentage of GDP 2.4 1.7 1.0 2.0 2.2 2.3
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The further acceleration of export growth – to 38 per cent year-on-year in
US dollar terms in the first quarter of 2004 – is expected to spark stronger growth
in domestic demand during the course of 2004. Investment in machinery and
equipment already turned positive in the final quarter of 2003 and should gain
momentum during 2004. However, the rebound in consumption may be modest
for a number of reasons. First, despite the decline in private consumption in 2003,
the level of household debt is still somewhat above its long-term trend
(Figure 2.1). Second, the on-going problems in the credit card sector may lead to a
further reduction in lending to households. Third, consumer confidence has weak-
ened in the most recent months. Fourth, in the Social Pact for Job Creation in
February 2004, the major union confederation agreed that high-paid workers will
accept wage stability over the next two years (see Chapter 3).

In summary, continued strong export growth in the context of rising world
trade and a moderate pick-up in domestic demand is expected to lift output
growth to the 5 to 6 per cent range in 2004 and 2005. The export-led nature of the
recovery may keep the current account surplus at around 2 per cent of GDP
in 2004 and 2005. The recovery is likely to quickly absorb the remaining slack in
the labour market, where the unemployment rate is already low at 3.4 per cent
(seasonally-adjusted) in the first quarter of 2004. The relatively low level of unem-
ployment may also help explain the still-high increase in wages – 9 per cent

Figure 2.1. Household financial assets and liabilities
Per cent of GDP1

1. For the “Individual Sector” in the Bank of Korea’s flow of funds data.
Source: Bank of Korea.
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in 2003 compared to 11 per cent in 2002 – although this also reflects the impor-
tance of bonus payments, which are linked to the previous year’s profits, in
employee compensation.1 This contributed to unit labour cost increases of 6.8 and
5.8 per cent in 2002 and 2003, respectively. Thus far, the core measure of consumer
price inflation, which excludes petroleum-based fuels and non-grain farm prod-
ucts, has remained at around 2¾ per cent, near the mid-point of the Bank of
Korea’s medium-term inflation target.

There are risks, though, attached to the projection of an expansion
through 2004 and 2005. In particular, there is uncertainty about private consump-
tion, given the still weak level of household confidence. With their debt still at a
high level, there is a risk that households will raise their saving rate in order to
improve their financial position. A second risk is a slowdown in export demand,
particularly in China, which has been the major factor driving the growth of
exports.

Monetary and exchange rate policy

Monetary policy under the new framework

The revision of the Bank of Korea Act that took effect in 2004 has signifi-
cantly changed the framework for monetary policy, as recommended in previous
OECD Economic Surveys of Korea. First, the inflation objective has been changed from
an annual to a medium-term target, which is the norm in OECD countries that tar-
get inflation. The medium term is defined as three years. This reform reflects the
fact that monetary policy changes only have an impact on the real economy with a
significant lag and on inflation with an even longer lag.2 Consequently, attempting
to achieve an annual inflation target requires a more aggressive monetary policy,
which may increase the volatility of the real economy and financial markets. Second,
the independence of the central bank has been strengthened by replacing one of
the outside members on the Monetary Policy Committee by the deputy governor
of the Bank of Korea. In addition, the central bank’s budget no longer needs the
prior consent of the government, although changes in wages and benefits still
require the approval of the Ministry of Finance and Economy.

Monetary conditions remain relaxed, as the central bank has left the
short-term policy interest rate at a record low of 3.75 per cent since July 2003
(Figure 2.2). Adjusted for inflation, the short-term rate fell close to zero in the final
quarter of 2003. The impact of interest rate declines is reinforced by the fall in the
exchange rate (Figure 2.3). In contrast to many major currencies, the rate of the
won relative to the dollar was relatively stable during 2003. Consequently, the won
had depreciated by 10 and 16 per cent against the yen and the euro, respectively,
at the end of 2003 compared to the year-earlier levels. In effective terms (relative
to Korea’s 41 major trading partners), the won declined 6 per cent over the same
© OECD 2004
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Figure 2.2. Interest rates

1. With a credit rating of A+ until September 2000 and a rating of AA- since October 2000.
2. Deflated by the year-on-year change in the consumer price index.
3. Rate on time deposits of less than six months.
Source: Bank of Korea.
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period. Part of this decline was offset by some appreciation of the won in the first
quarter of 2004.

The Bank of Korea has been successful in keeping core inflation within its
annual target zone since 2000 (Figure 2.4). Under the new framework, monetary
policy is supposed to achieve a core inflation rate of 2.5 to 3.5 per cent over the
medium term. There is concern that rising prices of oil and raw materials will have
a significant impact on inflation. Indeed, producer prices in early 2004 were rising
at a 4½ per cent rate, the highest in five years, which may boost the headline CPI
figure above the central bank’s forecast of 2.9 per cent in 2004. In response, the
government recently decided to freeze public service prices – notably the tariffs
for telephone, electricity and other public utilities – in the first half of 2004 and
asked local governments to take similar measures. Moreover, it plans to lower
mobile telecommunications fees and pharmaceutical prices in June. However, a
more serious threat to inflation may come from demand pressure as the recovery
accelerates, since the slack in the economy will be absorbed. During the course of
the recovery, therefore, real interest rates may have to rise from their current level
of close to zero in order to achieve the central bank’s medium-term inflation target,
although this would have a negative effect on the heavily-indebted household sector.
The extent of the interest rate rise that is appropriate, though, will be affected by
exchange rate developments.

Figure 2.3. The exchange rate1

1. A rise indicates an appreciation of the won.
2. Calculated vis-à-vis forty-one trading partners.
Source: OECD.
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Exchange rate policy

With an increase of $34 billion during 2003, Korea’s foreign exchange
reserves reached $155 billion (Figure 2.5), the second highest level in the OECD
area. Consequently, reserves are now almost three times higher than short-term for-
eign debt, in contrast to 1997, when they were substantially less. While holding
higher reserves tends to reduce vulnerability to crisis, there is little rationale from
that perspective for further accumulation. The marked rise in reserves in 2003, which
was significantly larger than Korea’s combined surplus on the current and capital
accounts, partially reflects intervention in exchange markets aimed at enhancing the

Figure 2.4. Inflation targets and outcomes
Year-on-year percentage changes

1. In 2004, the Bank of Korea changed the target to a medium-term objective.
Source: Bank of Korea.
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stability of the exchange rate. However, there are substantial risks to a policy of
intervention, which generally has limited effectiveness except in the very short run.
Moreover, sterilised intervention requires the issuance of Foreign Exchange Equali-
sation Bonds and Monetary Stabilisation Bonds. The interest rate paid on such
bonds is generally more than on the instruments in major reserve currencies.

Although slowing the pace of foreign exchange accumulation may increase
the upward pressure on the won and eventually moderate export growth, there
would be some offsetting positive effects. First, a stronger currency would provide
income gains for households and firms. Second, it would reduce the burden of the
corporate sector’s foreign debt, which at $70 billion in 2003 (12 per cent of GDP), is
still significant. Third, a stronger currency might help revive stagnant investment
by lowering the price of foreign capital goods. Fourth, a gradual currency apprecia-
tion may impose less adjustment costs than if intervention aimed at stabilisation
is followed by a significant appreciation. In sum, slowing the pace of reserve accu-
mulation may promote a more balanced expansion over the medium term.

Real estate market considerations

The policy of keeping interest rates at low levels has also contributed to
the rise in real estate prices in recent years. High land prices have a number of

Figure 2.5. Foreign exchange reserves and short-term foreign debt

1. Useable reserves only, i.e. excludes illiquid deposits at offshore Korean banks.
Source: Bank of Korea.
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adverse impacts, including distortions in the distribution of wealth, high housing
prices relative to income, a lack of social infrastructure, and weakened interna-
tional competitiveness of corporations. Moreover, rising real estate prices may
have contributed to the private consumption boom by raising households’ collat-
eral and hence their ability to borrow. Given the consequences for price stability,
real estate price trends have become a factor influencing monetary policy deci-
sions, not only in Korea but in other OECD countries that have experienced
marked increases in housing prices. Preventing higher real estate prices has been
used in the past as a rationale for tighter monetary policy in Korea.

However, rising real estate prices in Korea can be attributed to a number
of other factors, such as government policies that limit the use of land, thereby
restricting its effective supply, and the low rate of holding taxes on real estate.
Moreover, the surge in housing prices during the past few years reflects, in part, a
correction from the post-crisis decline (Figure 2.6). From a longer-term perspec-
tive, the nation-wide level of house prices has kept pace with the consumer price
index. Perhaps most importantly, the recent increasing trend differs from previous
episodes because it is highly concentrated in the capital region, in particular,
Kangnam, an area in the southern part of Seoul.

The surge in house prices appears to have been at least temporarily sub-
dued, as the recent moderation in price movements is larger than expected based

Figure 2.6. Housing price trends
1997 = 100

Source: Kookmin Bank.
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on seasonal factors alone. The sluggish domestic economy and the slowdown in the
growth of household credits have probably had an impact. In addition, government
measures to expand the housing supply and discourage speculation have helped
restore stability. Following a number of ad hoc measures over the past few years, the
government announced in October 2003 a comprehensive policy package.3 How-
ever, maintaining stability in real estate markets will be difficult in the face of popu-
lation concentration in the capital region, resulting in a shortage of housing.4 The
plan to move the capital from Seoul to the middle of the country could alleviate the
concentration of activity in the capital region (see Chapter 5). However, government
policy should go beyond trying to maintain stability and aim at encouraging the effi-
cient use of land and removing regulations that tend to restrict economic activity. In
sum, the localised nature of the rise in real estate prices does not suggest that a
monetary policy response is needed at the present time.

Fiscal policy directions

This section briefly considers the stance of fiscal policy in 2003 and the
impact on public debt. After looking at indicators of the fiscal stance for 2004, this
section will discuss longer-term spending pressures stemming from the impact of
population ageing on pension outlays.

Did fiscal policy help to stabilise the economy in 2003?

The impact of fiscal policy on economic activity in Korea is relatively
weak, reflecting the small size of the government and the early stage of develop-
ment of the social safety net. Consequently, automatic stabilisers appear to play a
minor role. In 2003, two supplementary budgets in the latter part of the year
boosted total government spending by 6½ per cent,5 somewhat faster than the
5½ per cent rise in nominal GDP. However, government revenue increased even
faster, at 8 per cent, due in part to a rise in corporate income tax payments.

The overall measure of the consolidated budget balance, which shows a
decline in the surplus from 3.3 per cent of GDP in 2002 to 1.1 per cent in 2003,
would suggest an expansionary stance (Table 2.2). However, the reported deterio-
ration was due to special factors. Most important was the decision to replace gov-
ernment-guaranteed borrowing used to finance restructuring of the financial sector
with public bonds (see Chapter 4). Between 2003 and 2006, 49 trillion won (6.8 per
cent of GDP) of such debt is being brought into the budget. The first tranche of
13 trillion won in 2003 reduced the budget balance by 1.8 percentage points of
GDP. A second special factor was privatisation revenue. The sale of Korea Telecom
in 2002 had generated revenue of about 1 per cent of GDP. The decline in privati-
sation revenue in 2003 accounted for 0.8 percentage point of the decline in the
budget surplus. In sum, two special factors – financial-sector restructuring costs
and the privatisation of Korea Telecom – more than accounted for the
© OECD 2004
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Table 2.2. Consolidated government budget
1

 the Government Financial Statistics (GFS) methodology.

2002 2003 2004

al 
et2 Outcome3 Initial 

budget2 Outcome3 Initial 
budget2

.4 158.7 172.0  172.2 185.3

.7  10.2 11.3  8.5 7.8

.6 23.2 23.8  23.9 23.8

.4 136.0 165.3  164.1 178.2

.1 1.3 11.4  20.7 7.8

.7 19.9 22.9  22.8 22.9

.0 22.7 6.6 8.1 7.1

.9 3.3 0.9 1.1 0.9

.4 17.6 19.4 19.6 22.5

.1 2.6 2.7 2.7 2.9

.4 6.7 1.6 1.3 –

.8 1.0 0.2 0.2 –

.0 0.0 13.0 13.0 12.0

.0 0.0 1.8 1.8 1.5

.4 5.1 –12.8 –11.5 –15.5

.2 0.7 –1.8 –1.6 –2.0

.6 16.0 18.3 20.8 19.1

.1 2.3 2.5 2.7 2.4

.8 –1.6 –1.4 0.2 –3.5

.0 –0.2 –0.2 0.0 –0.4

.8 142.7 153.9 151.9 166.2

.7 1.6 0.1 6.4 8.0
Trillion won

1. On a GFS basis. Includes public enterprises, but excludes local government.
2. Growth rate relative to previous year’s initial budget.
3. Growth rate relative to previous year’s outcome.
4. Excludes financial sector restructuring costs and privatisation revenues, which are treated as negative net lending under
Source: Ministry of Planning and Budget.

1998 1999 2000 2001

Outcomes Initial 
budget2 Outcome3 Initi

budg

A. Total
Revenue 96.7 107.9 135.8 142.1 144.0 154

Growth (per cent) –2.6 11.6 25.9 4.6 6.1 8
Per cent of GDP 20.0 20.4 23.5 22.8 23.1 22

Expenditures 115.4 121.0 129.3 142.5 136.8 148
Growth (per cent) 15.1 4.9 6.9 5.4 5.8 4
Per cent of GDP 23.8 22.9 22.3 22.9 22.0 21

Balance –18.7 –13.1 6.5 –0.4 7.2 6
Per cent of GDP –3.9 –2.5 1.1 –0.1 1.2 0

Of which:
Social security balance  6.0  7.3 12.5 13.2 15.4 14

Per cent of GDP 1.2 1.4 2.2 2.1 2.5 2

Privatisation revenues  0.3 3.3 0.0 3.0 3.7 5
Per cent of GDP  0.1 0.6 0.0 0.5 0.6 0

Financial-sector restructuring costs 0.0 0.0 0.0 0.0 0.0 0
Per cent of GDP 0.0 0.0 0.0 0.0 0.0 0

B. Alternative measures of the balance
Excluding social security –24.8  –20.4 –6.0 –13.0 –8.2 –8

Per cent of GDP –5.1 –3.9 –1.0 –2.1 –1.3 –1

Excluding financial-sector restructuring 
costs and privatisation revenues –19.5 –16.4 6.5 –3.4 3.5 0
Per cent of GDP –4.1 –3.1 1.1 –0.6 0.6 0

Excluding social security, privatisation 
and financial sector restructuring costs –25.1 23.8 –6.0 –16.1 –11.9 –13

 Per cent of GDP –5.2 –4.5 –1.0 –2.6 –1.9 –2

Memorandum item
Adjusted expenditures4 116.2 124.3 129.3 145.5 140.5 153

Growth (per cent) 15.9 7.0 4.0 4.2 8.7 5
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2¼ percentage-point fall in the surplus. Excluding the financial-sector restructur-
ing costs and privatisation receipts, the budget surplus increased from 2.3 to
2.7 per cent of GDP in 2003, implying a small contractionary effect from the govern-
ment sector.

The government’s preferred fiscal measure excludes the social security
surplus, since this is intended to cover the future liability of pension spending.
According to this measure, and adjusted for the two special factors discussed
above, the consolidated budget (shown in the bottom line of Panel B in Table 2.2)
was in balance in 2003 for the first time since the 1997 crisis. The elimination of the
small deficit of ¼ per cent of GDP in 2002 in the context of the sharp slowdown in
economic growth also suggests that the stance of fiscal policy in 2003 was contrac-
tionary.

This fiscal stance kept the total of general government gross debt, which
includes local government, and government-guaranteed debt at about 34 per cent
of GDP in 2003 (Figure 2.7). Even this combined amount is less than half of the
74 per cent average for gross government debt in the OECD area. Korea’s gross
debt did increase somewhat – from 19.5 per cent of GDP in 2002 to 23.0 per cent
in 2003 (Table 2.3) – but this was offset by the fall in government-guaranteed
debt related to financial-sector restructuring, as noted above. Meanwhile, the

Figure 2.7. Government gross debt and guaranteed liabilities
Per cent of GDP1

1. Intra-government debt is netted out beginning in 1997.
Source: Ministry of Finance and Economy.
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government has accumulated a substantial stock of assets, making Korea one of
only three OECD countries, along with Norway and Finland, in which the govern-
ment is a net creditor.

The fiscal stance in 2004

For 2004, the stance of the initial budget appears to be neutral. The
increase in consolidated central government expenditures, excluding financial-
sector restructuring costs and privatisation, is set at 8 per cent, roughly in line with
the expected increase in nominal GDP (Table 2.2). The largest spending increases
are planned for R&D investment, as part of the objective of boosting such outlays
to 5 per cent of total government outlays, and social welfare expenditures as part
of the development of the social safety net (Table 2.4). Total outlays are held down
by significant declines planned for foreign affairs and reunification, promotion of
exports and small and medium-sized enterprises, the environment and social
infrastructure and housing. The increase in spending is to be matched by an 8 per

Table 2.3. Gross government debt and guarantees
Trillion won at the end of the year

1. Includes only central government.
Source: Ministry of Finance and Economy.

1997
Per cent 
of GDP

2000 2001 2002 2003
Per cent 
of GDP

Total debt (A + B – C) 60.3 12.3 111.4 122.1 133.6  165.7  23.0

A. Central government 50.5 10.3 100.9 113.1 126.6  158.8 22.0
Borrowing 18.5 3.8 21.9 22.5 20.7  15.8  2.2

Domestic 3.2 0.7 1.9 2.1 2.3  3.2 0.3
Foreign 15.3 3.1 20.0 20.4 18.4  12.6  1.7

Bonds 28.6 5.8 76.3 87.8 103.1 140.6 19.5
Treasury 6.3 1.3 42.6 50.9 55.6 81.5 11.3
Foreign exchange 4.2 0.9 13.5 14.1 20.7 28.5 4.0
Grain security 5.1 1.0 2.5 2.1 1.1 0.6 0.1
National housing 13.0 2.6 17.8 20.6 25.7 30.1 4.2

Contract authorisation 3.4 0.7 2.7 2.8 2.8  2.4 0.3
B. Local government 15.1 3.1 22.3 21.3 19.5 18.4 2.6
C. Inter-government debt 5.3 1.1 11.9 12.3 12.5  11.6 1.6

Government guarantees1 13.0 2.6 74.6 106.8 102.5  80.6  11.2
Guarantees on loans 2.2 0.4 6.2 9.2 7.0  3.2  0.4

Domestic 0.7 0.1 2.4 5.8 5.3  1.7  0.2
Foreign 1.5 0.3 3.8 3.4 1.7 1.5 0.2

Guarantees on bonds 10.9 2.2 68.4 97.5 95.4  77.4 10.7
Of which for financial 

sector restructuring 7.0 1.4 68.2 97.4 95.3 77.4 10.7

Total debt plus government 
guarantees 73.3 14.9 186.0 228.9 236.1  246.3  34.1
© OECD 2004



64 OECD Economic Surveys: Korea
cent rise in government revenue, led by a large expected hike in social security
contributions (Table 2.5). However, this does not take into account the plans
announced in March 2004 to promote consumption by temporarily cutting excise
taxes to encourage purchases of cars and household appliances and reducing
taxes on new enterprises to promote job creation.

The impact of population ageing on public expenditures

Families remain the main source of support for the elderly in Korea. How-
ever, increased urbanisation, smaller families, a changing role for women and a
marked increase in life expectancy have had a significant impact on the traditional
support system. Another form of support for the elderly is the lump-sum “retire-
ment allowance” that firms pay regular employees when they leave. However, only
a third of the labour force is covered by this allowance, which moreover is often
used for purposes other than retirement saving. To provide a more secure source
of retirement income, the partially-funded National Pension Scheme (NPS) was
established in 1988 and will begin paying regular pensions in 2008. The NPS
promises to pay a replacement rate of 60 per cent for workers with 40 years of con-
tributions who earned the average wage. However, with the current contribution
rate set at 9 per cent, the NPS would have large deficits beginning in 2030 that
would exhaust the National Pension Fund by 2047.

Table 2.4. Central government expenditures
Trillion won1

1. Includes the initial budgets for the general and special accounts.
2. Does not include the interest payments on government-guaranteed bonds issued to pay for financial-sector

restructuring.
3. Includes supplementary budgets.
Source: Ministry of Planning and Budget.

2002
Percentage 

increase
20033 Percentage 

increase
2004

Percentage 
increase

Education 22.5 12.5 24.9 9.6 26.4 5.9
Civil service salaries 20.8 9.9 22.6 8.6 24.3 7.1
National defence 16.4 6.5 17.5 6.7 18.9 8.1
Social infrastructure and housing 16.0 7.5 18.3 14.3 17.3 –5.4
Agriculture and fisheries 10.0 1.0 10.4 4.0 10.6 1.5
Social welfare 10.0 22.7 11.1 11.0 12.1 8.4
Interest payments2 1.8 –11.6 1.8 –1.3 1.8 3.3
R&D investment in science and technology 5.0 16.1 5.6 12 6.1 8.5
Promotion of exports and SMEs 3.6 10.1 3.9 8.3 3.6 –7.6
Environment 2.9 8.5 3.3 13.8 3.1 –6.3
Information technology 1.6 9.7 1.7 4.4 1.7 1.0
Culture, tourism and sports 1.4 12.5 1.4 2.0 1.5 3.2
Foreign affairs and reunification 0.8 4.6 0.7 –16.8 0.6 –13.2
© OECD 2004
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Table 2.5. Consolidated government revenue

e
Percentage 

change2
2004 Initial 

budget
Percentage 

change3

 10.3 122.1  6.8
 20.8 45.6  8.3
 8.3 22.0  8.2

 33.3 23.6  8.5
0.0 3.0 –10.0

 6.0 57.3  7.9
 3.0 7.5  4.0

 –3.8 8.8  1.1

 5.1 24.8  15.7

 5.7 37.0  3.2

–6.7 1.4 –7.1

 8.5 185.3  7.8
23.8
Trillion won

1. Relative to the 2001 budget outcome.
2. Relative to the 2002 budget outcome.
3. Relative to the 2003 initial budget.
4. Includes value added tax, liquor tax, special consumption tax and transportation tax.
Source: Ministry of Planning and Budget.

2002 initial 
budget

2002
outcome

Percentage 
change1

2003 initial 
budget

2003
Outcom

Total tax revenue 103.7 104.0 7.9 113.8 114.7
Income, profits and capital gains 36.3 38.4 7.3 41.8 46.4

Income tax 20.1 19.2 2.6 20.2 20.8
Corporation tax 16.1 19.2 11.5 21.6 25.6

Taxes on property 3.2 2.9 0.0 3.3 2.9
Taxes on goods and services4 49.2 48.0 8.8 52.8 50.9
Custom duties 7.3 6.6 10.6 7.2 6.8
Others 7.7 8.0 6.3 8.7 7.7

Social security contributions 18.2 19.7 11.2 20.9 20.7

Non-tax revenue 30.9 33.5 12.2 35.8 35.4

Capital revenue 1.7 1.5 13.3 1.5 1.4

Total revenue 154.4 158.7 9.3 172.0 172.2
Per cent of GDP 22.6 23.2 23.8 23.9
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With the population ageing more rapidly than in other countries, the pro-
jected rise in pension outlays over the coming decades will be one of the largest
in the OECD area. Nonetheless, the resulting level of outlays would still be below
the current level of pension spending in some other OECD countries. Ensuring the
long-term sustainability of the NPS requires a doubling of contributions, a halving
of benefits or some combination of the two. The government is legally required to
review the sustainability of the NPS every five years. Following the review in 2003,
the government proposed cutting the replacement rate from 60 to 50 per cent
in 2008, while ensuring the vested rights earned prior to the reform. The contribu-
tion rate would be raised by 1.38 percentage points every five years beginning
in 2010, boosting it to 15.9 per cent by 2030. Such a contribution would ensure the
financial sustainability – defined as a reserve fund large enough to pay two years’
of benefits – through 2070. However, the National Assembly has not approved the
proposed reform.

The government also introduced a bill to create a corporate pension
system following two years of discussion in the Tripartite Commission. The main
elements of the proposed system are:

– It will provide benefits equivalent to those paid by the retirement allow-
ance, which mandates one month of pay for each year of employment.

– The decision of whether to maintain the allowance or move to the corpo-
rate pension system will be left to workers and management at individ-
ual firms, although tax incentives will encourage the adoption of the
corporate pension system.

– The decision of whether it should be a defined benefit or a defined con-
tribution scheme will be left to individual workplaces.

– The pension will be based on individual accounts, thus allowing porta-
bility for workers who change firms.

– The coverage of the retirement allowance, which is currently limited to
regular workers in firms with at least five workers, will be gradually ex-
tended to all firms and to temporary workers. The corporate pension
system would thus become potentially available to all employees.

– Employers and retirement pension providers will be required to take re-
sponsibility for the sound operation of pension reserve funds, with su-
pervision entrusted to a special organisation such as the Financial
Supervisory Service.

However, the lack of consensus has delayed the introduction of the new system.
Management opposes the extension of the system to small firms and favours a
defined contribution system, while labour favours a defined benefit system.
© OECD 2004
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Reform of the budgetary and tax systems

Although Korea has a tradition of fiscal prudence, generally avoiding bud-
get deficits and keeping public debt at one of the lowest levels relative to GDP
among OECD countries, the expected increase in demand for spending due to
population ageing and the cost of co-operation with the North calls for further
improvement in the efficiency of public spending. The extensive discussion of this
issue in the 2003 OECD Economic Survey of Korea concluded with a comprehensive
set of policy recommendations aimed at improving the management of public
expenditures. This section follows up the recent progress in public expenditure
reform, mainly focusing on the budgetary system. Even with an improved public
expenditure system, increased government revenues will be needed to cover
higher outlays. It is thus important to remove the distortions in the tax system
before higher government revenues substantially boost deadweight costs. The
status of tax reform, the special topic of the 2000 OECD Economic Survey of Korea, is
briefly reviewed at the end of this section.

Improving the public expenditure system

One of the major deficiencies in the current system has been the lack of
strategic prioritisation in allocating budgetary resources. Given the absence of a
strong linkage between the medium-term fiscal plan and the annual budgeting
process, as well as the bottom-up approach based on requests of line ministries,
the budget formulation process tends to be geared to a single fiscal year, resulting
in weak prioritisation of resources. However, some progress has been made in
strengthening the medium-term framework by building on the first medium-term
fiscal plan, which covered 1999 to 2003. A new medium-term plan for the
years 2004 to 2008 will be finalised after discussions at the Cabinet Council in June
and July 2004 (Table 2.6). It will differ from the earlier plan by including forecasts
of fiscal objectives and will be linked to a top-down budgeting process, an
approach that was already introduced in four government organisations in 2004.
The new plan is expected to be used as a guideline for budget requests in 2005.
However, the key to an effective medium-term plan is its power to bind the annual
budgeting process, which remains uncertain in the new plan. Beginning in June,
the plan will be updated to 2005 to 2009 and will be used in the formulation of
the 2006 budget.

Performance-based management and accountability for results

In addition to greater reliance on a medium-term budget plan, the mana-
gerial flexibility of ministries in budgeting is also being enhanced by the introduc-
tion of a performance-based management system and the establishment of
executive agencies. By 2003, 22 of 54 government organisations had been selected
to conduct pilot projects for performance-based budgeting. These organisations
© OECD 2004
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are required to apply this approach to all of their fiscal projects by the end
of 2004. The evaluation results based on performance indexes are to be effectively
linked to fiscal management beginning in 2005. Other government organisations
are also required to introduce performance-based management systems by 2005.
To increase managerial flexibility in providing public services, the government
established 23 executive agencies by 2001 in fields where the introduction of com-
petition was expected to boost efficiency. In exchange for operational indepen-
dence, executive agencies bear responsibility for their performance. According to
evaluations by outside experts, the implementation of the executive agency sys-
tem has led to an improved operational performance by those agencies, in partic-
ular by increasing self-generated revenue, producing budget savings and
providing higher quality public services and greater customer satisfaction.6

The introduction of greater autonomy in implementing the budget should
be accompanied by stronger accountability for results through systematic ex ante,
intermediate and ex post spending reviews and effective value-for-money audits.
As for ex ante project evaluation, the establishment of an independent organisation
in 1999 to conduct preliminary feasibility studies for large-scale public investment
projects is a major step forward. Assigning this role to the Public Investment Man-
agement Centre (PIMA), which is located in the Korea Development Institute,
ensures the objectivity of the feasibility studies, in contrast to the past, when the
studies were conducted by the ministries responsible for the projects. Of the
153 projects examined by 2003, 78 were suspended (Table 2.7), resulting in bud-
get savings estimated at around 55 trillion won (8 per cent of GDP). Given the

Table 2.6. Changes in the medium-term fiscal framework

Source: Ministry of Planning and Budget.

Medium-Term Fiscal Plan
1999-2003

National Fiscal Management Plan
2004-2008

Scope: Budget, focusing on 
the general account

Consolidated budget, including public funds

Objective: Setting broad 
directions

Presenting medium-term quantitative goals, overall 
directions, detailed resource allocation plans

Effectiveness: Only a reference Reflected in actual budget formulation and Public Fund 
Management Plans

Method: Centred on the MPB Broad participation of interested parties, including 
related ministries

Public announcement: Used as internal 
information

Publicly announced to the press after reporting to the 
Cabinet Council

Revisions: Revised only when 
necessary

Updated every year
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success of this approach in eliminating wasteful investment projects, it should be
expanded to other areas such as R&D and large-scale procurement. As for inter-
mediate spending reviews of on-going projects, the “project ceiling budget man-
agement system” for multi-year projects adopted in 1994 did not immediately
help to limit mid-project increases in costs. To bind costs to the project ceiling
more effectively, a number of steps were taken in 1999, including establishing a
government body exclusively responsible for the ceiling (the Budget Management
Bureau), requiring the signatures of individuals involved in projects, and introduc-
ing inspections to check wages and unit prices. These steps significantly reduced
the gap between ex ante budget allocation and ex post costs (Table 2.8).

In contrast, the adoption of systematic ex post review of projects and value-
for-money auditing remains at an early stage. The government has just begun to
develop ex post evaluation techniques for special areas such as R&D, job training
and state-owned enterprises. Although the Board of Audit and Inspection (BAI) is

Table 2.7. Preliminary feasibility studies on public investment projects
Trillion won

1. The Public Investment Management Centre, which is located in the Korea Development Institute.
Source: Ministry of Planning and Budget (2002).

Total public investment projects Selected for screening by PIMA1 Investment projects rejected

Number 
of cases

Estimated 
expenses

Number 
of cases

Estimated 
expenses

Number 
of cases

Estimated 
expenses

1999 19 26.7 12 6.9 7 19.8
2000 30 13.9 15 6.0 15 7.9
2001 41 19.8 14 6.4 27 13.3
2002 30 16.6 13 6.2 17 10.4
2003 33 21.5 21 17.5 12 4.0
Total  153  98.4  75  43.0  78  55.4

Table 2.8. Intermediate spending reviews
Trillion won

Source: Ministry of Planning and Budget.

1997 1998 1999 2000 2001 2002 2003

Number of projects 70 104 194 196 169 236 306
Requested increase in cost 

relative to initial plan 5.2 19.1 15.4 5.5 1.7 2.7 2.0
As a per cent of total cost 20.2 28.0 19.3 7.4 3.8 3.7 2.8

Approved adjustment in cost 2.6 8.5 6.9 2.6 0.1 0.2 0.1
As a per cent of total cost 10.0 12.5 8.6 3.4 0.3 0.2 0.1
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also trying to expand its scope by focusing more on ex post performance audits,
human resource constraints have hampered this shift. However, the BAI has
recently stepped up its efforts to increase its human resources.

