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I. FISCAL POLICY IN THE KOREAN BUSINESS CYCLE'

A. Introduction

1. Korea's economy has grown very rapidly over the past three decades, but as in
many other emerging market economies, growth has been relatively volatile. Average
annual GDP growth was 7.1 percent in Korea in 1970-2002, compared to an OECD average
of 3.0 percent, while volatility of detrended GDP was 2.4 percent in Korea compared to
1.7 percent in the OECD area.2 Although Korea has established a conservative fiscal tradition
since the early 1980s, there have been episodes of pro-cyclical fiscal policy, such as in the
early 1990s, when the government ran fiscal deficits while the economy was overheating.
This chapter investigates the impact of discretionary fiscal policy on the Korean business
cycle and assesses its usefulness for smoothing economic fluctuations.

2. Fiscal policy plays a dual role in the business cycle. It has the potential for
smoothing business cycle fluctuations, but it can also harm macroeconomic stability. Talvi
and Vegh (2000) show empirically and theoretically that fiscal policy in countries with a
volatile tax base is more pro-cyclical—and, hence, destabilizing to economic activity—than
in countries with less volatile tax bases, such as the G-7. Fatas and Mihov (2003) found that
discretionary fiscal policy—unexpected changes in taxes or spending that are not directly
related to changes in the business cycle—contributes to business cycle volatility and is
harmful to GDP growth. This chapter, therefore, addresses two questions: first, how much
has fiscal policy in Korea contributed to business cycle fluctuations; and second, what is the
scope for using fiscal policy as a tool to smooth business cycle fluctuations in the Korean
economy? The answers to these questions are relevant in determining to what extent
discretionary fiscal policy can be expected to contribute to minimizing GDP volatility and
maximizing GDP growth in Korea.

3. The role of fiscal policy in the Korean business cycle will be analyzed in a VAR
framework. This approach allows for the distinction between discretionary fiscal policy
measures and automatic responses of government spending and revenue to fluctuations in the
business cycle, i.e., the automatic stabilizers. This distinction is necessary to assess the
impact of active fiscal policy on business cycle fluctuations, hi a slightly different setup,
Hoffmaister and Roldos (2001) found that real domestic shocks are a major source of
macroeconomic fluctuations in Korea. Although they did not include separate fiscal variables
in their VAR analysis, the real domestic shocks in their study can be interpreted to include

1 This paper was prepared by Harm Zebregs (APD). The author has benefited from excellent
research by Borja Gracia who was a summer intern in APD in 2003.

2 In this chapter volatility is measured as the standard deviation of a detrended time series.
Another way to measure volatility is to calculate the standard deviation of the growth rate of
a time series. In that case, GDP volatility is 3.8 percent in Korea and 2.7 percent in the
OECD area in 1970-2002.
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changes in the tax system and fiscal expansions. This chapter focuses explicitly on the role of
fiscal policy in the Korean business cycle and quantifies the impact of changes in public
expenditure and tax revenue on GDP,

4. The results suggest that automatic fiscal stabilizers have contributed somewhat
to greater macroeconomic stability, but that discretionary fiscal policy has not. The
potential counter-cyclical role of fiscal policy is limited by the relatively small size of
Korea's government. In addition, weaknesses in budget implementation have hampered the
effectiveness of discretionary fiscal policy in smoothing business cycle fluctuations. Some of
the implementation problems are common to other countries, but others are specific to Korea,
including a fragmented budget structure and a tendency of line departments to underspend.
The implication is that a simple fiscal rule, such as balancing the budget over the business
cycle, may contribute most to smoothing economic fluctuations in Korea.

5. This paper is organized as follows. Section B discusses the key characteristics of
fiscal policy in Korea since 1970, and analyzes trends and fluctuations in public spending
and revenue. Section C estimates the impact of fiscal policy on GDP through the use of VAR
analysis. Section D concludes and draws policy implications.

B. Main Characteristics of Fiscal Policy During 1970-2002

6. After the 1970s, Korea established a tradition of fiscal conservatism. In response
the acceleration of inflation and economic stagnation in the aftermath of the second oil price
shock and political turmoil in 1979, the government began to rein in the fiscal deficit that had
ballooned in the 1970s due to active government support for investment in heavy and
chemical industries and transfers to the agricultural sector (Jun, 2004). Since the 1980s, fiscal
policy in Korea has aimed at promoting macroeconomic stability and maximizing
government savings to finance investment in public infrastructure and public corporations
and provide credit to targeted sectors (Nam and Jones, 2003). As a result, over the past two
decades, the fiscal balance was mostly in surplus and deficits were usually small, except at
the time of the Asian financial crisis when the fiscal deficit exceeded 4 percent of GDP.
Keeping "spending within revenue" has become a touchstone of fiscal policy and has helped
to contain the accumulation of public debt to just over 20 percent of GDP, which is very low
compared to the average of 74 percent among OECD countries.3

7. The size of the Korean budget has increased since the early 1970s but remains
small compared to most other OECD countries. Total revenue and grants as a share of
GDP increased from 16 percent in 1970 to 27 percent in 2002, while total expenditure and
net lending as a share of GDP increased from 17 percent to 24 percent over the same period
(Figure I.I). Tax revenue as a share of GDP rose from 14 percent in 1970 to 22 percent in
2002 (Figure 1.2). Although the relatively small size of Korea's budget is in part a reflection

3 Including government guaranteed bonds for financial sector restructuring, public debt in
Korea is 35 percent of GDP.
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Figure 1.1 Korea: Fiscal indicators

Figure 1.2 Korea: Tax revenue
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of its level of economic development, it is also low in comparison with many other countries
that are at a similar stage of economic development, such as Greece and Portugal. Of all the
OECD countries only Mexico has a smaller budget in percent of GDP than Korea. According
to Nam and Jones (2003) three factors in particular contribute to the relatively low level of
public spending in Korea. First, the modest social safety net limits income transfers; second,
public consumption is only 10 percent of GDP, compared to an average of 17 percent for the
OECD area; and third, interest payments are low due to Korea's low level of public debt.

8. There seems to be a tendency toward a pro-cyclical fiscal policy in Korea
(Figure 1.3). The correlation between the fiscal impulse and the output gap during 1971-2002
was close to zero, but rolling correlations with a four-year window indicate that fiscal policy
was indeed pro-cyclical in many years, that is the output gap and the fiscal impulse were
positively correlated (Figure I.4).4 For example, in the early 1990s, the fiscal impulse and the
output gap were both positive, whereas counter-cyclical fiscal policy would suggest opposite
signs. Similarly in the first year of the Asian financial crisis fiscal policy was pro-cyclical,
although in the aftermath of the crisis fiscal policy took on a more stabilizing role.5'6

9. Two well-known factors that complicate counter-cyclical fiscal policy in many
countries are implementation lags and uncertainty about the economic outlook. The
latter is exceptionally high in Korea, compared to many other OECD countries. For counter-
cyclical fiscal policy to be most effective the government should be able to inject fiscal
stimulus at the beginning of recessions and then withdraw stimulus during expansions.
However, it remains a great challenge to predict the start of a new phase in the business cycle
and therefore to initiate fiscal measures at the right time. Another problem is that once a
government decides to take counter-cyclical measures it takes time for these measures to get
passed through parliament and to be implemented. After implementation, depending on the
type of fiscal measure, more time may expire before the economy starts to respond. Because
of these difficulties in the conduct of discretionary fiscal policy, some economists believe
that governments should refrain from activist policies altogether.

4 The fiscal impulse is defined as the change in the cyclically adjusted fiscal balance.

5 See Chopra et al, (2002) for a discussion of Korea's macroeconomic policies in the wake of
the financial crisis.

6 A potential problem with using the fiscal impulse measure is that it assumes identical
revenue and expenditure multipliers, an issue that will be explored further in Section C.
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Figure 1.3 Korea: Output Gap and Fiscal Impulse

Figure 1.4 Korea: Correlation Between Output Gap and Fiscal
Impulse
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10. In Korea, the effectiveness of counter-cyclical fiscal policy is further hindered by
a fragmented budget, and weaknesses in budget implementation (He, 2003). Expenditure
shortfalls of more than 2 percent of budgeted expenditure have been common in Korea and
there has also been frequent over-performance of revenues. As He (2003) notes, there
appears to be a belief in Korea that the larger the surplus the better. This approach has
fostered a tendency to underestimate revenues and overstate planned expenditures, hi
addition, strict adherence to the principle of spending within revenue is not always consistent
with counter-cyclical fiscal policy, as it can deepen troughs in the business cycle when public
expenditure is reined in following declining revenues.

C. The Impact of Fiscal Policy Shocks on GDP

11. The empirical evaluation of the effects of fiscal policy is carried out in a vector
autoregression (VAR) framework.7 This approach allows for the identification of
independent fiscal policy shocks, that is changes in fiscal policy that are not a response to
changes in other economic variables, such as GDP, By abstracting from these automatic
feedback effects, it is possible to estimate the direct impact of fiscal policy on GDP. As is
well known in empirical monetary policy analysis, successful identification of independent
policy shocks depends on a correct specification of the VAR. The identification of fiscal
shocks is even more difficult, because unlike most monetary policy changes fiscal policy
changes are often announced well before they are implemented. This issue will be addressed
by testing several specification strategies.

Methodology

12. First, a basic VAR is estimated including real public spending, 6", real GDP, F,
the GDP deflator, P, real tax revenue, T, and a short-term real interest rate, R. All data
are quarterly, seasonally adjusted and expressed in logarithms. The sample period for all
VARs in this chapter is 1979 Q4-2000 Q3. This is the maximum sample size given the
limitations imposed by the data, including a break in the time series of fiscal data. The VAR
framework for this analysis is summarized by the following equation:

(I.I)

where Z, = (Gt Yt Pt Tt Rt) is a vector of the five aforementioned economic variables and u, is
a vector of serially uncorrelated independent disturbances, all at time t. AQ is a coefficient
matrix for contemporaneous effects and A/, for i - l,...,k, is a coefficient matrix for lagged
effects. The maximum lag, k, is set at 4. This choice is a compromise as different lag length
criteria suggested different lags ranging from 1 to 12 quarters. The latter would be too
demanding because the available number of observations is somewhat limited for this type of

7 Blanchard and Perotti (2002) and Fatas and Mihov (2000) have used the VAR framework
to study the effects of fiscal policy in the United States.
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analysis. A lag length of 1, on the other hand, seems too short to capture the dynamics of
quarterly data. Fatas and Mihov (2000) also use 4 lags in their VAR analysis of fiscal policy
in the United States. The reduced form equation of the above framework is given by:

< Z w + e , , (1-2)

where B, is a coefficient matrix and e, is a vector of error terms which are serially
uncorrelated but not independent. This is the equation that will be estimated.

13. The next step is to identify the independent fiscal policy shocks. This is achieved
through the identification of the independent disturbances u,. One identification approach is
to put restrictions on the short-term relations between the variables in the VAR (Sims, 1986;
Bernanke and Blinder, 1992; Fatas and Mihov, 2000). 8 This means setting some of the
coefficients in the contemporaneous coefficient matrix A0 equal to zero. There are several
ways to impose short-term restrictions. Two are explored here. The first approach, which is
often referred to as Cholesky decomposition, is to assume a recursive structure among the
variables in the VAR. In this approach, the first variable in the VAR is exogenous, that is, in
the current quarter it is only affected by its own shocks and not by shocks in the other
variables. The second variable in the VAR is affected by its own shocks and those of the first
variable in the current quarter, but not by the shocks of subsequent variables, and so on. The
last variable in the VAR is affected by its own shocks and by those of all other variables in
the current quarter. Cholesky decomposition does not impose restriction on the long-run
relations between the variables. The ordering of the variables in this study follows Fatas and
Mihov (2002); Z = (G Y P T R). Under the second identification approach, often referred
to as structural VAR analysis, the short-term restrictions are determined by a country's
institutions or economic theory.

Empirical Results

14. The empirical results for Korea, based on Cholesky decomposition, are
qualitatively similar to those estimated for the United States.9 The impulse-response
functions in Figure 1.5 show the response of each of the variables to a one standard deviation
increase in real public spending. The direction of these responses is similar to the responses
estimated by Fatas and Mihov (2000) for the United States, but the magnitudes of the
responses are different. The results suggest that discretionary spending shocks are not very

8 Long-term restrictions are an other option. See, for example, Blanchard and Quah (1989).
Hoffmaister and Roldos (2001) impose long-run restrictions and leave the short-run
unrestricted.

9 Fatas and Mihov (2000) estimate a semi-structural VAR.
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Figure 1.5. Korea: Responses to Public Spending Shock
(Impulse response functions with one standard deviation error bands)

Response of G to G Response of Y to G

Response of R to G

Response of P to G Response of T to G

Source: Staff calculations

'lime horizon is 24 quarters.
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persistent, dying out after about three-quarters. Moreover, the impact of government
spending on GDP is rather small with an increase in real spending of about 10 percent,10

equivalent to about 2 percent of GDP, resulting in a 0.5 percent increase in real GDP in the
same quarter. After about five quarters the effect has faded and GDP returns to its trend. The
GDP deflator declines on impact, but then quickly returns to its trend. Real tax revenue
increases on impact, but by less than the increase in real public expenditure. It then quickly
drops and bounces up again. This pattern is difficult to explain and may be the result of
imprecise estimates due to the relatively small sample size. The real interest rate rises after a
positive spending shock, in line with the predictions of most theoretical models.

