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SM/82/70 Supplement 1
Corrected. 4/26/82

I. Korea's Fifth Five-Year Economic and Social
Development Plan, 1982-86 1/

1. Introduction

This section describes the main features of Korea's Fifth Tive-Year
Plan, covering the period 1982-8A. Korea's development plans are pre-
pared by the Economic Planning Board, chaired by the Deputy Prime Minis-—
ter and Minister of Ceconomic Planning, following consultation with other
government agencles and groups 1n the private sector. The plans are
implemented on a rolling basis by means of annual Economic Management
Plans, which, within the overall context of the Plan strategy, allow
flexibility 1n the face of unanticipated changes 1in external or domestic
economic conditions.

An outline of the major objectives, economic background, and policy
strategy set forth in the draft Plan document 1s followed by a more
detailed analvsis of the major policy measures and institutional reforms
which are to be 1mplemented. As described 1n the Recent Economic Develop-
ments report (SM/82/70, 4/15/82), many of the 1nstitutional reforms en-
visaged for the Plan period have already been i1nitiated. To achieve the
Plan's objectives, these initial steps will need to be followed up in
the course of the Plan period, and will have to be complemented by appropriate
external and domestic financial policies. Since exports will continue
to play a key role 1n the Korean economy, achievement of the Plan's
targets depends 1mportantly on the provision of adequate export incentives.

2. Overview
a. 0Nbjectives

The Plan aims at economic growth sufficient to absorb the antici-
pated expansion of the labor force and to reduce unemployment, while
also ensuring further significant gains in real per capita 1ncome. As
compared with previous plans, increased emphdsis 1s placed on the pur-
suit of social objectives; these 1include 1mprovements in hous.ng supply,
medical services, rural sanitation, and education standards at all levels.
Improvements 1n social services will also be geared toward relief of
absolute poverty and the improvement of 1income distribution and basic
amenities in rural areas. The incidence of poverty associated with old
age and disability is to be reduced through expansion of pension, medical
Insurance, and workmen's compensation schemes.

b. The 1nternational and domestic environment

Korea's growth strategy for the Fifth Plan is based, as 1n the past,
on a dynamic export sector. External conditions, however, are likely to
be significantly less favorable, with Korea's trading position nampetred

1/ Prepared by Martin Fetherston.



by sluggish world demand, 1ncreased protectionism in industrial country
markets, sharper competition in labor-intensive activities from other
newly industrializing countries, and continaing uncertainties over oil
prices and suppliec. In addition, the Plan identifies three recent
problem areas associated with earlier deficiencies in domestic poli-

cles (1) high inflation following overexpansionary demand management
policles, (2) allocative distortions resulting from the system of prefer-
enti1al policy loans and excessive direct government intervention 1n the
economy, and (3) relatively inadequate social development reflecting the
higher priority assigned to industrialization. Against this background,
export growth 1s to be promoted by containment of domestic inflation and
through structural reforms to rmprove the efficiency of the economy;
reflecting the changing emphasis of overall objectives and the need to
reduce distortions, government intervention will be geared more toward
soclal development, with direct influence over economic activity reduced.
As a result, the Fifth Plan 1s intended to be more indicative in character
than 1ts predecessors, with most investment decisions other than some
large—-scale projects to be left to the private sector.

c. Macroeconomic targets

In order to enhance International competitiveness and provide cundi-
tions for balanced growth, high priority is assigned to the elimination
of 1nflationarv expectations through a progressive reduction in the in-
flation rate.l/ Real GNP growth is targeted at an annual rate of
7.6 per cent, sustained by expansion of export volume averaging over
11 per cent. With import growth projected at 8 per cent per annum, the
Plan aims at a steady improvement 1n the extermal position, reducing the
deficit on the current account from 7.5 per cent of GNP 1n 1981 to
2,5 per cent by 1986, As total investment 1s projected to rise to nearly
one third of GNP, the reduction in foreign savings requires a significant
increase in the domestic savings effort.

d. Institutional reforms

Public policy 1nitiatives are strongly oriented toward institutional
reforms, such as import liberalization, financial sector reform, redesign
of 1ndustrial and export incentive schemes, deregulation of domestic
markets, and improvements in the tax system, all designed to extend the
operation of market mechanisms and improve economic efficiency. Although
the overall emphasis of public expenditure will switch toward social
development projects designed to improve basic amenities for the general
population, 1ncreased government financial support 1s also foreseen for
technological and manpower development. Industrial policy emphasizes
promotlion of skill- and capital-intensive products, especially machinery,
both as a major source of export growth and, through development of dom-
estic parts and components supply, import substitution. Energy policies
aim te diversify sources of supply away from dependence on imported oil,

i/ The Plan document foresees a reduction in the rate of increase 1in
the WPI (December-December) to 9 per cent by 1986 from 17 per cent then
projected for 1981; the outcome for 1981 was actually 11.8 per cent.



notably toward nuclear power, and to encourage conservation by induce-
ments or energy-saving innovations, structural shifts away from ercrey-
intensive industries, and realignment of energy prices. In the agricul-
tural sector, increased production is to be fostered by improvements

in distribution systems and social conditions in rural areas.