Increasing transparency

Further progress has been made in increasing the transparency of the budget
system. As noted in previous Surveys, Korea’s budget structure is highly fragmented
and compartmentalised due to numerous special accounts and public funds that are
outside of the general account. This significantly reduces the transparency of the bud-
get system and weakens control over public spending. The special accounts and the
public funds are independently managed and their funding, which involves compli-
cated financial transfers between them, are linked to earmarked taxes and so-called
“quasi-taxes” (charges and contributions not imposed by the tax laws). Moreover, the
extra-budgetary funds, many of which are excluded from the national budget, are
involved in quasi-fiscal activities such as financial-sector restructuring, thus further
complicating the management of overall public finances. A major step forward in this
area was making the public funds subject to parliamentary approval beginning with
the 2003 budget process. A number of extra-budgetary funds, excluding those related
to financial activities, have also been consolidated and transformed into public funds,
making them subject to the same regulations and fiscal discipline. The discretion of
the responsible minister in increasing the outlay of a public fund without the consent
of the National Assembly was reduced from 50 to 30 per cent.

The government has consolidated or abolished public funds whose objec-
tives are overlapping or have already been achieved. Consequently, their number was
reduced from 75 in 1997 to 55 in 2004, of which nine were extra-budgetary financial
funds. A key to the consolidation of public funds was the introduction of comprehen-
sive reviews of their operations beginning in 1999. The reviews are conducted by a
Fund Operation Evaluation Team consisting of 40 private specialists and the results
are reported to the Cabinet Council, which, in turn, submits them to the National
Assembly. Public funds are also required to have monitoring standards and proce-
dures comparable to those for the national budget, such as quarterly funding plans,
progress reports, preliminary feasibility studies and project ceiling budgeting. In addi-
tion, plans to create new public funds will be subject to more scrutiny. In contrast to
the decline in public funds, the number of special accounts has remained constant at
around 22, as the consolidation or elimination of special accounts was offset by the
establishment of new ones. The government is considering legislation to tighten the
conditions necessary for the creation of new special accounts.

Improving the efficiency of the broader public sector

Given the important role of public corporations, the government has
made a significant effort to improve their efficiency and to introduce account-
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ability mechanisms. One approach has been to reform the regulatory frame-
work in network industries with public monopolies in order to introduce more
competitive pressures (see Chapter 5). Another strategy is privatisation;
by 2002, the government had sold eight of the 11 state-owned enterprises
(SOEs) identified in the 1998 plan and the phased privatisation is continuing
for the remaining three enterprises (the Korea Electric Power Corporation, the
Korea Gas Corporation and the Korea District Heating Company). At the same
time, the government planned to dispose of the 82 subsidiaries of the
18 SOEs, except for five that have a strong public nature, such as nuclear
energy. As of December 2002, 50 had been restructured and 16 liquidated or
merged, while 11 have remained unsold due to the lack of suitable buyers. A
major impediment to privatisation is the concern about the security of public
services and the possible impact on employment, which has provoked pro-
tests by labour unions. To improve the efficiency of the SOEs, some of their
activities have been delegated to the private sector following the management
innovation plan adopted in 1998. The number of such cases reached 289 by
mid-2002. The governance problems of public corporations have also been
improved by requiring them to produce financial statements and audit
reports, while bonus payments at the corporations are linked to management
performance assessments conducted by a committee at the Ministry of Plan-
ning and Budget.

Despite the efforts to accelerate fiscal decentralisation and devolution of
power to local governments, poorly designed incentive structures in transfers from
central to local governments and ill-defined spending and financing responsibili-
ties across layers of government have resulted in inefficiency in spending and
allocation of funds. Such problems are related to the complex rules for distribut-
ing equalisation transfers and the continuing dependence on conditional grants,
which distort the incentives of local governments. The latter results from the lack
of clear rules for co-financing and service provision between central and local gov-
ernments. The reform plan under discussion by the presidential committee estab-
lished in April 2003 includes:

– Introducing an across-the-board devolution of functions to local
governments.

– Giving local governments more autonomy in fiscal management and ex-
panding their resources.

– Reducing conditional grants (National Treasury Subsidies), and partially
replacing them with general tax transfers (Local Share Taxes), which will
be simplified.

– Improving the accountability of local governments by strengthening the
Local Fiscal Management Evaluation System.
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Improving the tax system

The government has introduced measures to broaden tax bases and to
promote efficient resource allocation. To improve taxation of the self-employed,
the income assessment method was fundamentally changed in 2002 by requiring
proof of tax deductions, and a new system for issuing receipts for cash payment is
to be introduced by 2005. The government has also broadened the corporate tax
base by reducing or streamlining tax incentives deemed to be inefficient, many of
which are related to small and medium-sized enterprises (SMEs). For example,
the tax deductibility of investment reserves for SMEs has been abolished, while
the tax credit ratio for SMEs was lowered from 30 to 15 per cent of the tax base and
the eligibility period was shortened. The tax base of the VAT has been signifi-
cantly broadened by reducing exemptions. The reduction in the threshold for the
simplified tax regime for small businesses lowered the proportion of firms under
this system from 90 per cent in 2001 to 46 per cent in 2003.

The government has reduced the number of tax incentives from 269 to
254 in 2003. Nevertheless, total tax expenditures, including exemptions and
deductions, increased by 15 per cent in 2003 (Table 2.9). The increase is largely
attributable to the incentives given to SMEs, investment and R&D. In 2004, the
government introduced new incentives aimed at stimulating the economy. In par-
ticular, the reduction rate for the corporate income tax for start-ups hiring addi-
tional employees will be raised, with the minimum set at 50 per cent and the
maximum at 100 per cent in July.

The government announced a plan in 2003 to reform the property hold-
ing tax, which consists of separate levies on building and land (Table 2.10). With
the tax base for both set at only around 30 per cent of market value, the effective
tax rate has been only 0.16 per cent (Cho and Sung, 2003). Moreover, the tax has

Table 2.9. Trend of tax expenditure
Billion won

1. Forecast.
Source: Ministry of Finance and Economy.

2000 2001 2002 20031 Increase 
(per cent)

Tax expenditure (A) 13 282.4 13 729.8 14 726.1 16 883.0 14.6
Direct taxes 9 514.7 9 718.3 10 167.6 11 726.1 15.3
Indirect taxes 3 629.3 3 902.5 4 432.3 5 044.0 13.8
Tariffs 138.4 109.0 126.2 112.9 –10.5

Related tax revenues (B) 83 221.4 88 602.0 96 408.6 107 220.1 11.2

A/(A + B) (per cent) 13.8 13.4 13.3 13.6
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been regressive as it is adjusted for building size rather than market value.
Under the new plan, the effective tax rate will be increased by raising the tax
base for buildings to their full market value, while that for land will be raised to
50 per cent. In addition, the size-related adjustment will be eliminated. Finally,
comprehensive taxation of an individual’s property holdings will be introduced
in 2005.

Reducing the number of special accounts and public funds in the gov-
ernment budget requires abolishing earmarked taxes and various quasi-taxes.
Four earmarked taxes (Liquor, Transportation, Education and Rural Develop-
ment) collected nearly 10 trillion won (10 per cent of total tax revenue) in 2002.
The government postponed the planned elimination of earmarked taxes
for transport and rural development-related special accounts in 2004 due to the
difficulty in finding alternative revenue sources in the context of weak economic
growth. These two earmarked taxes have been extended for three and ten years,
respectively. The basic law on quasi-taxes, which was introduced in 2001,
required that the authority responsible for collection and the purpose of the
revenue must be clearly indicated. In addition, the law resulted in the consoli-
dation of 12 quasi-taxes and placed restrictions on the introduction of new ones.
Nevertheless, the number of quasi-taxes increased from 95 in 1999 to 102
in 2002, boosting the revenue collected from this source by 82 per cent during
that period.7

Table 2.10. Changes in the property holding tax

1. Surveyed by the National Tax Service.
2. Surveyed by the Ministry of Construction and Transportation.
Source: Ministry of Finance and Economy and Ministry of Home Affairs and Government Administration.

2003 2004 2005

Buildings

Tax Base Standard construction cost 
(170 thousand won/m2) 

Standard construction cost 
(180 thousand won/m2) 

Standard market value1 
(460 thousand won/m2)

Adjusted by the size Adjusted by the market 
value1

Tax Rate Between 0.3 and 7 per cent Lower tax rates

Taxation Levied on individual building Introduce comprehensive 
property tax

Land

Tax Base 36.1 per cent “Application 
Ratio” to the standard market 
value2

Raise “Application Ratio” by 
more than 3 percentage 
points

50 per cent of the standard 
market value2 (enforced by 
law)

Tax Rate Between 0.2 and 5 per cent

Taxation Comprehensive land tax Introduce comprehensive 
property tax
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Overall assessment and scope for further actions

The economy is on a recovery track led by external demand. The upturn
was supported by easy monetary conditions, as the central bank lowered the
short-term policy interest rate to a historic low in July 2003 and the effective
exchange rate declined in a context of a rapid accumulation of foreign exchange
reserves. In contrast, the stance of fiscal policy was contractionary in 2003.

With the economic upturn in 2004, fiscal policy should aim at a neutral
stance in 2004. Once the process of bringing the financial-sector restructuring costs
into the budget is completed in 2006, the authorities should aim at a balanced
budget, excluding the social security surplus, over the business cycle. As for mon-
etary policy, it is likely that some of the monetary stimulus may need to be with-
drawn over the business cycle in order to keep inflation in the medium-term
target zone of 2.5 to 3.5 per cent. However, the extent of the necessary rise in
interest rates will depend to some degree on exchange rate developments. Given
the costs and risks associated with intervention, there is no need for continued
foreign exchange accumulation now that reserves are almost three times higher
than short-term foreign debt. While this may result in some upward pressure on
the exchange rate, there are likely to be some offsetting positive effects. Overall, it
may promote a more balanced expansion over the medium term.

The rapid pace of population ageing poses the greatest threat to fiscal
sustainability over the longer term. Korea has a window of opportunity for funda-
mental pension reform before the National Pension Scheme begins paying regular
pension benefits in 2008. The reform should aim at putting the NPS on a sustain-
able basis while enhancing the role of private-sector saving for retirement. First,
the benefits and contributions of the NPS should be brought into balance, prima-
rily by lowering the replacement rate, given the negative labour market conse-
quences of high contribution rates. Second, the effective coverage of the NPS
should be expanded, as a quarter of the people currently required to contribute
to the Scheme do not participate. Third, the social benefit system should be
expanded to limit poverty among the elderly until the NPS begins paying full pen-
sions. Fourth, the financial imbalances in the public-sector occupational pension
schemes, which are already in deficit, need to be addressed, while introducing
portability with the NPS. Fifth, the plan to transform the retirement allowance sys-
tem, which is generally unfunded by firms, into a corporate pension system should
be implemented. Its success, though, will depend on adequate prudential super-
vision of private pension schemes.

The increased spending resulting from population ageing and the devel-
opment of the social welfare system, as well as the uncertain cost of economic co-
operation with North Korea (Box 2.1), make it important to improve the efficiency
of the public expenditure and tax systems. On the tax side, the measures to
broaden the tax base for the corporate income tax and the VAT, as well as to raise
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the effective tax rate on real estate, are commendable. The priority should be to
reduce the generous allowances and tax credits in the personal income tax that
result in about 50 per cent of all individual income earners not paying income tax.

Box 2.1. Economic co-operation between North and South Korea

The North Korean economy is estimated to have grown 1 to 2 per cent
in 2003, its fifth consecutive year of growth, despite continuing shortages of food
and energy. Indeed, it has faced a food shortfall each year, estimated at around
2 million tonnes, since the 1990s. Moreover, manufacturing production is esti-
mated to be one-fifth below its 1995 level. Economic reforms in the North are con-
tinuing to shift power away from the center and towards factory managers and
municipal authorities, thus helping to reduce the reliance on central planning.

Processing-on-commission trade, concentrated in the textile industry, has
been boosting trade between the North and South. Two-way trade increased
13 per cent in 2003 to $724 million, with commercial exchanges accounting for a lit-
tle more than half of the total. Joint projects, such as the Mount Geumgang tour-
ism site, and humanitarian aid accounted for the remainder. For example, the
South supplied the North with 0.3 million tonnes of fertilizer and 0.4 million
tonnes of food in 2003. Of the commercial trade, textile and agricultural products
accounted for about four-fifths of the South’s imports from the North, while tex-
tiles and electronic products are its most important exports to the North. The
expansion of trade in recent years would make the South the second-largest trad-
ing partner for North Korea, accounting for a third of its total trade. However, for
South Korea, trade with the North amounts to only 0.2 per cent of its international
trade. According to the National Statistical Office of South Korea, the South
Korean economy is 28 times larger than the North’s.

The eighth meeting on Inter-Korean Economic Co-operation in March 2004
focused on the development of an industrial park for South Korean firms in
Kaesong, which is just north of the border. This project is of interest to South Korean
firms, given the low wage level of $57 per month that will be paid to North Korean
workers in the zone. However, many legal and infrastructure problems, including
transport and the supply of electricity, must be settled before this industrial park
can attract investors. In the second half of 2004, some 3.3 million m2 is scheduled to
be ready for South Korean firms. Road and rail links to Kaesong, financed by the
South Korean government, are expected to be completed this year, while infrastruc-
ture within the industrial zone is being developed by Hyundai. The zone is eventu-
ally expected to cover 66 million m2, with housing for North Korean workers
expected to take more than half of the total. The convenient location of Kaesong
may help it to be more successful than earlier attempts to establish special eco-
nomic zones in North Korea, which were located in remote areas. Meanwhile, work
on the Seoul-Sinuiju railroad line and on the Donghae line on the east coast is
advancing with test runs expected this year. Direct transport links will help over-
come the high cost and inconvenience of indirect trade through third countries. 
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Although progress has been made in improving the public expenditure
system, implementing best practices requires an acceleration of reform to
enhance efficiency and transparency. Given the indicative nature of the existing
medium-term budget framework, its linkage with the annual budget process
needs to be strengthened further. The weakness of ex post spending review and
performance auditing suggests the necessity of establishing an effective institu-
tional framework for evaluating performance, in particular, by increasing the capac-
ity of the Board of Audit and Inspection. Public funds and special accounts should
be consolidated further based on stricter evaluation. There is also a need for
tighter controls on the creation of new funds and accounts. Moreover, the ability of
the responsible minister to boost the outlays of a public fund by up to 30 per cent
without the consent of the National Assembly should be further narrowed. Ear-
marked taxes and quasi-taxes should be reduced. To improve the governance of
public corporations, general accountability mechanisms need to be upgraded fur-
ther by adopting more output-oriented reporting through activity-based costing
and strengthening monitoring mechanisms. The government should proceed
toward fiscal decentralisation by improving the incentive framework in transfers
from central to local governments, while increasing the autonomy and flexibility of
local governments. 
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Notes 

1. Wage data may be over-estimated since the survey is limited to firms with more than
five employees and to regular workers. Given the increasing number of lower paid non-
regular workers, the actual wage hike may be somewhat less. It is clear, though, that
wage growth slowed only slightly in 2003 despite the economic slowdown.

2. A change in the overnight call rate is estimated to begin to influence output two quar-
ters later, reaching its maximum impact four to six quarters later (Yang Woo Kim, 2002).
As for inflation, the impact is estimated to be felt from the third quarter, but does not
reach its full effect until eight or nine quarters.

3. The main contents of this package are: 1) expanding the supply of housing by con-
structing new towns in northern Seoul; 2) providing better financial investment oppor-
tunities; 3) strengthening the capital gains and property holding taxes; and
4) reinforcing other regulatory measures such as tax audits and limitations on the trans-
fer of parcelling rights. 

4. The “housing supply ratio” – the ratio of the number of houses to households – has
risen from 86 per cent nation-wide in 1995 to 101 per cent in 2002. In Seoul, in contrast,
the ratio, though increasing in recent years, is only 82 per cent. 

5. This figure excludes the cost of bringing government-guaranteed borrowing into the
budget in 2003 and the impact of privatisation, which is treated as negative net lending
in the GFS measure of the government budget.

6. Report by the Executive Agencies Evaluation Committee in 2002, cited in MPB (2002).

7. This reflects the creation of new non-tax payments such as the Electric Power Industry
Fund and a surcharge on water usage.
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3. Reforming the labour market

The labour market has moved near the top of the policy agenda in Korea.
Although there have been profound changes following the democratisation of the
country in 1987 and the financial crisis in 1997, it is clear that the current labour
market framework is not appropriate, given the large and growing role of high-
technology industries and Korea’s increasing integration with the world economy.
The government’s most immediate concern is sluggish job creation and the relatively
high unemployment rate for young adults. The reluctance of firms to hire is linked
to a lack of labour market flexibility, resulting from strict employment protection for
regular workers. The strong opposition of workers to relaxing constraints on dis-
missals is due in part to the limited social safety net to protect the jobless. Given the
high level of employment protection for regular workers, firms have increased hir-
ing of non-regular workers, such as part-time and temporary employees, who are
paid less and receive less protection from the safety net, creating concerns about
a dualistic labour market. The role of active labour market policies, which could help pro-
mote employment, particularly for disadvantaged groups, is relatively minor in
Korea. Overlaying this set of difficult challenges is the problematic state of indus-
trial relations, which have weakened the confidence of investors in the Korean econ-
omy. Over the longer term, boosting labour force participation rates is essential to cope
with rapid population ageing.

The concern that labour market problems might seriously damage the
country’s growth potential and undermine social cohesion led to the agreement on
a “Social Pact for Job Creation” in the Tripartite Commission in February 2004. The
Commission, which consists of labour, management and government, was estab-
lished in the wake of the crisis to create social consensus on difficult labour mar-
ket issues. The Pact, which is summarised in Box 3.1, emphasises promoting job
creation by increasing business investment, enhancing employment security in
exchange for wage moderation, narrowing income gaps, stabilising industrial rela-
tions and assisting disadvantaged persons in finding jobs.

This chapter analyses the key issues in the areas of job creation, labour
market flexibility, the development of the social safety net, the dualistic nature of
the labour market, active labour market policies, industrial relations and boosting
labour force participation. The discussion below leads to the conclusion that a
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Box 3.1. Key recommendations of the Social Pact for Job Creation

1. The government will develop a “Comprehensive Programme for Job 
Creation” that encompasses economic, social and industrial policies.

2. Measures to promote corporate investment by creating a business-friendly 
environment:

– The government will take steps to promote entrepreneurship and to review
all regulations that may hinder investment growth.

– The authorities will expand tax incentives to promote investment and in-
crease financial assistance to small and medium-sized enterprises (SMEs)
and venture businesses, while helping them to secure workers.

– The government will increase assistance for vocational training and im-
proved job-placement services in order to ensure the supply of workers that
meet the needs of firms.

– Businesses will gradually increase investment in job creation.

3. Measures to increase employment security and reduce income gaps 
between working classes:

– Firms will minimise dismissals of workers through good-faith consultations
with labour unions, while employment will be expanded through job sharing
as working hours are reduced.

– Large companies will support the business stability of their subcontracting
firms and support R&D and human resource development in their suppliers
and related companies.

– Firms will not discriminate unfairly against non-regular workers in terms of
wages and working conditions.

– Workers with high wages agree to co-operate in stabilising their wages over
the next two years in an effort to create jobs and reduce wage gaps.

– The government will enhance the income of workers by keeping inflation at
around 3 per cent, stabilising housing prices, reducing private education
costs and cutting the tax burden.

– The authorities will expand the social safety net by increasing the scope of
social welfare programmes and improving the coverage of social insurance
programmes.

4. Measures to increase employment of those with difficulty in finding jobs:

– The government will create jobs in the public, welfare and social service sectors,
while firms and government will make efforts to boost youth employment.

– The authorities will increase employment of the elderly through subsidy
programmes, while labour and management will introduce a wage system
that encourages the continuous employment of older workers.
© OECD 2004



Reforming the labour market 81
comprehensive package that balances the interests of labour and management is
essential to create a consensus for reform. One essential element should be an
end to government intervention in industrial relations problems, forcing labour
and management to settle their disputes autonomously. A second element should
be measures to achieve adequate employment flexibility, while reducing dualism
in the labour market and its inherent equity concerns. This requires relaxing
employment protection for regular workers and improving the coverage of the
social safety net, especially for non-regular workers. Active labour market policies,
notably job-placement services and vocational training for the unemployed, may
be useful in boosting employment but all policies should be subject to rigorous
cost-benefit analysis. Finally, removing disincentives to work by women and older
persons is essential to increase the labour force participation rate. The recom-
mendations are presented in more detail in the final section of the chapter and
listed in Box 3.3. 

A jobless recovery?

As in some other OECD countries, there is concern in Korea about “job-
less growth”, a situation in which employment does not increase despite output
gains. The Social Pact for Job Creation is based on the premise that “The Korean econ-
omy’s ability to create jobs has sharply fallen”. Part of the blame is attributed to
the shift of production overseas, leading to the “hollowing out” of the economy.1

Concern about a jobless recovery was reinforced by the slight fall in employment
in 2003, the first decline since 1998, despite economic growth of about 3 per cent
(Figure 3.1). In contrast, 2001 – a year with a similarly low rise in output – recorded
significant job gains. Moreover, employment fell in the second half of 2003 (year-
on-year), although the economy had entered a recovery stage. The brunt of slow

Box 3.1. Key recommendations of the Social Pact for Job Creation (cont.)

– The government will double the length of paid maternity leave from 30 to
60 days.

5. Measures to stabilise industrial relations:

– Employers will build a basis for trust between workers and management by
practicing transparent management and ending illegal political funding.

– Workers and management will peacefully and autonomously settle their dis-
putes through dialogue and compromise within the legal framework. 
© OECD 2004



82 OECD Economic Surveys: Korea
job creation has fallen on young adults in the 15 to 29 age group, whose unem-
ployment rate reached 7.7 per cent in 2003, compared to an overall rate of 3.4 per
cent. This may reflect the fact that a substantial portion of new job offers are for
non-regular positions, which young people tend to regard as a trap that makes it
difficult to be hired later as regular workers. With the working-age population ris-
ing by nearly 1 per cent a year, the economy must create more than 300 000 jobs a
year to maintain full employment and even more if the long-run upward trend in
the labour force participation rate continues. The challenge is heightened by
rapid structural change, which has resulted in a decline in the number of manufac-
turing jobs (Figure 1.10).

Figure 3.1. Employment growth

Source: Korea National Statistical Office.
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Increased overseas production does not appear to have had a major
impact on employment in Korea. The stock of outward foreign direct investment
(FDI) has remained between 5 and 6 per cent of GDP since 1998, one of the lowest
in the OECD area (Figure 3.2). Moreover, the annual outflows have fallen in the
past few years. The impact on employment in Korea, therefore, appears limited. It
is true that the shift overseas of labour-intensive companies is increasing, helping
to make China the largest recipient of Korean FDI since 2002. Indeed, it accounted
for nearly 40 per cent of the total outflow from Korea in 2003. Firms are attracted
by the low wages in China’s manufacturing sector, which are 10 to 20 per cent of
Korean wages – and thus below Korea’s minimum wage – and the easier industrial
relations situation in China (Changwon Lee, 2003). Given the chronic problems of
some SMEs in labour-intensive industries in finding an adequate number of
employees,2 the shift to lower-wage countries seems unavoidable. The incentive
to shift production elsewhere will become even stronger once the industrial park
is opened in Kaesong, North Korea, where workers will be paid $57 per month
(3 per cent of the average manufacturing wage in the South). The other alternative
to outsourcing abroad is to allow the entry of more foreign workers. Such workers
have increased in recent years and now account for about 2 per cent of the labour
force.3

Disappointing job gains appear to be more closely linked to sluggish
domestic demand in 2003 than to overseas investment or any sharp break in the
functioning of the labour market. In contrast to 2001, when exports were essen-
tially flat and private consumption led economic growth, the reverse was true
in 2003; export growth was buoyant, but domestic demand was flat as private con-
sumption declined. The stagnation of domestic demand explains the sharp fall in
self-employment (including family workers) in 2003, which more than offset the
rise in dependent employment (Figure 3.1). The unbalanced nature of this recov-
ery is confirmed by the fact that the growth of employment in the non-manufacturing
sector, which had averaged 3¼ per cent between 1999 and 2002, fell to zero
in 2003 (Panel B). A rebound in domestic demand, which is expected in the sec-
ond half of 2004, should fuel job gains in the non-manufacturing sector, as well as
increasing the number of persons who are self-employed.

The significant rise in labour costs also had a negative effect on job cre-
ation. Despite the economic downturn, wages increased 9.2 per cent in 2003, com-
pared to an 11.2 per cent rise in the preceding year. Consequently, unit labour
costs rose 6 per cent, or about 2½ per cent in real terms. Econometric evidence
suggests that the number of employed would have been about 60 000 higher if
there had not been such an increase in real unit labour costs.4 Buoyant wage
growth in 2003 is primarily due to large firms, where the increases were more than
double those in the smallest firms (Figure 3.3). This pushed the wage premium for
workers at firms with more than 500 employees to more than 40 per cent above
the average wage (Panel B). Workers at the largest firms earn about twice as much
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Figure 3.2. Korea’s outward foreign direct investment

1. For countries where the FDI position data are not available, values of bilateral stocks reported by their OECD part-
ners were summed to obtain an approximate measure of multilateral FDI stocks.

Source: Export-Import Bank of Korea and OECD.
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as those employed at firms with 5 to 9 employees. Adjusting for the different char-
acteristics of workers at large and small firms, the wage premium for those at large
firms is about 20 per cent (Jeong, 2003).

The large wage gains for workers at the largest firms, which tend to be
unionised, has limited the scope for job and pay increases at smaller firms. In the
February Social Pact, labour representatives agreed to two years of “wage stability”
for workers who are highly paid in order to create jobs and reduce income gaps.
However, the pact has no legal authority and one of the two national labour feder-
ations, the Korea Confederation of Trade Unions (KCTU), refused to participate in

Figure 3.3. Wages by size of firm

Source: Ministry of Labour.

0

2

4

6

8

10

12

14

Per cent
 

0

2

4

6

8

10

12

14

Per cent
 

A. Wage increase in 2003

5 - 9 10 - 29 30 - 99 100 - 299 300 - 499 over 500
Number of employees

70

80

90

100

110

120

130

140

150
Average = 100
 

70

80

90

100

110

120

130

140

150
Average = 100

 
B. Wage levels (average = 100)

5 - 9 10 - 29 30 - 99 100 - 299 300 - 499 over 500
Number of employees
© OECD 2004



86 OECD Economic Surveys: Korea
the Tripartite Commission’s negotiations. Moreover, the KCTU includes many of
the key exporting industries, where wages are high. In addition, the prevalence of
firm-level wage bargaining5 limits the scope for establishing effective nation-wide
wage agreements. Indeed, attempts to establish national wage guidelines during
the 1990s had little success and in 1997 the government stopped recommending
the appropriate level of wage increase each year. Meanwhile, the corporate sec-
tor’s commitments to boost job-creating investment, limit employment reductions
and assist subcontracting and related firms are also not legally binding.

Labour market flexibility

The number of regular workers in 2003 remained below the level in 1996.
One reason for the smaller number of regular workers is the high level of employ-
ment protection accorded to such employees. Moreover, regular workers in the
large unionised companies also receive protection in collective bargaining agree-
ments. Although the labour code was revised in the wake of the 1998 crisis to allow
layoffs for collective dismissals, the conditions – such as having exhausted “all
means” to avoid dismissals, having discussions with workers for at least two
months and notifying the government – make it difficult to implement in practice.
Consequently, it is doubtful whether the 1998 reform has enhanced flexibility as
intended. Given the constraints on dismissing regular workers, restructuring firms
have relied more on early retirement packages and economic incentives for volun-
tary dismissals, although this tends to be more expensive. More importantly, com-
panies have improved flexibility by increasing the proportion of non-regular
employees in their workforces, although this has negative equity implications, as
noted below.

Easing employment protection for regular workers at large unionised
firms, which tend to be major exporters, would facilitate the rapid restructuring
that is often necessary in a globalised economy driven by technological
advancement. Moreover, less strict employment protection can have the posi-
tive impact of spurring job creation and allowing unemployed persons to find
work more quickly. However, there is no consensus in Korea for reform in this
area. While firms argue that a lack of employment flexibility is an obstacle to
restructuring and discourages foreign investment, unions demand that collective
dismissals be banned altogether. The February 2004 Social Pact does not address
this issue, aside from calling for employers to engage in good-faith negotiations
with labour unions to minimise the number of workers dismissed and to re-
employ dismissed workers first when they later increase employment. As for the
expert committee on industrial relations established in 2003 (see below), it pro-
posed shortening the consultation period by allowing it to vary depending on
the scale of dismissals involved. In addition, the committee suggested exempt-
ing, at least in part, companies involved in bankruptcy proceedings from the
© OECD 2004
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conditions for dismissals. Finally, it recommended a long-term review of alterna-
tive dismissal systems.

In contrast to employment, there is considerable flexibility in wages. This
reflects the practice of annual wage bargaining at the firm level and the important
role of bonus payments, which are more sensitive to economic conditions than
other components of employee compensation. Moreover, bonus payments’ share
of total compensation has been rising. Meanwhile, the minimum wage remains
moderate at about a quarter of the average manufacturing wage, although the pro-
portion of the workers paid the minimum wage jumped to 4 per cent of regular
workers in 2004 (Table 3.1). Including non-regular workers, who are paid less on
average, the proportion of total workers receiving the minimum wage was 8 per
cent, a level between France and the United States.

The development of the social safety net

The strong opposition of workers to dismissals is due in part to the lim-
ited development of the social safety net, despite some progress in this area. The
proportion of wage and salary earners eligible for the Employment Insurance Sys-
tem (EIS) doubled from one-third when it was introduced in 1995 to two-thirds
in 1999 (Table 3.2).6 However, as coverage was extended to small firms, the
enforcement of the EIS became even more difficult. Consequently, the share of

Table 3.1. The minimum wage

1. The minimum wage is set in September of each year. The figure shown for 1997, for example, was in effect from
September 1996 until August 1997. Since November 2000, the minimum wage applies to all firms. Previously, it ap-
plied only to those with five or more workers.

2. Percentage of regular workers only since time series data is unavailable for non-regular workers. If they are included,
the proportion of total workers receiving the minimum wage increased from 6.4 per cent in 2003 to 7.6 per cent
in 2004.

Source: Ministry of Labour.

Year

Minimum wages1

Minimum wage 
as a per cent 

of average wage 
in manufacturing

Number 
of workers paid 
the minimum 

wage1

Workers earning 
minimum wage 

as per cent 
of dependent 
employment2

Won per month 
(thousand)

Won per hour
Increase 

(per cent)

1996 288.2 1 275 9.0 22.8 103 191 1.9
1997 316.4 1 400 9.8 23.9 127 353 2.4
1998 335.6 1 485 6.1 26.1 123 513 2.3
1999 344.7 1 525 2.7 23.4 22 980 0.4
2000 361.6 1 600 4.9 22.6 53 760 1.1
2001 421.5 1 865  16.6 24.8 141 102 2.1
2002 474.6 2 100 12.6 24.9 201 344 2.8
2003 514.2 2 275 8.3 24.6 215 000 2.9
2004 567.3 2 510 10.3 n.a. 342 000 4.3
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employees covered by the EIS has remained around half since 1999. In sum, about
a quarter of the employees that should be covered by the EIS at the end of 2003
were not, presumably workers at small companies, particularly in the service sec-
tor. This helps to explain why only 19 per cent of the unemployed at the end
of 2003 received benefits, although it also reflects the strict conditions necessary
to qualify for benefits as well as their relatively short duration. The social assis-
tance system is also quite limited, providing benefits to only 3 per cent of the
population, due to tight eligibility conditions.