15. The estimates suggest that a real tax shock has a bigger impact on the economy
than a real public spending shock (Figure 1.6). Tax shocks are even less persistent than
expenditure shock, as they die out after two quarters, but they generate bigger responses in
the other macroeconomic variables in the VAR. A 6 percent increase in real tax revenue,
equivalent to about 1.5 percent of GDP, has its maximum impact on real GDP after about
4 quarters, pushing it about 0.8 percent below its trend. Real tax shocks also have a strong
impact on real public spending, which supports the notion that spending is bounded by
revenue in Korea. The real interest rate falls sharply and reaches a minimum after about five
quarters. It then slowly increases, but remains below its trend. The response of the GDP
deflator is weak and is estimated with little precision.

16. Permanent fiscal shocks have a small short-run impact on GDP, but no long-run
impact. Analysis of the cumulative impulse response functions, not reported here, reveals
that the short-run elasticity of a permanent public expenditure shock, as opposed to the
transitory shocks discussed above, is 0.19.l The short-run elasticity of a permanent tax shock
is -0.29. The long-run elasticities of permanent fiscal shocks were estimated to be zero.

17. To test the robustness of the empirical results alternative specification strategies
were employed, but these yielded similar results. First, the interest rate was replaced with
the real effective exchange rate. It could be argued that the short-term real interest rate is not
as important for the allocation of resources in the Korean economy as it is in industrial
economies, because the short-term debt market in Korea is not very liquid and, at least until
the early 1990s, the government actively influenced the allocation of credit in the economy.
Given the openness of the Korean economy, movements in the real effective exchange rate
possibly contain more information than changes in the real short-term interest rate. A new
VAR was estimated with Z= (G Y P T REEK). The impulse-response functions of the new
VAR are very similar to those of the baseline VAR with the short-term real interest rate

10 The magnitude of this spending shock (and other shocks discussed below) is one standard
deviation, as is the common practice in VAR analysis.

1 ' Short-run elasticities are defined here as the percentage change in real GDP after four
quarters in response to a permanent one percent increase in either tax revenue or public
spending. The time horizon of long-run elasticities is set at 40 quarters.
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Response of G to T

Figure 1.6. Korea: Responses to Tax Revenue Shock
(Impulse response functions with one standard deviation error bands)

Response of Y to T

Response of P to T Resonseof TtoT

Response of R to T

Source: Staff calculations.
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(Figure 1.7). Another alternative specification that was estimated is a structural VAR, which
allows nonrecursive short-term restrictions. Again the impulse responses were similar to
those of the baseline VAR. Gracia (2003) estimated the effects of discretionary fiscal policy
shocks in Korea on a range of macroeconomic variables using the approach in Blanchard and
Perotti (2002), which relies on institutional information about the tax system. The results in
this chapter are broadly in line with those found by Gracia (2003).

IS. Fiscal policy shocks are found to have the biggest impact on GDP through
private consumption and facilities investment. To estimate the channels through which
fiscal policy shocks affect GDP an augmented baseline VAR was estimated with
Z = (G X Y P T R), where Xis either real private consumption, real facilities investment,
or real construction investment. Figure 1.8 presents the impulse-response functions of each of
the three GDP components for fiscal policy shocks. All three GDP components increase after
a spending shock and decrease after a tax shock with the latter having the biggest impact on
all three. For example, a 6 percent increase in real tax revenue reduces real private
consumption by about 1.5 percent after eight quarters, whereas a 10 percent increase in real
public spending raises real private consumption by only 0.4 percent after four-quarters.
Weighing the individual responses of the GDP components by their share in GDP, a fiscal
spending shock has the biggest impact on GDP through facility investment and private
consumption, whereas a tax shock has the biggest impact through private consumption.

19. The estimated discretionary fiscal policy shocks have not helped to reduce GDP
volatility during the sample period 1979 Q4—2000 Q3. The empirical results suggest that
fiscal policy measures have a small but significant impact on GDP. Given the, at times, pro-
cyclical policy stance, this raises the question to what extent fiscal policy has contributed to
GDP volatility instead of reducing it. Variance decomposition shows that the identified fiscal
shocks, in particular tax shocks, explain a significant part of the variation in real GDP
(Table 1.1). This does not imply, however, that GDP would have been less volatile in the
absence of these shocks. In fact, the opposite would be the case if the identified fiscal shocks

Table I.I. Korea: Variance Decomposition of Real GDP, in percent1

Quarters G

1 10.206
2 9.958
3 7.056
4 5.717
8 4.077

12 4.017
20 4.123
40 2.939

Y

89.794
83.530
82.492
79.948
76.955
72.966
64.199
63.884

P

0.000
0.300
2.187
1.907
1.843
3.014
5.984
5.204

T

0.000
3.077
4.565
7.799

12.242
15.000
14.694
16.694

R

0.000
3.136
3.700
4.628
4.883
5.003

10.999
11.279

Source: Author's calculations.
1 Based on baseline VAR with Cholesky decomposition.
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Figure 1.7. Korea: Responses to Public Spending Shock
(Impulse response functions with one standard deviation error bands)

Response of Q to G Response of Y to G

Reponse of P to G Response of T to G

Response of REERto G

Source: Staff calculations.
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Figure 1.8. Korea: Responses of GDP Components to Public Expenditure and Tax Shocks
(Impulse response functions with one standard deviation error bands)

Response of private consumption to G Response of private consumption to T

Response of facility investment to G Response of facility investment to T

Response of construction to G Response of construction to T

Source: Staff calculations
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have offset other shocks to GDP. To see whether the identified fiscal policy shocks
contributed to GDP volatility, GDP was simulated with the estimated reduced-form VAR in
equation (1.2) under the assumption that the independent disturbances in public spending and
tax revenue are zero over the sample period. This simulation produced a new path for real
GDP that was then detrended and compared to actual detrended GDP. It turns out that
discretionary fiscal policy has neither significantly increased nor reduced business cycle
fluctuations over the sample period. Both public spending shocks and tax revenue shocks
appear to have slightly raised GDP volatility by respectively 2.5 percent and 3.5 percent of
the standard deviation of detrended GDP. The standard deviation of actual GDP around its
trend was 2,7 percent over the sample period, whereas without fiscal policy shocks the
standard deviation is 2.6 percent. This result suggests that the outcome of discretionary fiscal
policy measures has been uncertain and that they have reduced volatility in some periods but
increased it others, hi addition, the simulated GDP series have an average annual trend
growth rate that is about 0.2 percentage points higher than the actual trend growth rate. It
appears that active discretionary fiscal policy in Korean during 1979 Q4-20QO Q3 has neither
promoted macroeconomic stability nor GDP growth.

20. The functioning of fiscal automatic stabilizers is probably limited by the small
size of the budget compared to the economy. Figure 1.9 shows the responses of real public
spending and real tax revenue to a positive GDP shock. The responses suggest that both
public expenditure and tax revenue have acted as fiscal stabilizers with expenditure falling
and tax revenue increasing. However, the fiscal stabilizers do not appear to have had a large
impact, because the GDP shock is fairly persistent.

D. Conclusion

21. The contribution of fiscal policy to macroeconomic stability has been limited.
Korea's budget in percent of GDP is small compared to that of other OECD countries with
the exception of Mexico. The potential impact of fiscal policy is therefore small, but not
insignificant in the short-run. An unexpected 10 percent increase in real public spending
raises GDP by 0.5 percent hi the short-run, but has no discernable long-run effect. An
unexpected 6 percent increase in tax revenue reduces GDP by 0.8 percent in the short-run
and also has no significant long-run effect. The empirical results suggest that discretionary
fiscal policy has not helped to reduce GDP volatility and may have had a small negative
impact on trend GDP. It might be useful, therefore, to limit discretionary fiscal policy
changes, by following a simple rule such as balancing the budget over the business cycle.

22. Meanwhile, automatic fiscal stabilizers are working, but they do not appear to
be large enough to provide very effective smoothing of GDP fluctuations. In principle,
the functioning of fiscal stabilizers could be strengthened through an increase in transfer
payments and tax revenues, which are currently low compared to most other OECD
countries. Indeed, Gali (1994), Fatas and Mihov (2001), and Silgoner et al. (2003) have
shown that in countries with larger budgets the automatic fiscal stabilizers tend to be more
effective. It seems likely that the size of Korea's government will increase, including due to
the rapid ageing of the population. This could contribute to strengthening of the functioning
of automatic stabilizers. However, a bigger government may also introduce new costs into
the economy.
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Figure 1.9. Korea: Responses of Public Spending and Tax Revenue to GDP Shock
(Impulse-response functions with one standard deviation error bands)

Source: Staff calculations

Response of G to Y Response of T to Y

Response of Y to Y
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II. THE PHILLIPS CURVE AND OKUN'S LAW—Do THEY WORK IN KOREA? l

The Phillips Curve and Okun 's Law are each now over 40 years old. This chapter examines
the usefulness of these equations for inflation forecasting at horizons consistent with the
Bank of Korea 's inflation targeting framework. These simple equations appear to forecast
inflation reasonably well, provided real GDP growth can be forecast accurately.

A. Introduction

1. Korea has enjoyed low to moderate
inflation for the last two decades. Korea had
bouts of high inflation in the 1970s, but since
1982 the CPI inflation rate has remained below
10 percent (y/y) and has averaged 4l/z percent.
The Asian crisis led to the most notable
inflation volatility in recent years, as headline
CPI inflation jumped to 9.5 percent (y/y) in
February 1998 following the collapse of the
Korean won. But just one year later the inflation
rate had fallen to only 0.2 percent (y/y) due to
the effects of the sharp recession.

2. Inflation has largely been within the
Bank of Korea's target ranges in recent
years. An inflation targeting (IT) monetary
policy framework was adopted in 1998. From
1998-2003, the target range has been set on an
annual basis, e.g., the 2003 target range of
2-4 percent was set at the end of 2002. Initially,
the target was defined in terms of the headline
CPI, but since 2000 it has been based on the
core CPI, which excludes noncereal agricultural
products and selected petroleum products.2

3. From 2004, the inflation target was shifted to 2V2~y/i percent over the medram-
term. Amendments to the BOK Law adopted in 2003 included measures to enhance the
BOK's independence and accountability, along with the shift from targeting inflation in the
next year to a medium-term policy focus. The BOK had long advocated this amendment

1 This paper was prepared by Craig Beaumont (APD). I thank Bank of Korea staff for
comments on an earlier version of the paper at a seminar in Seoul on November 10, 2003 and
Junhan Kim, BOK Research Department, for comments on this version.

2 The target was set in terms of the annual average inflation rate, i.e., the percent change in
the arithmetic average CPI index in January-December of one year compared with the
previous year.
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because monetary policy takes time to affect the inflation rate, e.g., BOK research finds that
the optimal horizon for monetary policy is four to nine quarters (Kim, 2002). Although the
target range has been narrowed, there is the potential for increased flexibility from year-to-
year, as the goal is set in terms of average inflation over 2004—06. The BOK plans to
continue enhancing its inflation forecasting following this change in the law, but as the BOK
had previously maintained its own medium-term target, at 21A percent, it does not necessarily
imply a substantial change in monetary policy formulation practices.

4. This chapter presents a simple model of Korean inflation. The objective of the
model is to produce inflation projections for use in the IMF World Economic Outlook
(WEO) and to aid assessments of the stance of monetary policy. Considering the optimal
horizon for monetary policy, and the WEO requirement for quarterly projections over eight
quarters, the main focus for evaluating the model is the forecasting performance over a one to
two year horizon.

B. Theory and Empirical Specification

5. The Phillips curve is the workhorse model of inflation in OECD countries
(Richardson et aL, 2000). Originally an empirical regularity between unemployment and
wage growth (Phillips, 1958), the Phillips curve has become one of the most widely studied
macroeconomic relationships. It can be derived from a variety of theoretical models, e.g., the
imperfectly competitive markets for goods and labor in Layard et al (1991). The core feature
of the Phillips curve is that the inflation rate (JT) rises relative to inflation expectations (7ie)
when unemployment (H) is low and vice versa'.

n = ne -au

6. Core CPI inflation excluding public
service charges is chosen as the dependent
variable. The core CPI is the inflation
measure targeted by monetary policy, and it
is substantially less volatile than the headline
CPI while still covering 88.4 percent of the
CPI basket. However, public service charges
are a major component of the core CPI, with
a weight of 17 percent, and their impact on
the core CPI can be substantial at times. For
example, in 2002 a reduction in
telecommunication fees lowered the core CPI
by almost 1 percentage point.
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7. A range of issues are examined in estimating the Phillips curve equation:

Alternative indicators of demand
pressure are explored. To reflect
different transmission channels, a
range of variables are tested in
addition to the unemployment rate,
including: capacity utilization (called
the average operating ratio in Korea)
in the industrial sector; real GDP
growth; consumption growth;
employment growth; and estimates
of the output gap.3

• Nonlinearities in the effects of demand pressure are tested. Research in other
OECD countries has found some nonlinearities in the Phillips curve (Clark and
Laxton, 1997). The estimation sample includes the Asian crisis, where the cyclical
deviation was much larger than in other cycles, so a failure to allow for nonlinearities
could distort the estimated parameters.

• External and supply shocks are also tested. Phillips curves for open economies
typically allow for effects from foreign prices and the exchange rate, while oil prices
are a common supply shock variable. The New Keynesian Phillips curve literature
also includes wages or unit labor costs, but these were not significant in Korea.

• Inflation expectations are represented by a backward-looking autoregressive
process. This is the most common approach, but some recent research allows for a
mixture of forward- and backward-looking expectations, although the estimated
weight on the forward terms is typically modest (Debelle and Vickery, 1998). A more
sophisticated representation of inflation expectations in Korea, including the role of
the inflation targets, is left for future research.