3. Major policies and institutional reforms

a. Growth, investment, and savings

The Plan projections specify a growth target of 7.6 per cent per
annum in real terms during 1982-86 (Table 1). This growth rate 1is below
the longer-term average of about 9 per cent since the mi1id-1960s, reflect-
ing the changed international environment and the difficulty of maintain-
ing rapld growth from a much higher base, it 1is, however, some 2 percent-
age points higher than was achieved during the Fourth Plan (1977-81), when
growth after 1979 was curtalled by the effects of the oil crisis and
assoclated adjustment policles, as well as the 1mpact of civil disturb-
ances and a poor harvest. The projected growth rate would still be very
respectable by international standards, maintaining Korea's positicn as
one of the world's fastest growing economies.

Table 1. Korea: Growth of Output, Employment, and
Population, 1972-86

(In per cent per annum)

Five-Year Plan Periods

Third Fourth Fifth
1972-76 1977-81 1982-86
Actuals Pro jections

Real GNP 10.1 5.6 7.6
Productivity 5.4 3.2 4.5
Employment 4.5 2.3 3.0
Population 1.8 1.6 1.6
Labor force 4.4 2.4 ( 2.8
Unemployment rate 1/ 3.9 4.5 4.0
Real GNP per capita 8.2 3.9 5.9

Source* Economic Planning Board, Fifth Five-Year Economic anu Social
Development Plan, 1982-86 {(Fifth Plan).

1/ As per cent of labor force in terminal year.



The growth rate of productivity is projected at 4.5 per cent, near
the average for the last ten years, but repregenting an acceleration
from performance under the Fourth Plan., Total employment would in-
crease by 3 per cent per annum, sufficient to absorb continued expan-
sion of the labor force and gradually reduce the unemployment rate from
4.5 per cent in 1981 to 4 per cent by 1986. G:ven the projected
1.6 per cent average rate of population growth, 1/ real GNP per capita
would expand by about 6 per cent per annum. Consistent with continued
reliance on manufactured exports, growth of output weuld be most rapid
in the manufacturing sector (1l per cent per annum), especially machine.y
(18 per cent), although light manufactures would remain of major lmport-
ance in absolute terms (Table 2).

Table 2, Korea: Industrial Origin of GNP, 1980-86

Annual Increase
in Volume

1980 1981 1986 1982-86 1/
(In_per cent of GNP) 1/ (In per cent)
Agriculture, forestry, and

fisheries 16.3 18.8 14.8 2.6
Mining 1.4 l.4 1.0 5.0
Manufacturing 28.8 28.7 34.0 11.0
Light (13.4) (13.1) (14.7) (9.5)
Chemicals 7.9 (7.7) (8.4) (8.8)
Metals (2.9) (3.0) (3.1 (6.8)
Machinery (4.7) (5.0) (7.8) (17.6)
Services 53.5 51.1 50.2 7.3
Social overhead capital (17.9) (17.2) (18.6) (8.9)
COther (35.6) (33.8) (31.6) (6+4)
Total 100.0 100.0 100.0 7.6

Sources: Fifth Plan; and Bank of Korea, Economic Statistics Yearbook.

1/ At 1980 prices.

1/ The disparity between the growth rates of population (1.6 per cent)
and the labor force (2.8 per cent) reflects the youthful age structure of
the population, of whom currently one third are under 14 years of age.



The fixed investment requirements of the target growth path imply
an aggregate incremental capiltal-output ratio of 4.4 (Table 3), similar
to the average for the last ten years, and well below the 6.3 of the
1977-81 Fourth Plan period, when major 1investments 1in capital-intensive
heavy industrial projects led to the emergence of excess capacity in
certaln sectors. Total domestic 1investment, including stockbuilding, as
a ratio of GNP, which rose to 35 per cent during the 1970s before declin-
ing to 27 per cent 1in 1981, is projected to Iincrease to 32.5 per cent by
1986, averaging 1 percentage point higher than during the Fourth Plan.