Although the legal coverage is being further expanded, improving the
safety net requires ensuring greater compliance to increase its effective cover-
age. Worksite-related health insurance and the National Pension Scheme were
extended in July 2003 to part-time employees working at least 80 hours a month,
with those not eligible remaining in region-based social insurance programmes.
In January 2004, the EIS added daily workers employed for less than one month,
including construction workers, and newly hired persons over the age of 60. In
addition, the threshold for part-time workers was lowered from 18 to 15 hours
per week. However, the difficult challenge is to raise the proportion of eligible
workers who actually participate in the system. The compliance problems reflect
the frequent turnover of non-regular employees, a cumbersome application pro-
cess and limited administrative capacity (Hur and Kim, 2002). In the Social Pact for
Job Creation, labour and management pledged to reduce the number of non-regu-
lar workers and employees of small firms who do not participate in the EIS, while
the government will expand publicity campaigns to increase public understand-
ing of the system.

Table 3.2. Coverage of the Employment Insurance System
Number of workers in thousands and per cent

1. Annual averages.
2. Estimates.
Source: Ministry of Labour.

1995 July 1998 Jan. 1999 July 2000 Dec. 2001 Sep. 2002 Oct. 2003 Nov. 

Wage and salary earners 12 824 12 500 12 603 13 142 13 265 13 932 14 672
Eligible for EIS 4 280 5 190 8 342 8 700 9 269 9 269 9 6512

Actually insured 4 204 4 309 5 876 6747 6 884 7 102 7 180
Eligible as a per cent of wage 

and salary earners 33.4 41.5 66.2 66.2 69.9 66.5 66.02

Insured as a per cent of 
eligible workers 98.2 83.0 70.4 77.6 74.3 76.6 74.42

Insured as a per cent of wage 
and salary earners 32.8 34.5 46.6 51.3 51.9 51.0 49.1

Proportion of unemployed 
receiving benefits1 . . . . 13.5 . . 16.0 . . 19.1
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Dealing with labour market duality

Firms have responded to the high protection for regular workers by
increasing the proportion of non-regular employees in the workforce. In the
Labour Force Survey, non-regular employees are defined as those working for a
fixed length of time and those who are not entitled to certain allowances, such as
the retirement allowance. According to this Survey, the proportion of regular work-
ers has fallen from 54 per cent of total employees in 1997 to 48 per cent in 2002 –
less than one-third of all workers – before rebounding to 50 per cent in 2003 with
the export recovery. However, this figure overestimates the precariousness of
employment since many employees at small companies are not entitled to certain
allowances and are thus classified as non-regular in the Labour Force Survey.
Moreover, many of those reported to be non-regular workers expect to remain
with the same firm on a long-term basis. Adjusting for such workers, the proportion
of non-regular workers would be substantially lower at a quarter of employees
(Table 3.3). However, even this lower figure remains high compared to other OECD
countries and it has increased significantly since 1997. In addition to enhancing
employment flexibility, non-regular workers are less expensive, with wages about
40 per cent below regular workers on average. After adjusting for characteristics,
such as age, experience and education, non-regular workers are paid 20 to 27 per
cent less according to one study (Jeong, 2003). Moreover, they are excluded from
some aspects of the worksite-based social safety net. According to the Labour
Force Survey, a third of non-regular workers are not covered by any worksite-
based social insurance system.7

Table 3.3. Non-regular workers in Korea

1. The total number of dependent workers was 14.1 million.
Source: Korea National Statistical Office.

As per cent of dependent 
employment1 
August 2003

Less than or equal to 1 month 6.7
More than 1 month to less than 1 year 4.9
Exactly 1 year 3.3

Workers with a fixed-term contract: More than 1 year to less than 3 years 1.3
3 years or more 0.7
Subtotal 17.0

Workers without a fixed-term contract, where employment is not expected 
to continue for involuntary reasons 2.6

Temporary agency workers 0.7

On-call workers 4.2

Total 24.4
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The increasing recourse to non-regular workers creates two important con-
cerns. First, the emergence of a dualistic labour market in which one segment is sub-
ject to lower wages, less protection from the social safety net and greater job
precariousness creates equity concerns. Korea has experienced rising income ine-
quality since the crisis, with a significant increase in the GINI coefficient, although it
remains well below its level in the 1980s (Figure 3.4). Similarly, the ratio of the
income of the top 10 per cent of households to the bottom 10 per cent rose from
3.7 in 1997 to 4.2 in 2002. While increased inequality presumably reflects higher
wages paid to skilled labour in expanding sectors, such as ICT, the rising proportion
of non-regular workers is likely to be contributing to this phenomenon. Second, it con-
tributes to a high level of turnover, which can have adverse implications for worker
training and efficiency. The proportion of workers with tenures of more than 15 years
is 12 per cent, even lower than the 18 per cent in the United States, which is a high-
turnover country. The share of workers with tenure of less than one year is 34 per
cent in Korea compared to 22 per cent in the United States.

Active labour market policies

Public expenditure on labour market policies is one of the lowest in the
OECD area (Figure 3.5). While this reflects the relatively low coverage of employment

Figure 3.4. Trends in earnings inequality

1. A Gini Coefficient of 0(1) indicates perfect equality (inequality).
2. Ratio of top 10 per cent to bottom 10 per cent.
Source: Jeong (2003).
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insurance as noted above, it is also due to the small role of active polices. In the
Social Pact for Job Creation, the government committed itself to increase public works
jobs and vocational training, to improve job-placement services and to use
employment subsidies to create jobs.

There appears to be an important role for job-placement services and
vocational training for the unemployed as rapid structural change has led to a mis-
match between the demand and supply of labour. Korea is one of the few OECD
countries in which the unemployment rate for those with a lower secondary school
education (at 2.5 per cent at the end of 2003) is lower than for those with an upper
secondary school degree (4.6 per cent) or university degree (3.0 per cent). This

Figure 3.5. Public expenditure on labour market programmes
Per cent of GDP, 2001

Source: OECD Employment Outlook, 2003.
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Table 3.4. Training programmes for the unemployed

 training)/(number of trainees who completed course

nd 67.8 per cent in 2002, is that it is the rate as of the
he figures for 2001 and 2002 were produced after the

grammes not financed by the EIS

3-D jobs
Business 
start-ups

New labour 
market entrants

9 789 3 195 12 932
(5.4) (1.8) (7.2)

7 228 2 484 8 704
73.8 77.7 67.3

4 158 561 3 392
(50.1) (21.3) (34.5)

10 910 – 16 288
(7.2) – (10.7)

7 613 – 10 680
69.8 – 65.6

4 514 – 4 428
(51.3) – (36.4)

11 662 – 16 298
(10.8) – (15.1)
1 226 – 4 836

10.5 – 29.7
1 849 – 1 967
(88.6) – (34.3)
1. The percentage of trainees that found employment equals (early employment + those found employment after
+ early employment) x 100.

2. The reason for the relatively low completion rate of 37.2 per cent in 2003, compared with 70.0 per cent in 2001 a
end of 2003, not including trainees who had not yet completed training courses beginning in 2003. In contrast, t
completion of all training courses.

Source: Ministry of Labour.

Total

Reemployment 
training of the 
unemployed 
under the EIS

Training pro

Employment 
promotion

Craftsmen

2001
Total number of trainees 180 392 104 559 37 657 12 260

(100.0) (58.0) (20.9) (6.8)
Number of trainees who completed the course 126 318 70 365 26 490 11 047
Completion rate(per cent) 70.0 67.3 70.3 90.1
Found employment1 57 696 33 122 10 028 6 435

(40.2) (40.0) (34.6) (58.0)

2002
Total number of trainees 152 301 88 372 25 153 11 578

(100.0) (58.0) (16.5) (7.6)
Number of trainees who completed the course 103 313 55 802 18 723 10 495
Completion rate (per cent) 67.8 63.1 74.4 90.6
Found employment1 51 895 29 922 7 335 5 696

(43.9) (44.9) (36.3) (54.0)

2003
Total number of trainees 108 187 57 662 11 805 10 760

(100.0) (53.3) (10.9) (9.9)
Number of trainees who completed the course 40 238 25 354 5 937 2 885
Completion rate (per cent)2 37.2 44.0 50.3 26.8
Found employment1 18 703 12 256 1 244 1 387

(39.0) (40.2) (19.2) (47.3)
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phenomenon is reflected in the chronic shortage of labour experienced by small
manufacturing companies. Job-placement services are provided by the Public
Employment Service, which has separate networks operated by the central and
local governments, and a long-established network of private firms, totalling more
than 5 000. Another policy to deal with the mismatch problem is vocational train-
ing for the unemployed. In the wake of the crisis, the number of trainees soared to
1½ per cent of the labour force in an effort to cope with the rise in the unemploy-
ment rate to 8 per cent. The number of trainees has fallen to about a third of that
level, reflecting the improved economic situation. However, the employment rates
for those completing training have been low (Table 3.4).

Policies to boost employment through public works jobs and wage subsi-
dies account for more than a third of expenditures on active labour market poli-
cies in Korea. The use of public works jobs has declined since 1999, when the
number of participants in short-term employment reached 7 per cent of the labour
force. Although the number declined to around 2 per cent in 2002, the government
plans to create 80 000 public works jobs in 2004. Employment subsidies also play
an important role; in 2003, they were used to support jobs for more than half a
million workers (Table 3.5). The majority are in “employment promotion pro-
grammes”, which subsidise jobs in companies that are restructuring. Other pro-
grammes support the hiring of certain categories of workers, such as women, the
long-term unemployed and the elderly, an area that the Social Pact suggests should
be increased.

Table 3.5. Employment subsidies 

1. Subsidies to encourage the hiring of laid-off workers were abolished as of July 2001.
Source: Ministry of Labour.

Number of participants (thousands) Expenditure (billions of won)

2000 2001 2002 2003 2000 2001 2002 2003

Total
 449.3 568.3 474.6  507.0  113.9 128.8  90.7 92.7
(100.0) (100.0) (100.0) (100.0) (100.0) (100.0) (100.0) (100.0)

Employment maintenance 
programmes

 148.5 257.4 152.4 119.1  29.4 56.0 32.7 27.4
 (33.1) (45.3)  (32.1)  (23.5) (25.8)  (43.5)  (36.1) (29.6)

Of which: Temporary 
shutdown

130.1 178.4 122.2 107.9 21.8 32.2 19.9 21.1
(87.6) (69.3) (80.2) (90.6)  (74.1)  (57.5) (60.9) (77.0)

Employment promotion 
programmes

 300.8 310.9 322.2  387.9  84.5  72.8  58.0 65.3
(66.9) (54.7) (67.9)  (76.5) (74.2)  (56.5)  (63.9) (70.4)

Of which: Hiring of laid-
off workers1

62.7 30.3 – – 40.8 20.2 – –
 20.8 (9.7) – – (48.3)  (27.7) – –
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The industrial relations system

The government hopes to develop a labour-management culture based on
laws and principles and on dialogue and compromise in order to establish more
co-operative industrial relations. The number of industrial disputes stabilised in 2003,
while the workdays lost as a result of industrial disputes fell by 18 per cent. However,
the number of workers involved in strikes in 2003 increased by 46 per cent. Moreover,
industrial actions are sometimes accompanied by violence and occupation of work-
places. Contentious industrial relations have a negative impact on business confidence
and investment; according to a 2003 poll of CEOs of Korean and foreign firms, about
half were reluctant to invest in Korea because of labour-management problems.
Moreover, labour problems account for almost a third of the complaints made to the
Investment Ombudsman by foreign firms operating in Korea, with a negative impact on
prospective foreign investors.8

Difficult industrial relations problems reflect a long period of adjustment for
the social partners following the democratisation of the country in 1987 and the
development of independent labour unions. Although there was increased co-oper-
ation to overcome the impact of the crisis, confrontational attitudes resurfaced with
the economic recovery, in part due to workers’ efforts to reverse the deceleration in
wage growth. In the past, the government has tended to intervene in on-going dis-
putes to facilitate early agreements rather than develop an environment more con-
ducive to harmonious industrial relations. However, the government is now making
efforts to establish the principle of autonomous agreements between labour and
management by refraining from intervening. In particular, the Labour Relations Com-
mission will be strengthened to make it an effective tool in settling disputes.

To create the legal and institutional foundations of a more effective labour
market, the government established an expert committee in May 2003. Its final report,
which is summarised in Box 3.2, was sent to the Tripartite Commission in December.9

In September 2003, the government announced the “Roadmap for Industrial Relations
Reform”. The “Reform Measures for Advanced Industrial Relations Laws and Systems”,
which was included in the Roadmap, was also submitted to the Tripartite Commission.
However, there are wide differences between the positions of labour and manage-
ment in the Commission that make it difficult to reach a consensus, forcing a delay in
the deadline for an agreement until the first half of 2004. Still, the government hopes
to send relevant legislation to the National Assembly, based on the results of the dis-
cussion in the Tripartite Commission, before the end of the year.

Since the mid-1990s, the focus of the labour unions’ collective bargaining
agenda has shifted towards labour’s right to participate in management, social
reforms and labour law issues. The expert committee recommends broadening
the range of collective bargaining issues to include collective industrial relations10

and union activities, but not issues of rights. On the issues of rights, the expert
committee made a number of proposals, as summarised in Box 3.2. First, replace
© OECD 2004
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Box 3.2. Key recommendations of the Expert Committee 
on Industrial Relations

Dismissal of workers for managerial reasons

– Introduce some differentiation in the required consultation period prior to
dismissals, based on the scale of dismissals involved, while limiting the
maximum period to the current minimum 60-day consultation period.

– Exempt, at least in part, firms in bankruptcy proceedings from the require-
ments attached to dismissals.

– Conduct a long-term review of alternative dismissal systems.

Rights of association and collective bargaining

– Permit unemployed persons to join unions other than those at the enter-
prise level.

– Allow the customary practice of firms paying wages to full-time union officials
to remain legal up to a ceiling (under current law, it is to be banned
from 2007 when multiple unions at the firm level are allowed).

– Preserve the “no work, no pay” principle that bans unions from taking indus-
trial actions to demand the payment of wages lost during a strike.

– Conduct a long-term and in-depth discussion of the criminal penalties at-
tached to unfair labour practices.

– Broaden the range of topics that are allowed to be the subject of collective
bargaining – currently limited to the area of working conditions – to include
collective industrial relations and union activities.

Industrial action

– Ensure the transparency and fairness of labour unions’ voting procedures on
strike action, while leaving the minimum requirement for approval at a sim-
ple majority of union members.

– Abolish the concept of “essential public service” (i.e. electricity, water & gas,
railways, hospitals, oil and the central bank) in which arbitration is compul-
sory. Replace the current system with “public-interest services”, which
would be subject to special mediation. Workers would have to give one
week advance notice of strikes and the use of replacement workers would be
permitted to maintain a minimum level of services.

Dispute mediation procedures

– Expand the scope of mediation, which is currently limited to collective bar-
gaining issues (i.e. working conditions), to cover all industrial conflicts, in-
cluding those concerning rights.

– Provide mediation before and after industrial actions and regardless of
whether it has been requested.
© OECD 2004
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the ban on the common practice of companies paying union officials – which is to
take effect in 2007 – with a legal limit on the number of full-time union officials
that can be paid by a firm. Under current law, multiple unions within an enterprise
are to be allowed at the same time that payments to union officials will be
banned. Second, allow unemployed persons to join labour unions at the regional,
national and industrial level, while maintaining the ban on their membership in
enterprise-level unions. Third, abolish the concept of essential public services,
which are subject to compulsory arbitration, and replace it with the requirement
to maintain minimum service during strikes in order to protect public interests.
The expert committee also proposed expanding the scope of mediation by the
Labour Relations Commission,11 which is currently limited to collective bargaining
issues, to cover all industrial conflicts, including those concerning rights, and fos-
tering private mediation services.

Increasing the labour force participation rate

A number of studies suggest that a key to coping with population ageing
is to increase, or at least maintain, labour force participation rates. The rate in
Korea is below the OECD average, despite the fact that the rate for older workers
(aged 55 to 64) is relatively high (Figure 3.6). One reason is that the rate for those
in the 15 to 24 age category is exceptionally low, reflecting the high proportion of
this age group engaged in higher education or military service. In addition, the

Box 3.2. Key recommendations of the Expert Committee 
on Industrial Relations (cont.)

– Improve and expand the Labour Relations Commission to provide high-
quality mediation services.

– Foster the development of private, fee-charging mediation services and link
them to public organisations.

Labour-management councils

– Broaden the range of topics discussed by the councils to include changes in
production lines, performance monitoring methods and change of business
activities.

– Provide adequate information in advance on subjects to be discussed to the
workers who are members of the council and refer disputes concerning the
councils to the Labour Relations Commission.

– Submit agreements reached at the councils to workers for their agreement. 
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Figure 3.6. Labour force participation rates
2002

Source: OECD.
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participation rate for prime-aged adults – aged 25 to 54 – is also below the OECD
average due to the low participation rate of women (Panel C). Despite a substan-
tial increase over the past few decades, the rate in Korea is still the third lowest in
the OECD area after Mexico and Turkey. The low rate is not explained by disincen-
tives in the tax system, which is based on individual incomes. The key explana-
tions are the lack of part-time job opportunities, the absence of adequate
childcare facilities and societal attitudes that tend to concentrate female employ-
ment opportunities in smaller firms, particularly in the service sector. Another fac-
tor influencing female participation is the wage differential by gender, which was
about 20 per cent in 2002 for regular workers, after adjusting for workers’ character-
istics (Jeong, 2003). It is probably larger since only 36 per cent of female workers
are regular employees compared to 61 per cent of men, according to the Labour
Force Survey. The wage discrimination against non-regular workers may thus dis-
courage female participation.

It will be important to maintain, or even increase, the high participation
rate for older workers as the population ages. However, pay scales based on
seniority pose an obstacle to continued employment of older workers. The aver-
age wage of male workers in the 45 to 49 age group is 70 per cent higher than for
those aged 25 to 29. This gap is larger than in other OECD countries for which data
are available, including Japan, where seniority-based wage systems are the norm.
Firms thus have an incentive to retire such workers at a relatively young age, given
their higher expense. Consequently, the typical age for workers to leave employ-
ment in firms is around 55, although the majority remain in the labour market,
often through self-employment. According to some studies, the importance of age
in setting wages has actually increased slightly in recent years despite govern-
ment efforts to encourage performance-based pay, which would eliminate the bias
against older, more expensive workers. A second concern is that the public pen-
sion system, under the current rules, would provide a disincentive to employment
for those starting to receive their pensions once the system matures in 2028.
Indeed, the loss in pension income for a 65-year-old worker with average earnings
and a full working career who remains in the labour force would amount to more
than a quarter of net-of-tax earnings in 2028.

Overall assessment and scope for further actions

Significantly improving Korea’s labour market will require a comprehen-
sive package that includes compromises by both management and labour, as well
as a new role for government. The fact that the labour unions and employer asso-
ciations have already criticised specific elements in the December 2003 report by
the expert committee12 suggests that a negotiated programme that includes some
elements demanded by both sides may have the best chance of success in the
Tripartite Commission, which has an important role to play in developing a con-
© OECD 2004
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sensus for reform. However, the Commission has had considerable difficulty in the
past in reaching a consensus on difficult issues. In some cases, such as allowing
labour union pluralism within companies and the ban on firms paying union lead-
ers in 2002, it simply deferred reforms until 2007. Hopefully, the Social Pact for Job
Creation, which was signed by the Commission in February 2004, marks a turning
point away from confrontational power struggles and towards a more co-operative
relationship.13 However, the fact that this Pact is not legally binding certainly facili-
tated its approval.

The underlying principle of industrial relations should be the creation of a
partnership between labour and management that forces them to settle their dis-
putes autonomously without government involvement. The pattern of ad hoc inter-
vention by the authorities encourages the social partners to push for a favourable
decision by the government rather than being forced to compromise with each
other. Allowing both labour and management to fully exercise fundamental rights
would create checks and balances that would be more effective in limiting the
social costs of industrial disputes than artificially restricting strikes. The fact that
nearly one-tenth of strikes are illegal is one of the reasons for government involve-
ment in industrial disputes, suggesting a need to bring Korea’s industrial relations
practices into line with internationally accepted standards.

Employment flexibility is essential in an economy like Korea that is rap-
idly restructuring and specialising in volatile high-technology industries. However,
the equity costs of achieving such flexibility through increasing reliance on non-
regular workers is too high as it is creating a dualistic labour market in which one
important segment of the population is subject to significantly lower wages, less
protection from the social safety net and greater job precariousness. Indeed, it
may be contributing to the deterioration in income distribution. Instead, it is nec-
essary to reduce employment protection for regular workers, while enhancing the
coverage of the social safety net, particularly the Employment Insurance System.
One way to increase compliance with the System may be through enhanced
co-operation with other social security administrators and the tax administration
to find employees who do not participate in employment insurance.

Given the sluggishness of domestic demand, it may be too early to con-
clude that the economy’s ability to create employment has been permanently
weakened. The low level of taxes and social welfare in Korea do not indicate any
major disincentives to work. Nevertheless, active labour market policies may help
to reduce the extent of mismatch problems and to assist disadvantaged groups to
find jobs. However, it is essential to rigorously examine the costs and benefits of
each programme. In the area of training, it is important to ensure that programmes
are: i) targeted on participants; ii) small in scale; iii) result in a qualification that is
recognised and valued by the market; and iv) include a strong on-the-job compo-
nent, which helps to establish close links with employers. The increasing reliance
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on employment subsidies may not be an efficient approach to boost employment.
In other OECD countries using such policies, the deadweight and substitution
costs tend to be as high as 90 per cent.

Labour market reforms should also take into account the impact of rapid
population ageing. In particular, the practice of most regular workers leaving
employment at around age 55 is not appropriate in the context of increasing life
expectancy. Reducing the importance of seniority in determining wages would
help Korea to maintain the employment of older workers. While wage-setting in
the corporate sector is a private-sector decision, introducing compensation sys-
tems in the public sector that place more emphasis on performance may encour-
age the spread of performance-based pay. Moreover, the public pension system
should be reformed to eliminate incentives – which will emerge as the system
matures – for older workers to leave the labour force. In addition, encouraging
greater labour force participation by women would help in coping with rapid pop-
ulation ageing and a declining number of working-age persons. Female participa-
tion can be positively influenced by family-friendly polices, notably childcare
subsidies and paid maternity and parental leaves (Jaumotte, 2003), and ending
wage discrimination against women. 
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Box 3.3. Summary of recommendations for the labour market

Encourage job creation

– In developing the social safety net, avoid introducing disincentives in the tax
and social benefit systems that would discourage employment.

Increase labour market flexibility

– Reduce employment protection for regular workers, in part by shortening
the minimum consultation period necessary before dismissal.

– Encourage the continuation of wage-setting practices that promote flexibility
in wages.

– Limit any negative impact on employment from the minimum wage system.

Further develop the social safety net

– Continue to expand the coverage of the Employment Insurance System.

– Increase compliance with the Employment Insurance System, in part through
enhanced co-operation with other social security administrators and the tax
administration.

– Increase the coverage of non-regular workers in social insurance systems
based in workplaces.

Limit labour market dualism and the associated negative implications for equity

– Reduce employment protection for regular workers in order to reduce the in-
centives to hire non-regular workers.

– Increase the coverage of non-regular workers in social insurance systems
based in workplaces.

Use active labour market policies effectively to promote employment

– Rigorously examine the costs and benefits of each policy to avoid wasteful
spending.

– Ensure the availability of job-placement services, through both the Public
Employment Service and the private-sector providers, while avoiding dupli-
cation, in order to limit mismatch problems.

– Make certain that publicly-financed training programmes for the unem-
ployed are effective in raising the employment prospects of the participants.

– Avoid wage subsidies, given their generally high deadweight costs.

Develop more co-operative industrial relations

– Resolve remaining labour rights issues such as union pluralism at the firm level,
paying full-time union officials and the question of essential public services.
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Box 3.3. Summary of recommendations for the labour market (cont.)

– Allow both labour and management to fully exercise fundamental rights to
create checks and balances that would limit the social costs of industrial dis-
putes.

– The authorities should develop an environment more conducive to harmo-
nious industrial relations and avoid getting involved in industrial disputes,
thus forcing labour and management to settle their disputes autonomously.

Enhance labour force participation

– Reduce the importance of seniority in setting wages in order to maintain the
employment of older workers.

– Reform aspects of the public pension system that will create incentives for
older workers to leave the labour force.

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

1. For example, the Social Pact for Job Creation stated that “Industrial hollowing out has been
taking place with an increasing number of manufacturers moving their production
bases overseas”.

2. This is reflected in Article 2-6 of the Social Pact for Job Creation, which states that “To help
SMEs hire professionals or skilled workers, the government will grant a bounty” for
such hiring.

3. In 2003, the government changed the “Foreign Industrial Trainee System” to allow one
year of training followed by two years of employment. With the legalisation of about
200 000 illegal foreign workers, the number of legal foreign workers reached nearly
400 000 at the end of 2003. The introduction of the “Foreign Workers Employment
Scheme” in August 2004 will further simplify inflows of workers from abroad. Under the
new system, foreign workers will have the same rights as domestic workers and the
maximum work period will be three years.

4. According to one estimate, by Hur (2004), a 1 per cent rise in real unit labour costs
reduces employment by 0.1 per cent. This study takes into account the fact that the
wage level reported by the official survey is biased upwards because it is limited to
regular workers at firms with five or more employees.

5. There are exceptions, such as regional-level bargaining in the transportation sector
(buses and taxis) and sectoral level bargaining in textiles.

6. However, some employees, such as public officials, workers over the age of 65 and pri-
vate-school teachers have remained excluded from the system. Given the large num-
ber of self-employed and family workers, only one-third of all workers are covered by
employment insurance.

7. This includes Employment Insurance, Health Insurance and the National Pension
Scheme. However, non-regular workers would be covered by regional health insurance
schemes and could still contribute to the National Pension Scheme.

8. The cost of hostile industrial relations is reflected in recent research that shows that the
existence of a union is associated with a worsening performance and greater risk of
bankruptcy in Korea (Cho, 2003).

9. The committee, the Research Committee on the Advancement of Industrial Relations,
consisting of 15 academic experts, produced an interim report, “Reform Measures for
Advanced Industrial Relations Laws and Systems”, in September 2003 and a final
report in December. 

10. This includes such topics as the guarantee of union activities during working hours,
matters related to collective bargaining and industrial action procedures. 
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11. The success rate of the Commission in mediation has risen from 15 per cent in 1997 to
50 per cent in 2003.

12. See for example, “Labor proposal under fire from all sides”, The Korea Herald,
9 December 2003.

13. By the end of April 2004, social pacts had been signed in 21 local jurisdictions and in
one industry. In addition, the “Job Creation Committee”, a joint public-private organisa-
tion, was created to monitor the implementation of the Pact.
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4. Reform of the corporate and financial sectors

The corporate and financial sectors, which lay at the core of the 1997 crisis,
have evolved significantly in recent years. The corporate sector is still in the process
of restructuring in the wake of several important changes, including stronger com-
petitive pressures, a new corporate governance framework and more independent
financial institutions. Of the top 30 chaebol in 1997, seventeen have entered legal
bankruptcy procedures or been forced into workout programmes, including Dae-
woo, which was the second largest group. A number of others lost major subsidiar-
ies. The surviving chaebol have substantially reduced debt; the average debt-to-
equity ratio has fallen to 116 per cent from more than 500 per cent at the time of the
crisis. The improved financial health of the corporate sector has had beneficial
effects on the financial sector. Moreover, the restructuring programme launched
in 1997 has been successful in overcoming the impact of the crisis and laying the
foundation for a more efficient market-oriented system. The restructuring of the
financial sector required large outlays of public funds, the closure of nearly a third
of financial institutions operating in 1997 and the upgrading of prudential
supervision – notably through the creation of the Financial Supervisory Commission.
The positive results are most evident in the banking sector, where the commercial
orientation and financial soundness have been strengthened.

Despite considerable progress, the reform agenda remains unfinished. A
recent accounting scandal at a large chaebol-affiliated company reflects a contin-
ued lack of transparency and caused liquidity problems for the investment trust
companies. They were also negatively affected by difficulties in the credit card
sector, which has contracted significantly with the end of the household credit
boom. The problems in the non-bank financial sector have led to a deterioration
in the banking sector’s performance as well. More fundamentally, the financial-
sector problems reflect insufficient pre-emptive supervision with the result that the
government intervenes after the event to stabilise financial markets and reduce
systemic risks. Such interventions, in turn, can result in moral hazard problems.

This chapter begins with an overview of the corporate sector, in particular
the corporate governance system and the innovation framework. This leads to the
conclusion that, while the legal framework for corporate governance is approach-
ing best practices, more progress in implementation is necessary. Reforms to
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improve the innovation framework would help to increase the return from R&D
spending, while care needs to be taken to avoid the potential costs of picking win-
ners in the technology and industrial sectors. The chapter then analyses develop-
ments in the banking and non-bank financial sectors. Establishing the autonomy
of the banking sector requires continued progress in privatising the state-owned
banks, which is also having the beneficial effect of increasing the foreign presence
and helping to recover the costs of financial-sector restructuring. However, it is
also necessary to address the problems in the non-bank financial sector, notably
the investment trust companies and the credit card companies, which are nega-
tively affecting the banks. Fundamentally improving the situation will depend on
developing a pre-emptive prudential supervisory framework and strengthening
market discipline. The recommendations are presented in more detail in the final
section of the chapter and listed in Box 4.1.

The corporate sector

The restructuring of the corporate sector has improved the balance sheets
of firms. In the manufacturing sector, the debt to equity ratio has fallen from nearly
400 per cent in 1997 to 123 per cent in 2003 (Table 4.1), a level below that in the
United States and Japan. Lower debt, combined with the fall in interest rates, low-
ered financial expenses to 1.9 per cent of sales. Consequently, the ratio of operating
profits to interest expenses has risen from less than 100 per cent in the late 1990s
to 367 per cent in 2003. Financial vulnerability has been reduced as the propor-
tion of firms with an interest coverage ratio of less than one declined from 28.6 per
cent in 2001 to 26.3 per cent in 2002 (Panel B). Nevertheless, the debt of these
firms, which did not earn enough profit to cover even their interest payments, was
significant at nearly 16 per cent of GDP. Chaebol restructuring has also led to the
spin-off of 76 companies between 1997 and 2001, with employment of almost
70 000. This section will discuss three areas important to the development of the
corporate sector; improving corporate governance and transparency, upgrading the
innovation framework and policies towards small and medium-sized enterprises
(SMEs).1

Corporate governance and transparency

The legal framework for corporate governance has improved significantly
since the crisis, in part by the introduction of a stronger code of corporate gover-
nance in 2003. One study ranked it at 0.8 out of 1.0, not far below the US rating of
0.89 (Table 4.2). The greatest progress has been in increasing the accountability of
managers by strengthening shareholders’ rights, creating a market for corporate
control and establishing the legal responsibility of controlling shareholders. How-
ever, the auditing framework was rated as relatively inadequate. Nevertheless, the
rise in the foreign ownership share in listed companies to 42 per cent in 2003 –
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compared to 10 per cent in 1998 when the ceiling on foreign ownership was
abolished – suggests greater international confidence in the governance of Korean
companies. The foreign share of the top ten chaebol is approaching 50 per cent.