8. Okun's Law provides a useful link between unemployment and GDP growth. As
part of each WEO round, the Fund's Korea team produces quarterly projections for GDP
which can be used as an input into the inflation forecasts. In particular, the projections for
GDP growth (Ay) can be used to project the unemployment rate (u) using a variant of Okun's
Law (Okun, 1962):4

3 The quarterly output gap was estimated by a Kalman filter approach, treating the gap as an
unobserved autoregressive component, using STAMP 5.0, Koopman el al (1995).

4 Okun's Law is a relationship between the cyclical components of GDP and unemployment.
The variant estimated in this paper focuses on actual unemployment and real GDP growth.
To allow for possible changes in the NAIRU or potential growth, various trends are tested in
the estimated equation.
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This equation is intended to serve the narrow purpose of generating relatively short-run
projections of unemployment. It lacks any factors that might explain variations in the
equilibrium unemployment rate, but this may not be problematic in Korea, where changes in
the trend level of unemployment do not appear to be significant relative to other OECD
countries.

C. Properties of the Estimated Equations

9. A simple Phillips curve was found to
have substantial explanatory power for
Korean inflation. With a large number of
candidate variables for demand pressure and
external and supply shocks, an automated
specification search in PcGets was used to
find an initial specification and to identify
outliers (Krolzig and Hendry, 2001). The
resulting model included terms for
unemployment, capacity utilization, and real
GDP growth, but no other variables besides
the exchange rate were found to be
statistically significant. No tests of this initial
equation indicated tnisspecification, but
capacity utilization had the wrong sign
(negative rather than positive). Dropping this
variable also made real GDP growth
statistically insignificant, which led to the
very simple equation presented in the Annex,
with only unemployment and the exchange
rate driving inflation. This equation has a
standard error of 0.3 percent for the quarter-
on-quarter inflation rate, similar to the results
of Richardson et al. (2000) for the United States and Germany.

10. The estimated Phillips curve has a
number of interesting features:

• The Phillips curve was found to be
broadly linear. A variety of
transformations of the unemployment
rate were tested, but they did not offer
a significant improvement in
explanatory power. No evidence of a
change in the NAIRTJ was found using
tests for parameter constancy or a
model with a time-varying intercept.
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As a rule-of-thumb, there is a "one-for-one" link between the inflation rate and
the unemployment rate over a two-year horizon. A permanent 1 percentage point
rise (fall) in the unemployment rate leads to a % point fall (rise) in the year-on-year
inflation rate in the first year, and a fall (rise) of about 1 percentage point from the
second year on.

Lagged inflation was not very important. The only significant lags were the second
and third quarters, and the restriction that they have the same coefficient was readily
accepted. The sum of the lagged coefficients is only 0.38 compared with the
"accelerationist" restriction of unity that is commonly imposed. Such a low weight on
past inflation may be rational during the sample period when inflation has been
moderate on average, and the authorities are considered to be committed to
maintaining low inflation (Sargent, 1971).5

The pass through of exchange rate
changes into inflation was found to
be relatively fast but not very large.
The exchange rate of the won to the
U.S. dollar was preferred statistically
to the nominal effective exchange rate,
perhaps indicating some stickiness in
the price of traded goods in U.S. dollar
terms. A 10 percent depreciation of the
won against the U.S. dollar is estimated
to raise the core CPI excluding public
charges by 1.1 percent in the long-run.
Some 60 percent of this effect is realized after two quarters, and three-quarters within
one-year.

11. Okun's Law accounts for most
fluctuations in Korean unemployment, as
presented in detail in the Annex. Real GDP
growth in the current and previous quarter has
the greatest impact on unemployment, but
there are also significant effects from growth
two and three quarters ago. The coefficient on
the lagged dependent of unemployment is
significantly different from unity, at 0.84, so
the equation shows a strong

5 BOK survey data on inflation expectations supports the hypothesis that expectations are
quite inertial. Chart 2 of Yu (2002) shows data on average inflation expectations in 1998,
1999, and 2000, and these are little changed despite the rise in inflation during this time.
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rnean-reversion tendency. For example, four quarters after a shock to unemployment only
49 percent of the shock remains, and after eight quarters only 24 percent remains.6

12. Unemployment responds asymmetrically to real GDP growth, as found in other
OECD countries. The square of real GDP growth rate was found to be highly statistically
significant, implying that unemployment responds more a fall in GDP than to a rise in GDP.
A 2 percent fall in GDP raises unemployment by a peak of 0.36 percentage points after four
quarters, while a rise of the same magnitude reduces unemployment by only 0.12 percentage
points. Similar asymmetries are found in other OECD countries (Harris and Silverstone,
2001; Viren, 2001). This behavior is consistent with the finding that job destruction is more
highly cyclical than job creation, and a variety of microeconomic models have been used to
explain this finding (Andolfatto, 1997; Campbell and Fisher, 2000).

D. Asymmetry and Monetary Policy Formulation

13. The two equation system shows
asymmetric inflation responses to shocks to
real GDP. While inflation responds
symmetrically to changes in unemployment,
the asymmetric response of unemployment to
growth implies that negative growth shocks
reduce inflation by more than inflation rises
following a positive growth shock. For
example, after two years, the cumulative
impact on the price level of a 2 percent fall in
the level of GDP is negative 0.44 percent,
compared with a 0.13 percent rise in the price
level due to a 2 percent increase in the level of GDP.

14. The importance of this asymmetry
for monetary policy formulation depends
on the uncertainty in the outlook for real
GDP. To help illustrate the implications of
the inflation-growth asymmetry, we can take
the year-on-year inflation rate eight quarters
ahead as a guide to current monetary policy
formulation. Simulations of shocks to the
quarterly real GDP growth rate indicate that if
the cumulative impact on GDP is modest, e.g.,

6 This strong mean reversion may reflect a combination of two forces: (i) unemployment
affecting real wages and thus the strength of employment growth relative to real GDP
growth; (ii) a discouraged worker effect, where the long-term unemployed exit the labor
force, reducing unemployment, A more structural analysis of labor demand and supply would
be needed to evaluate the relative significance of these two factors.
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1-2 percent after eight quarters, the asymmetry
is less pronounced than if the cumulative
impact is 3^4 percent. Assuming that
projection errors for the level of GDP eight
quarters ahead have a normal distribution, it is
found that the associated distribution of
inflation projection errors is close to normal if
the standard deviation of GDP projection
errors is modest, e.g., 1 percent. However, if
these errors have a standard deviation of
2 percent, the inflation projection errors
become negatively skewed. It appears that at
times of a rise in uncertainty about the outlook for growth, the downside risks to inflation rise
more than the upside risks, suggesting a more accommodative stance might be appropriate
than is implied by the central projections alone. Further research will be necessary to more
fully explore the importance of this asymmetry for monetary policy formulation in practice.

E. Forecasting Performance

15. Out-of sample dynamic projections
support the structural stability of the
equations. For both equations, the last three
years were removed from the estimation
sample, and estimates from 1990-2000 were
used to make projections for 2001-03, a period
which included sharp swings in real GDP
growth.7 The results are:

• Projections of quarter-on-quarter
inflation rates from the Phillips curve
were virtually unbiased, and had an
RMSE of 0.16 percent for quarterly
inflation rates. The implied projections
for year-on-year inflation rates in
2002-03 had an RMSE of 0.42 percent.

• Unemployment proj ections from the
Okun's Law equation were above
actual by a modest 0.14 percentage
points on average, with an RMSE of
0.21 percent.

7 The projections are dynamic, using projected values for lagged dependent terms, so the
standard error bands widen over the forecast horizon. This effect is more important in the
Okun's Law equation due to the large coefficient on lagged unemployment.
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16. Nonetheless, inflation forecasting performance is highly dependent on the
accuracy of growth forecasts. A set of dynamic projections was conducted within the
sample to evaluate the forecasting performance of the two equation system.8 For each year
from 1991—2002, three sets of four-quarter and eight-quarter simulations were calculated.
The benchmark is a naive model for inflation, with a trend inflation level and an
autoregressive deviation from this trend.9 Using actual GDP data to make the projections, the
two equation system was substantially more accurate, with the standard deviation of errors at
0.7-0.8 percent, compared with 1.3-1.4 percent for the nai've model. However, this accuracy
was lost if the two equation system relied on GDP projections from a similar nai've model.

Accuracy of Projections of Core CPI ex. Public Service Charges
(Standard deviation of forecast errors in y/y percent change)

One-year
Ahead

Two-years
Ahead

1. Nai've inflation projections

2. Model with actual GDP

3. Model with naive GDP projections

1.3
0.7

1.2

1.4

0.8
1.6

17. Accurately projecting GDP growth
in Korea is challenging. Even excluding the
Asian crisis period, Korean real GDP growth
displays relatively high volatility. The
manufacturing sector is dominated by cyclical
and export-driven industries (e.g.,
semiconductors, automobiles, and
shipbuilding), and shocks to these sectors have
tended to drive broader economic activity. The
higher uncertainty attached to GDP projections
in Korea relative to other OECD countries also
implies higher uncertainty in the inflation
projections from these Phillips curve and Okun's Law equations.

8 Dynamic simulations use actual values for exogenous variables, but projected levels of any
endogenous variables including lags of the dependent.

9 The naive models were estimated as a structural time series equation within STAMP 5.0,
Koopmanera/. (1995).
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F. Current Model Projections

18. Assuming a sustained recovery in
real GDP growth, the model projects a
decline in unemployment and a modest rise
in inflation over the next two years. At the
time of writing, IMF staff projects that real
GDP growth would recover from an estimated
2.9 percent in 2003 to 5Vi percent in 2004 and
5% percent in 2005.10 These real GDP
projections were used as an exogenous
variable in projections for unemployment and
inflation in 2004-05. It is also assumed that
the exchange rate remains at W 1,182 per U.S. dollar, which was the average exchange rate
in 2003 Q4."11

The two equation model projects:

• Unemployment to decline from 3.6 percent in 2003 Q4 to 3.3 percent in 2004 Q4,
then to remain around 3.3 percent in 2005.

• Inflation rates in the core CPI excluding public services rise from 2.8 percent y/y in
2003 Q4 to 3.2 percent y/y by 2004 Q4, and 3.4 percent by 2005 Q4.

19. These projections are subject to
significant uncertainty. By the end of 2005,
the standard error of the unemployment
projections is 0.3 percent, so the 95 percent
confidence interval for the unemployment
projections is quite wide, at 2.7 percent to
3.9 percent. Similarly, for year-on-year
inflation, the standard error is 0.7 percent by
end 2004 and 0.8 percent by end 2005,
implying 95 percent confidence intervals as
wide as 3 percentage points.

10 These projections incorporate preliminary official estimates of real GDP growth in
2003 Q4 of 3'/2 percent q/q, which implies a high rate of annualized growth of 15 percent.

11 No explicit monetary policy assumption is made. The real GDP growth projection assumes
that monetary policy remains supportive of economic recovery.
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G. Conclusion

20. Okun's Law and the Phillips Curve appear to be useful empirical tools in Korea.
Okun's Law fits the Korean data quite well, making it a useful way to generate projections
for the unemployment rate from projections for real GDP growth. A simple Phillips curve
was found to have similar explanatory power for Korean inflation to that found in other
OECD countries. Simulations of the Phillips curve suggested a "one-for-one" rule-of-thumb,
where a lasting increase (decrease) in the unemployment rate of 1 percentage point leads to a
1 percent fall (rise) in the year-on-year inflation rate after two years. Combining these two
equations provides a simple means to project inflation developments. An asymmetry in the
inflation effects of shocks to real GDP was found, which may have implications for monetary
policy formulation at times of high uncertainty about real GDP growth prospects.

21. Nonetheless, inflation projections using these tools are subject to significant
uncertainties. While the Phillips Curve and Okun's Law do appear to work in Korea, the
forecast analysis indicates that projection standard errors widen over time, to become quite
substantial at the 1 to 2 year horizon most relevant to the formulation of monetary policy.
Moreover, these standard errors do not account for the significant uncertainty in the outlook
for real GDP growth, while public service charges are another source of variability in the
core CPI outside the scope of the model. Altogether, even with these tools, the technical
challenges of monetary policy formulation in Korea remain considerable.
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PHILLIPS CURVE AND OKUN'S LAW ESTIMATES

1, Data and Notation

Most data are sourced from the CEIC database, with CEIC variable names in square brackets.

P Core CPI excluding public service charges, seasonally adjusted
CORE Core CPI Index, 2000=100 [KIOL]
PUC CPI: Services: Public Utility Charges, 2000=1000 [KIOSB]

P = (CORE - 0.1708*PUC) / (1-0.1708), seasonally adjusted in X-12 Arima.