Despite the improvement since the crisis, corporate governance and man-
agement transparency remain a serious concern, as shown in the recent account-
ing scandal at SK Global, the trading unit of the SK Group, which is the fourth
largest chaebol. At the end of 2002, the Financial Supervisory Service (FSS)
responded to a request from a non-governmental organisation to investigate a
secret derivative transaction between two SK Group companies (SK Global and
SK Securities) and a foreign financial institution. The FSS revealed that the Group
had violated the Securities Transaction Law by failing to disclose the contents of
the transaction in its financial statements. In March 2003, the chairmen of SK Corp.
and SK Global were indicted on charges of breach of fiduciary duty,2 insider trad-
ing activities and window-dressing the financial statements to inflate the net
equity and profit.3 The prosecutor announced that SK Global had hidden debts so
large that its net equity was actually negative. The scandal has resulted in losses

Table 4.1. Performance indicators for the corporate sector
Per cent

1. The ratio of liquid assets to short-term liabilities.
2. The ratio of operating profits to interest expenses.
Source: Bank of Korea for Panel A. Ministry of Finance and Economy for Panel B.

A. The manufacturing sector

1997 1998 1999 2000 2001 2002 2003

Financial indicators
Debt-equity ratio 396.3 303.0 214.7 210.6 182.2 135.4 123.4
Total borrowings-assets ratio 54.2 50.8 42.8 41.2 39.8 31.7 28.3
Current ratio1 91.8 89.8 92.0 83.2 97.9 106.1 109.8
Asset turnover ratio 0.90 0.82 0.82 0.96 0.98 1.08 1.10

Profitability indicators
Operating profit-sales ratio 8.3 6.1 6.6 7.4 5.5 6.7 6.9

Labour cost-sales ratio 11.4 9.8 9.8 9.7 10.0 10.1 10.3
Ordinary profit-sales ratio –0.3 –1.8 1.7 1.3 0.4 4.7 4.7

Financial expense-sales ratio 6.4 9.0 6.9 4.7 4.2 2.6 1.9
Average interest rate 10.6 13.5 11.5 10.5 9.4 7.7 6.8

Interest coverage ratio2 129.1 68.3 96.1 157.2 132.6 260.3 367.1

B. Firms with interest coverage ratio2 below one in 2002

Years below one 2002 2001-2002 2000-2002 1999-2002 Total

Number of firms 1 217 583 296 216 2 312
As a percentage of all externally-audited firms 13.8 6.6 3.4 2.5 26.3
Total debt (trillion won) 22.4 41.8 16.7 25.8 106.6
As percentage of GDP 3.3 6.1 2.4 3.8 15.6
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for SK affiliates and damages to their shareholders, as well as serious turmoil in
the financial market (see below).

The SK Global scandal raised many corporate governance issues, espe-
cially related to the chaebol. The divergence between the low level of ownership
by the families and their high level of control, which is facilitated by shareholding
links, remains the main source of corporate governance problems. The interre-
lated business activities among the affiliates of a business group, insider trading
and “unfair” intra-group transactions have been used to benefit the family owners
of chaebol at the expense of minority shareholders. However, the families’ low
level of ownership is making them vulnerable to attempted take-over bids.

The failure of the external auditing framework and lack of transparency
demonstrated the need for additional improvements in this area.4 Indeed, the
FSS fined as many as one-third of the domestic accounting firms in 2003 for sloppy
and fraudulent practices. The accounting scandal at inter alia SK Global prompted
additional steps to improve corporate governance and the accounting system sim-
ilar to some of the moves introduced in the United States following irregularities
in the corporate sector.

– CEOs and CFOs of all publicly-traded companies are now required to per-
sonally certify the completeness and accuracy of financial statements.

– At least one member of the audit committee must have professional
knowledge of auditing while the new corporate governance code calls for
at least two-thirds of the committee to be outside members.

Table 4.2. Corporate governance and investor protection in 20031

1. Index score ranges between 0 and 1, with 1 being the perfect score.
2. The institution index is constructed by examining the legal framework, while the enforcement index is based on a

survey of experts.
Source: Youngjae Lim et al. (2003).

Institution index2 Enforcement index2

Disclosure and audit 0.79 0.50
Disclosure 0.88 0.47
Audit 0.63 0.53

Supervision and litigation by shareholders 0.72 0.39
Independence of supervisory bodies 0.50 0.47
Power of supervisory bodies 1.00 0.51
Litigation by shareholders 0.67 0.19

Accountability of managers 0.90 0.45
Shareholders’ rights 0.88 0.34
Market for corporate control 1.00 0.56
Director/controlling shareholders’ liability 0.83 0.45

Overall 0.80 0.45
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– Outside auditing companies must be changed at least every six years to
ensure their independence.

– Outside auditors are banned from providing non-audit services if it is
likely to create a conflict of interest or threaten their independence.

– Measures to increase the number of auditors have been implemented.

– Outside directors must account for a majority of board members for all
listed companies with assets of more than 2 trillion won.

While the legal framework for corporate governance is tending to con-
verge to best practices, particularly with the reforms noted above, actual practice
is lagging behind. Indeed, experts evaluate the enforcement of corporate gover-
nance, disclosure and audits to be much weaker, with experts ranking it at
0.45 relative to the legal framework (Table 4.2).5 An important weakness is that
many outside directors have had a long association with the company or the con-
trolling family, making it questionable whether they are capable of independent
judgment. One key to improving enforcement is the introduction of class action
suits for large firms (about 80 in total) in 2005 and for all firms listed on the stock
exchange in 2007. Thus far, the primary recourse for minority shareholders has
been derivative suits, but these have proven difficult to pursue, with less than
20 filed thus far. Class action suits will initially cover only securities-related cases
of false disclosure, window dressing and unfair trading, including stock price
manipulation. The class action legislation includes good practice provisions to
prevent abusive litigation and the development of professional plaintiffs, while
setting the threshold for shareholders to initiate a class action suit at a low level.
The prospect of facing such suits already appears to be influencing the behavior of
management and outside directors. Indeed, it may help eliminate “rubber stamp”
outside directors.

Improving the innovation framework

As noted in Chapter 1, Korea has a high level of investment in knowledge,
measured as expenditure on R&D and education as a share of GDP. However,
there is concern that the absolute size of R&D expenditures – about 8 per cent of
the total in the United States and 20 per cent of that in Japan – makes it difficult to
compete in high-technology fields. To overcome its size disadvantage, the govern-
ment is pursuing a strategy of concentrating resources in specific areas thought to
hold the greatest potential for success. Ten strategic industries were identified in
August 2003 as future growth engines for the Korean economy (Table 4.3). The
National Science and Technology Council, which is responsible for inter-ministerial
co-ordination of R&D and science and technology policy within the government, is
charged with formulating a plan for the development of the necessary technology,
manpower and infrastructure. The authorities plan to invest 400 billion won in 2004
for the development of these areas.
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However, the decision to focus limited R&D resources on areas thought to
provide the greatest growth potential may risk excessive concentration. The fact that
some of the industries picked as new growth engines build on existing strengths in the
Korean economy may increase the chances of success. For example, the ten industries
include next-generation semiconductors (Korea is the world’s largest producer of
DRAM chips), next-generation mobile communications (Korea is the largest producer
of CDMA phones) and future automobiles (Korea is the sixth largest car producer).
However, the risks associated with government policies to promote certain industries
are illustrated by the Heavy and Chemical Industry (HCI) drive of the 1970s, which had
mixed results, due in part to excessive government-led investment that eventually
led to serious macroeconomic problems. Moreover, a policy of picking winners can
lead to economic distortions in the economy and the opportunity cost of concentrat-
ing on specified sectors can be high. The new growth engine policy looks very similar
to the HCI drive of the 1970s in that the government fosters strategic industries, but it
differs since the government plays the role of R&D investor, infrastructure builder and
promoter. However, the concentration of R&D in certain technologies may further
increase the already high degree of R&D concentration in major firms; the top twenty
investors in R&D account for half of the total in Korea.

There are also concerns about weak international linkages in the R&D sec-
tor, as well as limited interactions between the main domestic actors, and the
effectiveness of technological advances in boosting productivity.

– Although universities employ three-quarters of the nation’s researchers
with doctorates, they account for a surprisingly small share of R&D
(Figure 1.3). Indeed, Korea is one of only seven OECD countries in which
the government performs more R&D than the higher education sector.
Moreover, there is limited interaction between R&D efforts in the pri-
vate sector, government institutes and universities, reflecting in part a
lack of labour mobility.

Table 4.3. The ten strategic industries chosen as growth engines

Source: Korean government.

Industry Ministry responsible

Bio-medical products Ministry of Science and Technology
Next-generation computer displays Ministry of Commerce, Industry and Energy
Next-generation semiconductors Ministry of Commerce, Industry and Energy
Next-generation batteries Ministry of Commerce, Industry and Energy
Future automobiles Ministry of Commerce, Industry and Energy
Intelligent robots Ministry of Commerce, Industry and Energy
Digital television and broadcasting Ministry of Information and Communication
Next-generation mobile communications Ministry of Information and Communication
Intelligent home networks Ministry of Information and Communication
Digital content and software solutions Ministry of Information and Communication
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Table 4.4. Programmes to assist small and medium-sized enterprises
Billion won in 2003

Source: Small and Medium Business Administration.

Ministry Outlays
Number of 

programmes
Selected programmes

Small and Medium Business 
Administration

3 094 18 – Restructuring support
– Start-up support
– Stable operation support
– Regional SME support
– Technology development support
– Venture company support

Ministry of Commerce, 
Industry and Energy

965 23 – Industrial technology development support
– Modernisation of distribution network 

support
– Activation of industrial complex support
– Energy saving support

Ministry of Agriculture 
and Forestry

122 3 – Rice processing factory support
– Agricultural product processing support
– Agricultural machine product support

Ministry of Information 
and Communication 

451 8 – Information and communication technology 
development support

– Leading technology development and 
distribution support

– Multi-media industry support
– Software development support

Ministry of Labour 190 7 – Workplace accident prevention support
– Workplace environment improvement 

support
– Company nursery facility support 

Ministry of Environment 106 5 – Anti-pollution facility support
– Environmental technology development 

support
– Recycling industry support

Ministry of Culture 
and Tourism

223 6 – Film promotion fund support
– Sporting goods development support

Ministry of Science 
and Technology

122 2 – Technology development support
– New technology project investment support

Ministry of Maritime Affairs 
and Fisheries

39 3 – Marine product distribution support
– Fishing net support

Ministry of National Defence 14 1 – Defence industry support

Ministry of Construction 
and Transportation

64 1 – Standardising construction material support
– General freight terminal construction support 

Ministry of Health and Welfare 12 2 – New drug development support

Total 5 402 79
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– Korea is not active in international collaboration in the area of science
and technology. In terms of the share of foreign ownership of domestic
inventions, Korea ranks second to last after Japan among OECD coun-
tries.6 This may limit the scope for technological progress since interna-
tional sources of knowledge are increasingly important for innovation,
leading to growing co-operation across national borders. One positive
sign is that the number of foreign R&D centres located in Korea has dou-
bled to 122 since the crisis.

Small and medium-sized enterprises

The role of SMEs has expanded in recent years. Their share of employ-
ment rose from 74 per cent in 1997 to 86 per cent in 2002, while their share of bank
credit increased from 20 per cent of GDP to 32 per cent over the same period.
Despite the growing role of SMEs, they continue to receive help in a number of
ways that may impinge on competition policy (see Chapter 5). In addition, a total
of 79 different programmes, supervised by 12 different ministries, provided
5.4 trillion won (0.8 per cent of GDP) of support in 2003 (Table 4.4). Moreover,
credit guarantees, amounting to 42 trillion, were provided as of 2002.

The financial sector

The number of financial institutions has fallen by more than one-third since
the crisis (Table 4.5), largely due to the closure of weak institutions or their acquisition
by stronger institutions. Reform is more advanced in the commercial banks, where the
financial-sector restructuring programme was primarily concentrated. In particular,
problem loans, as measured by the proportion of loans classified as substandard or
below, have fallen significantly to below 3 per cent, less than half of the ratio in the
non-bank sector (Table 4.6). Consequently, the banking sector is less vulnerable to
shocks. Moreover, the banks remained profitable in 2003, while the non-banks
recorded a loss, primarily due to a large loss in the credit card sector. This section will
briefly discuss the commercial banks before turning to the non-bank financial sector. 

The banking sector

The commercial banking sector has remained profitable since 2001, help-
ing to keep the average capital adequacy ratio of the nation-wide banks above
10 per cent (Table 4.7). Moreover, loans classified as substandard or below fell to a
record low 2.4 per cent of total loans in 2002. These favourable conditions facili-
tated the privatisation of banks that had been re-capitalised using public money
in the wake of the crisis. Indeed, the government’s ownership share in the com-
mercial banking sector fell from 53 per cent in 1999 to 38 per cent by mid-2003. At
present, the government is the principal owner of two of the remaining eight
nation-wide banks, with large shares in two of the others, as well as three out of six
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local banks (Table 4.8). Privatisation is advancing further with the listing of the
holding company of Woori Bank on the domestic stock market and the New York
Stock Exchange in 2003, while the government is seeking strategic investors. The
authorities are also mapping out plans, contingent on management and stock mar-
ket conditions, to sell its remaining stakes in some of the other banks.

The privatisation of the banks has provided an opportunity to increase
the share of foreign ownership in the banking sector from 7 per cent in 1997 to
27 per cent in 2002. Foreign investors are the largest shareholders in three com-
mercial banks, and four of the other banks have a substantial foreign presence
(Table 4.8). Foreign investors tend to improve governance by pushing banks to
concentrate more on shareholder value. The growing role of foreign banks should
have a beneficial impact on competition and efficiency as they appear to have
comparative advantages in risk analysis and management, loan project assess-
ment, credit analysis, portfolio management and computerisation.

However, the nation-wide banks’ balance-sheet quality and profitability
in 2003 were negatively affected by problems in the non-bank sector, notably the

Table 4.5. Number of financial institutions
A. Changes between 1997 and 2003

B. Concentration in the financial industry (HHI*1 000)

1. Based on financial groups. A rising number indicates increased concentration.
Source: Financial Supervisory Commission for Panel A. Bank of Korea for Panel B.

1997
Exit 
(B)

Mergers 
(C)

Newly 
established

End of
2003

(B + C)/A D/A

 (A) (D) (per cent) (per cent)

Banks 33 5 10 1 19 45.5 57.6
The non-bank sector 2 068  641 153 70 1 344 38.4 65.0

Merchant banks 30 22 7 1 2 96.7 6.7
Securities 36 7 3 18 44 27.8 122.2
Investment trusts 30 6 1 9 32 23.3 106.7
Insurance 50  11 6 17  50 34.0 100.0
Credit unions 1 666  482 107 9 1 086 35.4 65.2
Saving banks 231 102 27 12 114 55.8 49.4
Lease 25  11 2 4  16 52.0 64.0

Total 2 101  646 163 71 1 363 38.5  64.9

1997 2000 2002 Sep. 2003 USA (2000) Japan (2000)

Banks 569 822 1 185 1 291 287 700
Life insurance 2 393 2 696 2 694 2 642 364 1 116
Securities/investment trust 1 267 689 637 556 640 2 065

Overall financial industry1 405 535 744 800 400 335
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Table 4.6. Performance of financial institutions by sectors

-bank lending institutions and between April and
curities firms.

e to acquiring loans through merging merchant banks

All non-banks

2003 2001 2002 2003

709.0 218.4 248.8 240.1
18.6 22.9 15.3 15.3

2.6 10.5 6.1 6.4

1 859 4 796 5 239 –3 465

s Securities/investment trusts4

2003 2001 2002 2003

54.4 8.9 6.8 7.0
2.2 4.6 2.6 2.1
4.1 51.6 38.4 29.2

6 281 632 –851 640
1. Includes loans classified as substandard, doubtful and estimated loss at the end of each calendar year.
2. Based on fiscal years, which vary by type of institution. Net profit through September 2003 for some non

November 2003 for the insurance companies. Net profit for securities/investment trusts sector includes only se
3. Includes all domestic banks (nation-wide banks, local banks and specialised banks).
4. Lending is not the main business for the securities/investment trusts. The high ratio of substandard loans is du

and bridge loans to Daewoo-affiliated companies.
Source: Financial Supervisory Service.

Total Banks3

2001 2002 2003 2001 2002

Loan quality (in trillion won)
Total loans (A) 769.6 897.0 949.1 551.2 648.2
Substandard loans or below (B)1 41.6 30.4 33.9 18.7 15.1
B/A (per cent) 5.4 3.4 3.6 3.4 2.3

Net profit (in billion won)2 9 480 10 252 –1 606 4 684 5 013

Non-bank lending institutions Insurance companie

2001 2002 2003 2001 2002

Loan quality (in trillion won)
Total loans (A) 164.3 191.2 178.7 45.2 50.7
Substandard loans or below (B)1 15.8 10.6 11.0 2.5 2.1
B/A (per cent) 9.6 5.5 6.2 5.4 4.1

Net profit (in billion won)2 2 221 2 939 –10 385 1 943 3 151
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Table 4.7. Indicators of bank profitability 

2001 2002 2003

8 997.8 9 018.6 10 698.1
3 888.9 3 836.0 982.4
3 630.3 3 669.8 497.8
3 391.5 2 898.2 425.0

16.30 10.95 1.50
0.79 0.56 0.07

353 211.0 432 161.5 463 789.7
11 726.1 10 564.3 12 989.1

3.3 2.4 2.8
8 445.0 8 816.0 –

72.0 83.5 –

10.81 10.46 10.40
4 052 4 304 4 345
Nation-wide banks, in billion won

1. Includes loans classified as substandard, doubtful and estimated loss.
Source: Financial Supervisory Service.

1998 1999 2000

Before-tax profits
Net profits –3 244.6 1 625.1 7 794.1
Net profits minus loan loss provisions –10 346.8 –5 523.5 –1 420.4
Net profits minus all provisions –10 077.6 –5 523.5 –1 863.8

After-tax profits –10 130.0 –5 953.7 –2 399.9
Return on equity (per cent) –48.63 –24.73 –10.81
Return on assets (per cent) –2.99 –1.42 –0.53

Total loans 263 940.4 305 524.9 337 927.5
Substandard loans or below1 18 971.0 42 367.6 29 847.2

Ratio to total loans (per cent) 7.2 13.9 8.8
Loan loss reserves 12 102.5 18 873.6 18 523.7
Reserves to substandard loans or below1 (per cent) 63.8 44.5 62.1

Capital adequacy ratio (BIS ratio) 8.22 10.79 10.52
Number of branches 4 164 4 040 3 977
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accounting scandal at SK Global and the financial distress in the credit card sector.
Loans classified as sub-standard or below rose to 2.8 per cent in 2003, forcing a
rise in loan loss reserves that reduced profits to 0.4 trillion won, compared to
2.9 trillion won in 2002 (Table 4.7).7 Although the delinquency rate on bank loans
to the household sector has remained relatively low, there is a risk that the rise in
credit card delinquency (see below) could be an indicator of a broader decline in
the quality of household credit in 2004. This could negatively affect the banks
when a large portion of their household loans come due.8 The risk would be
heightened if financial distress in the credit card business is not resolved quickly.

The non-bank sector

The progress of restructuring within the non-bank sector has been
uneven, particularly regarding asset quality. For example, in the savings banks
and credit unions, which have large exposures to the households and SMEs, the
ratio of loans substandard or below has remained high (Table 4.9).9 In addition,

Table 4.8. Government and foreign ownership of the commercial banks
End of 2003, per cent

1. Formerly known as Hanvit Bank.
2. Woori (100 per cent), Kwangju (99.99 per cent) and Kyongnam (99.99 per cent) are owned by the Woori Financial

Group. The KDIC owns 86.84 per cent of Woori Financial Group.
Source: Financial Supervisory Service.

Government ownership Foreign ownership

A. Nation-wide banks

Choheung – 2.27
Woori1 Woori Financial Group – KDIC2 (86.84) –
Korea First KDIC (48.49), Government (2.95) 48.56 (New Bridge Capital 48.56)
Korea Exchange Ex-Im Bank (14.00), Bank of Korea (6.18) 71.04 (Lone Star 51.0, Comerz Bank 

14.8)
Kookmin – 73.56 (ING Bank NV 3.78)
Shinhan – –
KorAm – 89.59 (Carlye Consortium 36.7, 

Standard Chartered Bank 9.76)

Hana KDIC (21.66) 43.16 (Allianz 8.16)

B. Local banks

Daegu – 31.31 (SSB-SMALL Capital 5.00)
Pusan – 38.46 (Capital Research & 

Management Co. 10.40)
Kwangju Woori Financial Group – KDIC2 (86.84) –
Cheju KDIC (31.96) –
Jeonbuk – 0.25
Kyongnam Woori Financial Group – KDIC2 (86.84) –
© OECD 2004
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Table 4.9. Performance indicators of non-bank lending institutions

es.

redit unions Mutual credits

2002 2003 2001 2002 2003

10.1 11.1 – 79.2 90.2
0.6 0.7 – 2.0 2.1
6.0 6.3 – 2.6 2.3

96 100 – – –
2.0 2.3 – – –

nce companies Venture capital companies

2002 2003 2001 2002 2003

18.9 16.2 0.6 0.8 0.6
0.9 1.3 0.1 – –
4.7 7.8 16.7 – –

2 292 –303 29 –93 –15
11.5 – 39.2 38.3 –
1. Includes loans classified as substandard, doubtful and estimated loss at the end of each calendar year.
2. Follows the fiscal year. Net profit through September 2003 for the leasing, finance and venture capital compani
Source: Financial Supervisory Service.

Savings banks Merchant banks C

2001 2002 2003 2001 2002 2003 2001

Loan quality (in trillion won)
Total loans (A) 15.9 19.6 24.9 2.9 1.9 0.6 10.7
Substandard loans or below (B)1 3.1 2.2 2.9 1.0 0.2 – 1.0
B/A (per cent) 19.5 11.3 11.7 34.5 7.9 – 9.8

Net profit (in billion won)2 123 130 88 16 –44 15 –144
Capital adequacy ratio (per cent)2 11.1 10.5 8.8 14.0 11.6 – –

Credit card companies Leasing companies Fina

2001 2002 2003 2001 2002 2003 2001

Loan quality (in trillion won)
Total loans (A) 39.4 53.0 29.4 9.6 7.7 5.7 15.5
Substandard loans or below (B)1 0.5 2.1 3.2 3.9 2.6 0.8 3.4
B/A (per cent) 1.3 4.0 11.0 40.6 33.5 13.5 21.9

Net profit (in billion won)2 2 594 236 –10 474 –608 321 205 211
Capital adequacy ratio (per cent)2 13.3 12.4 –5.5 1.5 8.8 – –19.3
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there are substantial variations in capital adequacy between sub-sectors. Finally,
the number of merchant banks and small institutions, such as savings banks and
credit unions, has fallen sharply, while the number of insurance companies,
investment trust companies and securities firms remained relatively unchanged
(Table 4.5). However, the performance of the latter two groups suggests that there
may be a need for further consolidation. This section discusses the investment
trust companies and securities firms after first examining the credit card industry,
which recorded a huge loss of 10.5 trillion won in 2003.

The boom in household credit and the impact on financial institutions

Historically, consumer credit was relatively undeveloped in Korea, reflect-
ing the emphasis on investment in the industrial sector. However, it has risen
rapidly since the crisis, accompanied by a sharp run-up in real estate prices
(Table 4.10). Between 1998 and 2002, total household credit increased by
2.4 times, rising from 38 to 62 per cent of GDP. A large part of this increase was due
to structural changes in the financial sector, particularly in the banks and credit
card companies. Following the crisis, banks became increasingly aware of the risks
of lending to chaebol-affiliated firms, which at the same time have focused on
reducing their debt. This led to intense competition between banks to increase
lending to the high-profit and low-risk household sector. The rising share of house-
holds in bank lending was accompanied by the expansion in total lending by

Table 4.10. Household credit trends

1. Includes savings banks, credit unions, community credit cooperatives and mutual credits.
2. Includes finance companies, bank trust accounts, postal savings, sales credits and the National Housing Fund.
Source: Bank of Korea.

1998 1999 2000 2001 2002 2003

A. Amount (in trillion won)

Banks 52.9 76.3 107.2 156.7 222.0 253.8
Credit card companies 16.1 23.4 47.2 67.2 84.1 51.8
Savings institutions1 45.3 44.6 44.0 46.1 52.7 66.9
Others2 47.9 46.2 41.4 39.0 41.6 32.2
Insurance 21.5 23.5 27.1 32.6 38.7 42.9
Total 183.6 214.0 266.9 341.7 439.1 447.6

B.Sources (per cent)

Banks 28.8 35.7 40.2 45.9 50.6 56.7
Credit card companies 8.8 10.9 17.7 19.7 19.1 11.6
Savings institutions1 24.7 20.8 16.5 13.5 12.0 14.9
Others2 26.1 21.6 15.5 11.4 9.5 7.2
Insurance 11.7 11.0 10.2 9.5 8.8 9.6
Total 100.0 100.0 100.0 100.0 100.0 100.0
© OECD 2004
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banks, based on the success of the restructuring programme in restoring their
financial health. Moreover, rising real estate prices raised the value of households’
loan collateral, allowing them to borrow more money.

A second factor increasing household credit was the expanded use of
credit cards, which was encouraged by deregulation and tax advantages. In 1999,
the government introduced a deduction from taxable income for purchases made
using credit cards, as well as a lottery for credit card users, in order to increase the
share of retail sales that is captured in the value-added tax net and thereby limit
the number of transactions escaping tax.10 In addition, the government removed
the ceiling on monthly cash advances, which had been set at 700 000 won. These
policies helped trigger phenomenal growth in the credit card sector (Table 4.11).
Between 1998 and 2002, the number of cards issued more than doubled to over
100 million, an average of 4.6 cards for every working-age adult, and total turnover
increased about eleven-fold. This had a positive impact on the growth of con-
sumption, as well as the enforcement of the tax system. In contrast to credit cards,
the use of debit cards has not expanded, despite tax advantages similar to those
offered for credit cards.11

• The rise in delinquency rates

Between 2000 and January 2004, the number of individual delinquent bor-
rowers almost doubled, reaching 3.8 million or 16 per cent of the working-age pop-
ulation (Table 4.12).12 However, the delinquency rate for bank loans to households
has been relatively stable (Table 4.13), reflecting the fact that about half of them
have been used to finance house purchases, which has contributed to rising prices
in the real estate market.13 The risk to banks from such loans is limited because
their loans to households are usually backed by collateral such as real estate.
Moreover, the customary loan to value ratio is around 60 per cent, lower than in

Table 4.11. The use of credit cards
Trillion won

1. Includes only non-bank credit card companies.
Source: Financial Supervisory Service.

1998 1999 2000 2001 2002 2003

Number issued (in millions) 42.0 39.0 57.9 85.0 104.8 95.2
Amount of sales using credit cards 30.8 42.5 79.9 175.5 268.0 240.7

Per cent of private consumption 12.9 15.5 25.6 51.1 70.3 62.0
Amount of cash loans from credit cards 32.7 54.3 157.3 304.9 412.8 276.6
Total amount of credit card use 63.6 96.8 237.3 480.4 680.8 517.3

Net profit1 0.0 –0.3 0.9 2.6 0.2 –10.5
© OECD 2004
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many other countries, thus providing some buffer against corrections in collateral
values.

The rapid increase in the number of delinquent borrowers was largely due
to the lack of risk management practices at the credit card companies and the
sluggish economy (Shin, et al., 2003). In contrast to the banks, the delinquency

Table 4.12. Individual delinquent borrowers
A. Trend of delinquent borrowers

B. Delinquent borrowers by age

1. The registration threshold for delinquency was raised in July 2002, from 50 thousand won for three months to
300 thousand won.

2. Includes those who are delinquent to other financial institutions in addition to the credit card campanies.
Source: Korea Federation of Banks.

2000 2001 2002 2003 2004

Dec. Dec. Mar. June Sep. Dec. Mar. June Sep. Dec. Jan.

Delinquent borrowers 
(in millions)1 2.08 2.45 2.46 2.26 2.46 2.64 3.00 3.23 3.50 3.72 3.77
Related to credit cards2 0.44 1.04 1.11 1.12 1.30 1.49 1.77 1.98 2.20 2.40 2.45
Per cent 21.2 42.4 45.1 49.6 52.8 56.4 59.0 61.3 62.9 64.5 65.0

Teens 20’s 30’s 40’s or over Total

Delinquent borrowers (in thousands)
2000 3 267 655 1 159 2 084
2001 12 409 704 1 326 2 450
2002 7 488 759 1 382 2 636
2003 4 732 1 133 1 851 3 720
Jan. 2004 4 727 1 154 1 883 3 768

Per cent of total delinquent borrowers 0.1 19.3 30.6 50.0 100.0
Per cent of population 0.1 8.9 13.0 10.4 9.0

Table 4.13. Delinquency rates for household credits
Per cent

1. Includes all banks.
2. Rescheduled loans divided by total credits.
Source: Financial Supervisory Service.

2000 2001 2002 2003

Dec. Dec. Dec. Mar. June Sep. Dec.

Banks1

Household loans 2.5 1.3 1.5 2.1 2.0 2.3 1.8
In-house card operations 7.5 7.3 8.4 12.0 12.0 10.2 7.8

Credit card companies
Delinquency rates 5.2 5.8 6.0 9.4 9.6 11.2 14.0
Rescheduled loans2 – – 7.1 11.2 16.3 26.3 29.2
© OECD 2004
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ratio of the credit card companies has nearly tripled from 5 to 14 per cent
since 2000. Moreover, it would be even higher if it were not for the marked
increase in rescheduled loans, which rose from 7 to 29 per cent of the companies’
total credits in one year.14 The proportion of credit card companies in the total
number of delinquent borrowers rose from 21 to 65 per cent between 2000 and
early 2004 (Table 4.12), indicating that the delinquency problem is closely linked
to credit cards.15

During the past several years, the credit card companies discounted the
risks of increased lending and competed vigorously for market share to the extent
that they issued cards without proper background credit checks of potential
customers.

– The ease of obtaining credit cards made them available to some people
with low incomes and savings, little access to bank loans and limited
previous experience with financial transactions. Indeed, two-thirds of
the new delinquent borrowers in 2002 were new customers during the
preceding two years.

– Credit cards are widely available to young people. About 40 per cent of
the new delinquent borrowers in 2002 were under the age of thirty.

– About two-thirds of credit card turnover consists of cash loans, with pur-
chases of goods and services accounting for the remainder, a pattern
that is the reverse of most other OECD countries. The delinquency rate
on cash loans has been almost twice as high as that on sales credits.

– The ceiling on cash loans set by the credit card companies was
2.3 million won on average in April 2002 (more than triple the govern-
ment-set ceiling that was abolished in 1999).

– The credit card companies require borrowers to settle their balance in
full every month.

– The lack of an integrated credit information system allowed borrowers,
who had five different cards on average, to revolve credit by shifting
debts from one credit card company to another.

The household credit boom came to an end in the third quarter of 2002,
and the sharp decline since then contributed to the fall in private consumption
in 2003.16 In addition to the rising delinquency ratio, there were other factors that
ended the boom. First, the government tightened provisioning and other pruden-
tial regulations by the end of 2002, forcing the credit card companies to cut credit
lines. This included changes in asset classification and minimum provisions.17

Second, credit bureaus began accumulating information about the debts of consum-
ers holding multiple credit cards, thus restricting the scope for borrowers
to revolve credit between companies. These measures helped bring the latent
© OECD 2004
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delinquency problems to the surface, thus limiting the scope of the problem and
improving the soundness of financial institutions.

• Impact on the financial institutions and the government’s response

The government has introduced credit rehabilitation programmes,
although there is a risk that they will aggravate the moral hazard of borrowers. First,
individuals indebted to a single financial institution are to seek assistance through
a programme offered by their creditors. Second, for individuals with multiple debts,
financial institutions are encouraged to participate in a joint debt rescheduling or
collection programme. Meanwhile, individual workout programmes have been
implemented through the Credit Counselling and Recovery Service, a non-profit
organisation. Third, delinquent borrowers with little likelihood of repayment will
be subject to the Consumer Rehabilitation Law, a new legal framework enacted
in 2004. Under this law, relief is to be provided to debtors with expected future
income through court mediation without the debtor having to declare bankruptcy.
Fourth, the government announced a plan in March 2004 to establish a bad bank
for more efficient resolution of problem loans to the household sector. The bank
will be a temporary paper company owned by financial institutions and the Korea
Asset Management Corporation (KAMCO).

The impact of the deterioration in asset quality on the credit card sector
depends on their ownership structure. Before the crisis, there were fourteen in-
house credit card operations run by banks and nine non-bank credit card compa-
nies.18 The major financing source for the banks’ card operations is bank deposits,
and the total credits extended, including sales credits, amounted to only 5 per
cent of total bank loans. Thus, the impact on the banks from the deterioration in
the asset quality of their in-house credit card operations is manageable. However,
the situation is very different for non-bank credit card companies, whose main
financing source is debt, such as bonds and commercial paper. The loss of confi-
dence of their creditors and investors has made it difficult for them to survive the
credit card bust.

The situation was further aggravated when the accounting scandal of SK
Global in 2003 triggered a sharp drop of liquidity in the fixed-income market. The
scandal caused problems for the investment trust companies (ITCs), which held
SK Global paper as part of their investment portfolio. The ITCs attempted to meet
their investors’ demands for redemption by selling their holdings of credit card
company bonds. However, the simultaneous fall in asset quality of these bonds
made them illiquid, leaving the ITCs with liquidity problems.

The loss of market confidence in the credit card companies made it diffi-
cult for them to roll over their debt. The government intervened to assist the
credit card companies by asking financial institutions to roll over the debt, notably
the banks and the ITCs, which each held more than 25 trillion won of credits (4 per
© OECD 2004
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cent of GDP). However, given the weaknesses of the ITCs, they rolled over only
half of their credit card company debentures maturing in the April to June quarter
of 2003 – 10 trillion won in total – with the other 5 trillion borne by banks, securi-
ties firms and insurance companies. While this resolved the temporary liquidity
problem, the credit card companies also promised to secure new capital through
self-rescue efforts. However, the underlying problem proved to be far worse as the
delinquency ratio rose to 14 per cent by the end of 2003 despite the rapid
increase in rescheduled loans (Table 4.13).

In particular, the largest credit card company, LG Card, lost access to the
capital market and stood on the brink of collapse by the end of 2003. Creditors
balked at assuming control of the company, which was found to have liabilities
exceeding its assets. The authorities were concerned about possible systemic
risks from the failure of LG Card, which is the largest company in this sector,
accounting for 40 per cent of assets, 41 per cent of credits, 21 per cent of turnover,
and 26 per cent of cards issued as of September 2003. They argued that it could
set off a wave of downgrading, triggering repayment clauses and possibly a liquid-
ity crisis at the other credit card companies, causing turbulence in the bond mar-
ket and perhaps jeopardising the still fragile economic recovery. Consequently,
the government played a co-ordinating role in a plan to save LG Card, which
required the support of sixteen creditor financial institutions, including ten banks
and six insurance companies. Under this plan, the Korea Development Bank
(KDB), a government-owned institution, took over the key role in restructuring the
company.19

The authorities tried to minimise the moral hazard from the LG Card res-
cue plan by replacing the management, writing down the shareholders’ equity and
converting bank loans into equity. The penalty imposed on management failure
makes this case different from past episodes of restructuring. As part of a debt-
equity swap with creditors, the family ownership of LG agreed to give up its own
equity, as well as that of the group, in LG Card, and to sell another non-bank finan-
cial company (LG Investment & Securities), with the proceeds to be injected into
LG Card. The family ownership also agreed to provide 75 per cent of any addi-
tional liquidity needed for the restructuring of LG Card, by offering its equities in
other affiliates of the group as collateral. Such an outcome between a creditor and
the shareholder family may go beyond the provisions of the insolvency laws.

Investment trust companies

A well developed collective investment sector is crucial in providing long-
term saving vehicles for expanding pension funds as households prepare for
retirement. However, the experience of the investment trust sector in the
late 1990s revealed that the system in Korea, which is based on investors acquir-
ing fixed-income claims on the corporate sector, was basically unsound, as it was
© OECD 2004
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unable to withstand the collapse of Daewoo in 1999. Indeed, the fixed-income
market has still not recovered fully from the shock. The ITCs remain vulnerable to
liquidity pressures following the SK Global accounting scandal. Public awareness
of the financial difficulties and the negative capital ratios of some large ITCs is
increasing,20 raising the risk of a loss of market confidence that would lead to con-
tagion in other segments of the securities market, which remains generally weak.

The government has taken steps to restructure this sector. After injecting
2.2 trillion won in public funds, 80 per cent of the government’s share in Hyundai
ITC, the third largest, was sold to Prudential Financial in February 2004. As for the
two largest, Korea (KITC) and Daehan (DITC), the government announced that
they would be sold by the end of 2004 after the injection of additional public
funds.21

The Korean financial market still tends to be limited to domestic opera-
tions, especially in the asset management sector. Few foreign securities are listed
on the stock exchange and foreign ownership in the fixed-income market is only
0.6 per cent. As a further spur to the asset management sector, the government is
planning to establish a Korean Investment Corporation (KIC).22 This move may
help create a regional financial hub by attracting asset management firms to the
country. However, more important than direct business promotion is the establish-
ment of conditions that will attract foreign asset management firms, in particular by
bringing the regulatory framework into line with global standards.

The securities firms

The Korean securities industry is dominated by relatively small compa-
nies that are limited to a narrow range of operations and rely mainly on brokerage
commissions.23 The industry is under pressure from declining income due to
strong competition in brokerage fees, and the capital levels of some companies
are low. In most other financial markets, there have been structural changes to
favour a small number of investment banks who put capital at risk in a number of
operations and participate in innovative techniques. Korean institutions have
been relatively slow to develop skills in these areas.

Recovering public funds used for financial restructuring

From 1997 to 2003, a total of 161 trillion won of public funds – 22 per cent
of 2003 GDP – was spent to restructure the financial sector (Table 4.14). As the
amount of public funds approved by the National Assembly has been virtually
exhausted, any significant future injections will either require additional legisla-
tive approval or the use of funds recovered through the sales of non-performing
loans (NPLs) and the proceeds from privatisation. Public funds totalling 63 trillion
won were recovered by 2003, a 39 per cent recovery rate. However, it has been
© OECD 2004
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estimated that 69 trillion won in public funds is not recoverable, with the burden
to be spread out over 25 years.24

Between the end of 1997 and November 2002, the Korea Asset Manage-
ment Corporation (KAMCO) purchased NPLs with a face value of 110 trillion won
for the price of 40 trillion won on behalf of the government. Thus far, KAMCO has
recovered 33 trillion won through the sales of NPLs, with most of these funds re-
cycled for further restructuring of the financial sector. KAMCO still holds almost
40 per cent of the NPLs that it purchased.25 While KAMCO’s role as a government

Table 4.14. The financial-sector restructuring programme
November 1997 to December 2003 in trillion won

A. Outlays by type of financial institutions

B. Outlays by source of financing

C. Recovery of expenditure

Source: Public Funds Oversight Committee.

Equity 
participation

Capital 
contributions

Deposit 
payoffs

Asset 
acquisition

NPL 
purchases

Total

Banks 34.0 13.8 – 14.4 24.6 86.8

The non-bank sector 26.3 3.4 29.2 1.0 12.0 71.9
Merchant banks 2.7 0.2 17.2 – 1.5 21.7
Securities/investment trusts 7.7 – – – 8.5 16.2
Insurance 15.9 3.0 – 0.4 1.8 21.0
Credit unions – – 4.7 – – 4.7
Saving banks – 0.2 7.3 0.6 0.2 8.3

Foreign institutions – – – – 2.4 2.4

Total 60.3 17.2 29.2 15.4 39.0 161.1

Equity 
participation

Capital 
contributions

Deposit 
payoffs

Asset 
acquisition

NPL 
purchases

Total

Bond issuance 42.2 15.2 20.0 4.2 20.5 102.1
Recovered funds 3.9 1.9 6.3 4.8 17.4 34.3
Public money 14.1 – – 6.3 – 20.4
Others 0.1 0.1 2.9 0.1 1.1 4.3

Total 60.3 17.2 29.2 15.4 39.0 161.1

KDIC KAMCO Government Total

1998 – 2.4 – 2.4
1999 4.3 9.7 – 14.0
2000 6.1 8.9 – 15.0
2001 4.1 5.3 – 9.4
2002 2.6 3.8 6.6 13.0
2003 5.6 2.4 1.1 9.1

Total 22.7 32.5 7.7 62.9
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agency responsible for resolving NPLs is over, it is focusing on restructuring its
remaining assets with the aim of raising corporate value. KAMCO’s use of new
techniques to extract value from impaired credits, by using loan sales, securitisa-
tion and foreclosure, has advanced the development of domestic financial mar-
kets. As noted above, KAMCO will begin to play a role in the restructuring of
household debt.26

The Korea Deposit Insurance Corporation (KDIC) has played a key role in
re-capitalising financial institutions and in meeting the claims of depositors in
failed institutions. KDIC still has 28 trillion won of equity participation in eleven
financial institutions. With the reinstatement of the partial deposit insurance sys-
tem in 2001, KDIC’s role has broadened from deposit insurance provider to
include expanded responsibilities in monitoring and safeguarding the financial
stability of insured deposits and the Deposit Insurance Fund. To safeguard the
Fund, it is considering the introduction of risk-based premiums. However, their
adoption has been delayed for fear of a negative impact on weaker institutions.

Overall assessment and scope for further action

The financial health of the corporate sector has improved markedly since
the crisis, while the legal framework for corporate governance and auditing has
been upgraded. However, as the SK Global scandal demonstrated, there is still a
lack of enforcement of the new framework and transparency is weak. To overcome
these weaknesses, it is essential to stress the implementation of the corporate
governance and auditing frameworks. For example, companies should be required
to publicly disclose to what extent they adhere to best practices, as defined in the
Code of Corporate Governance, so that investors can make informed decisions.
The long-awaited introduction of class action suits in 2005 – a topic debated over
the past five years – provides a key tool to help shareholders fight fraud. Its cover-
age should be extended beyond the 80 largest companies and its scope
expanded beyond the issue of securities fraud to include the important areas of
related party transactions and inter-company transfers. The increased power of
shareholders, combined with stronger and more independent financial institu-
tions, increased international competition and strengthened competition policy,
are becoming increasingly effective in disciplining chaebol behaviour. As noted in
Chapter 5, this allows the phasing out of the regulatory controls that have been
used with mixed success in an effort to control the large business groups. Finally,
there is a need for rationalisation of policies to assist small companies, whose rel-
ative position has strengthened significantly in recent years.

Economic growth will be determined to some extent by the return on
Korea’s large investment in knowledge. One objective should be to get the univer-
sity system more involved in the R&D effort. This should be accompanied by more
interaction and labour mobility between the three main sectors – government
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research institutes, business and academia. Deepening international linkages is
another key to improving R&D. Another important goal is to incorporate the new
ICT technology – an area where Korea is a leading producer – in ways that boost
productivity. Finally, it is necessary to avoid the risks inherent in concentrating
R&D efforts in the ten key sectors identified as future growth engines.

The improved financial health of the corporate sector has had a positive
impact on the financial sector. However, there are other risks to this sector. In par-
ticular, it is important to ensure that the health of the commercial banks is not
endangered by the adverse developments in the non-bank sector, which already
caused a sharp dip in profits in 2003. Privatisation of the banks should be pursued
continuously, in part to recover some of the funds used to restructure the financial
sector. Moreover, a strong, privately-owned banking sector is essential to establish
the autonomy of bank management and to advance corporate restructuring. Full
divestiture would eliminate potential conflicts of interest arising from the govern-
ment’s role as both regulator and owner of banks. The privatisation process also
offers an opportunity to further increase the foreign presence in the banking sec-
tor and strengthen competition. Foreign banks have a number of comparative
advantages that can upgrade practices at domestic banks.

Considering the uncertainties about the strength of the economic recov-
ery and the high unemployment rate for young adults, the delinquent borrower
problem and financial distress in the credit card companies are unlikely to be
resolved quickly. Nevertheless, addressing these issues should be a top policy
priority, as they have important implications for the macroeconomic situation as
well as the financial sector. All of the credit card companies should be required to
secure sufficient equity to cushion themselves against continuing defaults, with
those that fail to do so subject to prompt corrective action. They also need to
develop their capacity to recover loans. Moreover, it is essential to improve credit
risk management practices. Credit bureaus, or rating agencies, should provide
complete information on borrowers’ credit histories and obligations. Given the
fact that one-sixth of the working-age population is classified as delinquent bor-
rowers, it is essential to implement effective credit rehabilitation programmes.
The recent improvement of the legal framework is an important step in this regard.
However, success will depend on the attitude of creditors and debtors to the new
regime, and whether they will use these programmes effectively to improve the
financial health of delinquent borrowers.

The problems in the credit card sector underline the need for a more
developed forward-looking regulatory scheme. The supervisory framework should
emphasise a pre-emptive and risk-based prudential approach rather than focus-
ing on compliance with rules. One new concern, for example, may be the exclusion
of credit unions from the deposit protection system in 2004. It is important that
the private insurance system that is established be monitored closely by the
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authorities. Moreover, the criteria for prompt corrective action measures should
be re-examined and stiffened, thus reducing the need for ex post punitive mea-
sures and government bailouts.

The weakness of pre-emptive regulation leads to problems that prompt
government intervention to maintain stability, thus weakening market discipline
and creating moral hazard problems. The enormous size of the problems in the
credit card sector makes it difficult for the government to adopt a hands-off
approach, given the risk to financial stability and to economic growth. However,
the government’s efforts to resolve the LG Card problem could risk signalling to
investors a return to the pre-crisis approach of “too big to fail”. It should be clear
that the bail-out of LG Card was an exceptional case. The treatment of the ITCs,
which, in an effort to boost their profitability, bought high-yield, high-risk debt
issued by the credit card companies, raises similar questions. The fact that unre-
lated banks and insurance companies had to bear the cost of this strategy weak-
ens market discipline. Moreover, this reduced the pressure on credit card
companies, who are the underlying cause of the problem, to take painful restruc-
turing measures, thus slowing efforts to resolve the crisis. Finally, the moral hazard
may extend to households, who feel less pressure to pay back their debts.

Improving the health of the ITCs should be a priority as part of devel-
oping the asset management sector. Increased participation by foreign institu-
tional investors in Korea’s securities market would greatly enhance its stability
and development. The development of a strong group of institutional inves-
tors, which could play the role of strategic investor, would promote long-term
savings, enhance productivity and innovation and emphasise trust and corpo-
rate governance.
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Box 4.1. Summary of recommendations in the corporate 
and financial sectors

The corporate sector

– Ensure that class-action suits become an effective tool for minority share-
holders to prevent abuses by management and controlling shareholders. Ex-
pand the scope of suits gradually to include more firms and perhaps more
types of abuse, such as related party transactions and inter-company trans-
fers.

– Further strengthen corporate governance, the financial sector and prudential
supervision in order to discipline chaebol behavior.

– Ensure the full Implementation of the most recent changes to the corporate
governance and auditing frameworks to improve transparency and prevent
fraud.

– Improve the R&D framework by better utilising the universities and by en-
hancing the links between government research institutes, business R&D
centres and the universities.

– Avoid undue emphasis on the ten industries identified as future growth en-
gines, which could lead to distortions and high opportunity costs.

– Consolidate assistance to small and medium-sized enterprises.

The financial sector

– Continue the privatisation process of banks.

– Monitor the soundness of household loans and introduce steps to ensure
that problems in the credit card sector do not spread to other sectors includ-
ing banks. 

– Restore the financial health of the credit card companies by requiring them
to obtain new capital and strengthen risk management.

– Improve the health of the investment trust industry, in part through restruc-
turing and privatising the largest two companies.

– The Financial Supervisory Commission should enforce the supervisory
framework to promote the stability of the non-bank financial sector, espe-
cially in the non-bank lending institutions, and shift to a more pre-emptive
and risk-based approach to deal with emerging risks. 

– Strengthen market discipline and eliminate moral hazard problems, both for
financial institutions and consumers. 
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Notes 

1. The Korea Fair Trade Commission’s policies to regulate the chaebol are discussed in
Chapter 5.

2. Following a guilty verdict in June 2003, the accused appealed the case to a higher court. 

3. Later examination by the FSS revealed that in 2001 window-dressing in the financial
statement of SK Global amounted to 7.7 trillion won, which inflated its net equity and
profit by 2.0 and 0.2 trillion won, respectively. The FSS also found another accounting
fraud at SK Shipping. 

4. Related auditing firms and CPAs, who had neglected their roles as external auditors,
received heavy penalties. Meanwhile, nine banks and two securities firms were repri-
manded for issuing fabricated loan documents, thus circumventing the external audit
process. 

5. This conclusion is consistent with that of the CLSA corporate governance indicator,
which rates Korea at 7.0 for its rules and regulations and 3.5 for enforcement.
Singapore, the highest ranking Asian country in the index, is rated at 8.5 and 7.5,
respectively.

6. For the inverse – domestic ownership of inventions made abroad – Korea is the third
lowest. 

7. The domestic banks set aside 2.8 trillion won in provisions for loan losses due to SK
Global and LG card, in addition to 8.2 trillion won for household loans, of which
5.3 trillion won was related to banks’ in-house credit card business. Moreover, equity
losses due to credit card subsidiaries amounted to 0.7 trillion won.

8. The IMF (2003) concluded that Korean banks are resilient to the direct impact of inter-
est and exchange rate shocks, but that household debt and its implied feedback
effects on non-performing loans and capital could be significant. In a stress test for
household credit, a 50 basis-point increase in interest rates, combined with a 5.8 per
cent decline in disposable income, was found to boost the default ratio to 8.9 per cent
(from 1.2 per cent) and reduce the capital adequacy ratio by 1.5 percentage points.
However, this would be an unprecedented shock; even in the wake of the crisis when
output fell 7 per cent in 1998, household income rose by 6.5 per cent. The relatively
large expected impact on banks is due to the higher credit risk of new lending and the
way that most household loans are structured. Three-year bullet loans, with only inter-
est due in the interim, are common, and this may lead to an understatement of prob-
lem loans. In March 2004, the newly established Korea Housing Finance Corporation
launched a state-run mortgage system that will replace some of current short-term
housing loans with long-term mortgage loans.
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9. Despite the problems in the credit card sector, the substandard or below loan ratio for
these companies has remained rather stable because the ratio does not reflect the
sharp increase in rescheduled loans.

10. For consumers, 20 per cent of credit card purchases in excess of 10 per cent of gross
income is deducted from taxable income, with the maximum deduction set at 5 million
won. For merchants, 1 per cent of credit card sales is deducted as a tax credit from the
value-added tax.

11. Purchases using debit cards are only 0.04 per cent as large as those using credit cards
and the proportion of merchants who accept debit cards is less than 2 per cent. In
order to promote their use, the tax advantages of debit cards were expanded from
20 to 25 per cent of card purchases, their scope was expanded to include check cards,
and the lottery system was divided into different pools for credit and debit cards. 

12. The threshold for delinquency is 300 thousand won (one-fifth of the average manufac-
turing wage) for three months. Credit information is collected by the Korea Federation
of Banks and passed on to financial institutions. Information on delinquent borrowers is
kept for a maximum of two years after repayment and can have a broad impact on the
individual (e.g. their employment and financial transactions). 

13. The Bank of Korea surveyed all new bank loans to households between January 2001
and March 2002 (350 thousand in all). House purchases accounted for about half, while
only 2 to 3 per cent were used for consumption. The survey also found that banks’
lending practices were not too risky; only 11 per cent of the borrowers were not home-
owners, and 90 per cent of the loans were secured by collateral or guarantees.

14. Rescheduled loans are given to already delinquent borrowers, who repay 10 to 20 per
cent of the previous loans when receiving them. Rescheduled loans are automatically
classified as impaired assets, because without them, the borrowers would remain
delinquent. Moreover, delinquency rates on such loans have been consistently high, at
around 30 per cent. 

15. Moreover, of the 1.08 million persons registered as delinquent during 2003, 0.9 million
had unpaid debt to the credit card companies. 

16. It is estimated that the contraction of the credit card sector since 2002 lowered private
consumption growth by 1.2 to 2.5 percentage points and real GDP growth by 0.7 to
1.6 percentage points during the first three quarters of 2003 (Park, 2004).

17. The minimum provision ratios for banks’ household loans were raised from 0.5 to
0.75 per cent for normal loans, 2 to 8 per cent for precautionary loans and from 50 to
55 per cent for doubtful loans. For credit card companies, the ratios were raised from
0.5 to 1 per cent, 2 to 12 per cent and 50 to 60 per cent, respectively. The ratios for the
substandard and estimated loss categories remained at 20 and 100 per cent, respec-
tively, for banks’ household loans and credit card companies. In July 2002, the authori-
ties limited cash loans to a maximum of 50 per cent of total turnover, and required that
past loans exceeding that amount be repaid by the end of 2004. However, declining
sales credit and increasing rescheduled loans forced the deadline to be extended
twice – to the end of 2007. 

18. The primary owners of these nine companies were banks (five) and chaebol (four). 

19. The key points of the agreement are as follows. First, creditors will swap 3.65 trillion
won of loans into equity. The creditors provided 2 trillion won of this amount in 2003.
KDB would become the largest shareholder of LG Card once the proposed restructur-
ing plan is implemented. Second, the proceeds from selling the family and group owner-
ship in LG Investment & Securities (21.2 per cent), which is expected to total 350 billion
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won, will be injected in LG Card. Third, LG Group will inject an extra 800 billion won,
with 500 billion won converted into preferred shares. Fourth, the funding requirement in
excess of the bailout plan – up to 500 billion won – will be shared by the LG Group and
creditors at a ratio of 75 to 25. In the event, the family ownership was burdened with
220 billion won (out of a possible 375 billion won) in excess funding requirements. Two
of the creditor banks, Korea Exchange Bank and KorAm Bank, later withdrew from this
agreement. 

20. Partly as a result of concerns about the soundness of the asset management industry,
investors prefer to establish their own funds and roll over investment annually. Conse-
quently, there were 5 625 funds at the end of 2002, a number that makes it hard to ben-
efit from economies of scale. According to the Investment Company Institute in the
United States, the total asset size of funds in Korea was 15th out of 35 countries, while
the average asset size per fund was 31st. 

21. Despite the injection of 7.7 trillion won in public funds after the Daewoo crisis in 1999,
KITC and DITC have suffered from financial difficulties. By June 2003, their net equity
capital declined to negative 800 billion won and 300 billion won, respectively. 

22. The KIC will be launched in 2005 with an initial $20 billion transferred from the Bank of
Korea. The KIC will be guaranteed independence and commercial orientation, and
management will be outsourced to reputable asset management firms regardless of
nationality. 

23. In 2002, 87 per cent of operating income in the securities companies came from broker-
age of securities and funds. Meanwhile, in the United States, 47 per cent of operating
income came from investment banking services, with brokerage accounting for only
17 per cent.

24. This indicates an ultimate recovery ratio of 56 per cent. As for the 69 trillion won that is
not recoverable, 20 trillion won will be shouldered by financial institutions, on the
grounds that they have benefited from public fund injections to stabilise the financial
sector. This amount will be raised by imposing a special deposit insurance fee set at
0.1 per cent of deposits. The remaining 49 trillion won will be covered by the govern-
ment budget, costing an annual average of approximately 2 trillion won based on the
present value. 

25. The recovery ratio as of January 2004 was 116 per cent, which means that KAMCO’s
operations have been successful in selling NPLs for more than their purchase price.
However, the ratio is expected to decline due to the lower quality of the remaining
NPLs.

26. As of January 2004, KAMCO had purchased household NPLs, with a face value of
7 trillion won, from 1 million delinquent borrowers. Moreover, KAMCO is expected to
be responsible for the asset management of the newly established bad bank. 
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5. Product market competition and economic 
performance

The OECD Growth Study and other empirical work demonstrate that com-
petition in product markets plays a significant role in the process of economic
growth. Korea has succeeded in transforming itself from one of the poorest coun-
tries in the world in the 1960s to an important industrial nation over the period of
one generation (Figure 1.1). This has been accomplished despite government
measures over the past forty years to accelerate growth, focusing on export-ori-
ented manufacturing industries in which scale economies are important, which
tended to weaken competition to some extent. The outstanding economic perfor-
mance suggests that there may have been some positive results from these poli-
cies, perhaps because they enabled Korea to overcome various negative
externalities prevalent at an early stage of development. However, they have also
left a negative legacy that includes distortions in resource allocation, high concen-
tration in product markets, barriers to entry and exit, an important role for trade
associations, government ownership, and the formation of business conglomer-
ates, called chaebol. Moreover, the development strategy resulted in a dualistic
economy, divided between highly competitive, export-oriented manufacturing
and a much less dynamic, domestic demand-oriented sector. As noted in
Chapter 1, the productivity gap between the manufacturing and service sectors in
Korea is the largest in the OECD area. These various negative factors may prove
detrimental to Korea’s growth prospects, which are likely to be increasingly linked
to a knowledge-based economy.

Korea’s labour productivity (per hour worked) was about half of the OECD
average in 2002, suggesting considerable scope for further convergence. As noted
in Chapter 1, inputs of labour and capital have played a key role in its economic
development, while total factor productivity has accounted for less than one-third
of growth (Table 1.2). However, slowing inputs of labour and capital during the
coming decade, reflecting declining working hours and the falling trend of busi-
ness investment, may significantly reduce the growth potential. According to one
study, the contribution to growth from labour and capital inputs will fall by half
from 4½ percentage points a year in the 1990s to 2¼ in the coming decade (Han
et al., 2002). Economic growth will thus depend increasingly on total factor produc-
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tivity gains. Structural reforms, including measures to strengthen product market
competition, are essential to realising such gains and sustaining Korea’s growth
potential. This is particularly true in the service sector, where competition is rela-
tively weak at present and productivity is low, due in part to the fact that it is less
exposed to international competition. The authorities have introduced measures
aimed at strengthening market forces, although the legacy of past policies is diffi-
cult to dismantle and progress has been uneven.

This chapter begins by presenting some indicators to gauge the strength
of competitive pressures, as well as the implications of barriers to trade and for-
eign direct investment. This is followed by an overall assessment of the competi-
tion policy framework and its role in promoting competition. The chapter then
analyses a number of sectors where policies to strengthen competition can be
expected to have particularly large benefits. The chapter concludes with a set of
policy recommendations.

Indicators of competition

Although measuring the extent of competition is not straightforward, it is
useful to examine available indicators that may convey some information on the
strength of competitive forces. Available indicators include concentration ratios,
price mark-ups and barriers to trade and investment. While these indicators sug-
gest that competition has strengthened gradually over the past twenty years, the
degree of competition may still be weak relative to other countries.

The concentration ratios show several interesting trends (Table 5.1). First,
ratios at the industry level (Panel A) and the market level (Panel B) have been
declining since the 1980s, suggesting that the economy is moving toward a more
competitive structure.1 However, the downward trend was temporarily reversed in
the wake of the 1997 crisis, reflecting the exit of non-viable companies or their
merger with stronger firms.2 Second, the general concentration ratio (Panel C), mea-
sured as the shares of the largest 50 and 100 firms in terms of turnover and employ-
ment, has also fallen significantly since the crisis. Third, concentration diminishes as
market size increases (Panel D). However, for markets larger than 1 trillion won, con-
centration goes up instead, reflecting the importance of economies of scale in leading
industries, such as semiconductors and cars, and the fact that the high level of initial
investment required acts as an entry barrier.3 However, these highly concentrated
industries are part of a larger competitive global market.

International comparisons of concentration show that the average share of
the three largest firms in Korea is comparable to those in Japan and the United
States (Table 5.1, Panel E). However, compared to the latter two countries, the HHI
shows a significantly higher degree of concentration in Korea.4 The HHI in “seg-
mented” industries, which are characterised by large firms and significant entry
barriers, is particularly high in Korea (Table 5.2).
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Table 5.1. Concentration ratios
A. Industry concentration ratios

B. Market concentration ratios

C. General concentration ratios (per cent)

D. Industry concentration ratio by market size

E. International Comparisons

1. The Hirschman-Herfindahl Index combines elements of both firm numbers and inequality. For an industry with
N firms, it can be defined as:

where i indexes firms 1, 2,…, N and Xis an appropriate measure of firm size (e.g. gross output). When an industry is
occupied by only one firm (a pure monopolist), the index attains its maximum value of 1 (1 000 in this table since
the index is multiplied by 1 000).

Source: Korea Fair Trade Commission and Korea Development Institute.

1980 1990 1997 1998 1999 2000 2001

Share of top 3 firms (per cent)
Simple average 62.4 52.8 48.6 50.0 45.4 44.0 43.4
Weighted average 55.1 52.6 51.7 53.6 54.2 52.5 51.5

HHI ×  1 0001

Simple average 263.8 221.3 179.4 190.5 158.6 152.5 153.1
Weighted average 180.6 187.8 177.8 188.0 194.5 183.5 182.1

1980 1990 1997 1998 1999 2000 2001

Share of top 3 firms (per cent)
Simple average 81.7 73.9 73.1 73.0 72.5 69.9 68.0
Weighted average 67.1 62.6 65.4 67.3 67.1 65.6 64.0

HHI ×  1 0001

Simple average 473 393 388 388 389 357 331
Weighted average 288 262 283 289 295 285 267

1980 1990 1997 1998 1999 2000 2001

Turnover: 
50 largest enterprises 30.0 30.0 37.1 38.4 38.0 38.1 36.8
100 largest enterprises 39.0 37.3 44.2 45.9 45.1 44.8 43.7

Employment:
50 largest enterprises 13.3 13.6 16.5 16.6 14.7 13.9 13.2
100 largest enterprises 18.6 18.4 20.1 20.1 18.1 17.0 16.0

Size (billion won)
Less 

than 1
1-10 10-50 50-100 100-500

500-
1 000

1 000-
5 000

Higher 
than 5 000

Number of Industries 2 18 42 34 179 92 96 21
Total turnover (billion won) 10 926 11 354 26 021 470 057 646 040 2 055 946 2 640 110
Share of top 3 firms (per cent) 100 80 52 49 37 37 39 68
HHI ×  1 0001 674 483 182 155 121 105 127 255

Market Concentration Japan (2000) Korea (2001)

Top 3 firms (per cent, simple average) 72.0 68.0
HHI ×  1 000 (simple average) 269.3 331.0

Industry concentration US (1997) Korea (2001)

Top 4 firms (per cent, simple average) 42.8 48.6
HHI ×  1 000 (simple average) 75.8 149.3
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Table 5.2. International comparison of concentration ratios1

Based on establishment data2

1. The Hirschman-Herfindahl Index * 10 000.
2. No data is available for Korea for the non-manufacturing sector.
Source: OECD.