U Unemployment rate: Seasonally Adjusted: Whole Country [KGBN] / 100

Y GDP, Constant Price, Seasonally Adjusted, 1995= 100 [KAWA]

USD Won per U.S. dollar [KMCM], quarterly average

In Natural log operator

DummyXXQY 1 in quarter Y of year 19XX, 0 otherwise

2. Phillips Curve for Inflation

Dependent: Aln(P) Sample: 1990 Q2-2003 Q4, 55 observations, 6 parameters12

Explanatory Variable
U

ln(USD/USD.2)
ln(P_2/P^)
Constant

Dummy91Ql
Dummy97Ql

Coefficient
-0.15931
0.03296
0.18997
0.01055
0.01524

-0.01041

Standard Error
0.0279
0.0041
0.0341
0.0014
0.0031
0.0031

t-statistic
-5.71
8.03
5,58
7.46
4.85

-3.37

S.E. = 0.30 percent R2=0.814 DW=1.64

12 Data on the core CPI excluding public service charges is available since 1985, and
allowing for lags, the sample for estimation of the Phillips curve could begin in 1986. When
the chosen specification is estimated over 1986-2003, the parameters are similar and
statistically significant However, the residual volatility in the late 1980s is much higher, at
0.56 percent compared with 0.29 percent from 2000 on. This period, which coincides with a
boom in the housing market, was dropped from the sample.
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Specification Tests [p-value]

Autocorrelation, lags 1-4:
ARCH, lags 1-4:
Normality:
Heteroscedasticity:
Functional form:
Chow-tests for stability:

F(4,45)
F(4,41)
Chi2(2)=
F(8,40) =
F(l,48)
F(4,45)
F(8,41)

= 1.4237 [0.242]
= 0.3461 [0.845]

0.59889 [0.741]
= 1.4953 [0.190]
= 2.1951 [0.145]
= 0.1916 [0.942]
= 0.23804 [0.981]

3. Okun's Law for Unemployment

Dependent: U Sample: 1987 Ql to 2003 Q3, 67 observations, 6 parameters

Explanatory Variable
u.,

ln(Y/Y.2)
ln(Y.2/Y.4)
(ln(Y/Y.2))

2

(ln(Y_2/Y.4))
2

Constant

Coefficient
0.83691

-0.14844
-0.05716
1.46291
0.56312
0.008244

Standard Error
0.0205
0.0082
0.0102
0.1480
0.1461

0.00076

t-statistic
40.8

-18.1
-5.62
9.88
3.86
10.9

S.E. = 0.17 percent

Specification Tests [p-value]

Autocorrelation, lags 1-4:
ARCH, lags 1-4:
Normality:
Heteroscedasticity:
Functional form:
Chow-tests for stability:

F(4,57)
F(4,53)
Chi2(2)
F(8,52)
F(l,60)
F(4,57)
F(8,53)

R2 = 0.987

1.8367 [0.134]
2.2856 [0.072]
2.5682 [0.277]
1.3334 [0.248]
0.42632 [0.516]
0.12863 [0.971]
0.15874 [0.995]

DW=1.95
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III. A FAMILY DIVIDED—LABOR MARKET DUALITY IN KOREA'

A. Introduction

1. Korea's rapid recovery from the 1997-98 financial crisis was facilitated by labor
market reforms. Such reforms included emergency legislation to allow dismissal of workers for
"urgent managerial reasons," legalization of temporary work, increased government expenditure
on labor market programs, the expansion of the Employment Insurance System, and the
introduction of a "productive welfare" system through the National Basic Livelihood Security
Law (NBLS). These steps facilitated corporate and financial restructuring. They also supported
the quick return to low unemployment rates, at 3 '/z percent recently.

2. While total unemployment rate has
been low in Korea, the labor market is
increasingly characterized by a high degree of
"duality." There is a core of regular workers,
who are harder to dismiss than their counterparts
in most other OECD countries, partly because
employers are required to "exhaust all means"
before laving off workers. Moreover, procedures
for dismissals can be particularly cumbersome.
Because of the high cost of regular workers,
employers increasingly have turned to nonregular
workers to fill positions, raising their share to
one-third of total employees, one of the highest in the OECD. Nonregular workers, especially in
small and medium enterprises (SMEs), face job insecurity and weak enforcement of minimum
labor standards, lower wages, and low levels of social protection.

3. The government has recognized the problems associated with the divided labor
market, releasing in late 2003 a "Reform Proposal for Industrial Relations." This proposal
aims to create a new framework for industrial relations that would allow the government to step
back from individual labor disputes, narrow the divide between regular and other workers, and
make labor relations less confrontational. In order to increase labor market flexibility, the
employment protection framework would be reformed by shortening the notification period for
dismissals and easing conditions of dismissal for companies undertaking bankruptcy
proceedings. It also includes measures to improve the social safety net, including by expanding
the social insurance systems, and to increase protection for nonregular workers.

4. This paper analyzes the causes and macroeconomic consequences of Korea's dual
labor market and discusses the government's reform proposals. The paper is organized as
follows: Section B describes the main features of the labor market and the social safety net.

1 This paper was prepared by Dong He and Thierry Tress el (APD).
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Section C analyzes the causes and consequences of labor market duality. Section D discusses the
major elements of the government's reform proposals and Section E reviews relevant
experiences of labor market reforms in other OECD countries. Section F concludes.

B. Labor Market Structure and Institutions

Market structure

5. The 1997-98 financial crisis had
significant impact on the labor market.
Unemployment rose sharply, from
2.6 percent in November 1997 to a peak of
8.6 percent in February 1999, while labor
force participation fell by 1.5 percentage
points between 1997 and 1999. Unskilled
workers and young workers were the most
affected. Wages responded flexibly, falling
by 5.9 percent in nominal terms and
12.5 percent in real terms between July 1997
and July 1998, cushioning the impact on
employment. Unemployment soon returned
to pre-crisis levels, while wages partly
recovered their pre-crisis levels in 1999.
Nevertheless, labor force participation rates
remain low, at 65.4 percent, about
5 percentage points below the OECD
average, partly because female participation
is still low, at 53.4 percent. Younger
workers experience structurally higher rates
of unemployment, associated with both
longer job search and less stable jobs.

6. The crisis also reinforced the shift
away from regular employment. The share
of regular employment had started to decline
before the crisis; however, temporary and
daily employment rose sharply as the
economy was recovering, accounting for
about 90 percent of the increase in wage
contracts between 1998 and 2002. Thus,
overall labor market flexibility has been
achieved through an increasing degree of
duality of the labor market. The core of
regular workers with a high level of
employment protection is supplemented by
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a large group of temporary and daily
workers, whose numbers can be easily
adjusted in line with changing economic
conditions. According to the Ministry of
Labor, the proportion ofnonregular
employees stood at 32.6 percent as of
August 2003. Measurement problems
notwithstanding, this figure is among the
highest in the OECD area (Box ID. 1). The
increase in the share of nonregular workers
contributed to a decline in the average job
tenure. After reaching a peak of 6.1 years in
1998, workers1 average tenure in Korea has
declined to 5.6 years in 2002. This contrasts with average job tenure of 11.3 years in Japan,
9.8 years in the EU, and 7.4 years in the U.S. in the 1990s.

7. The shift away from regular
employment does not simply reflect the
expansion of small or medium size
enterprises. Employment at SMEs did grow
very fast in the wake of the 1997-98 crisis,
raising its share in total employment from
74.4 percent in 1997 to 85.6 percent in
2001.2 However, a significant share of
annual changes in nonregular employment
could not be accounted for by employment
changes at SMEs.3 For instance, in 1998, at
least half of the jobs destroyed at SMEs
were regular jobs.4 Conversely, employment
growth at SMEs was strong in 2000, although the number of nonregular jobs barely changed.

2 SMEs in Korea are generally defined as companies employing fewer than 300 employees.
More specific definitions are stipulated for agriculture and services, with an employment
threshold varying between 200 and 30 employees.

3 From an international perspective, a large and active SME sector is not inconsistent with a
dominance of regular jobs: Japan and Germany, for instance, have about 70 percent of wage
earners employed in SMEs, even though only 12 percent of employees have nonregular
contracts. Another case in point is Ireland, where 72 percent of employees work in SMEs, and
less than 10 percent of employees are nonregular workers.

4 This is the lower bound estimate, obtained by assuming that all nonregular jobs destroyed in
1998 were at SMEs.
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Box III.l. Labor Market Duality in Korea: How Big a Concern?

Labor market duality can be assessed by quantifying the incidence of precarious jobs. In principle, precarious
jobs are found among employees and among non-employees (i.e., self-employed and unpaid family workers).
However, non-employees account for a negligible share of employment in most OECD countries. Therefore, the
OECD focused on temporary jobs among employees to count and analyze precarious jobs. The OECD defined
temporary jobs (or nonregular jobs) as "those forms of dependent employment which, by their nature, do not offer
workers the prospect of a long lasting employment relationship" (OECD, 2002). This definition includes fixed-term
contracts, temporary agency workers, daily workers, contracts for a specific task, replacement contracts, etc.

Data published by the Korean National Statistical
Office (NSO) suggest that Korea has the highest
share of nonregular employees among OECD
countries. According to the NSO, the share of regular
employees in total employment stood at 32.6 percent in
the third quarter of 2003, less than the share of non-
employees (35.6 percent) and about the same as the
share of nonregular employees (31.8 percent). Hence,
the share of regular employees in total employment is
much lower than in all OECD countries: regular jobs
accounted for more than 60 percent of total
employment in most OECD countries in 1998 (Martin
and Torres, 2000). Only Spain had a similarly high
level of nonregular jobs (about 25 percent of total
employment). Self-employment is also very high in
Korea, and unpaid family workers were about 8 percent
of total employment in the third quarter of 2003, while
they account for less than 3 percent of employment in
most OECD countries.

The distinction between regular and nonregular workers is reflected in a number of dimensions. Nonregular
workers are paid lower wages, are entitled to fewer benefits, and are not well covered by the social safety net.
Nonregular workers earn 20 percent less than regular workers, after controlling for various factors (OECD, 2003). In
addition, they are excluded from certain benefits such as severance pay (which is also a "retirement allowance") and
childcare and maternity leave. Finally, they are not well covered by the social safety net either because they are not
eligible (as a result of the short duration of contracts), or because employers do not comply with mandated social
contributions. Thus, less than 8 percent of nonregular workers are covered by unemployment insurance, medical
insurance, or the national pension (Cho, 2003).

The actual number of nonregular employees—according to the OECD definition—is likely to be significantly
lower, however, than reported by the NSO. The NSO defines nonregular workers as those who have contracts of
less than a year, and those who are not entitled to several fringe benefits. Hence, a large number of employees are
classified as nonregular because they have no written work contract or are not entitled to certain allowances, even
though they remain with their employer on a longer-term basis. Excluding such workers, the Ministry of Labor
estimates that 32.6 percent of employees (equivalent to 21 percent of total employment) had nonregular jobs in
August 2003, instead of the 49.4 percent as estimated by the NSO. Meanwhile, the OECD has calculated that only
about 17-18 percent of employees are temporary workers, by reclassifying certain categories (such as contractors)
into self-employment. Even in this case, the proportion of temporary employees in Korea remains high by OECD
standards; it is well below the proportion of temporary employees in Spam (31.5 percent), but about the same as in
Mexico and Portugal. Moreover, adding non-employees with precarious jobs (such as unpaid family workers) to
temporary employees would reinforce the perception of a dual labor market.
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Wage Differentials
(In percent)

2000 2001 2002

workers 125.3

Source: Jeong (2003).

8. Wages for regular workers have
been growing much faster than those for
nonregular workers. While wages for
regular workers have been growing at close
to double digits in recent years, nonregular
workers have seen their wages stagnate. . _ ^ „ - .„. , _ _ ,,„,

,.„„ . , , . * . Large firms to small firms 122.5 124.3 119.5
Wage differentials by size of enterprises are

i 1 ^ *• i o. *_ 11- r i 5 Regular to nonregularalso substantial: after controlling for workers
observable characteristics such as gender,
education, tenure, age, and jobs'
characteristics, such as industry and
unionization, firms with over 500 employees
were found to have paid wages about 20 percent higher than firms with less than 30 employees
(Jeong, 2003). Another factor contributing to the wage differentials between regular and
nonregular workers is the seniority-based wage system in Korean firms. As regular workers
typically stay employed with the same employer for a long period of time, their wages grow
automatically with seniority.

9. Income inequality has widened since the crisis. Between 1995 and 1999, the Gini
coefficient increased from 0.28 to 0.32, and remained stable since then. The ratio of the income
of the richest 10 percent of households to the poorest 10 percent rose from about 3.8 in 1997 to
more than 4.2 in 2002 (Choi, 2003). While such changes in income distribution might reflect
complex economic and social forces at work, such as the structural rise in the demand for skilled
labor and direct consequences of the 1997-98 financial crisis, one additional explanation is that
the growth of nonregular jobs in smaller firms widened wage inequality toward the bottom of the
distribution (Choi and Kim, forthcoming).

Employment protection

10. Korean regular workers enjoy some of the strongest employment protection in the
OECD. The strict preconditions for terminating an employment relationship (at least in firms
with five or more employees) led the OECD to rank Korea 2nd out of 27 countries in a
comparison of the strictness of employment protection for regular workers (OECD, 1999a).
According to the Labor Standards Act (LSA), an employer cannot dismiss, suspend, or take other
discipline action against an employee without "just cause." The LSA does not specifically state
what reasons will constitute just cause; however, precedent has set a high standard for what
constitutes "just cause." An employer who has committed an unjust termination may be subject
to criminal sanctions and/or civil remedies, including imprisonment for up to five years or a
criminal fine of up to W 30 million.

1 1 . The LSA introduced in 1998 the concept of redundancy dismissal and employment
adjustment for "managerial reasons", which were further defined by a reference to
"transfers, mergers and acquisitions." The LSA revision also defined preconditions for
collective dismissal, in other words, those involving large number of employees. Layoffs,
including for "urgent managerial reasons," have to follow stringent criteria and procedures.
These include: (i) the employer must make every effort to avoid dismissals, in other words,
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dismissals should be used only as the last
resort in adjusting the workforce; (ii) the
selection of employees to be dismissed must
be based on fair and reasonable criteria;
(iii) the employer must consult sincerely (in
good faith) with trade unions as to the
measures to avoid dismissals and selection
of dismissed workers; and (iv) employee
representatives or unions must be notified at
least 60 days in advance of layoffs.