Korea Japan United States

1997 1999 1997

MANUFACTURING
Fragmented, low R&D
Food products 18.8 1.5 3.3
Textiles 12.0 3.3 6.5
Wearing apparel 73.0 4.0 8.6
Leather products 86.2 45.6 65.1
Footwear 72.2 32.1 n.a.
Wood products 109.2 5.0 3.7
Paper and pulp products 76.1 23.0 14.4
Publishing and printing 60.9 17.9 3.0
Plastic products 50.7 6.8 5.0
Non-metallic products 29.3 8.8 6.6
Fabricated metal products 232.7 9.9 1.6
Furniture 70.6 13.2 7.6
Unweighted average 74.3 14.3 11.4

Segmented, low R&D
Beverages 177.8 39.8 191.5
Tobacco products 1 225.5 386.4 n.a.
Refined petroleum products 1 988.9 236.9 n.a.
Rubber products 490.3 75.3 n.a.
Glass products 377.3 105.2 n.a.
Basic metals 195.5 46.4 29.0
Iron and steel 344.5 71.8 n.a.
Non-ferrous metals 293.0 64.9 n.a.
Shipbuilding and repairs 1 096.9 178.4 n.a.
Unweighted average 687.7 133.9 110.3

Fragmented, high R&D
Machinery and equipment 42.5 7.5 7.5
Medical appliances 112.4 47.7 n.a.
Other manufacturing 45.7 34.2 11.1
Unweighted average 66.9 29.8 9.3

Segmented, high R&D
Coke and petroleum products 1 919.1 220.1 76.4
Chemicals products 54.3 14.9 14.4
Drugs and medicines 91.8 50.9 n.a.
Office and computing machinery 1 301.8 84.2 17.9
Electrical machinery 51.6 21.6 13.9
Radio, TV and communication equipment 144.6 18.6 n.a.
Optical and photographic equipment 1 919.5 137.9 n.a.
Watches and clocks 762.9 1 173.9 n.a.
Motor vehicles 226.7 49.4 23.9
Other transport equipment 585.3 109.2 n.a.
Railroad equipment 3 305.3 805.0 n.a.
Aircraft 2 675.8 593.1 n.a.
Unweighted average 1 086.6 273.2 12.2
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Industries with high market concentration ratios show significantly higher
price mark-ups according to one study (Jeong et al., 2002). Moreover, the relation-
ship becomes more powerful as firms’ export ratio (export/shipment) increases,
which may indicate that exporting companies have a relatively high degree of
dominance in domestic markets. As for R&D expenditures, there is a weak positive
correlation with industry concentration ratios. However, in monopolistic market
structures, R&D expenditures fell. This suggests that, beyond a certain point, mar-
ket power tends to reduce incentives to adopt and develop new technology, thus
discouraging dynamic efficiency gains.

Import penetration has risen from around 10 per cent at the beginning of
the 1990s to 17 per cent a decade later (Figure 5.1). The rate in Korea is in line
with those in other OECD countries after controlling for country size, per capita
income and transportation costs (Panel B). However, a breakdown by type of man-
ufacturing industry reveals a particularly low import penetration rate for seg-
mented industries with high R&D intensities (Table 5.3). This may reflect the fact
that this category includes many of Korea’s leading industries, such as cars and
communication equipment, where it has a strong comparative advantage. How-
ever, industries which have few domestic competitors and low imports, such as
petrochemicals, oil refineries and cement, are more problematic from the per-
spective of competition.

Explicit trade barriers in terms of tariff rates are higher than in other OECD
countries due primarily to the protection granted to the agricultural sector. The
average tariff rate in 2001 was 8 per cent, compared to around 3 per cent in the
United States, the European Union and Japan (Table 5.4). However, the average
rate for non-agricultural products in Korea was 4½ per cent, much closer to the
rates in major OECD countries. The proportion of imports affected by non-tariff
measures (defined as quantitative controls, finance measures and price control
measures) is low at 2.4 per cent compared to more than 5 per cent in Korea’s
major trading partners (Panel B). However, imports are hindered by regulatory and
administrative procedures in some areas, especially sanitation and safety, which
are not consistent with international standards. For example, the Korean list of
permitted food additives differs from the one agreed to within the FAO/WHO
Expert Committee, and there are differences in cosmetic standards.

As noted above, the level of protection is much higher for agriculture. The
overall level of support for farmers, as measured by the Producer Support Esti-
mate, remains one of the highest in the OECD area and double the OECD average
(Figure 5.2). The net effect is to boost farm income by nearly three times (Panel B).
Over 90 per cent of this assistance is provided through market price supports,
which distort trade and production, compared to an average of 66 per cent in the
OECD area. For example, quotas remain in place for 190 agricultural products, and
for 114 of these products, domestic producer cooperatives have exclusive rights to
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Figure 5.1. Indicators of market openness

1. Manufacturing imports relative to manufacturing imports plus GDP, excluding intra-EU trade.
2. Average residuals for the period 1995 to 2000 after controlling for effects of country size, GDP per capita and

transportation costs.
Source: OECD, Monthly Trade Statistics and OECD calculations.
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import or distribute import quantities within the quota limit, thus further limiting
benefits from competition. The total support provided to farmers by Korean con-
sumers and taxpayers amounted to 3½ per cent of GDP in 2003, according to the
OECD. In addition to this direct cost, the high protection of agriculture is a major
obstacle to the success of multilateral trade negotiations, as well as Korea’s partic-
ipation in regional free trade agreements, which would allow it to benefit more
fully from the economic dynamism of Asia.5

Foreign direct investment (FDI) inflows had played a minor role in Korea prior
to the crisis in 1997, reflecting a generally hostile attitude toward foreign investors
and legal restrictions such as ownership and screening requirements, which were
relatively restrictive compared to other OECD countries (Figure 5.3). However,
since 1998, the authorities have adopted sweeping measures to promote FDI,
beginning with the Foreign Investment Promotion Act in 1998, which focused on
creating an investor-friendly environment. At present, 99.8 per cent of all business
lines (out of a total of more than 1 100) are open to foreign investment, a level on a

Table 5.3. International comparison of import penetration 
by type of manufacturing industry1

1. Segmented market structures are characterised by large firms and significant entry barriers associated with high
costs, while fragmented market structures are characterised by small firms and low sunk costs and entry barriers.

Source: See Oliveira Martins, J., T. Price and N. Mulder (2003) “A taxonomy of market structure cluster”, OECD Economics
Department, mimeo.

High R&D Low R&D

Segmented Fragmented Segmented Fragmented

Austria 51.9 42.6 27.9 29.5
Belgium 54.7 63.9 26.6 37.1
Czech Republic 43.3 41.3 25.8 25.7
Denmark 55.2 34.3 30.7 35.5
Finland 38.4 26.5 18.7 10.8
France 31.1 32.0 18.6 20.6
Germany 28.8 22.2 20.3 21.7
Italy 35.0 19.8 19.3 12.3
Netherlands – 39.4 27.9 33.3
Spain 39.7 36.8 17.5 15.3
Sweden 34.9 30.0 25.2 17.8
United Kingdom 39.3 32.4 21.7 23.2
United States 26.4 22.7 10.2 14.4
Canada 44.2 55.9 21.0 22.9
Japan 8.0 7.2 8.4 8.7
Korea 20.0 38.5 14.4 13.7
Mexico 34.0 51.9 19.2 24.6

European average 39.9 34.1 22.3 22.9

OECD average 36.6 35.1 20.8 21.6
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par with that of other OECD economies.6 The amendment to the Foreigner’s Land
Acquisition Act in 1998 removed restrictions on foreign ownership of real estate.
Perhaps even more importantly, the negative attitudes toward direct investment
have been largely changed, as reflected in the creation of Invest Korea7 and the
Office of the Investment Ombudsman to provide “one stop” service for potential
investors and assistance after investment.

The reforms to attract FDI and the restructuring of the corporate and finan-
cial sectors in the wake of the crisis, which caused a surge of cross-border M&As,
resulted in a sharp rise in FDI inflows (Figure 5.4). Indeed, the $35 billion in actual
inflows between 1998 and 2002 was more than double the amount received during
the previous 35 years. This surge boosted the stock of FDI in Korea from 2 to 9 per
cent of GDP. Nevertheless, Korea still ranks among the lowest of the OECD econo-
mies in this regard. Moreover, since 2001, the annual inflow of FDI has fallen below
$5 billion on an arrival basis, less than half of the amount in 1999 and 2000. The
decline may be attributed to internal as well as external factors, such as the

Table 5.4. International comparison of trade protection

1. Weighted by imports..

2. Coverage as a per cent of total imports in latest year available.
Source: World Trade Organisation for Panel A. UNCTAD for Panel B.

A. Tariff rates in 2001 (per cent)

Simple average Weighted average1

Total Agriculture Manufacturing Total Agriculture Manufacturing

Korea 12.7 44.2 7.3 7.9 64.1 4.5

United States 5.4 9.7 4.4 3.1 2.7 3.1
European Union 4.8 9.4 3.9 3.1 6.0 2.9
Japan 5.0 10.5 3.6 2.5 7.1 1.7

B. Coverage of non-tariff measures2

Japan Korea United States European Union

Primary products 7.49 9.29 4.69 1.98
Agricultural products 7.69 10.76 4.56 2.30
Mining products 6.31 0.60 5.44 0.47

Manufactures 5.08 0.37 5.23 10.77
Iron and steel 0.48 0.00 42.44 51.94
Chemicals 1.15 1.25 3.35 4.18
Other semi-manufactures 0.64 0.16 4.59 0.86
Machinery and transport equipment 0.05 0.00 5.18 2.41
Textiles and clothing 23.06 0.38 1.13 87.21

Other consumer goods 0.68 0.00 0.92 4.82
Other products 0.00 0.00 0.00 0.00
All products 5.61 2.37 5.08 5.79
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Figure 5.2. An international comparison of agricultural support

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

2. The NPC is a measure of market protection defined as the ratio between the average prices received by produc-
ers and border prices.

Source: OECD, Agricultural Policies in OECD Countries.
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Figure 5.3. Foreign direct investment restrictions,1 1998
By type

1. The indicator ranges from 0 (least restrictive) to 1 (most restrictive).
Source: OECD.
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general slowdown in the world economy and in global FDI flows since 2001. Other
external factors include economic weakness in Japan, the largest foreign investor
in Korea, the North Korean nuclear issue and the attractiveness of China as an
investment site. The major internal factor has been labour problems (see
Chapter 3), though it may also suggest that the liberalisation and promotional
efforts by the Korean government have reached a threshold. The authorities have
taken additional steps, notably by designating Incheon, Busan, and Gwangyang as
“Free Economic Zones” (FEZs) in 2003. These zones, which offer a variety of
advantages, are intended to make Korea an economic hub for Northeast Asia.

In summary, these indicators of concentration, import penetration and
inflows of FDI suggest that competition has strengthened in recent years, particu-
larly since the crisis. Nevertheless, the level of competition indicated by concen-
tration and FDI inflows appears to be somewhat weak compared to other OECD
countries.

Enforcement of competition law

The role of the competition enforcement body in Korea is unusually
broad. Application of the 1990 Monopoly Regulation and Fair Trade Act (MRFTA)
by the independent Korea Fair Trade Commission (KFTC) concentrates on hori-
zontal constraints and unfair practices. The KFTC also applies laws to protect small
businesses and consumer rights, and it is heavily involved in direct regulation of
the structure, governance and operations of the chaebol. The KFTC systematically
monitors industry structure in manufacturing, but most of the targets of its priority-
setting “Clean Market Project” have been in services. In the last three years, these
targets have included telecoms and broadband internet service, medical services
and pharmaceuticals, wedding and funeral services, construction materials, apart-
ment and office rents, media, school uniforms, private instructional institutions,
liquid natural gas, credit cards and insurance, internet shopping, real estate
agents and services, home maintenance services, job referral, electric power,
instalment finance and banking, advertising, and professional certification. The
sectors were chosen for monitoring by the competition authority because they
have a direct and visible impact on consumers and because many have been sig-
nificantly deregulated in recent years. The KFTC emphasises a law-enforcement
approach along with its important advocacy and reform roles, and it is perceived
as an aggressive prosecutor. Recent amendments to the law strengthen its
enforcement tools.

In competition law enforcement, the KFTC pays most attention to horizon-
tal collusion. The KFTC has tried to establish a per se rule against price fixing. The
legal foundation for that approach, which treats such agreements as illegal in
themselves without the need to show their effects in the particular case, is still
uncertain in Korea. Nonetheless, the KFTC has scored several successes in price
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Figure 5.4. FDI inflows in Korea

1. Amount arrived through September 2003.
Source: Ministry of Commerce, Industry and Energy for Panel A. OECD for Panel B.
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fixing and boycott cases. In two investigations in 2003, Korea’s major cement firms
and their trade association were fined 26 billion won ($22 million) and manufactur-
ers of iron bar were fined 79 billion won ($69 million), and several of the parties
were also referred for criminal prosecution.

Enforcement and sanctions

The basis for computing administrative fines, or “surcharges”, was
expanded in 1999. That change, combined with stepped up enforcement, greatly
increased the sanctions actually imposed against competition violations. Fines
against cartels in 2003 totalled 108 billion won ($93 million) and the total against
competition violations over the period 1998 to 2003 – about 455 billion won
($393 million) – greatly exceeds the 234 billion won over the previous decade. Yet
provisions for financial sanctions are still less stringent than in most other member
countries. The ceiling on the administrative fine is 5 per cent of turnover related to
the violation (or 1 billion won), and the level actually imposed is typically about
2.5 to 3.5 per cent. The KFTC has asked the National Assembly to double the ceil-
ing for fines, which would make the multiplier comparable to that used in most of
Europe (10 per cent). However, that level could still be effectively lower than it is
in countries where sanctions are based on total firm turnover, not just the turnover
related to the violation. Individual executives may also face criminal punishment
in Korea. There have been a few prosecutions, but no one has actually gone to jail
because sentences have typically been suspended. That may change, though. A
trial court recently sentenced several defendants to up to a year in prison and the
case is on appeal to the Supreme Court. Making the threat of individual sanctions
credible will make it a more effective deterrent.

The KFTC has a leniency programme, which has produced enforcement
results in about a half dozen cases. In addition to the prospect of a lower penalty,
the KFTC programme offers a positive inducement to encourage individuals to
come forward: a whistleblower may be awarded a substantial bounty of up to
100 million won ($86 000). A reduction of criminal penalty may also be an incentive
for participants in the corporate leniency programme. Nonetheless, the KFTC’s
investigative powers should be increased. Although stronger sanctions now apply
to non-compliance with orders and investigations, information gathering powers
remain designed for voluntary investigations. For example, the KFTC cannot
search premises and take possession of evidence. Administrative law enforce-
ment bodies that deal with labour, tariff, environment, and tax compliance have
such powers, as does the prosecutor. To make the KFTC’s administrative enforce-
ment more effective and obviate the need to resort to criminal processes for inap-
propriate reasons, the KFTC needs such compulsory investigative powers. To
supplement public enforcement, the right to bring a private lawsuit indepen-
dently is being expanded. Private suits would no longer have to wait for the KFTC
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to decide first. The KFTC has also considered “public interest” suits to deal with
damages to groups of individuals.

Market dominance and merger policies

In dealing with dominant firms and mergers, the KFTC focuses principally
on structure, while showing increasing sensitivity to economic analysis of particu-
lar market situations. In characterising dominance, it uses three-firm concentration
as its basic market structure test, while acknowledging that high concentration (by
its measure, over 75 per cent) can be consistent with strong competition if the
three large firms are all healthy. By defining dominance at a higher level of con-
centration than in many other member countries, the KFTC in effect permits more
latitude to large-firm market conduct. The KFTC no longer maintains a listing of
dominant firms subject to particular scrutiny. Claims about predatory low pricing
are subjected to the sceptical “recoupment” test, that the predator be able to
recover its losses by raising prices free from the challenge of competitive re-entry.
The relatively permissive conception of dominance also means that merger con-
trol is more likely to permit large combinations. The structural test in the merger
guidelines is slightly different, setting a basic threshold at a three-firm concentra-
tion of 75 per cent, but permitting some exceptions (based upon factors such as
rank or relative market shares). Often large mergers may be efficient, especially if
markets are international in scope. When the tests have been relaxed, such as
when the KFTC approved restructuring transactions following the financial crisis
(the so-called Big Deals), the KFTC has imposed behavioural restraints to deal
with risks of market power. Recent merger decisions show reliance on structural as
well as behavioural remedies. Modifications in the merger review system are
planned, to expand the scope of required pre-notification and provide more time
for investigation, while eliminating the notification requirement for small acquisi-
tions. In 2003, rules were issued about the notification of foreign acquisitions with
limited effect in Korea. These changes would bring Korea’s system more closely
into line with merger review systems in most other member countries. Some in the
business community have unsuccessfully urged even more radical changes to the
law, on the same grounds that they would bring Korea’s law into line with the laws
of other countries, namely eliminating its concern over aggregate concentration
and its restrictions on the structure and conduct of the chaebol conglomerates.

Policy toward the chaebol8

Regulating the chaebol is a significant KFTC function. The KFTC desig-
nates the firms that are subject to special regulation because of their size,
enforces rules governing the structure of holding companies, limits total share-
holdings outside a designated group and cross-holdings within it, limits loan guar-
antees within a group, restricts how financial affiliates in a group can vote shares,
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and polices “undue” transactions within a group. The KFTC considers these func-
tions to be as important as competition law enforcement, and the KFTC is just as
stern in enforcing these rules, periodically announcing enforcement campaigns to
check for undue transactions and other violations. Since 1998, nearly half of the
financial sanctions imposed (341 billion won out of a total of 752 billion won) were
against violations of the chaebol rules. The KFTC refined its approach in 2002, in
part because reforms since 1997 have changed chaebol structure and conduct.
Rather than list the top 30 groups in total assets and apply uniform controls to all
of them, the KFTC now differentiates them according to their total assets. In
the 2003 designation, there are 17 “type A” chaebol that are subject to a ceiling on
total shareholding of other domestic companies (a limit that can be lifted if the
group corrects its excessive debt-equity ratio), and 49 “type B” chaebol that are
subject to controls on cross-shareholdings and debt guarantees; all of the “type A”
groups are also “type B.” The KFTC plans to ask the National Assembly to delete
provisions about the debt-equity ratio, which exempt some chaebol from the ceil-
ing on shareholding, and to extend the KFTC’s powers to demand financial
information from financial institutions concerning their customers’ “undue” trans-
actions.

The investigation of “undue” intra-group transactions is the chaebol regu-
lation that is most closely related to conventional conceptions of competition law.
Subsidies in the form of transactions within a group on more favourable terms are
conceived to present competition problems analogous to state aid subsidies. For
example, the KFTC contends that if a firm should be liquidated according to mar-
ket standards, but an affiliated firm props it up, the result is anti-competitive
because entrenching inefficient large firms bars entry of potentially more competi-
tive small ones. The analogy to anti-competitive state aid was more apt when it
appeared that the chaebol, or some of them, would be treated as too big to fail. In
the absence of implied government support for the supposed subsidies, there
should be a stronger presumption that transactions will be subject to the disci-
pline of market forces, even within a group – although controlling shareholders
may nonetheless try to escape that discipline. KFTC monitoring in the absence of
any such implicit guarantee is reminiscent of older styles of regulatory interven-
tion, such as control over firms’ investment decisions and adherence to consensus
price levels. Suspicious intra-group transactions may involve unfairness or some-
thing like predation, but more often the real problem is misappropriation, breach
of fiduciary duty, or embezzlement. KFTC enforcement actions against clearly
identifiable threats to market competition are of course necessary, but actions
may fail where they aim at corporate misconduct that is not actually anticompeti-
tive. Meanwhile, the new laws and institutions for dealing with corporate miscon-
duct could remain underdeveloped as long as the KFTC is occupying the field.

The KFTC contends that the other aspects of its unusual enforcement
agenda are consistent with reliance on markets for growth and efficiency, because
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transparent structures and fair competition support confidence in market transac-
tions, thus encouraging the flow of resources into productive uses. That general
“dynamic efficiency” motivation is undermined by some of the rules’ constraining
effects. For example, concerns have been expressed that the ceiling on chaebol
shareholdings may make it more difficult to set up large-scale projects that
require teaming substantial Korean firms as strategic investors with substantial
foreign investors; however, the KFTC has not found any instances of projects that
could not be done for this reason. The KFTC also defends its continued attention
to corporate governance and investment matters on the grounds that corporate,
financial, and securities laws and regulatory institutions are not yet established
well enough to do the job adequately. Meanwhile, it is relaxing the requirements
for forming holding companies, a structure that would increase transparency.
Although holding companies were first allowed in 1998, the conditions attached
have meant that only a handful have been created thus far. In addition, the KFTC
has proposed a “Three-Year Market Reform Roadmap” that would offer chaebol
incentives to improve their corporate governance practices and ownership struc-
ture. This proposal, which is under consideration by the National Assembly, would
set specific criteria that would allow companies to graduate from the regulations
on equity investment. At the same time, the KFTC intends to provide more infor-
mation on corporate governance and ownership structure to investors and stake-
holders.

Opaque corporate structures needed to be cleared up, because they
allowed financial leverage at a scale that undermined stability. To do that task, the
KFTC was more independent and effective than the existing financial regulators,
although they failed to prevent the problems that led to the 1997 crisis. But there
have been numerous reforms to improve corporate governance, financial sound-
ness, and transparency since 1997. Other enforcement agencies, notably the
Financial Supervisory Commission and the Financial Supervisory Service, which
were created in 1998, are in place to deal with problems related to corporate
financing. Supervisory functions related to internal cross-holdings and guarantees
and intra-group transactions that amount to misuse of corporate assets should be
concentrated in regulators responsible for financial and securities matters. Trans-
actions that have an exclusionary or distorting effect on product market competi-
tion in particular cases should still be subject to competition-law control.

Exemptions from the competition law

The scope of exemptions from competition law is now limited. Govern-
ment entities are subject to the same rules as private enterprises. Equal treat-
ment applies to chaebol regulation too, as large government entities are now
designated as groups whose transactions are regulated, and the KFTC has fined
several of them for undue transactions and abuse in relationships with contractors.
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Claims that anti-competitive conduct is authorised by official action are treated
sceptically. The KFTC has intervened against several cartels whose members
claimed they had acted pursuant to administrative guidance. But some sectors are
still protected or controlled to some extent. Notably, liner shipping conferences
are exempted by special legislation on the grounds that they are “internationally
recognised” cartels. Many exemptions were eliminated by the Omnibus Cartel
Repeal Act of 1999, which eliminated statutory authority for 17 cartels, thus pro-
hibiting fee-setting arrangements for a number of professional services. However,
some of the changes were delayed (see below).

Several programmes to favour small and medium-sized enterprises
(SMEs) appear to distort competition. The most significant of these – preventing
entry by larger firms in as many as 88 business lines – is to end in 2004. The most
pervasive programme, permitting wide-ranging cooperatives, is subject to a com-
petition test, but these groups should be watched carefully, as their self-regula-
tory codes of unfair practices could impair competition. The government planned
to cut back a system of small-business “cartels” in government procurement,
reducing them to 154 items in 2000 and intending to cut further to 103, but
the National Assembly rejected the second stage. This system does not prevent
buyers from seeking sources other than the cartel, and permitting a degree of
co-ordination among very small firms could be efficient. But efficient collaboration
should not need legislative exemption from competition law.

Unfair competition and consumer protection roles

The KFTC protects small business interests directly, through rules about
unfair practices, particularly in dealing with suppliers and subcontractors. And it
protects consumers directly too, through rules about unfair marketing practices
and misrepresentation. These functions can complement competition enforce-
ment, although some “fair trade” rules that limit promotional offers could risk
dampening market competition. In other cases, the KFTC is concerned that rules
imposed by others to protect consumers may limit competition. For example, in
dealing with the credit card problems, which some saw as the result of excessive
competition for customers, the FSC wanted companies to control premium offers
because they threatened financial stability. At the same time, the KFTC was con-
cerned about the anti-competitive effects of self-regulation. On the grounds that
changing rules and eligibility without notice was unfair to consumers, the KFTC
ordered the card issuers to make clearer disclosures of the terms of their offers.

Regulatory policies at the sectoral level

Korea’s government-driven growth policy has included regulations on
over-investment that resulted in various entry barriers, such as licensing, permission,
nomination, government monopoly and reporting requirements. According to a
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government study, 63 per cent of all industries – 205 out of 325 – had regulations con-
trolling market entry (KDI, 1997). A private-sector study in 2002, which used more
detailed industry categorisation, found that 36 per cent of all industries were subject
to entry barriers (Table 5.5). The non-manufacturing sector is subject to more barriers,
and those barriers are stronger compared with the manufacturing sector. Entry barriers
in specific sectors, such as retail trade, professional services, and network industries,
will be discussed below. As for the exit mechanism, it appears to have been
improved. In particular, the disappearance of about half of the top thirty chaebol
in 1997 has demonstrated that no firm is “too big to fail”. However, the widespread use
of workout or private restructuring programmes, rather than the revised bankruptcy
procedures, reflects weaknesses in the Composition Act and the Company Reorgani-
sation Act. This may tend to delay liquidation and third-party takeovers.

Regulatory policies in service sectors vary widely in scope. Although retail
distribution and professional services are inherently competitive sectors, entry
controls and self-regulation hamper competition. Strengthening competition
requires applying the competition law forcefully in these sectors. On the other
hand, network industries have segments with “natural monopoly” where competi-
tion is difficult – or even impossible – to introduce. In such areas, regulators
should ensure non-discriminatory access to networks for third parties and open
potentially competitive segments to competition. International experience has
shown that the gains from regulatory reform in network industries are potentially
very large if reforms are carefully designed.

The use of land

One factor having an important impact on competition is land-use regula-
tion. The extensive controls on land use, combined with government policies that

Table 5.5. Entry barriers in Korea
Number of industries

Source: Jaehong Kim (2002).

Total industries Strong barriers Weak barriers
Total industries 

with barriers
Per cent of all 

industries

1992
Manufacturing 585 103 85 188 32.1
Non-manufacturing 610 249 104 353 57.9
Total 1 195 352 189 541 45.3

2001
Manufacturing 585 42 73 115 19.7
Non-manufacturing 610 147 165 312 51.1
Total 1 195 189 238 427 35.7
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limit the available supply and drive up its price, can act as entry barriers (see
the 2000 Survey). The concern about land use reflects its relative scarcity; Korea
has the third highest population density in the world (excluding city-states) at
487 inhabitants per square kilometre. Moreover, two-thirds of the country is moun-
tainous and nearly half of the population is concentrated in the capital region.

The use of land is directed by 315 zoning regulations, established by
112 different laws, which are administered by 13 different ministries (see Jung,
2003). As a result, 5.7 zoning regulations are applied on average to each parcel of
land, and sometimes many more. In some cases, zoning regulations contradict each
other, and co-ordination between ministries is difficult. A new framework for policy
co-ordination requiring that any changes in zoning be discussed with the Ministry of
Construction and Transportation was introduced in 2003. While this is a positive step
towards a more coherent land policy, the new law covers only 69 of the zoning regu-
lations. Transparency is further reduced by the limited database on land, which pro-
vides information on only 33 zoning regulations, thus making it very difficult for a
landowner to be aware of the restrictions imposed on a specific plot.

Another problem is the limited amount of land available for development
in the face of growing urbanisation. Although the share of the urban population
reached 88 per cent in 2000, only 5.8 per cent of total land is allocated for urban
development, compared to 13 per cent in the United Kingdom and 7 per cent in
Japan. The government has tended to favour preservation over development
through extensive restrictions on land use, resulting in high prices. Developing
land or transferring it to other uses is an extremely difficult and time-consuming
process, thus frustrating the efficient use of land.

The land-use problem is also related to the intensity of concentration in
the capital region, which includes the cities of Seoul and Incheon and Kyonggi
Province. The region, which only has 12 per cent of the national territory, contains
47 per cent of the total population. The related annual social costs are estimated
to be 10 trillion won for congestion and 4 trillion won for environmental effects,
amounting to 2 per cent of GDP. Despite policies during the past twenty years to
limit the growth of the capital region, concentration has continued to increase,
while leaving remote regions relatively under-developed.9 The continued growth
of the capital region indicates that congestion costs have been outweighed by the
benefits of locating in the region. Among these benefits, proximity to the nexus of
business activities and availability of better educational facilities seem to be
important to firms and households. In 2003, the government announced a plan to
move the administrative capital from Seoul to Chung Cheong Province, which is
located in the middle of the country (Box 5.1).10 The Special Act on Construction of
the New Administrative Capital was enacted in December 2003, and the site for
the new administrative capital will be determined by the end of 2004. The actual
relocation will start from 2012, after a five-year construction period.
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Retail distribution

Korea’s retail industry has been evolving, driven by more efficient formats
such as large discount stores, whose market share rose to 10 per cent in 2000 from
only 1 per cent five years before. The growing foreign presence, which started
in 1996, is also an important factor in driving structural change.11 However, com-
pared to other OECD countries, the sector is still dominated by small, family-run
establishments (Table 5.6). Labour productivity in Korea’s retail industry is
reported to be around 30 per cent of that in the United States, making it the low-
est among OECD economies.12 Regulations aimed at protecting small mom-and-
pop stores and promoting investment in manufacturing industries have long
impeded the development of the retail industry and have contributed to the low
productivity in this sector. Indirect regulations, such as zoning, and a cumbersome
application process to open large-scale stores have also had a significant effect on

Box 5.1. Building a new administrative capital city

The relocation schedule is composed of four stages; preparation in 2003,
planning between 2004 and 2007, construction between 2007 and 2011, and actual
relocation beginning in 2012. The new administrative capital will be an indepen-
dent city located at some distance from major towns. The optimal size of the city
is suggested to be around 76 km2, with the population to increase in line with its
development. The first phase is to be finished by 2020 with a projected popula-
tion of 300 thousand. It should rise to ½ million by the end of the second phase
in 2030. Most central government institutions will be relocated to the new capital.
However, it has not been decided whether to move the legislative and judicial
branches.

The estimated cost of constructing the new capital city is 45.6 trillion won
(6 per cent of GDP) through 2030. The public sector will bear 11.3 trillion won of
that amount for constructing government buildings and highways, while the pri-
vate sector will cover the remaining 34.3 trillion won for other facilities such as
housing and city infrastructure. The budgetary burden would be reduced by utilis-
ing the proceeds from the sale of existing government buildings in the capital
region and encouraging private participation in infrastructure projects. 

The projected impact on the population is a decrease of 513 thousand
people in the capital region by 2030, with an increase of 651 thousand people in
Chung Cheong Province. The net annual saving in congestion costs is estimated to
be 1.2 trillion won. In addition, there is expected to be downward pressure on real
estate prices in the capital region (1.5 per cent for land and 1.0 per cent for housing).
Some immeasurable benefits are also expected, such as more balanced territorial
development and a reduction in regional disparities. 
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the retail market (Figure 5.5). Indeed, regulations on the establishment of retail
outlets have been judged to be the most restrictive in the OECD area.13

Special regulations – over and above general urban planning rules – apply
to retail outlets in most OECD countries, thus posing a risk to market entry and
competition. Moreover, the influence of established retailers on local authorities
may make entry particularly difficult for outsider companies (OECD, 2001b). In
Korea, retail outlets of more than 1 000 m2 are prohibited in residential and indus-
trial areas (Table 5.7). While there are no regulations on building large-scale stores
in commercial zones, such zones account for only 0.2 per cent of the nation-wide
land area. Moreover, most of this area is already occupied by other businesses,
making available locations too small for large-scale stores. Re-development
requires long and complex negotiations to get agreement from multiple owners.
Since 1996, the construction of discount stores of up to 10 000 m2 in area has been
allowed in the “natural green areas” located in urban districts. However, regula-
tions, such as limits on building- and volume-to-land ratios, have hindered the
construction of large-scale retail outlets in these zones.14

Table 5.6. Key structural features of the retail distribution sector
2000

1. Number of outlets per 10 000 inhabitants.
2. Includes large-format outlets such as hypermarkets and department stores.
3. Share of large stores only.
4. As of 2001.
Source: Eurostat, New Cronos, Japan Statistics, National Statistical Office in Korea.