Industrial relations

12. The characteristics of industrial relations system and the role of unions in Korea
have been affected by legal provisions as well as by economic conditions. Labor rights were
restricted under the authoritarian political regimes in the past. Since the late 1980s, the emphasis
of reforms has shifted from ensuring smooth industrialization and economic development to
strengthening labor rights by guaranteeing the autonomy of the bargaining system and bringing
labor legislation in line with internationally-accepted standards. Nevertheless, the lack of mutual
trust between labor and management remains deep-rooted, often leading to hostile confrontations
and destructive strikes.

13. Despite the low penetration rate of
11 percent, labor unions in Korea have
been influential because of the high
unionization rate among large firms.
Economic troubles experienced by large
downstream firms can be spilled over
quickly to small upstream firms through the
web of subcontracting. Prolonged work
stoppages in large downstream firms place
small upstream firms at risk because work
stoppages often result in delayed payments
to the upstream firms which do not have
easy access to external finance.5

5 75 percent of SMEs in the manufacturing sector supplied more than 95 percent of their output
to downstream firms (Kim, 2002).
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Social safety net

14. The social safety net has developed
relatively recently. While in the past the
extended family has provided a source of
income support for those falling in poverty,
its role has declined as family ties have
weakened as a result of modernization.
Budgetary allocation for welfare spending
has increased following the crisis, rising at
18 percent on average since 2000. However,
government spending remains low as
compared to other OECD countries,
reflecting the late development of social
insurance and pension systems.

15, The coverage of the Employment
Insurance System (EIS) remains low,
despite major steps taken. After the crisis,
the coverage of the EIS was expanded to all
firms, and the length of the employment
period required for eligibility was shortened.
Moreover, the benefit duration and the
minimum amount of benefit have been
increased. As a result, unemployment
benefits are now comparable to other OECD
countries. However, the coverage of the EIS
remains limited. While 67 percent of wage
and salary workers are now eligible, only
50 percent are insured.6 Moreover, only
about 19 percent of the unemployed receive
benefits, mainly because uninsured workers
are more likely to become unemployed. The
main reason for the limited coverage of the
EIS is the non-compliance of employers
with social contributions, especially in small
businesses, A recent study of the EIS
estimates that the average compliance rate
stood at 53 percent in 2000, with
noncompliance being concentrated among
SMEs (Cho, 2003).

6 Daily workers, with less than one month of employment, and part-time workers who work less
than 18 hours weekly, could not participate in the EIS before January 2004.
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16. The traditional social assistance program has been modernized with the
introduction of the National Basic Livelihood Security Act. The NBLS, in effect since 2000,
provides cash benefits for those earning less than the official poverty line. Benefits have been
raised, and are now close to the minimum cost of living (OECD, 2000). However, only about
half of the poor receive benefits because the eligibility criteria are unusually strict. For example,
eligibility depends on the capacity to earn (not the actual income) of the extended family (not of
the household).

17. Various active labor market programs were introduced during the crisis to
supplement the EIS. Some of them, including job subsidies and public works, have been
gradually phased out as the economy recovered. The impact and performance of these programs
were considered poor, because of lack of targeting, and perverse incentives created by the
relatively high cash benefits provided by the public work program (OECD, 2000). Training
programs for the unemployed were also expanded. While their performance was weak initially,
they appear to have improved over the past years, as the employment rate of training graduates
rose from 21.8 percent in 1998, to 41.9 percent in 2002.7 Various steps have been taken to
improve programs, including better targeting, financial incentives of training institutes based on
performance, and closer links to the local labor markets.

C. The Causes and Consequences of Labor Market Duality

What causes the increase in nonregular employment?

18. In OECD countries, there appears to be a close association between the strictness of
employment protection for regular workers and the share of nonregular employment.
Countries that have stricter employment protection legislation for regular workers also tend to
have higher nonregular employment (Booth et a/., 2002). In contrast, Ireland, the U.K, and the
U.S., countries that have low levels of employment protection, have very low rates of temporary
employment despite having no regulations against the use of such contracts. Cross-country
analysis suggests that temporary contracts are typically used as substitute for regular contracts, as
there does not appear to be any relationship between employment growth and the change in the
share of temporary employment (Garibaldi and Mauro, 2002).

19. In Korea, several factors explain the increasing duality of the labor market after the
crisis. More reliance on nonregular jobs reflects firms' attempts to cut labor costs and increase
their capacity to adjust their labor force in line with economic conditions, as regular workers are
more expensive to hire and fire, in both monetary and administrative terms. Structural shifts in
labor demand, including declining demand for less skilled workers, and the need to reallocate

7 A robust analysis of the performance of those programs controlling for trainees' characteristics
is not available. Thus, the conclusion is only tentative.
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production after the crisis, may have also made employers reluctant to offer regular contracts to
such workers.8

20. The changes to dismissal standards introduced in 1998 have not made it easier for
viable firms to adjust regular employment. In fact, most job losses in 1998 were due to
bankruptcies, especially among SMEs. Moreover, redundancy for "managerial needs" accounted
for only a tiny proportion of job losses (6.3 percent in 1998, and 1.2 percent in 2001), and only
32 collective dismissal cases, involving 2,390 employees, were reported to the authorities in
2000.9 Indeed, it has been argued that the new regulations have made it more difficult to lay off
workers (Kim, 2002). Before the crisis, redundancy layoffs were not banned as the Supreme
Court had acknowledged managerial needs for layoffs in previous rulings. Arguably, by
introducing strict procedural requirements, the new legal provisions, intended to suppress
excessive and unnecessary layoffs, imposed severe constraints on firms' ability to lay off
workers. For instance, the necessary "sincere" consultation with unions could turn
confrontational, and prevent adjustments in the labor force whenever there were divergent views
regarding economic conditions.10 Similarly, the requirement to "exhaust all means" to avoid lay-
offs could, in practice, make lay-offs almost impossible.

Does labor market duality reinforce confrontational industrial relations?

21. Labor market duality reinforces the bargaining power of unions because workforce
adjustments are likely to be borne first by nonregular, non-unionized workers. Moreover,
given the lack of a secondary market for regular jobs, and the high risk of being downgraded into
nonregular and unstable jobs, workers oppose flexibility even if they would not remain
unemployed for long periods. In addition, the underdeveloped social safety net leaves Koreans
little means of making ends meet once they are out of a job, increasing workers' resistance to
increased flexibility.

22. Confrontational industrial relations in Korea also reflect the "insider-outsider"
problem. First, there is the tension between workers in large unionized firms and workers in
small, unorganized firms. High wage growth as a result of union bargaining in large firms limits
growth of jobs in those firms. Workers unable to find jobs in large firms because of the high
wage growth look for jobs in smaller firms, effectively increasing labor supply to smaller firms.
This widens the wage gap between workers in small and large firms. Moreover, the monopsony
power of large downstream firms implies that wages at upstream SMEs cannot compete with

8 The rising demand for skilled workers relative to unskilled workers is illustrated by the
observation that the college premium rose from 47 percent in 1995 to 52 percent in 2001 (Jeong,
2003).

9 As reported by the Ministry of Labor.

10 A case in point is Hyundai Motor Co. which was able to lay off only 277 employees in 1998
(instead of the 8,000 originally planned), despite a 40 percent capacity utilization rate in March
1998 (Choi and Kim, forthcoming).
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those at large firms. Second, there is the tension between the employed and the unemployed. As
union members lose membership when becoming unemployed, the jobless population's interests
are not internalized by unions when negotiating over wages and employment conditions,

23. Legal restrictions on union activity may also have contributed to union militancy.
The OECD has pointed out that, as a result of the broad definition of "unlawful acts" and the
wide definition of "essential services" where strike action is severely restricted, police action
against strikers in Korea has in the past been triggered by a lower level of disruptive action than
in many other countries, hindering efforts to foster a stable industrial relations climate (OECD,
2000).

Is labor market duality bad for equity and efficiency?

24. Labor market duality raises concerns for the welfare of nonregular workers. Wage
differentials between nonregular and regular jobs do not reflect observable components of
productivity: the average wage penalty associated with a temporary contract is significant, and
oscillates between 10 percent and 27 percent in most OECD countries, after accounting for
workers' and jobs' characteristics (OECD, 2002). hi addition, the short duration of temporary
jobs—usually less than a year—often disqualifies nonregular workers from benefits, hi Korea,
less than 8 percent of nonregular workers are covered by the unemployment insurance, the
national pension or the medical insurance (Cho, 2003). This is a source of concern because
nonregular workers are likely to disproportionately bear the unemployment costs of labor
demand shocks.

25. Labor market duality has negative consequences for efficiency. Empirical evidence
shows that nonregular workers receive less formal training by their employers than regular
workers, after accounting for workers' and jobs' characteristics (OECD, 2002). This is a concern
for human capital accumulation if mobility into regular employment is limited. Moreover, a large
share of nonregular employment is likely to reinforce the bargaining power of insiders who feel
more insulated from labor demand shocks. As insiders are able to obtain higher wages, firms'
incentives to invest in new technologies diminish.11

26. An adequate level of mobility of the core segment of the labor force is important to
the growth of total factor productivity. High firing costs may reduce the economy' average
productivity by maintaining a fraction of the workforce working with technologies that are not
up-to-date (Saint Paul, 1999). Even if on-the-job training could promote leaming-by-doing, it is
questionable that it will be sufficient to adapt to major technological shocks. Recent growth
theory indeed considers that the essence of the growth process is a continuous inflow of new
firms making old firms obsolete, with the associated waves of job destruction and job creation
(Aghion and Howitt, 1998). The entry of new firms increases productivity indirectly as well, by
forcing incumbent firms to be more efficient, in particular in innovative industries (Aghion et a!.,

11 For instance, Bentolina and Dolado (1994) show that, in Spain, an increase of one percentage
point in the temporary employment share raised the growth rate of permanent workers' wages by
about 0.3 percent.
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2003). In particular, a conducive business environment and adequate job opportunities in
younger firms will permit new entrants to challenge the market power of large incumbents by
allowing the former to attract talented workers. In such a world, an adequate level of labor
mobility is crucial to promote economic growth.

D. The Government's Reform Proposals

27. The new government of President Roh has recognized the critical importance of
improving industrial relations and enhancing the efficiency of the labor market in Korea.
The government believes that the lack of flexibility of the core segment of the labor market
presents a major impediment to achieving the strategic goal of making Korea a business hub for
northeast Asia. Accordingly, the Ministry of Labor set up in May 2003 a "Research Committee
on Industrial Relations System Development", comprised of 15 academic specialists, with a view
to developing proposals. Based on the report of the research committee, the Ministry of Labor
issued its own "Reform Proposal for Sound Industrial Relations," laying out an action plan to
take policy measures to improve industrial relations, increase labor market flexibility, and
strengthen social protection for vulnerable workers.

28. The Tripartite Commission is discussing the proposals of the research committee
with a view to developing consensus among the social partners. The government plans to
submit legislation to the National Assembly on issues that have been thoroughly discussed by the
Tripartite Commission. It will gradually promote the issues that are raised for the first time in the
proposal after discussions by the Tripartite Commission. The government has also pledged to
enforce laws dealing with illegal strikes, as well as combating unfair labor practices by
employers, and strengthening the social safety net.

29. The first objective of the reform proposals is to minimize social costs associated with
industrial conflicts. The government aims to prevent excessive industrial action by helping
labor and management maintain a balance of power. To this end, both workers' basic rights and
employers' counter-rights will be strengthened by revising relevant labor law provisions, taking
into account recommendations by the ILO and the OECD. The rights of association will be
strengthened by, among others, allowing the unemployed to join non-enterprise level trade
unions, and legalizing payment of wages to full-time union workers. While easing institutional
restrictions on industrial action (for example, by abolishing the concept of "essential public
services" where strike action is prohibited or severely restricted), employers will be allowed to
have lockouts regardless of the legitimacy of industrial actions. Employers will also be allowed
to use replacement workers through new recruitment and subcontracts in cases of legal strikes in
public services.

30. The second objective of the reform proposals is to increase labor market flexibility
while ensuring job stability. Dismissal standards will be relaxed by shortening the notification
period and easing conditions of dismissal for companies undertaking bankruptcy proceedings.
The advance notice period for dismissal will vary depending on the scale of dismissal, with a
60-day upper limit. Criminal punishment for unfair dismissal will only be imposed on repeated
unfair dismissals. Labor laws will also be amended so that there will be greater clarity in the
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terms of labor contracts in cases of ownership change such as mergers and acquisitions. It is
proposed that employment rules and collective agreements should be honored by the new
employers for certain specified periods of time (for example, one year).

31. The third objective of the reform proposals is to strengthen social protection for
vulnerable workers. The government aims to reduce income gaps between workers of large
companies and SMEs, and between regular and nonregular workers, and to strengthen
mechanisms for redressing discrimination against nonregular workers. To increase job security
for fixed-term workers, those working for the same employer for over two years through
multiple contract renewals will be entitled to the same rights as regular workers and thus enjoy
the same standards of dismissals. The government also plans to expand the coverage of the
employment insurance and industrial accident compensation systems over nonregular workers. A
major obstacle to expanding the coverage of social insurance programs has been the failure of
reporting and making contributions by employers at small enterprises. To tackle this problem,
the government is planning to upgrade legal enforcement, including by allowing workers to
register themselves with the Employment Insurance System. Labor market programs for long-
term unemployed and aged workers will also be strengthened.

32. The reform proposals of the Ministry of Labor offer more flexibility to management
in exchange for greater support of union activities. If the reforms are implemented, they will
be an important step contributing to more harmonious industrial relations and more efficient
labor market outcomes in Korea. However, additional reforms would be needed to increase
flexibility significantly. The procedure and requirements in case of lay offs for managerial
reasons would remain stringent, and the requirement of using dismissals as last resort will
continue to keep employment adjustment costs high.

E. Lessons from International Experience

33. To fight rising structural unemployment, many OECD countries implemented labor
market reforms in the 1980s and 1990s. Countries that have been the most successful in
reducing structural unemployment are those that have been the most determined in implementing
a comprehensive range of labor market reforms.12 Countries have eased the stringency of
employment protection, either by easing employment protection for permanent workers (Spain
and Finland), or by deregulating the use of temporary contracts.13

12 The OECD (1999) found that the United Kingdom, Denmark, Ireland, the Netherlands, New
Zealand, as well as Canada and Australia, had been the best in terms of improving labor market
performance.

13 Italy, Greece, Korea, Spain and Sweden have allowed the use of temporary work agencies.
Restrictions on fixed-term contracts were eased in Germany, Italy, Austria, Belgium, Finland,
France, the Netherlands, Portugal, and Sweden among others (OECD, 2002).
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34. There appears to be some degree of substitutubility between employment protection
and unemployment benefits in OECD countries. The countries that adopt stronger dismissal
restrictions tend to have smaller unemployment insurance programs, and vice versa. This
tradeoff reflects political economy considerations: there is more demand for employment
protection if unemployment benefits are low. Such observations notwithstanding, stronger
competitive pressures, such as those arising in the context of globalization, are shifting the
balance of the two institutions in favor of mobility-friendly unemployment benefits. Job-security
oriented labor market institutions, which are focused on protection of primary breadwinners'
labor income, are proving to be ill-suited to accommodate new demands for mobility, and more
broadly, microeconomic adjustment (Boeri and others, 2003). In the context of globalization and
fast technological progress, a strategy for Korea would be to strengthen the social safety net
while easing employment protection for regular workers.

35. In order to reduce labor market duality and narrow the divide between regular and
nonregular workers, some countries are searching for a middle ground. Some countries
have sought to reduce the job precariousness of nonregular workers by restricting the use of
nonregular contracts, but this does not seem to have worked. The Spanish experience in the
1990s is a case in point (Box III.2). Temporary employment in Spain had been rising since the
mid-eighties, with no effect on the high rate of unemployment. A first reform in 1994 aimed at
restricting the use of temporary contracts was not successful, because such administrative
restriction did not address the incentive problems facing the employers.

36. A more effective approach has been to create incentives for employers to hire
regular workers by lowering the costs of such hires, for example, by offering a new type of
regular contract with lower labor adjustment costs. Such a contract is more attractive to
employers than the existing permanent contract while at the same time it offers better job
security than enjoyed by the current nonregular workers. Again, the Spanish experience is
pertinent. A second reform in 1997 led to the introduction of a new permanent contract with
lower severance payments for unfair dismissals. This reform appears to have been successful in
stimulating growth of regular jobs in the private sector. Between 1997 and 2000,1.5 million jobs
were created in Spain, almost three-quarters of which were hired under the new permanent
contracts. As a result, the proportion of temporary employment in the private sector fell
markedly.

F. Concluding Remarks

37. The structure of the Korean labor market is evolving. Many high-paying and stable
jobs were lost during the financial crisis, and they have been largely replaced by low-paying and
unstable jobs when the economy recovered. The increasing scarcity of regular jobs reflects their
high cost. Strict employment protection for regular workers and union power in large firms
reinforce each other, reducing employers' incentives to hire regular workers, hi the face of fierce
product market competition, employers are likely to continue the trend to hire more nonregular
workers in order to contain labor costs. On the other hand, new entrants to the labor market such
as college graduates tend to view such temporary jobs as traps and prefer to wait for
opportunities to get regular jobs. This imbalance in supply and demand is being reflected in
higher unemployment rate and longer job search among the youth.
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Box III.2. The 1997 Spanish Labor Market Reform

The Spanish labor market is characterized by strict employment protection for permanent
workers, and it has become segmented over the past two decades. Strict employment protection
for permanent workers combined with a deregulation of temporary employment in 1984 fueled a
sharp rise in the share of temporary employment from about 15 percent in 1987 to more than
35 percent in 1995. Meanwhile, the unemployment rate remained high. In 1994, the government
passed a law to restrict the use of temporary contracts, and broaden the definition of dismissals for
economic reasons. However, temporary employment continued to rise and effective firing costs did
not fall significantly, as courts interpreted the law in favor of workers (Mauro, 1998).

In 1997, the employers' associations and the main labor unions reached an agreement on a
reform package to reduce effective dismissal costs and promote employment stability. The
intersectoral agreement led to the promulgation of two Decree-Laws which were ratified as Acts by
Parliament in June 1997. The main element of the reform was the creation of a new permanent
contract, available to groups of workers who had difficulties finding permanent jobs (Mauro, 1998).
The new permanent contract differed from the existing one on severance payments. Specifically, the
compensation in case of unfair dismissals was reduced to 33 days per year of service (with a ceiling
of 24 months pay) from 45 days per year of service (with a ceiling of 42 months pay) for the existing
permanent contracts. The existing permanent contracts were not affected by the reform. The new
permanent contract was available to certain categories of workers, including certain categories of
unemployed workers—long-term unemployed people, unemployed people between the ages of 18
and 29, or above 45—and workers under a temporary contract. To encourage employers to hire under
this new permanent contract, social contributions were reduced by 40-60 percent for the first two
years of the contract. The agreement was initially valid for four years, after which the performance of
the measures had to be evaluated in order to decide whether to abolish or adopt them as permanent.

The 1997 reform was followed by a rise in permanent employment, and contributed in
reducing unemployment. Between 1997 and 2000,1.5 million jobs were created in Spain,
76 percent under permanent contracts (Dolado et al., 2002), as unemployment fell to 13.6 percent in
2000 from 21.4 percent in 1997. Moreover, in 1998, two-thirds of permanent contracts signed were
of the new type, and more than 2.5 million new-type permanent contracts were signed between 1997
and 2000 (OECD, 2000 and 2001).

The reform was seen as a success, and the new permanent contract was prolonged in 2001.
According to the OECD, the "remarkable" labor market performance in the late 1990s was partly due
to the labor market reforms of the 1990s to reduce employment rigidities, even though additional
reforms remained necessary to increase flexibility. The proportion of temporary workers fell only
slightly, however, to 31 percent in September 2002 from 33 percent in 1997, because the rise of
permanent employment in the private sector was offset by higher temporary employment in the
public sector (OECD, 2001, and Dolado et al., 2002). The introduction of the new permanent
contract contributed significantly in ending the rising trend of the share of temporary employment, as
this did not simply reflect the cyclical increase in the demand for labor (Dolado et al., 2002). In
2001, when the new permanent contract was prolonged, the coverage was extended, as only male
workers between 30 and 45 years remained on the old contract.
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38. For more efficient labor market outcomes, it would be desirable to both lower the
hiring and firing costs of regular workers and expand the coverage of the social safety net.
To be sure, increasing labor market flexibility requires not only reforms of labor laws and
institutions For example, it would also require reforming the seniority-based wage system so that
wage flexibility can be improved. Still, further reduction in the costs of labor adjustment,
particularly administrative and judicial steps that are seen by firms as the major cost of
employment protection legislation, are the key steps necessary for significantly enhancing the
flexibility of the labor market, to make it better adapted to Korea's rapid economic development.
In the meantime, strengthening the social safety net will help regular workers adjust to a more
mobile labor market and promote social cohesion.
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IV. TAKENG STOCK OF NONBANK FINANCIAL SECTOR RESTRUCTURING IN KOREA'

A. Introduction

1. The crisis in Korea revealed weaknesses across the financial sector. These
weaknesses had accumulated over a number of years, and reflected, inter alia, directed
lending, poor supervision, and a limited ability to assess and price risk (Chopra, et a!., 2002).
The financial sector was, in turn, heavily exposed to a corporate sector that was dangerously
over-leveraged and more attentive to market share than profitability. Moral hazard problems
were prominent owing to a legacy of government intervention and perceptions that many
chaebol were "too big to fail." The result was an unprofitable and over-extended financial
system that was highly vulnerable to external shocks and corporate sector distress. In the
event, the crisis revealed double-digit nonperforming loans and a large number of nonviable
entities across the financial sector.

2. The authorities concentrated most of their initial reform efforts on the banking
sector. The initial phase focused mainly on restructuring commercial banks and those
nonbank financial entities deemed to be of systemic importance. The results of banking
sector restructuring were impressive: nonperforming loans fell sharply, capitalization
increased to well above Basel minima, both the number of institutions and employment were
reduced significantly, and profitability was restored.

3. The next phase was to tackle problems at the specialized banks and then move to
the remainder of the nonblank financial sector. Progress in restructuring nonblank
financial institutions is, however, generally less advanced than in the banks, hi particular, the
Financial Sector Stability Assessment (FSSA) for Korea (IMF, 2003) notes that nonbank
deposit taking institutions face soundness problems, the insurance sector remains financially
weak, and supervisory oversight in a number of subsectors should continue to be
strengthened.

4. The "mini-crisis" sparked by accounting fraud at SK Global in early 2003
underscored that incomplete reform of the nonbank sector can have significant costs.
The crisis first engulfed the investment trust companies (ITCs), and then spread to credit card
companies, adversely affecting profitability at banks. The initial shock was exacerbated by
illiquidity in the bond market and deficiencies in financial market infrastructure, and the
negative impact on consumption and investment contributed to the economic slowdown in
the first half of 2003. This pattern was not new: corporate difficulties spreading to the ITCs
and the wider economy were at the epicenter of the "Daewoo crisis" in mid-1999.

5. This paper takes stock of nonbank financial sector restructuring to date. While
the merchant bank sector has been restructured, and progress has been made with merchant
banks, mutual savings banks, and credit unions, many parts of the nonbank financial sector
remain largely unrestractured. The SK Global crisis showed that key nonbank sectors remain

1 This paper was prepared by Paul F. Gruenwald, former Resident Representative in Korea.
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weak, that channels of contagion between nonbank sectors are a source of concern, and that
the banking sector itself is not immune to adverse developments in the nonbank sector. While
the credit card sector has faced significant difficulties recently, it is not the focus of this
paper, as efforts to restructure this sector began only in 2003.

6. The rest of the paper is organized as follows. Section B sets the stage by describing
the nonbank financial sector post-crisis. Section C provides details on nonbank restructuring
to date using a number of standard metrics. Section D explores the reasons for delaying
nonbank reform and the consequences. Section E provides a summary assessment of
nonbank reforms and a "to do" list of further actions.

B. The Nonbank Financial Sector Post-Crisis

7. This section provides a condensed picture of the nonbank financial sector once
the plan for banking sector restructuring was largely in place—that is, around late
1997.2 A listing of the types of nonbank entities and a functional description of their main
activities appears in Box IV. 1.

8. Among the nonbank subsectors, the merchant banks were in the worst shape
post-crisis. The condition of the merchant banks had deteriorated sharply in late 1997
reflecting the rapid withdrawal of foreign currency deposits by foreigners—only commercial
banks and merchant banks were allowed to accept such deposits. Weak confidence in the
merchant banks was affected by their exposure to chaebol as well as their losses in the
currency, fixed income, and equity markets. The vast majority of the 30 merchant banks were
deemed to be nonviable, and were closed or merged. At that point, the merchant bank sector
ceased to be of systemic concern.

9. A number of small nonbank financial institutions also proved nonviable. These
included many deposit-taking institutions, credit cooperatives, and mutual savings
institutions. Many of these entities were closed following the outbreak of the crisis, and the
adoption of a unified financial supervisory apparatus in the form of the Financial Supervisory
Service and Financial Supervisory Commission helped to set and enforce similar standards
across the remaining entities.

10. The life insurance and leasing sectors were both characterized by considerable
stress. The life insurance sector comprised 33 institutions and was reportedly the sixth
largest in the world measured by premia. It was heavily involved in quasi-banking activities
with relatively short term liabilities and a heavy exposure to commercial lending. The
authorities sought to rehabilitate the sector by imposing, inter alia, new provisioning and loan
classification rules similar to those of commercial banks. The leasing sector was also quite
large, reported to be the fourth largest in the world. Many leasing companies were associated
with commercial banks, and the bulk were closed.

; Much of the material in this section follows Chopra, et al, (op. cit.).
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Box I V.I. Nonbank Financial Institutions in Korea: Functional Descriptions

Nonbank depository institutions

Merchant banks offer a variety of financial services excluding payment settlement, stock brokerage, insurance,
and household lending. Funding comes mainly through the issuance of their own paper, while the main uses are
discounting commercial paper and investment in securities.

Mutual savings and finance companies engage in a narrow range of financial activities, mostly deposit taking
and lending. Unlike banks, they have no role in payment settlements and are unable to establish branches. The
customer base is the general public and small enterprises.

Credit cooperative institutions comprise: (i) credit unions, which, like mutual saving and finance companies,
deal largely in deposit taking and lending—however, lending is restricted to members; (ii) mutual credit
facilities, which are similar to credit unions, and include cooperatives for agriculture, fisheries, livestock,
forestry, and ginseng; and (iii) community credit cooperatives, which were developed from credit unions and
undertake similar financial activities except for the discount of commercial bills.

Postal savings is a state-run system serving agricultural and fishery regions as well as low-income urban
households. The main source of funds is deposits and the uses are investments in the Public Fund Management
Fund and securities.

Insurance companies

Life insurance companies underwrite insurance policies against death or disease, and to provide for retirement.
Funding comes almost solely from insurance premiums, while uses are led by investments in securities and
loans.

Nonlife insurance companies underwrite insurance policies against accidents involving fire, automobile
collisions, and maritime disasters. Sources and uses of funding are similar to life insurance companies.