Outlet density1 Employees 
per enterprise

Wholesale and retail 
distribution, total 
value added per 

employed person

Non-specialised 
stores2

Share of total output 
in retail distribution 

(per cent)

Austria 43 7.7 90 20
Belgium 80 3.5 114 35
Denmark 47 8.1 79 39
Finland 46 5.0 82 44
France 64 4.2 87 37
Germany 35 9.0 75 23

Italy 130 2.2 101 31
Netherlands 54 8.5 81
Portugal 150 2.5 66 31
Spain 133 2.8 71 32
Sweden 65 4.3 79 34
United Kingdom 36 14.2 68 43

European Union 71 6.3 83 35

Japan 111 5.7 74 163

Korea4 132 2.3 25
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The cumbersome process to receive permission to open a new large-scale
store has been an important barrier in the retail sector. Agreement from the local
government is required in the process of transport impact evaluation and con-
struction approval. As in some other OECD countries, the devolution of authority
to local governments may be problematic for achieving greater competition in the
retail sector since local authorities tend to be even more susceptible than
national governments to pressure by incumbent firms and other vested interests.
In some cases, local authorities levy additional burdens, such as quasi-taxes.15

However, there are no regulations on operational issues such as shop opening
hours and price controls.

In 1996, Korea eliminated most of the restrictions on the size and num-
ber of retail stores that a foreigner could open. Since then, there have been
further liberalisation steps such as abolishing remaining restrictions on retail-
ing by foreigners in department stores and shopping centres. Meanwhile, an
economic needs test applies to retail outlets for used cars and gas fuels. How-
ever, the barriers noted above, such as zoning regulations and the complicated
and time-consuming application process, are probably more cumbersome to
foreign investors, given their lack of knowledge concerning the local regulatory
environment.16

Figure 5.5. Regulatory indicators in the retail industry1

1. The restrictive index scores range from 0 to 1. The higher the score, the greater the restrictions.
Source: Kalirajan (2000).
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Table 5.7. Zoning regulations applied to retail stores

Exceptions

000 m2

000 m2 2 000 m2 by municipal ordinance
000 m2 No limitation by municipal 

ordinance

000 m2 No limitation by municipal 
ordinance

000 m2 Stores operated by the plants in the 
area

000 m2 Stores operated by the plants in the 
area

000 m2 
 plants 

No limitation by municipal 
ordinance

500 m2 by municipal ordinance
000 m2 Agricultural/fishery stores by 

municipal ordinance
000 m2 Large discount stores, designated 

by MOCIE, by municipal ordinance

1 000 m2 by municipal ordinance
000 m2 Agricultural/fishery stores by 

municipal ordinance
000 m2

1 000 m2 by municipal ordinance

1 000 m2 by municipal ordinance
1. As of 2003.
Source: Ministry of Construction and Transportation.

Zones Area in km2 1 Allowed retail stores

Urban area
Residential Exclusive 14.5 Total sales floor less than 1

General 1 430.6 Total sales floor less than 1
Quasi 85.1 Total sales floor less than 1

Commercial Central 23.0 No limitation
General 215.3 No limitation
Neighboring 9.1 Total sales floor less than 3

Distribution 4.8 No limitation

Industrial Exclusive 73.9 Total sales floor less than 1

General 511.5 Total sales floor less than 1

Quasi 145.7 Total sales floor less than 1
and stores operated by the
in the area

Green Reservation 835.4 No
Production 1 267.1 Total sales floor less than 1

Natural 10 095.1 Total sales floor less than 1

Management area Reservation No
Production 26 273.2 Total sales floor less than 1

Planning Total sales floor less than 1

Agricultural area 51 018.4 No

Environmental reservation area 7 048.7 No
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Professional services

All OECD countries regulate the activities of professional services, either
directly or by delegating regulatory powers to professional associations, as a
means to protect consumers by alleviating information asymmetries and ensuring
high-quality services. In Korea, regulations in accounting are highly restrictive
compared to other OECD countries, while those in the legal, architectural and
engineering services are relatively moderate (Figure 5.6). These regulations typi-
cally govern matters such as entry into the profession, the conduct of members of
the profession, the granting of exclusive rights to carry out certain activities, and
the organisational structure of professional firms. However, such regulation can
have the direct or indirect effect of restricting competition, raising prices and lim-
iting variety and innovation in professional services.

Deregulation of professional services

In 1998, the Regulatory Reform Committee (RRC) launched a reform pro-
gramme covering 155 trade associations that were performing regulatory functions
based on legislation.17 For example, the law had established 48 trade associations,
giving them a monopoly in their fields and requiring all professionals to join. The
RRC’s reform programme examined such compulsory requirements, the delegation of
powers (e.g. registration and discipline), training requirements, and regulations con-
cerning establishment and operation. As a result, the compulsory establishment and
membership in 36 trade associations was abolished, allowing more than one associa-
tion to be established, and giving professionals the choice of whether to join the asso-
ciations (Table 5.8). However, the target of the reform plan was not fully achieved since
some of the planned changes for professional associations, including lawyers and cer-
tified public accountants (CPAs), were modified or discarded in the National Assem-
bly, thus allowing those associations to maintain their regulatory schemes.

In 1999, the Omnibus Cartel Repeal Act (OCRA) was enacted to abolish or
reduce the scope for concerted activities that had been granted exemption from
the Monopoly Regulation and Fair Trade Act by sectoral legislation. For example,
fees in nine professional services – lawyers, CPAs, architects, certified tax accoun-
tants, patent attorneys, customs brokers, certified labour services, administrative
recorders and veterinarians – had been set by professional associations and
approved by the relevant ministries. The OCRA made restrictions on fee-setting
illegal and addressed a number of other non-competitive practices.18 Following
the enactment of the OCRA, the KFTC has closely monitored information on prices
to respond to potential problems that could result from the introduction of price
competition. A survey by the KFTC reported a significant decline in the fees in the
affected sectors (see the 2001 Survey). In 2003, five professional services (lawyers,
CPAs, architects, certified tax accountants, and judicial recorders) were included in
the Clean Market Project for close scrutiny.
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Figure 5.6. Regulations of professions: restrictiveness indices for OECD countries

Source: Nguyen-Hong (2000).
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Despite significant progress, the pace of change in some professions
remains relatively slow and incremental, in part because of the large economic
rents at stake and the intense interest of professional associations. The restriction
on fee-setting for architects was reintroduced in 2001, although it took the form of
direct notification by the government rather than delegating the power to the pro-
fessional association. In addition, regulations, rather than market competition, set
fees for notaries and engineers. The KFTC is planning a second OCRA to eliminate
remaining overly-generous exemptions.

Lowering entry barriers

Entry barriers, such as quantitative limits on entry and unnecessarily high
entrance requirements, may hinder competition and allow economic rents in the
professional services.19 The RRC launched a programme to lower entry barriers in
seven professional services (CPAs, certified tax accountants, patent attorneys, cus-
toms brokers, property appraisers, certified labour services, and administrative
recorders).20 This was accomplished by raising the ceiling on the number of per-
sons admitted annually (and eventually abolishing quantitative limits), reducing
the qualifications for taking selection exams, and limiting the advantages given to
government officials.21 Committees to monitor selection policies were established
in the relevant ministries, and professional associations are no longer allowed to
exercise exclusive control over entrance standards and exams. The reforms to
lower entry barriers resulted in at least a doubling in annual entry between 1997
and 2002 in such professions as CPAs, certified tax accountants, patent attorneys,
custom brokers and judicial recorders (Table 5.9). Lower entry barriers in these
areas are expected to provide better and more diverse services. Entry into

Table 5.8. Deregulation of professional associations 
Number of associations

Source: Regulatory Reform Committee.

Planned reform Target Implemented
Modified 

or discarded

Abolish compulsory establishment and membership 48 36 12
Withdraw delegated power for registration 5 2 3
Withdraw delegated power for discipline 5 3 2
Abolish mandatory training 70 54 16
Abolish authority for performance evaluation 6 6 0
Abolish authority for certification of foreign trade 19 19 0
Reform exam management 13 9 4
Reform other delegated authority 31 29 2
Deregulate requirements for entry 82 68 14
Deregulate requirements in operation 112 97 15
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accounting is constrained, though not prevented, by the requirement of member-
ship in the professional association and the rule that only a CPA can establish an
accounting corporation.

Of the remaining exemptions and regulatory constraints on competition,
those involving the legal profession may be the most important. Limits on the
admission of new lawyers and unnecessary restraints on forms of practice under-
mine the development of stronger legal oversight of corporate governance and
hamper foreign investment. Foreign lawyers have requested permission to set up
branch offices, form joint ventures with Korean law firms, and employ Korean and
foreign lawyers (see Office of Ministry for Trade, 2003). However, foreign licenses
are not recognised in Korea, and foreign lawyers can only be employed as “legal
assistants” in local firms.22 Limitations regarding commercial presence and the rec-
ognition of qualifications of other countries restrict the availability of international
professional services, such as legal and accounting services. Since these are fac-
tors that encourage foreign investors, failure to open the market can act as an indi-
rect barrier to FDI. The WTO’s service negotiations provide an opportunity to
further reinforce competition in the professional services market.

Network industries

The liberalisation of network industries in a number of OECD countries
during the past decade has generally resulted in substantial price reductions.
However, there are examples of less successful reforms or outright failures,
although these are mostly related to design problems of deregulation rather than

Table 5.9. Number of entrants per year in the selected professional services1

1. Covers only those who passed regular entrance exams (excludes those allowed to enter due to experience in the field).
2. Compared with 1998.
3. The examination for selection will be introduced in 2005.
Source: Ministry of Justice, Ministry of Finance and Economy, National Tax Service, Korean Intellectual Property Office,
Korea Customs Service, Ministry of Construction and Transportation, Supreme Court of Korea, Ministry of Labour, Reg-
ulatory Reform Committee.

1997 
(A)

1998 1999 2000 2001 2002
2003 
(B)

B/A

Lawyers 604 700 709 801 991 998 905 1.5
CPAs 453 511 505 555 1 014 1 006 1 003 2.2
Certified tax accountants 306 301 354 451 603 699 717 2.3
Patent attorneys 71 80 81 121 200 202 204 2.9
Customs brokers 18 62 60 74 94 77 140 7.8
Property appraisers 101 100 100 135 183 117 135 1.3
Judicial recorders 0 30 52 80 101 100 60 2.02

Certified labour services 43 37 n.a. n.a. n.a. n.a. 61 1.4
Administrative recorders3 0 0 0 0 0 0 0 –
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liberalisation per se. This section will discuss the electricity, gas and telecommuni-
cation sectors in Korea. In electricity and gas, ambitious long-term restructuring
programmes have become stalled and these sectors remain dominated by state-
owned monopolies. The most progress has been made in telecommunications,
though the dominance of the leading companies in some markets raises concern.

The regulatory scheme

Multiple regulators are involved in the network industries, which are sub-
ject to the competition laws and regulations enforced by the KFTC. The competi-
tion law does not apply to practices that are allowed by other laws, although the
Monopoly Regulation and Fair Trade Act states that a ministry must consult with
the KFTC when enacting a law that could have anti-competitive implications. In
practice, the KFTC and relevant ministries have shared responsibility, with the
former accountable for competition issues and the latter for technology and eco-
nomic issues. This raises concern about consistency in implementing regulations.
In some areas, including mergers, business transfers, and access to essential facili-
ties, the relevant ministry and the KFTC are required to consult in order to avoid
potential conflicts.

Along with its regulatory function, each ministry has broad powers to pro-
mote the development of the relevant industry, in contrast to regulatory bodies in
other OECD countries that are charged with protecting consumer interests and
promoting competition.23 Given that fair and transparent regulatory supervision
requires that the regulator distance itself from interested parties, there is a large
risk of conflict between ministries’ industry promotion role and their regulatory
functions. Sector-specific regulators, such as the Korea Communication Commis-
sion (KCC) and the Korea Electricity Commission (KOREC), were established in
response to privatisation and deregulation in the network industries.24 Although
they have the potential to become independent regulatory bodies, they operate
within the ministries, and lack autonomy regarding both crucial regulations, such
as licensing and pricing, and their own staffing and budgeting.

Tariffs of network industries are basically based on rate of return (ROR)
regulation, which is not sufficient to provide an incentive to reduce costs and
improve efficiency.25 Information asymmetries between regulator and business
hamper the scheme to find optimal prices, and deregulation in the network indus-
try will raise costs of implementing ROR regulation. The industry promotion role of
the regulator may also bring about distortions in tariff structure as shown, for
example, in the electricity sector. A more transparent pricing scheme such as a
price cap may be an alternative. The implementation of a price cap would prevent
non-sector specific considerations from distorting the process of building compe-
tition and improving efficiency, and would ensure a smooth and rapid adjustment
to a cost-reflective pricing structure.
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The electricity sector

The Korea Electric Power Corporation (KEPCO), which is the largest busi-
ness group in Korea, completely dominates the electricity market. It is the only
licensed corporation in transmission and distribution and its six generating sub-
sidiaries produce 96.7 per cent of all electricity generated.26 Although 45 per cent
of KEPCO’s shares are held by private investors, government influence over tariffs
is strong. Tariffs, which have to be approved by the Ministry of Commerce, Indus-
try and Energy (MOCIE), have been held down by regulating the return on equity,
which fell from 11.5 per cent in 1980 to around 5 per cent in 2001 and 2002. The
government retains the right to appoint all board members and the chief execu-
tive. Entry to and exit from the electricity business is controlled by MOCIE through
a licensing process.27 Given that there are no interconnections with other coun-
tries, there is no possibility of foreign competitive pressures. As for the price of
electricity, Korea is among the lower group in OECD countries when measured at
current exchange rates (Figure 5.7).

In 1999, the government released the Basic Plan for Restructuring the
Electricity Industry, which aimed at introducing competition in four phases
(Table 5.10). According to the plan, the generating capacity and distribution facili-
ties would be separated from KEPCO and privatised, leaving KEPCO as the only
transmission company in Korea. The ten-year reform plan has been advancing,
though it is somewhat behind the original timetable. Competition was introduced
to power generation in 2001 with the spinning off of KEPCO’s power-generating
capacity into six subsidiaries and the establishment of the Korea Power Exchange
(KPX) as a cost-based trading pool. Large consumers (those with capacity of over
50 000 kVA) were allowed to buy electricity from the KPX directly in 2003. Of the
six subsidiaries, five thermal power-generating companies are to be privatised,
while the sixth, the Korea Hydro and Nuclear Power Co., will remain a subsidiary
of KEPCO due to security reasons.28 A regulated third-party access system for
transmission, which is consistent with practices in the majority of OECD countries,
was put in place to facilitate electricity trade between generators and large cus-
tomers. The terms and conditions of access are required to be non-discriminatory
by law, and rate of return regulation is applied to determine the transmission fee
level. However, the first attempt to privatise one of the generating subsidiaries
through an international bidding process failed in 2003, and the government is
now considering gradual privatisation through initial public offerings. The design
of a two-way bidding pool has been completed, and mock cyber-operations have
been conducted since July 2003.

There are some weaknesses in the plan. First, the timetable for liberalisa-
tion for consumers, which is very vague, appears to offer choice to most consumers
only a decade after the reforms began. Second, there is considerable uncertainty
about the plan’s details, which reduces confidence. For example, the extent of
© OECD 2004
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Figure 5.7. Electricity prices
In US dollars/kWh in 2002

1. Price excluding tax for Australia and the United States. Data is for 2000 for Austria, Belgium and total OECD.
2. Prices excluding tax for the United States. Data is for 2000 for Belgium and total OECD.
Source: OECD.
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privatisation and the method of achieving it are uncertain, and it was announced that
the privatisation of the distribution subsidiaries would be reconsidered later, which
has a direct impact on the value of the generating companies that are supposed to
be privatised. However, probably the most significant obstacle to reform is the lack
of consensus between the parties concerned, including consumers and labour
unions. By early 2003, the reform process had lost its momentum and the subse-
quent timetable had become unclear. In September 2003, the government set up a
Tripartite Joint Study Group to consider how to split the distribution function; the
government is awaiting the report from this Group before announcing its position.

There are two other potential obstacles to creating competition in the
electricity market that are related to pricing. One is that the tariff structure is char-
acterised by significant distortions between sectors that offer the scope for cross
subsidisation (Figure 5.8). According to MOCIE estimates, industry paid 80 per
cent of the average sales price of electricity and farmers paid only 57 per cent,
while households and commercial customers paid substantially more than the
average. However, the difference in prices between sectors has been reduced
gradually.29 Meanwhile, consumers pay higher costs because of “quasi-governmental”
functions. In 2001, the Electric Power Industry Fund was established to take
responsibility for some of these functions. Although the new approach is more
transparent, electricity consumers bear the final burden since the Fund is
financed through a surcharge on electricity bills.30

Table 5.10. The original plan for reforming the electricity sector

Source: Ministry of Commerce, Industry and Energy.

Phase 1:
Status mid-1999

– KEPCO is a vertically-integrated utility (generation, transmission, 
distribution) with 5.5 per cent of power purchased from 
independent power producers

Phase 2:
Power Generation Competition 

(2000-2002)

– KEPCO’s power generation capacity is separated into six competing 
subsidiaries that are to be privatised in stages
• Distribution subsidiaries created to distribute power to captive 

customers
• A cost-based pool electricity market established
• An Electricity Commission created within MOCIE

Phase 3/Phase 4:
Wholesale Competition (2003-2008)/ 

Retail Competition (2009-)

– KEPCO becomes principally a transmission and nuclear power 
business
• Distribution subsidiaries are privatised
• Open access to power transmission grids
• Bid-based generator pool electricity market commences in 

Phase 3
• Independent brokers of electricity will be permitted in Phase 3
• Consumers select power providers in Phase 4
• Electricity Supervisory Board established
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The natural gas sector

Currently, there is no competition in any area of the Korean gas industry.
The Korea Gas Corporation (KOGAS), the state-owned monopoly, manages the
import, storage, transmission, and wholesale distribution of natural gas, which
exceeded 18 million tons in 2002. Korea has no indigenous production of natural
gas, and thus depends entirely on liquefied natural gas (LNG) imports.31 Besides
performing the role of facility operator, KOGAS also supplies natural gas for retail
city gas companies and for power generation, which is provided directly without
passing through a retail distribution network.32 As for the local distribution and
retail market, there are 32 private city gas companies, all but four of which pur-
chase natural gas from KOGAS and supply it to end users through their own distri-
bution pipelines.33 Competition in those markets is impossible, since the city gas
companies are granted territorial monopolies and have no obligation to allow
access to their distribution pipelines.

In 1999, the government announced the Natural Gas Industry Restructur-
ing Plan, which aims at restructuring the industry to introduce competition, and
then privatising KOGAS (see IEA, 2002b). The government’s share has been
reduced to 61 per cent. The reform underway in the electricity industry also

Figure 5.8. Electricity charges by sector, 2002
As a per cent of average sales price1

1. The numbers in parentheses show the share of total sales in each sector.
Source: Ministry of Commerce, Industry and Energy.
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necessitates changes in the gas industry, because KEPCO is both the largest cus-
tomer and major owner of KOGAS. According to the plan, KOGAS will spin off its
gas import and wholesale units into three affiliated companies, while keeping the
facility sector a state-owned company using an Open Access System. The retail
supply businesses will be separated into facility operation and gas sales, as in the
wholesale sector, in order to spur competition, which will require interconnection
among rival pipelines.

However, implementation of the plan has been delayed. KOGAS has not
yet been split, and the three restructuring-related laws, which were submitted to
the National Assembly in 2001, have not been approved.34 The main problems lie
in the characteristics of LNG imports35 and the challenge of restructuring KOGAS
(see IEA, 2002b).36 In 2003, the government decided to revise the original plan. As
for the import and wholesale sectors, the decision will be made after thorough
debates on how to spin-off the three subsidiaries and whether to allow new entry.
Even if new entry is permitted, it is likely to be subject to certain restrictions, at
least in the early stage of competition, due to the inflexibility of existing long-term
import contracts.

Wholesale natural gas tariffs are subject to approval by MOCIE, while the
supply terms and conditions, including the retail gas tariffs, of city gas companies
require approval from the local government.37 The basic approach used in deriv-
ing supply costs is rate of return regulation, while “yardstick regulation” is used for
some city gas companies. Where several city gas companies exist in a city or prov-
ince, a single retail price is applied to all the companies. Thus, a company that has
relatively high costs cannot fully recover them under the allowed rate of return.

There is some cross-subsidisation for policy purposes. KOGAS gives
financial incentives for gas-operated cooling systems in the hope of smoothing
seasonal fluctuations in demand by promoting gas sales during the summer sea-
son. Tariffs for public welfare facilities and compressed natural gas for buses are
also discounted in an effort to reduce air pollution.38 The government is planning
to finance such obligations on a transparent basis as the restructuring proceeds.
However, there is no obligation for retail companies to provide services to any
customers below cost.

The telecommunication sector

Korea’s telecommunication sector has been advancing at a remarkable
pace, thanks to the rapid spread of high-tech services and the introduction of
competition in this sector.39 Telecommunication prices for both residential and
business-sector users are among the lowest in the OECD area (Figure 5.9). As for
broadband, penetration is the highest in the world, while charges are low com-
pared to other OECD countries (Figure 1.4). However, Korea’s telecommunication
industry is struggling to handle a series of destabilising developments, and
© OECD 2004
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Figure 5.9. Telecommunication charges in the OECD
US dollars, November 2003

Note:  Composite basket includes international calls and calls to mobile networks.
Source: OECD and Teligen.
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concerns over Korea Telecom (KT) and SK Telecom’s market dominance are grow-
ing (Table 5.11). Some competitors are faced with financial difficulties. In 2003,
Hanaro was taken over by a foreign consortium, and Onse Telecom and Thrunet
Co. were forced to seek protection from creditors.

Market entry was liberalised during the 1990s and there is no longer an
a priori limit on the number of market entrants in any of the designated license cat-
egories. The current license classification system requires authorisation for facil-
ity-based providers, registration for special service providers and notification for
VAN providers.40 Licenses for fixed facility-based services are differentiated by
the type of service offered (local, long distance or international). A prospective lic-
ensee thus needs to apply for multiple licenses. Moreover, requests for licenses
for facility-based services are accepted only two weeks during the year. However,
entry barriers were lowered by abolishing the up-front contribution fee for new
fixed-line providers in 2002, while the mandatory annual contribution from service
providers for R&D was also lowered from 3 per cent of sales to 0.5 per cent.

Interconnection charges are a difficult issue in Korea, as in other OECD
countries. The “essential facilities doctrine”, which was introduced to the Monop-
oly Regulation and Fair Trade Act in 2001, makes the failure to allow access to
essential facilities an abuse of dominant position. Interconnection arrangements
between operators with no market power are regarded as commercial matters to
be decided by agreements between them, which must be notified to the Ministry
of Information and Communication (MIC). In contrast, interconnection agreements
involving operators with “significant market power”, i.e. KT and SK Telecom, are

Table 5.11. Competition in the telecommunication sector
2003

Source: Ministry of Information and Communication.

Market size 
(trillion won)

Number of major 
operators

Market share

Local telephone 5.6 2 KT 95.6%, Hanaro Telecom 4.4%

Domestic long distance 1.3 4 KT 76.7%, Dacom 19.5%, Onse Telecom 3.8%, 
Hanaro Telecom 0.0%

International telephone 1.1 4 KT 39.5%, Dacom 18.0%, 
Onse Telecom 12.7%, SK Telink 3.5%, 
Special Service Providers 26.3%

Broadband Internet 3.6 7 KT 53.4%, Hanaro Telecom 27.1%, 
Thrunet 10.5%

Mobile telecommunication 16.0 3 SK Telecom 59.7%, KT Freetel 26.3%, 
LG Telecom 10.9%

IMT-2000 – 3 SK Telecom, KT Freetel, LG Telecom
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subject to authorisation by the MIC. In the case of fixed interconnection charges,
KT’s charge is applied as a “standard” for other operators. Mobile interconnection
charges have been set asymmetrically for cellular and PCS operators, taking into
account the different nature of frequencies and other cost factors.41

Korea is relatively behind other member countries in local loop unbun-
dling (LLU). In 2002, the MIC issued a public notification of unbundling require-
ments, standards and full implementation, which led to the opening and sharing
of KT’s copper line network and the broadband network of Internet service provid-
ers. However, a weak response led the MIC to revise the notification in 2003 by
reducing fees and minimising access refusals. About 1 000 loops were in use for
LLU as of March 2004, and the number is expected to increase further.

The method for spectrum planning and allocation should be more com-
petitive and transparent. Previously, MIC would provide information on the
detailed allocation of spectrum bandwidths, select the operators and allocate the
spectrum within the given bandwidth. For example, in the case of Broadband
Wireless Local Loop (B-WLL), the MIC granted spectrum (which was later with-
drawn) to KT and Hanaro Telecom without an open bidding procedure and with-
out a contribution fee. Under a new approach, the MIC decides the number of
operators for available bandwidths and announces the number of licenses to be
issued and the application procedures. Licenses are allocated through a competi-
tive tender procedure, so-called “beauty contests”. For example, in 2001, three
3rd generation (3G) licenses were sold for $2.9 billion through beauty contests.
While ten OECD countries have used beauty contests to allocate 3G licenses, four-
teen used auctions, which generally achieved the objective of allocating licenses
in a competitive and transparent manner (see OECD, 2003a).

Numbering policy is important in the context of enhancing local competi-
tion and reducing lock-in effects. Not only do new entrants require adequate
access to number resources to expand their services, but they also need to be
assured that number portability will be allowed to support competition. For local
calls, number portability will be extended to the entire country by 2004. As for
mobile services, 2nd generation (2G) number portability is being gradually intro-
duced from January 2004 at six-month intervals,42 and 3rd generation (3G 2GHz
IMT-2000) number portability will be introduced within six months after the start of
business by more than two service providers. Moreover, the identification num-
bers for the 2G and 3G phones will be gradually merged.

Current rate of return regulation on the tariffs of the dominant carriers, KT
for local telephony and SK Telecom for mobile telephony, should be improved to
promote competition and efficiency. The MIC has been exploring the introduction
of a price cap on local telephony. By contrast, the rationale for imposing price con-
trols on a cellular mobile company, which is rarely done in OECD countries, is not
clear. The MIC justifies its regulation of SK Telecom’s prices on the grounds that
© OECD 2004
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there are concerns about unfair pricing practices by the dominant firm. However,
the need for any type of price control in the mobile sector should be re-considered,
given that the market is competitive and prices are declining. The MIC has consid-
ered the introduction of a notification system in which tariffs filed by a carrier
would take effect after a specified grace period, when they are judged not to pose
any concerns for competition. However, in light of recent developments in the
telecommunication industry and concerns over further market dominance, the MIC
became more cautious about liberalising price regulations, and plans to maintain
the current system until effective competition is established.

Overall assessment and scope for further action

The recommendations for strengthening competition are shown in
Box 5.2. In summary, Korea has inherited a legacy of state intervention as a result
of the government-led development strategy. The focus on creating world-class
manufacturing industries, characterised by economies of scale, made competition
a secondary consideration during much of its history. The economic reform pro-
cess, which was accelerated by the 1997 crisis, is helping to reduce government
intervention and regulation of the economy. The conflict between industrial
development and competition, which still exists in the ministries responsible for
network industries, should be resolved by the establishment of sectoral regulators
that are independent of ministries. This process should continue by removing
remaining entry barriers and further increasing openness to international trade
and investment. At the same time, the KFTC should be strengthened and should
focus on competition policy. Chaebol-regulating functions such as controlling
internal cross-holdings and guarantees and probing misuse of corporate assets
that are related to finance and corporate governance should be concentrated in
regulators responsible for financial and securities matters. Transactions that have
an exclusionary or distorting effect on product market competition in particular
cases should remain subject to competition-law control.

The scope for gains is large, given that labour productivity (per hour
worked) in Korea is only about half of the OECD average. As the growth of factor
inputs slows, increasing total factor productivity growth will become increasingly
important in sustaining the convergence process. The gains are likely to be largest
in the service sector, which currently faces more extensive regulation. Indeed,
labour productivity in this sector is only 62 per cent of that in the manufacturing
sector. One economic study found that reforms in five key sectors – electricity,
telecommunications, distribution, construction and road transport – could boost
GDP by 8½ per cent (OECD, Regulatory Reform in Korea, 2000).
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Box 5.2. Summary of recommendations to strengthen competition

Overall

– Reduce entry barriers and regulations that limit competition.

Promoting international competition

– Reduce tariff levels and harmonise standards with international norms to
avoid negative effects on imports.

– Lower the high level of agricultural protection to contribute to the success of
multilateral trade negotiations, as well as facilitate Korea’s participation in
regional free trade agreements that would enable it to benefit from the eco-
nomic dynamism of Asia.

– Establish conditions that will encourage inflows of foreign direct investment,
in particular by bringing the economic framework into line with global stan-
dards and improving labour market conditions.

– Extend the special incentives in the Free Economic Zones to the rest of the
country.

Strengthen competition law

– Grant the KFTC compulsory investigative powers to make its administrative
enforcement more effective.

– Make the threat of individual sanctions more credible to ensure that it is an
effective deterrent.

– Concentrate chaebol-regulating functions that are related to finance and cor-
porate governance in regulators responsible for financial and securities mat-
ters. Transactions that have an exclusionary or distorting effect on product
market competition in particular cases should remain subject to competi-
tion-law control.

– Eliminate remaining unnecessary special-interest exemptions, such as the
small-business “cartels” for government procurement.

Retail distribution

– Deregulate zoning laws to facilitate the development of large retail outlets.
– Simplify the complex application process for opening large-size retail stores

and make it more transparent. The arbitrary imposition of additional costs
should be prevented.

Professional services

– Eliminate unnecessary constraints on entry and the form of practice in key
professional sectors, particularly law and accounting.

– Abolish restrictions on competition, including fees, between members of
the same profession, while encouraging competition between professional
associations.

– Minimise the delegation of powers from the government to professional as-
sociations. They should not be granted exclusive jurisdiction to make deci-
sions about entrance requirements and other issues.
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Box 5.2. Summary of recommendations to strengthen competition (cont.)

The electricity sector

– Strengthen the government’s commitment to a realistic reform programme
that includes more detailed time schedules, while specifying the degree and
method of privatisation of the generating and distributing subsidiaries, as
well as the final market structure.

– Implement the plan to create independent generation and distribution com-
panies to ensure that they do not have links to KEPCO, which will run the
transmission system, nor significant common ownership.

– Ensure cost-reflective pricing, such as a price-cap system, and eliminate
cross subsidisation between sectors to provide incentives for the efficient
use of electricity.

– Establish an independent regulator. Given MOCIE’s policy and industry pro-
motion responsibilities in the electricity sector, and its role as “owner” in
voting the government’s shares in KEPCO, it will be important that MOCIE
play no direct regulatory role.

– Strengthen competition law enforcement in the energy sector, particularly
with respect to market access and anti-competitive conduct, by enhancing
co-operation between the sector regulator and the KFTC.

The natural gas sector

– Establish a firm timetable for reform in order to prevent further uncertainty
and delay, while balancing the goal of introducing competition with concerns
about the security of energy and KOGAS’s existing contracts with LNG pro-
ducers.

– Provide incentives for efficient use of gas by ensuring cost-reflective pricing
such as a price-cap system.

– Establish an independent regulator and separate it from the policy functions
to be retained by MOCIE. Strengthen competition law enforcement in the
energy sector by increasing co-operation with the KFTC.

The telecommunication sector

– Use auctions to allocate spectrum for all wireless licences.

– Impose a price cap system in markets where KT remains dominant, while re-
fraining from interfering in all other markets.

– Take more comprehensive measures to promote competition in the local
loop.

– Transform the KCC into an independent communications sector regulator,
clearly differentiating MIC’s policy responsibilities from regulatory responsi-
bilities.

– Reduce barriers to entry by introducing a general approval system.

– Implement number portability extensively to minimise the transaction costs
of changing service provider.
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Notes 

1. Industry concentration is based on the 491 industries in the Korean Standard Industrial
Classification (KSIC) 5-digit categorisation, while market concentration is based on the
3 056 markets in the KSIC’s 8-digit categorisation. The degree of concentration in each
is measured by the combined market share of the top three firms and by the
Hirschman-Herfindahl Index (HHI). The Monopoly Regulation and Fair Trade Act
(MRFTA) defines a concentrated industry or market as one in which the top firm has a
market share of more than 50 per cent or in which the top three firms have a combined
share of more than 75 per cent.