Postal insurance is essentially state-run life insurance. The insured are drawn from the low income brackets.
Funding comes primarily from premia, while uses are largely deposits in financial institutions.

Securities companies deal, broker, underwrite, and arrange securities subscriptions and sales. Funding is
diversified between paid-in capital, deposits, and short-term borrowing. Uses include securities, fixed assets,
and cash and deposits.

Collective investment schemes

Investment trust companies (ITCs) purchase securities using funds raised from investors, to whom they
distribute the accrued profits. There exist stock-, bond-, and mixed-type funds as well as money market funds.
Bond-type funds account for almost one-half of the total, with mixed-type and money market funds at around
one-quarter.

Securities investment companies are corporate vehicles (including for restructuring) which cannot establish
branches or employ staff. They are obliged to entrust their assets to administrative trustee companies. These
companies have the same types of funds as the ITCs.

Trust accounts of banks handle the operation of cash and property entrusted through securities and loans and
distribute the accrued profits to customers. Most banks in Korea undertake trust business, 85 percent of which is
money in trust.

Other financial institutions

Credit-specialized financial companies perform lending activities including consumer finance, e.g., specialized
credit card companies, leasing, and venture financing that are not handled by other financial institutions. These
companies do not take deposits.

Remaining institutions: futures companies, money brokerage companies, investment advisory companies.
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1 1 . The investment trust industry was seen as the weakest subsector and the one
posing the most systemic risk. The three largest ITCs were insolvent and illiquid.3 They
retained very large losses on their propriety trading accounts stemming from government-
directed equity investments in the late 1980s. Moreover, at the time of the crisis they suffered
from maturity mismatches as well as heavy exposure to the chaebol. ITCs generally did not
mark to market and the opacity of their accounting served, at least initially, to disguise their
losses. The balance sheets of ITCs worsened after the crisis. Assets tripled between January
1998 and June 1999 as funds fled from banks during the restructuring process, rising from
40 percent of M2 pre-crisis to 80 percent. The ITCs used their increased funding to acquire
substantial amounts of chaebol debt, which set the stage for the Daewoo crisis in mid-1999.

12. The credit card sector was insignificant at the time of the crisis. The sector took
off only in 2000 following the introduction of promotions (lotteries) and tax incentives for
credit card use, and a relaxation of restrictions on cash advances. The objectives in promoting
credit card usage were to bolster the consumer sector, which had been relatively repressed
under Korea's development model, and to try to bring the "curb" lending market into the
formal sector and the tax net.4

C. Progress to Date in Nonbank Restructuring

The structure of the financial system

13. The composition of the Korean financial sector is relatively diverse for an Asian
economy, and has remained broadly stable over the past decade. In contrast to the "Asian
model," banks do not dominate. Measured by assets, banking institutions—including
specialized banks5—currently comprise just over one-half of the financial system, largely
unchanged from 1990 (Table I V.I). The composition of shares across nonbank subsectors
has also remained broadly stable. The share of ITCs in total financial system assets has
increased gradually to over 10 percent over the past decade, reflecting the rising popularity of
money market funds. The share of life insurance assets has remained in the 8-9 percent
range, while that of bank trust accounts fell sharply after the crisis due to a reduction in

3 After the crisis, the ITCs were split into investment trust management companies, and
investment and securities companies; however, they are still referred to as ITCs.

4 Beaumont, 2003, discusses the credit card boom and the rise in loan delinquencies,
especially Box IV.2.

5 These specialized banks comprise: the Korea Development Bank, Export-Import Bank of
Korea, the Industrial Bank of Korea, the National Agricultural Cooperative Federation, and
the National Federation of Fisheries Cooperatives. The specialized banks' share of financial
system assets has remained broadly stable at 15-17 percent.
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products with guaranteed returns as well as the exclusion of these assets from deposit
insurance. There are no relatively large players among nonbank depository institutions;
mutual credit facilities have the largest share of assets at 6 percent of the financial sector.

14. State ownership remains an important feature of the financial system, although
foreign ownership is on the rise in the banking sector. In order to ensure financial stability
at the peak of the crisis, significant public funds were used to recapitalize—and in some
instances nationalize—systemically important institutions. As a result, the share of
government ownership in the commercial banks rose from 17 percent before the crisis to
almost 60 percent at end-1998, before falling back to around one-fifth by end-2003 as the
reprivatization program advanced. Public funds were used to recapitalize specialized banks
as well.6 Mainly as a result of the government's reprivatization efforts, foreign ownership in
the banking sector has increased from below 10 percent at end-199 8 to 30 percent at present,
with a few banks now majority foreign owned. In contrast, the foreign-owned share of
nonbank sector assets remains minimal.

Use of public funds

15. To date, Korea has used public funds equivalent to one-quarter of current year
GDP to help restructure the financial system. The W 161 trillion spent by end-September
2003 was split in roughly equal amounts between banks and nonbanks (Table IV.2).7 On a
functional basis, recapitalization undertaken by the Korea Deposit Insurance Corporation
(KDIC) has accounted for one-third of the total while the purchase of distressed assets
undertaken largely by the Korea Asset Management Corporation (KAMCO) accounted for
one-quarter. The pace of public fund injections has tapered off in recent years, reflecting the
need for large recapitalizations soon after the crisis broke out, as well as the expiration in
November 2002 of KAMCO's mandate to purchase distressed assets.

16. In contrast to banks, public fund usage in the nonbanks has focused primarily
on deposit repayment. Reflecting the closure soon after the onset of the crisis of most
merchant banks and, to a lesser extent, mutual savings banks, deposit repayment constitutes
the largest share of public fund usage to date in the nonbank sector, at around 40 percent; the

6 The government also nationalized the two largest ITCs in 1999, and has recently announced
that it will reprivatize these entities in 2004. Moreover, in November 2003, the government
reached agreement to sell an 80 percent equity stake Hyundai Investment and Securities and
Hyundai Investment Trust Management Company, the third largest ITC. While privately
owned, Hyundai has been under the control of the Financial Supervisory Service following
the failure of its self-rescue plan.

7 The amount of public funds allocated by the National Assembly has been virtually
exhausted, meaning that any significant future injections will either require an additional
allocation by the legislature or be funded by reflows from sale of bad loans, or privatization
proceeds. As of end-2003, approximately one-third of injected public funds had been
recovered, and the ultimate recovery ratio is officially projected at 56 percent.
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comparable figure for banks is zero. As with banks, recapitalization explains a large share of
public funds for nonbanks, at over one-third, with insurance companies and securities
companies receiving the bulk. Finally, the purchase of distressed assets accounts for one-fifth
of the total, with ITCs receiving the largest share of these funds after the Daewoo crisis. Over
the past few years, deposit repayments to credit union customers has been the largest use of
public funds reflecting the authorities stepped-up efforts to rationalize this subsector.

Reductions in financial sector institutions and employment

] 7. The number of financial institutions has been reduced by more than one-third
since the crisis (Table IV.3). The number of institutions has declined by over 700 since end-
1997 to 1,344 at end-2003. More than 600 entities have exited the market and a further 150
have been merged; there have been around 50 new entries. Consolidation has been slightly
more pronounced in the banking sector (although banks comprise only 1J/2 percent of
financial institutions in Korea).

18. Progress in consolidation across the nonbank financial sector has been
significant, but uneven. Overall, the number of nonbank financial institutions has fallen by
35 percent since end-1997 compared to a 42 percent reduction in the number of banks.8 As
noted above, the number of merchant banks and many small depository institutions fell
sharply in the period following the crisis, while, more recently, progress has been made in
reducing the number of credit unions. The number of ITCs has remained unchanged since the
crisis. Reflecting, in part, the dynamism of financial services, including the growth of
derivatives related activities, the number of securities companies and nonlife insurance
companies has increased by 25 percent and 14 percent, respectively, since end-1997.

19. Financial sector restructuring has entailed a significant reduction in
employment (Table IV.4). Between end-1997 and end-June 2003, total employment in the
financial sector fell by one-third to 210 thousand. Although employment at the banks
accounted for less than one-half of total employment at the onset of the crisis, reductions
have been larger at the banks. Specifically, employment at banks fell by almost 40 percent or
57 thousand over the period, while nonbank employment fell by 28 percent or 48 thousand.
Aggregate employment in the nonbank financial sector dropped by 30 percent (more or less
across the board) in the year following the outbreak of the crisis, and has fluctuated since.
Employment in most subsectors has fallen by 30-45 percent since the crisis, with the
exception of the securities subsector, which rose by 22 percent.

Progress in reducing impaired assets

20. Bad loans have been reduced significantly across the financial sector since the
crisis, although the ratio for nonbanks remains relatively high. Loans classified as
substandard and below (SBLs) in the financial sector as a whole have fallen from

8 The average rate of consolidation for nonbanks across subsectors is not meaningful since
credit unions comprise over 80 percent of the number of nonbank institutions.
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10.4 percent at end-2000 to 4.3 percent at end-September 2003 (Table IV.5).9 The trend
decline in SBLs has been attributed to purchases of nonperforming loans by KAMCO
(mostly for banks), a general reorientation toward market-based lending, and stronger
supervision, which curtailed the flow of new bad loans. A strong recovery from the crisis
also served to reduce bad loans, hi the banking sector, SBLs fell to a post-crisis low of
2.3 percent at end-2002 before rising one percentage point over the next three quarters. The
SBL ratio at the five specialized banks has been slightly below the ratio at the commercial
banks. SBLs at the nonbanks were 9.2 percent at end-September 2003, also down
substantially from almost 24 percent at end-2000. Unlike for banks, aggregate SBLs at
nonbanks continued to fall during the first three quarters of 2003.

21. SBL ratios across the nonbank financial sector vary widely. At the end of the
sample period, nonbank SBLs range from under 4 percent for insurance companies to
25 percent for securities firms and ITCs. This high variation also holds within the group of
nonbank lending institutions, the largest nonbank subsector with 60 percent of total lending.
SBL ratios are in double digits and rising for mutual savings banks and credit unions, while
SBLs in credit card companies have risen sharply, but remain below 10 percent
(Table IV.6).10 The contribution of credit card companies to total lending of this subsector
has been volatile, peaking at almost one-half at end-2002 before falling back to around one
third by end-September 2003. Significant progress has been made in recent years in reducing
the SBL ratio in leasing companies and installment finance companies, although, again, the
SBL ratio in this groups remains several times higher than for banks.

Profitability and net income

22. Profitability returned to the financial sector beginning in 2001, but performance
weakened markedly during 2003. Reflecting the benefits of the restructuring process
described in previous paragraphs, net income in the financial sector recorded a dramatic
turnaround from minus W 9.4 trillion in 2000 to W 10.8 trillion in 2001. At the aggregate
level, the turnaround was broadly similar for banks and nonbanks. The uniform improvement
reflected in particular stronger capital positions, bad asset disposition, and robust consumer
demand. However, there was a sharp drop in profitability in the first three-quarters of 2003
stemming from the rapid run-up in exposure to unsecured household credit along with losses
on exposure to SK Global. At end-September, aggregate profits at banks were down two-
thirds from the same period in 2002, while aggregate profits at nonbanks fell by almost
90 percent.

9 The Financial Supervisory Service began to apply forward-looking criteria to loan
classification in 2000, making earlier figures for nonperforming loans incomparable with
subsequent ones.

10 This figure understates the true extent of impaired assets since it excludes rescheduled
credit card loans. The share of overdue receivables and rescheduled loans was 42 percent in
November 2003, up from 13 percent at end-2002.
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Korea: Net Income in the Financial Sector I/
(In billions of won at end period)

Banks
Non banks

Nonbank lending institutions
Of which : Credit card servicing companies

Life insurance companies
Nonlife insurance companies
Securities companies (domestic)
ITMCs

Total

Source: Financial Supervisory Service.

2000

-4,196
-5,206
-3,477

938
-609
-817
-386

S2

-9,402

2001

5,279
5,500
2,744
2,487
1,723

220
632
180

10,779

2002

5,880
5,613
3=084

235
2,828

323
-800
177

11,492

2002
Through

4,873
5,972
2,984
1,071
2,631

362
-112

108

10,845

2003
Sept.

1,631
839

-2,302
-4,145
1,807

542
729

63

2,470

I/ Nonbank data arc for the fiscal year (April 30-March 31).

23. Stripping out the substantial losses at credit card companies, net income at
nonbank financial institutions has held up reasonably well. After falling by 90 percent in
2002, net income of credit card companies turned sharply negative over the first three
quarters of 2003, and was almost 1 percentage point of GDP worse than for the same period
in 2002. The rest of the nonbank sector in aggregate actually performed fractionally better
through end-September 2003 than in the same period in 2002. While there was some
deterioration in net income at the ITCs, there was a sharp turnaround in the performance of
securities companies and relatively stable performance of the nonbank depository institutions
other than credit card companies.

D. Why Was Nonbank Reform Delayed and What Have
Been the Consequences?

24. Comprehensive, up-front restructuring of the financial sector was likely to have
been infeasible due to political economy considerations. While such an approach may
have been preferable on grounds of economic efficiency, the size of the impaired asset
problem was arguably too large for the political process to digest (Cho, 2002). An important
element of this constraint was the National Assembly, which held the purse strings to public
funds. If the necessary funds for restructuring were not forthcoming, the reform effort would
have been compromised.