2. However, the weighted averages of the concentration ratios and the HHI measure have
fallen less than the simple averages and in some cases have risen since the crisis. This
reflects the fact that growth in recent years has been driven by the ICT sector, which has
become more concentrated. It is also due to the business swaps, the so-called “Big
Deals”, which were implemented following the crisis in an effort to reduce excess
capacity and high debt to equity ratios (see the 1999 Survey). The Big Deals covered
major industries such as semiconductors, power-generating equipment, petrochemi-
cals, aerospace, railroad vehicles, ship engines and oil refinery. For example, LG Semi-
conductor was combined with Hyundai Electronics, and later re-named Hynix
Semiconductor.

3. The market share of the three largest companies in major industries in 2001 was
92.0 per cent for cars, 88.0 per cent for electronic integrated circuits, 78.5 per cent for
ships, 78.1 per cent for petroleum refineries and 70.6 per cent for communication and
radio/television broadcasting equipment. This was considerably above the simple
average of 43.4 per cent in the manufacturing and mining sectors and the weighted
average of 51.5 per cent.

4. Comparisons of HHI are limited by the fact that data are only available for nine OECD
countries. Moreover, the HHI is based on firm-level data, except in Korea, Japan and
the United States, where it is based on establishment data.

5. The free trade agreement with Chile provoked severe opposition from farmers even
though there is little agricultural trade between the two countries. This opposition
delayed passage of the agreement by the National Assembly until February 2004
– 18 months after negotiations were completed. 

6. Two business lines, radio and television broadcasting, are still closed to direct invest-
ment, while 27 are partially restricted. However, 78 firms are designated as defence-
related companies in which foreign investment requires prior approval.

7. In 2003, the previous Korea Investment Centre was replaced by Invest Korea with
newly adopted project manager (PM) system, which provides customised service to the
foreign investors. 

8. See Chapter 4 for a description of the evolution of the chaebol. 
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9. In the capital region, development activities have been highly regulated by the Act on
Consolidation Planning for the Capital Region and the Consolidation Plan. Construction
of large facilities is restricted by imposing quotas on manufacturing industries and uni-
versities, or by levying “congestion charges” on business buildings and government
facilities. The development of large sites for residences, factories and sightseeing
requires approval from the government. Meanwhile, tax measures are aimed at dis-
couraging concentration and encouraging firms to move away from the capital region.

10. In the mid-1990s, units of ten central government agencies moved to Daejeon, the larg-
est city in Chung Cheong Province. 

11. Three (Carrefour, Wal-Mart, and Costco) of the top twenty retailers are now foreign-
owned, and a partnership between Samsung and Tesco was formed in 2002.

12. McKinsey (1998) estimated Korea’s labour productivity in the retail industry at 32 per
cent of the US, and 59 per cent of Japan. Meanwhile, a recent analysis estimated labour
productivity in the distribution industry to be 29 per cent of the United States, 34 per
cent of Japan and France on the basis of PPP (see Suh et al., 2002).

13. This result differs from another study (OECD, 2000c), which ranked Korea as one of the
countries with less stringent regulation. This study considered general restrictions on
access, regulations on operations, and price regulations, but did not take account of
other regulations governing the location of sales outlets, such as zoning and promo-
tional activities.

14. Ceilings of 20 per cent for the building-to-land ratio and 100 per cent for the volume-to-
land ratio are applied in the natural green area, thus making large shopping malls
unprofitable (see Suh et al., 2002).

15. There have been seven administrative litigation cases concerning unreasonable rejec-
tion of proposals for large-scale stores. Moreover, additional costs, such as quasi-taxes
and coerced contributions, are normally 7 to 8 per cent of total construction costs
(Dong-Whan Kim, 2003). In 2002, MOCIE issued a ministerial order asking local govern-
ments to avoid levying too heavy a burden on new large-scale entrants for such
expenses as land and construction costs to build entrance roads. 

16. Complaints from foreign retailers to the Office of the Investment Ombudsman indicate
that they have serious concerns about the transparency of government administration
and lack confidence in it (Kim and Choo, 2002).

17. This was part of the extensive deregulation accomplished following the 1997 crisis. The
RRC, established in 1998, led to the elimination of 48.9 per cent of the 11 095 existing
regulations, while 42.5 per cent of the remaining regulations were reformed (see
the 2000 Survey). 

18. The provision allowing premium-fixing by insurance companies was revised, the num-
ber of products in which SMEs are allowed to conduct group negotiations for contracts
was reduced, co-ordination directives by the government were limited to cases in
which they are required to comply with inter-governmental agreements or in the export
of military equipment, government co-ordination of bidding competition for overseas
construction projects was abolished, and territorial allocation in the supply of unsteri-
lised rice wine was abolished.

19. The RRC stated, “According to the National Tax Service’s material submitted to the
National Assembly in 1998, the average annual revenues of patent attorneys, lawyers,
and certified tax accountants were 400, 250, and 190 million won, respectively” (Maeil
Business Newspaper, 21 October 1998). The average annual wage for all workers was
17 million won in 1997. 
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20. As for lawyers and judicial recorders, reform was implemented by the professions and
the related ministry. 

21. In some professional services, government officials with long experience (generally at
least ten years) in related fields had been exempt from examinations. According to the
RRC, the ratio of retired government officials in 1998 was 100 per cent for administrative
recorders, 94.2 per cent for judicial recorders, 85.6 per cent for customs brokers,
62.1 per cent for certified labour services, 29.0 per cent for patent attorneys, and
24.5 per cent for certified tax accountants. Limiting the advantages given to govern-
ment officials will provide more open and fair competition for entry. 

22. Korea’s “Initial Offer submitted to the WTO in March 2003” is somewhat limited. For-
eign lawyers without domestic licenses will be allowed to supply “advisory services” on
the law in the jurisdiction where they are qualified as lawyers and on public interna-
tional law. Moreover, commercial presence in the form of a representative office will be
required and lawyers have to stay in Korea at least 180 days a year.

23. For example, the Telecommunications Basic Act provides MIC with the power to
“advise” facility-based carriers on where to invest, a provision that is used to justify the
mandatory contributions imposed on carriers to contribute to R&D. 

24. A law submitted to the National Assembly in 2001 would establish an Energy Commis-
sion that would absorb KOREC and regulate both the electricity and gas sectors. How-
ever, the law is still pending due to the delays in reforms in the gas sector. Creating
such a combined regulator responsible for both sectors may have some advantages,
such as limiting the scope for regulatory capture (see OECD, 2004). 

25. A study, which recommended adopting price caps and introducing an independent regu-
lator, pointed out the lack of incentives as the most serious problem of ROR regulation. In
contrast, over-investment has not been problematic in Korea (Nam et al., 2001).

26. Although each is completely owned by KEPCO, they are run as legally separate compa-
nies. In addition, there are 19 independent power producers, which account for 3.3 per
cent of total electricity production. 

27. However, small power plants with generating capacity of less than 3 000 kW are
licensed by local governments, with advice from KOREC.

28. As of 2002, the generating capacity and actual generation of the Korea Hydro and
Nuclear Power Co. were 36.4 and 40.6 per cent, respectively, of those of KEPCO’s six
subsidiaries combined. Therefore, it is expected that the generation market will remain
more concentrated than in some other OECD countries. It draws attention to the risk
and advantages of having a single publicly-owned company holding nuclear plants and
giving it a mandate to construct new base load plants. This could distort competition
(see IEA, 2002a).

29. In 2003, prices for industrial use were raised by 3 per cent, while prices for household
and commercial uses were lowered by 2 per cent. In 2004, prices for household, com-
mercial and educational uses were further lowered by 3 per cent.

30. The Fund is financed by an earmarked charge of 4.6 per cent of the electricity bill. The
Fund is expected to spend 1.2 trillion won (about $1 billion) in 2003.

31. Korea is the second largest importer of LNG next to Japan, and KOGAS is the world’s
largest LNG importing company. There is no import of pipeline natural gas (PNG). How-
ever, the possibility and viability of PNG imports from eastern Siberia are currently
being explored. 

32. The gas industry relies heavily on the electricity industry as a swing consumer to flatten
out seasonal fluctuations in demand, which is due to heating. In 2002, KOGAS supplied
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7 million tons of LNG (36.8 per cent of total consumption) to ten power-generating
companies, including five subsidiaries of KEPCO. 

33. The remaining four companies use liquefied petroleum gas (LPG) as feedstock. 
34. The three new laws include the revision of the KOGAS Law and the City Gas Business Law

and the enactment of the Energy Commission Law to establish a sector regulator.
35. LNG import contracts have long terms of 20 to 25 years, and commit buyers and sellers

to strictly defined obligations, including take-or-pay clauses that require the buyer to
pay for a certain amount of gas whether taken or not, as well as an obligation on the
part of the seller to make available defined volumes of gas. Such contracts provide a
firm basis for both buyers and sellers to finance a highly capital intensive infrastruc-
ture. Project financing is normally used for the construction of LNG carriers. Conditions
in case of a default on loans that are imposed on the charter agreement for the carrier
require a certain level of government ownership, including local governments. In the
case of KOGAS, it ranges from 30 to 51 per cent. 

36. First, splitting KOGAS’s import contracts among three affiliated companies is extremely
difficult, because suppliers will not agree to have their contracts reassigned without
solid guarantees. Second, KOGAS will no longer be the world’s largest, most powerful
LNG importer, and the three new importing companies may find themselves bidding
against each other, resulting in higher import prices. Third, privatising KOGAS is not
consistent with the default provisions for LNG vessels. Fourth, the scope for competi-
tion is limited by the unchangeable conditions of existing long-term import contracts. 

37. The gas tariff consists of feedstock cost and supply costs such as re-gasification, stor-
age, and transmission. The feedstock cost changes automatically bimonthly (monthly
for power generation customers) according to fluctuations in oil prices and exchange
rates, while the supply costs are approved on an annual basis. 

38. In 2001, the amount of support for air conditioning use was 42 billion won, while sup-
port for the last two were 1.1 and 0.3 billion won, respectively. 

39. The formerly monopolistic market, dominated by KT in fixed-line telephony service
and SK Telecom in mobile service, shifted to a more competitive structure during
the 1990s. For local service, Hanaro entered in 1999, while Dacom and Onse entered
the long distance and international markets during the 1990s. For mobile service,
Shinsegi entered in 1994, followed by three Personal Communication Service (PCS)
operators in 1996. For International Mobile Telecommunication (IMT-2000) service, SK
IMT and KTicom were selected as asynchronous (W-CDMA) providers in 2000. In 2003,
SK IMT was merged into SKT, while KTicom was merged into KT. For balanced develop-
ment of synchronous and asynchronous transmission, LG Telecom was approved as a
synchronous CDMA provider in 2001. Asynchronous (W-CDMA) service started in the
Seoul area in 2003, while synchronous service will be provided by 2006. 

40. Facility-based services cover wire telephony, cellular telephony, PCS, TRS, CT-2, radio
paging, and leased line services, while special services cover Internet telephony, inter-
national call-back, premises communications, and voice resale. Value-added services
provide PC online, Internet, E-mail, and voice mail services. 

41. For land to mobile (LM) calls, SK Telecom, KT Freetel, and LG Telecom receive 41.0,
48.0, 52.9 won per minute respectively. SK Telecom, which is a cellular service provider,
is providing better quality services due to the characteristics of its frequency. PCS pro-
viders insist that SK Telecom is able to cut costs by 40 to 50 per cent using low fre-
quency 800 MHz, while PCS providers use 1.8 GHz. 

42. With an aim to assist the late entrants, mobile number portability will be introduced in
three phases; SK Telecom in January 2004, KT Freetel in July 2004, and LG Telecom in
January 2005. 
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Annex A 

Overview of progress in structural reform

This annex follows up on recommendations from the 2003 OECD Economic Survey of Korea.

Recommendations in the 2003 Survey Actions taken or proposed by the authorities

A. The corporate sector

Further ease restrictions imposed on the 
chaebol in line with the development of market-
based institutions for corporate restructuring.

The Korea Fair Trade Commission has proposed a 
“Three-Year Market Reform Roadmap” that would 
allow chaebol that improve their corporate 
governance practices and ownership structure to 
graduate from the regulations on equity 
investment.

Expand opportunities for shareholders to gain 
compensation for illegal management decisions, 
either through the introduction of class action 
suits or changes in derivative suits (2001 Survey).

Class action suits are to be introduced in 2005. 
However, they will be limited to large companies 
whose asset size is larger than 2 trillion won, and 
will cover only securities-related cases. Class action 
suits will be expanded to all listed companies 
in 2007.

Improve the workout programme (2001 Survey). The workout programme, which continues for nine 
of the original 83 companies, is to be abolished in 
the near future.

Increase transparency by improving the quality 
of external audits (2001 Survey).

Three accounting-related laws were revised in 2003 
to require the certification of financial reports by 
CEOs and CFOs, prohibit loans or collateral for 
major shareholders and executives, and strengthen 
protection for whistle-blowers.

B. The financial sector

The Korea Asset Management Corporation 
(KAMCO) should continue to sell, according to its 
timetable, the non-performing loans (NPLs) that 
it has purchased.

Of the 110 trillion won of NPLs that KAMCO 
purchased between 1997 and 2002, 69 trillion has 
been sold. KAMCO is planning to sell an additional 
3 trillion won in 2004.

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

The remaining government stakes in two 
nationwide banks, Choheung and Kookmin, were 
sold in 2003. Privatisation of the holding company 
of Woori Bank is underway, while the authorities are 
mapping out plans to sell their remaining stakes in 
some of the other banks.
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It is important for the FSC to monitor potential 
future risks to asset quality related to the surge 
in bank lending to households, the increased use 
of credit cards and asset price fluctuations.

Provisioning and other prudential regulations for 
the banks and credit card companies have been 
tightened, helping to bring the latent delinquency 
problems to the surface and thus limit the scope of 
the problem and improve the soundness of 
financial institutions.

C. The labour market

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

The reform proposal submitted to the Tripartite 
Commission by the government in 2003 includes a 
shortening of the consultation period for collective 
dismissals. The related laws are to be revised 
in 2004, after deliberation by the Commission.

An extension of the social safety net to non-
regular workers should accompany an easing 
of employment protection for regular workers 
to limit the development of a dualistic labour 
market.

The worksite-related health insurance and the 
National Pension Scheme were extended to part-time 
employees. The coverage of the Employment 
Insurance System was further expanded to cover 
daily workers such as construction workers.

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

The government announced the “Roadmap for 
Industrial Relations Reform” in 2003 to make labour 
regulations more consistent with internationally 
accepted norms. The Tripartite Commission has 
been considering the reform proposal.

The Korea Confederation of Trade Unions 
(KCTU) should rejoin the Tripartite Commission 
in order for it to function effectively.

Efforts are continuing to persuade the KCTU to 
rejoin the Commission. 

Employment subsidies with large deadweight 
costs should be phased out.

The amount spent on wage subsidies declined by 
30 per cent between 2001 and 2003, and the target 
of the programmes has been focused more clearly.

D. The land market

Increase the holding tax on property and make 
the current system less regressive. 

The effective tax rate on property has been raised 
by setting the tax base closer to the market price 
and abolishing size-related adjustment factors. In 
addition, the current taxation framework will be 
changed in 2005 by introducing a comprehensive 
property tax on buildings and land and imposing 
progressive tax rates.

E. Increasing competition

The Regulatory Reform Committee (RRC) should 
prevent civil servants from imposing regulations 
that are not backed by legislation.

Under the ex ante deliberation scheme for new or 
revised regulations, the RRC has blocked 
regulations that are not backed by legislation or 
whose burden exceeds the expected benefit. 
In 2002, the RRC considered 280 regulation 
proposals. Of these, it recommended that 26 per 
cent be changed and 9 per cent be rejected. 

Recommendations in the 2003 Survey Actions taken or proposed by the authorities
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Continue the “Clean Market Project” to help 
consumers realise the benefits of increased 
competition. 

The Project has resulted in significantly lower 
prices in some of the sectors chosen. The Korea 
Fair Trade Commission implemented the Project in 
six sectors in 2003, and it will continue its efforts in 
eight sectors in 2004.

Complete the 1998 privatisation programme and 
consider whether the privatisation of other state-
owned enterprises (SOEs) would enhance 
efficiency.

Eight out of the eleven SOEs selected in the 1998 
privatisation programme have been privatised, 
while 67 of the 77 SOE subsidiaries, which were 
selected for consolidation, have been restructured 
through privatisation, liquidation or merger.

F. Specific sectors

Telecommunications

Further reduce mandatory contributions from 
service providers and limit government 
intervention. 

No action taken. The mandatory annual 
contribution for R&D remains at 0.5 per cent of 
revenue.

Establish an independent regulatory authority 
and streamline the licensing process to facilitate 
the entry of new firms.

No action taken. Although the Korea 
Communication Commission has developed into a 
semi-independent regulatory body, the 
Commission lacks autonomy in staffing, budgeting 
and crucial regulations, such as licensing and 
pricing.

Impose price caps in markets where Korea 
Telecom remains dominant while limiting 
intervention in all other markets.

No action taken.

Further ease the remaining restrictions on 
foreign ownership in the telecommunications 
sector.

No action taken. The ceiling on foreign ownership 
of Korea Telecom was raised from 33 to 49 per cent 
in 2002, the same limit as for other facility-based 
service providers.

Electricity

Accelerate the ten-year reform plan in order to 
bring the benefits of competition to households 
earlier.

No action taken.

Establish an independent regulatory authority. No action taken. The Korea Electricity Commission 
lacks autonomy.

Agriculture

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

Direct payments increased from 6 per cent of total 
support to farmers in 2001 to 9 per cent in 2002. 
The government recently announced a long-term 
plan to raise direct payments from 9 per cent of 
total support in 2003 to 23 per cent by 2013. 

Accelerate farm consolidation to boost the 
average farm size.

Numerous measures such as the Farm Size 
Optimisation Programme and the Farmers’ 
Retirement Programme have been implemented. 
The average farm size rose from 1.36 hectares 
in 2000 to 1.44 hectares in 2002.

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

No action taken.

Recommendations in the 2003 Survey Actions taken or proposed by the authorities
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G. Creating a knowledge-based economy

The education system

Liberalise centralised control to increase the 
autonomy of individual schools, while also 
ensuring their accountability.

The government has been delegating authority 
related to basic education to province-level 
education authorities or principals of individual 
schools. The related laws and regulations are in the 
process of further delegation.

Expand the pilot project of allowing 
independent private schools.

No action taken. Independent private schools, such 
as alternative schools, specialised schools and self-
financing independent schools, are to be expanded 
within the framework of the Equalisation Policy. 

Consider increasing spending on tertiary 
education by raising support for private 
institutions, which educate the majority of 
students.

No action taken. Meanwhile, the government 
formulated a plan in 2003 to promote the 
competitiveness of tertiary education by granting 
more autonomy, downsizing and fostering a better 
research environment.

Provide sufficient loans and grants to ensure 
access to tertiary education.

The amount of loans for tertiary education rose 
19 per cent in 2003, providing 783 billion won to 
303 thousand persons. Related government 
expenditure also increased from 56 to 75 billion 
won in 2003.

Research and development

Increase the role of universities in the R&D effort 
by boosting incentives for research by 
professors.

Government expenditures on basic research, which 
is primarily done in universities, increased from 
19 per cent of the total R&D budget in 2002 to 
21 per cent in 2004. It is to rise further to 25 per 
cent by 2007.

Encourage interaction between R&D in 
universities, the private sector and government 
research institutes (GRIs) by promoting labour 
mobility and enhancing opportunities for 
networking.

The government has introduced numerous co-
operation programmes, such as i) participation of 
the private sector in the National Science and 
Technology Council and the boards of the research 
councils of the GRIs, ii) preferential treatment of the 
private sector in funding the national R&D 
programmes, and iii) reduction of block funding to 
the GRIs to encourage them to seek external funds 
from the private sector.

Increase international linkages in the R&D area. To attract foreign R&D investment, a special 
committee was created in the Office of the 
President in 2004. The establishment of foreign 
R&D centers, such as Pasteur and Cavendish, in 
Korea is an example of strengthened international 
linkages. In addition, the government is to launch 
the International Science and Technology 
Co-operation Foundation to further international 
linkages.

Exercise caution in designating specific 
technologies as the focus of R&D programmes.

No action taken.

Recommendations in the 2003 Survey Actions taken or proposed by the authorities
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Venture business

Reduce the government’s role in providing 
equity and guarantees in this sector, while 
encouraging participation by other investors, 
such as business angels and institutional 
investors.

No action taken.

Consider whether the government should 
continue to designate certain firms as venture 
business, and if so, whether the criteria are 
sufficiently objective.

At the end of 2002, the designation criteria were 
changed to a two-step process by adding an 
innovation capability evaluation, which is assessed 
by independent entities. The current designation 
system is to be terminated in 2005.

Small and medium-sized enterprises

Reduce the amount of support and the number 
of programmes to small and medium-sized 
enterprises (SMEs) to avoid waste and 
duplication.

In 2003, the number of programmes was reduced 
from 88 to 79, with related public expenditures 
diminishing by 2 per cent in 2003.

Continue to lower protection given to SMEs. The number of business lines reserved for SMEs 
was reduced from 86 to 45 in 2002. The protection 
scheme is to end in 2004.

H. Sustainable development

Air pollution

Extend the Seoul emission permit-trading 
scheme to other areas, based on accurate data 
on emissions.

In 2003, the Special Act on Air Quality Improvement 
in the Capital Region was enacted, effective 
in 2007, which adopted a regional cap and emission 
trading system. 

Strengthen enforcement by increasing the role of 
independent inspections and separating the 
monitoring and ownership functions of local 
authorities as regards the local incineration 
plants. 

The plants owned by lower-level local governments 
are inspected by upper-level local governments, 
while the plants owned by the latter are inspected 
by the central government’s regional environment 
offices. 

Reduce tax advantages for diesel, and raise 
emission standards and fuel quality for diesel 
vehicles. Tighten heavy-duty vehicle emission 
standards in line with other OECD countries.

Diesel fuel price has been raised according to the 
five-year (2002-2006) tax reform schedule. 
Beginning in 2006, the sulphur content standard for 
diesel fuel is to be lowered from 430 ppm to 
30 ppm, and the emission standards on vehicles 
are to be tightened to the level of other OECD 
countries (California’s LUEV for gasoline vehicles 
and Euro-IV for diesel vehicles).

Expand the use of road pricing and improve 
traffic management policies in order to reduce 
congestion.

Road pricing was applied to 24 highways and 
16 tunnels and roads in 2002. In particular, the 
traffic volume in two toll tunnels in Seoul 
diminished by 3 and 9 per cent in 2002.

Waste management

Gradually increase the price of garbage bags 
used for municipal waste.

The price of garbage bags rose 7 per cent on 
average in 2003.

Recommendations in the 2003 Survey Actions taken or proposed by the authorities
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Carefully monitor the system of extended 
producer responsibility (EPR) for recyclable 
products to ensure that recycling does not 
generate excessive costs in relation to 
alternative waste disposal methods.

Eleven associations were organised to monitor 
compliance and seek for a more effective recycling 
method. In addition, a comprehensive analysis of 
the ERP is under way in collaboration with the 
OECD to further improve the system.

Allay opposition by residents to the construction 
of new, modern waste disposal facilities by 
compensating them and introducing tougher 
monitoring of such facilities.

The law to provide support to nearby local 
communities was revised in 2003 to expand the 
scope of facilities included. The law requires up to 
10 per cent of the total construction costs to be 
earmarked for support.

I. Sustainable income for retirement

Take advantage of the window of opportunity 
through 2008 to enact fundamental reforms to 
introduce a three-pillar system that relies more 
on private-sector saving.

The reform of the National Pension Scheme (NPS) 
was submitted to the National Assembly in 2003, 
but has not been approved yet. Meanwhile, the 
introduction of a corporate pension scheme is 
being studied.

Reform public occupational pensions and 
integrate them with the National Pension 
Scheme.

The government established a Task Force in the 
Prime Minister’s office in 2003 to consider how to 
introduce portability between the public 
occupational pensions and the NPS.

Ensure that the social assistance system is 
providing the minimum subsistence income to 
all elderly in need, as well as other eligible 
individuals.

The Basic Livelihood Security Programme, 
introduced in 2000, is intended to provide 
minimum subsistence income to all eligible 
persons. The definition of subsistence, including 
minimum living costs, has been updated annually.

J. The tax system

The personal tax base should be broadened by 
reducing allowances and credits, as well as 
improving taxation on the self-employed.

The income assessment method for the self-
employed was changed by requiring evidence for 
tax deductions. To further improve taxation on the 
self-employed, a new system for issuing receipts 
for cash payments is to be introduced by 2005.

Increased taxation of fringe benefits is needed to 
broaden the tax base.

Taxation on income gained from the exercise of 
stock options and purchase of stocks at below 
market prices through employee stock ownership 
plans (ESOP) was introduced in 2002.

Broaden the corporate income tax base by 
eliminating or streamlining various incentives 
provided for SMEs, investment and R&D.

Tax preference for SMEs was reduced by abolishing 
the tax deductibility of investment reserves and by 
lowering the tax credit ratio from 30 to 15 per cent 
of the tax base in 2004.

The tax base of the VAT should be broadened by 
reducing the number of exemptions.

The special treatment (or simplified tax regime) for 
small businesses has been reduced significantly. 
The threshold was tightened from 150 to 48 million 
won in 2002, and the portion of taxpayers receiving 
the special treatment declined from 90 per cent 
in 2001 to 46 per cent in 2003.

Recommendations in the 2003 Survey Actions taken or proposed by the authorities
© OECD 2004



186 OECD Economic Surveys: Korea
Reform taxation of capital income, which is low 
and uneven across sources.

The comprehensive financial income tax system, 
which had been temporarily suspended after the 
financial crisis, was re-implemented in 2001. The 
tax exemption on long-term deposits to the 
insurance companies was tightened in 2004.

Continue to raise taxes on holding property and 
lower transaction taxes.

The effective tax rate on property has been raised 
by setting the tax base closer to the market price 
and abolishing size-related adjustment factors. In 
addition, the current taxation framework will be 
changed in 2005 by introducing a comprehensive 
property tax on buildings and land. 

Reduce the use of quasi-taxes (charges that are 
not imposed by tax laws). 

The number of quasi-taxes increased from 
95 in 1999 to 102 in 2002, while the total revenue 
increased by 82 per cent. 

Recommendations in the 2003 Survey Actions taken or proposed by the authorities
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Annex B 

Chronology of main economic events

2003

January

The Bank of Korea sets its 2003 inflation target at 3 per cent, plus or minus one percent-
age point, the same as in 2002.

The Ministry of Finance and Economy extends the coverage of the National Fiscal Infor-
mation System to all national agencies.

February

The Ministry of Construction and Transportation introduces measures to prevent land
speculation prompted by the plan to create a new administrative capital by designating
eleven areas where prior approval of land transactions is required.

Moody’s lowers its outlook for Korea’s credit rating from positive to negative, while main-
taining a grade of A3.

March

The government introduces measures to cope with shocks resulting from the war in Iraq,
including policies to ensure energy supplies for Korea and the adoption of expansionary
monetary and foreign exchange rate policies.

The authorities announce policies to restore the financial stability of the credit card com-
panies by requiring self-rescue efforts by the companies.

April

The government requests financial institutions to co-operate in rolling over credits to
the credit card companies and investment trust companies in order to stabilise the financial
market.

The strike by workers at the national railroad is settled, in part by ruling out the possi-
bility of privatisation.

The government presents a plan to reform the corporate governance and accounting
systems, including a compulsory change of outside auditing companies at least once every
six years.
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May

The Bank of Korea cuts the overnight call rate by 25 basis points to 4 per cent.

The Korea Cargo Workers Federation goes on strike.

The Ministry of Finance and Economy presents a plan to merge the Korea Stock
Exchange, KOSDAQ, and the futures market under a single operating company.

June

Legislation to reform the railroad industry is enacted. The Korea National Railroad, a
government agency, is to be separated into two state-owned enterprises, which will be
responsible for facilities and operations.

The National Assembly passes a first supplementary budget for 2003, which totals
4.5 trillion won.

July

The Bank of Korea cuts the overnight call rate by 25 basis points to 3.75 per cent, the low-
est level on record.

The special consumption taxes on cars, televisions and air conditioners are reduced to
boost domestic consumption.

August

Choheung Bank is privatised by selling the government’s 80 per cent ownership stake to
the Shinhan Financial Group.

Six-party talks, including South and North Korea, the United States, China, Russia and
Japan, begin in Beijing to discuss the North Korean nuclear issue.

The “Foreign Workers Employment Scheme” is introduced to grant foreign workers the
same rights (basic labour rights, industrial accident compensation insurance and minimum
wage) as domestic workers. Their maximum work period is set at three years.

The Incheon area is designated as a “free economic zone” to attract foreign investment.

The five-day workweek is implemented through a revision of the Labour Standards Act.

September

The Financial Supervisory Commission approves the takeover of the Korea Exchange
Bank by Lone Star.

October

The National Assembly passes a second supplementary budget for 2003, which totals
3 trillion won.

Busan/Jinhae and Kwangyang Bay are designated as “Free Economic Zones”.

The government announces a comprehensive policy package to stabilise the over-
heated real estate market by expanding the supply of housing, strengthening the tax system
and reinforcing regulatory measures.
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November

Eight credit banks provide 2 trillion won to LG Card, the largest credit card company,
which is suffering from liquidity problems.

December

The National Assembly approves the 2004 budget of 118.3 trillion won.

The government sells its remaining 9.1 per cent ownership stake in Kookmin Bank in the
market.

The National Assembly passes three laws for the balanced development of the nation;
the Special Act on Construction of the New Administrative Capital, the Special Act on Bal-
anced Development of the Nation, and the Special Act on Decentralisation.

The National Assembly lowers the corporate tax rate by 2 percentage points to 25 per
cent, effective in 2005.

2004

January

The revised Bank of Korea Act takes effect. The Act introduces a medium-term inflation
target in place of the annual one and strengthens the independence of the central bank by
replacing one of the outside members on the Monetary Policy Committee by the vice gover-
nor of the Bank of Korea. 

The Monetary Policy Committee set a medium-term inflation target of 2.5 to 3.5 per cent
for the period 2004 to 2006.

The creditor financial institutions agree to rescue LG Card by providing more liquidity.

The National Assembly approves class action lawsuits for such practices as stock price
manipulation and disclosure and auditing violations, effective in 2005.

The Ministry of Information and Communication implements number portability for
mobile phone service.

February

Mr. Hun-Jai Lee is appointed as a Deputy Prime Minister and Minister of Finance and
Economy.

The Monetary Policy Committee fully liberalises interest rates by abolishing remaining
restrictions on demand deposits.

The free trade agreement (FTA) with Chile is ratified by the National Assembly,
18 months after the completion of negotiations between the two countries.

KorAm Bank, the sixth-largest in Korea, is acquired by Citibank, and Hyundai Investment
Trust Company is taken over by Prudential Financial. 

The second round of six-party nuclear talks is held in Beijing.
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March

The newly established Korea Housing Finance Corporation begins operations to replace
banks’ short-term housing loans with long-term mortgage loans.

The government announces a comprehensive policy package to deal with delinquent
borrower problems, in part by establishing a bad bank.

The National Assembly passes an impeachment motion against President Roh Moo-
hyun.

April

In the general election, the Uri Party wins more than half of the seats in the National
Assembly, and the Democratic Labour Party gains seats for the first time.

May

The Constitutional Court overturns President Roh Moo-hyun’s impeachment.
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