25. The alternative strategy was to adopt a systemic risk approach. Under this
"asymmetric" restructuring approach, the sequencing of financial sector restructuring was
dictated by the immediacy of a sector's threat to financial system integrity (Lee, 2003). Thus,
the first wave of restructuring included commercial banks and merchant banks, since
weaknesses at these institutions threatened the payments system. These initial efforts were
followed quickly by restructuring the specialized banks and mutual savings institutions. The
intent was to then turn to the remainder of the nonbanks.
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26. As a result of the asymmetric approach, loanable funds shifted from banks the
nonbanks, diluting the intended strengthening of the financial system, and slowing
corporate restructuring. Many institutions, particularly ITCs, took advantage of the delay
in restructuring the nonbank sector (and regulatory forbearance) by aggressively expanding
their balance sheets (Cho, op. cit). A positive effect, however, was to alleviate the credit
crunch that followed the crisis, at least to the chaebol.

21. In the end, the asymmetric approach not only delayed, but increased, the cost of
nonbank financial sector restructuring. The trade-off for cushioning the post-crisis
downtown was additional bad asset creation in the nonbanks. This came about as the
loanable funds shifted from the banks were largely channeled to chaebol with weak balance
sheets, in particular the Daewoo Group, which collapsed in mid-1999. The asymmetric
approach also served to lengthen the period of financial sector restructuring, with negative
effects on the level of political support for the process. As a result, some economists have
concluded that the costs of delaying restructuring the nonbanks exceeded the short-term
benefit of dampening the post-crisis recession (Oh and Rhee, 2002).

E. Assessment and the Remaining Agenda

28. Despite good progress in some areas, restructuring the nonbank financial sector
remains unfinished. Accomplishments to date include the closure of most merchant banks
and many mutual savings companies soon after the crisis, the pruning of the number of credit
unions in 2002-03, and some improvement in reducing high SBL ratios. As with the banks,
profitability has returned, at least at the aggregate level. However, progress has suffered in
recent years as reform fatigue and the political calendar have slowed the pace of reform. Key
subsectors have experienced recurring financial turbulence, double-digit SBL ratios are not
uncommon, and key subsectors have yet to shed either institutions or employees.

29. The policy challenge is to complete the remaining nonbank restructuring
agenda. The main elements would include the following:

• restoring the financial soundness of credit card companies, by injecting new capital
and strengthening risk management;

• tackling the longstanding problem of the ITCs through restructuring and
reprivatization, which should help promote a broader restructuring of the asset
management industry;

• addressing the longstanding soundness problems in insurance companies and
securities houses;

• improving supervision of nonbanks; and

• strengthening financial market infrastructure, such as upgrading the quality of credit
rating agencies and improving bond market liquidity.
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Table IV. 1. Assets of Financial Institutions
(In billions of won and percent, at end-period)

1990

Banking institutions

Nonbank institutions
Nonbank depository institutions

Merchant banking corporations
Mutual savings and finance companies
Credit unions
Mutual credit facilities
Community credit cooperatives
Postal savings

Insurance companies
Life insurance companies
Nonlife insurance companies
Postal insurance

Securities companies
Collective investment schemes
Investment trust management companies
Securities investment companies
Trust accounts of banks

Total

Assets

187,276

180,264
63,177
23,656
11,472
3,597

13,839
7,167
3,446

37,137
31,002
4,836
1,299

16,649
63,301
30,649

32,652

367,540

Share

51.0

49.0
17.2
6.4
3.1
1.0
3.8
1.9
0.9

10.1
8.4
1.3
0.4
4.5

17.2
8.3
0.0
8.9

100.0

1995
Assets

386,205

497,538
161,416
45,908
32,612
13,217
41,964
20,729
6,986

86,584
69,677
12,711
4,196

27,801
221,737

75,972

145,765

883,743

Share

43.7

56.3
18.3
5.2
3.7
1.5
4.7
2.3
0.8
9.8
7.9
1.4
0.5
3.1

25.1
8.6
0.0

16.5

100.0

2000
Assets

757,301

672,043
215,030

21,273
24,196
20,959
87,045
37,061
24,496

163,567
120,735
28,049
14,783
43,751

249,695
146,717

4,114
98,864

1,429,344

Share

53.0

47.0
15.0

1.5
1.7
1.5
6.1
2.6
1.7

11.4
8.4
2.0
1.0
3.1

17.5
10.3
0.3
6.9

100.0

2002
Assets

969,635

820,783
239,953

12,018
27,095
20,994

105,912
42,230
31,704

217,646
163,296
35,253
19,097
46,253

316,931
187,874

-
129,057

1,790,416

Share

54.2

45.8
13.4
0.7
1.5
1.2
5.9
2.4
1.8

12.2
9.1
2.0
1.1
2.6

17.7
10.5
0.0
7.2

1 00.0

Sources; Financial System in Korea , Bank of Korea (2002); and authorities' estimates.
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Table IV.2. Use of Public Funds for Financial Sector Restructuring
(In trillions of Korean won)

KDIC
Repayment Recapital-
of Deposits zation

Compensation Purchase
for Losses of Assets KAMCO Government Total

(Aggregate injections from end-1997 to end-September 2003)

Banks
Nonbanks

Merchant banking corporations
Securities companies
Insurance companies
Investment trust management companies
Mutual savings banks
Credit Unions
Others

Total

Banks
Nonbanks

Merchant banking corporations
Securities companies
Insurance companies
Investment trust management companies
Mutual savings banks
Credit Unions
Others

Total

22.2
29.2 25.4
17.2 2.7
0.0 6.8

15.9

7.3 0.0
4.7

0.0

29.2 47.6

0.1
3.5
...

0.8
2.7

3,5 0-1

13.8
3.3
0.2
...

2.9

0.2
.-.

17.1

(Injections during January

0.1
0.6
0.2

0.4

0.1

O.S

8.1 24.6 18.1
0.9 14.5 0.9

1.6
1.8 0.9

0.3 1-8
6.6

0.6 0.2

2.4

9.1 39.1 19.0

2002-September 2003)

1.1 0.1
0.0 0.2

0.0 0.0
0.2
0.0

...
0.1

1.1 0.3

86.7
74.3
21.7

9.5
21.0
6.6
8.2
4.7
2.4

161.0

1.4
4.3
0.2

0.4
0.2
0.9
2.7
0.1

5.8

Source: Ministry of Finance and Economy.
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Table IV.3. Number of Financial Institutions in Korea

Banks
Commercial banks
Specialized banks

Nonbanks
Merchant banking corporations
Securities companies
Investment trust management companies
Life insurance companies
Nonlife insurance companies
Mutual savings banks
Credit unions

Total

End- 1997

33
26
7

2,039
30
36
31
31
14

231
1,666

2,072

Change

Exit

5
5

477
22
6
6
7

99
337

482

During 1998-2002
Newly

Merger Established

9
7
2

149
6
3
1
5
1

28
105

158

Change During 2003
Newly

Exit Merger Established End-2003

(Number of institutions)

51
1

18
7
I
2

13
9

51

143 1
1

1

1
1
3

137

143 1

5
...

1
I
t
2

...

5

19
14
5

1,325
2

45
32
20
16

114
1,096

1,344

(Number of institutions indexed, with end-1997 = 1 00)

Banks
Commercial banks
Specialized banks

Nonbanks
Merchant banking corporations
Securities companies
Investment trust management companies
Life insurance companies
Nonlife insurance companies
Mutual savings banks
Credit unions

Total

100.0
100.0
100,0

100.0
100,0
100,0
100.0
100.0
100.0
100.0
100.0

100.0

15.2
19.2

23,4
73.3
16,7
19.4
22.6

42.9
20.2

23.3

27.3
26.9
28.6

7.3
20.0
8.3
3.2

16.1
7.1

12.1
6.3

7.6

2.5
3.3

50.0
22.6

3.2
14.3
5.6
0.5

2.5

...

7.0 0.0
3.3

2.8
...

3.2
7.1
1.3
8.2

6.9 0.0

0.2

2.8
3.2
3.2

14.3

0.2

57.6
53.8
71.4

65.0
6.7

125.0
103.2
64.5

114.3
49.4
65.8

64.9

Sources: Bank of Korea Quarterly BuIletitjMarch 2003), and authorities1 estimates.
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Table IV.4. Employment in the Financial Sector
(At end period)

1997 1998 1999 2000 2001 2002 2003
June

(Thousands of employees)

Banks

Nonbanks
Securities companies

Insurance companies
Nonbank deposit-taking institutions I/

Total

145.5
169.5

26.8
82.9
59.8

315.0

102.5
134.9

22.4

64.6
47.9

237.4

97.7
138.1

32.0
61.6
44.5

235.8

(Employees indexed

Banks
Nonbanks

Securities companies
Insurance companies
Nonbank deposit-taking institutions I/

Total

100.0
100.0
100.0
100.0

1 00.0

100.0

70.4

79.6

83.6
77.9

80.1

75.4

67.1

81.5
119.4
74.3
74.4

74,9

92.6
133.3
36.7

53.9
42.7

225.9

toend-1997)

63.6
78.6

136.9
65.0
71.4

71.7

89.7
127.6

35.8
51.7
40.1

217.3

61.6

75,3
133.6
62.4
67.1

69.0

89.5
147.0

31.9
48.7
66.4

236.5

61.5

86.7
119.0
58.7

111.0

75.1

88.5

121.5
32.7
46.9
41.9

210.0

60.8

71.7
122.0
56.6

70.1

66.7

Source: Financial Supervisory Commission, Financial Supervision in Korea 2003.

I/ Includes credit card companies.
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Table IV.5. Impaired Assets of Major Financial Subsectors
(At end period)

Banks

Total loans outstanding (TLO)

Substandard and below (SBL)
SBLs/TLO (in percent)

Net SBL
Net SBLs/TLO

(net of provisions, in percent)

2000

526.1

42.1
8.0

17.1
3.4

2001

551.2

18.8
3.4

9.6
1.8

2002

648.2

15.1
2.3

8.0
1.3

2003
Sept.

710.6

23.2
3.3

...

Nonbank Lending Institutions If

2000

43.2

14.7
34.0

8.0
21.9

2001

94.6

13.2
14.0

4.3
5.0

2002

112.1

12.0
10.7

6.2
6.1

2003
Sept,

91.4

10.0
10.9

...

Insurance Companies

2000

44.5

3.8
8.5

1.4
3.3

2001

45.2

2.5
5.5

1.3
3.0

2002

50.7

2.1
4.1

0.9
1.8

2003
Sept.

53.5

2.0
3.7

...

Securities Firms

Total loans outstanding (TLO)

Substandard and below (SBL)
SBLs/TLO (in percent)

Net SBL
Net SBLs/TLO

(net of provisions, in percent)

2000

7.6

4.0
52.6

1.5
29.4

2001

8.9

4.6
51.7

1,7
28.3

and ITMCs

2002

6.8

2.6
38.2

0.7
14.3

2003
Sept.

8.4

2.1
25.0

...

Sub-total: All Nonbanks

2000

95.3

22,5
23.6

10.9
13.0

2001

148.7

20.3
13.7

7.3
5.4

2002

169.6

16.7
9.8

7.8
5.0

2003
Sept.

153.3

14.1
9.2

2000

621.4

64.6
10.4

28.0
4.8

Total

2001

699.9

39.1
5.6

16.9
2.5

2002

817.8

31.8
3.9

15.8
2.0

2003
Sept

863.9

37.3
4.3

Source: Financial Supervisory Service,
IS The recently introduced category "Agriculture, Fisheries, and Forest Federations" is excluded owing to the lack of a published time series.
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Table IV.6. Impaired Assets of Nonbank Lending Institutions II
(At end period)

Mutual Savings Banks

Total loans outstanding (TLO)

Substandard and below (SBL)
SBLs/TLO (in percent)

Net SBL
Net SBLs/TLO

(net of provisions, in percent)

2000

15.7

5.8
36.9

3.2
24.4

2001

15.9

3.1
19.5

1.7
11.7

2002 2003
Sept.

19.6 22.7

2.9 3.6
14.8 15.9

1.7
9.3

Merchant Banks

2000 2001

3.5 2.9

1.3 1
37.1 34.5

0.7 0.4
21.4 18.2

2002 2003
Sept.

1.9 0.6

0.2 O.I
10.5 16.7

0.1
5.6

Credit Unions

2000 2001

10.3 10.7

1.6 1.2
15.5 11.2

1.2 0.5
12.1 5.0

2002

10.1

0.8
7.9

0.3
3,1

2003
Sept.

11.0

1.1
10.0

Credit Card Servicing Companies

2000 2001 2002 2003
Sept.

39.4

0.5
1.3

0.1
0.3

53.1

2.1
4.0

0.8
1.6

33.5

2.7
8.1

Leasing Companies

Total loans outstanding (TLO)

Substandard and below (SBL)
SBLs/TLO (in percent)

Net SBL
Net SBLs/TLO
(net of provisions, in percent)

2000

13.7

6.0
43.8

2.9
27.4

2001

9.6

3.9
40.6

1.2
17.9

2002 2003
Sept

7.7 6.5

3.6 1.1
46.8 16.9

1.6
29.1

Installment Finance Companies

2000 2001

15.5

3.4
21.9

0.3
2.4

2002 2003
Sept.

18.9 16,6

2.3 1 .4
12.2 8.4

1.7
9.4

Technology Venture Capital Comapam'e

2000 2001 2002

0.6

0.1
16.7

0.0
1.9

0.8

0.1
6.3

0.0
3.9

2003
Sept.

0.5

0.0
0.0

Tola!

2000 2001

43.2 94.6

14.7 13.2
34.0 14.0

8.0 4.2
21.9 5.0

2002

112.1

12.0
10.7

6.2
6.1

2003
Sept.

91.4

10.0
10.9

Source; Financial Supervisory Service,
M Data for credit card servicing companies, installment companies, and technology venture capital companies available only from 2001 onward.
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