Table 3. Korea: Savings and Investment, 1972-86

(In per cent of GNP at current prices)

Five—-Year Plan Periods

Third Fourth Fifth
1972-76 1977-81 1982-86 1980 1981 1986
Actuals Projectilons
Total investment 26.6 30.5 31.6 31.5 27.3 32.5
Fixed 1nvestment (24.0) (30.0) (30.0) (32.7) (28.3) (30.9)
Stockbuilding (2.6) {0.5) (1.6) (-1.2) (~1.1) (1.6)
Foreign savings 1/ 6.8 6.0 4.5 10.2 8.3 2.9
Domestic savings 20.3 23.6 27.1 19.9 20.0 29.6
Households (5.3) (7.7) (10.2) (5.5) (4.9) (11.2)
Companies 2/ (11.4) (10.0) (10.2) (9.0) (9.0) (10.5)
Government (3.6) (5.8) (6.7) (5.4) (6.1) (7.9)
Statistical dis-
crepancy 3/ -0.5 0.9 - 1.4 -1.0 -
Incremental capital
output ratio 4/ 2.7 6.3 4.4

Sources: Fifth Plan; and Bank of Korea, Economic Statistics Yearbook.

1/ Net transfers and borrowing from the rest of the world.
2/ 1Including communications service.

3/ Difference between expenditure and output estimates of GNP.
4/ Gross domestic fixed capital formation as a ratio of increase in GNP

at constant prices.
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In line with the increased emphasis on improved social development,
especially through housing and education projects, the share of invest-
ment allocated to services will be higher than in recent years, and

those of agriculture and manufacturing slightly reduced (Table 4); how-
ever, reflecting the anticipated shift in industrial structure, the

share of investment 1n the machinery sector 1s projected to rise sharply.

The filnancing of investment 1s to shift significantly from recent
trends. With a substantial improvement targeted for the external posi-
tion, forelgn savings are expected to decline from about 8 per cent of
GNP in 1981 to below 3 per cent by 1986, implying a rapid increase in
domestic savings from 20 per cent of GNP in 1981 to almost 30 per cent
by the end of the Plan period. About one fifth of the increase in the
savings ratio 1s to be generated by the government sector, notably
through an increase 1n the tax effort and progressive reduction of Grain
Management Fund subsidies. As a result, government savings are to rise
from about 6 per cent of GNP in recent years to nearly 8 per cent by 1986.

Table 4. Korea: Allocation of Investment, 1972-79 and 1982-86

(In per cent of total)

1972-79 1982-86
Actual Projection
Agriculture, forestry, fisheries,
and mining 10.0 9.4
Manufacturing 23.2 22.5
Light (8.7) (7.4)
Chemicals (4.5) (4.7)
Metals (4.4) (2.0)
Machinery l/ (5.6) (8.4)
Social overhead capital 33.9 34.1
Electricity (6.0) (6.5)
Transport and communication (24.5) (23.5)
Cther (3.4) (4.1)
Other services 32.8 34.0
Housing (15.8) (20.0)
Education (3.0) (5.0)
Other (14.0) (9.0)
Total 100.0 100.0

Source: Fifth Plan.

1/ 1Includes electronics and transport equipment.



The major source of increased savings, however, 1s expected to be

the household sector; household savings, which averaged 5 per cent of
GNP during 1972~76 and 8 per cent during 1977-81, are projected at about
10 per cent for 1982-86, almost double tne depressed leveis of 1980-81.
Increased household savings will be promoted by the progressive liberal-
ization of the financial sector, including denationalization of commer-
clal banks, deregulation of the securities market, and the development
of nonbank financial institutions; while as part of this process,
interest rates are expected to be freed eventually from direct control,
in the interim the authorities intend to fix them at positive Zevels 1in
real terms. Company savings are projected to average 10 per cent of GNP,
below the average for the 1970s, though 1 percentage point higher than
in 1980-81, when profitability was adversely affected by the recession.

b. Domestic financial policies

A steady reduction in the inflation rate plays a key role in the
strategy of stabilization of the economy and improvement of export
competitiveness. This 1s to be achieved through restrained demand
management and structural measures to alleviate supply bottlenecks,
including infrastructural improvements and import liberalizatioa. The
growth of broad money 1s to be progressively reduced, despite an anti-
cipated decline iIn velocity associated with the financial deepening
of the economy expected to result from the progressive liberalization
of the financial sector and the maintenance of positive real interest
rates. In keeping with the general intention to reduce direct controls,
monetary policy will rely less than before on interest rate control
and credit ceilings and increasingly utilize indirect instruments, such
as discount rate and reserve ratlo changes and open market operations.
Fiscal policies alm at a steady reduction in the overall public sector
deficit, from about 4 per cent of GNP in 1981 to 1 per cent in 1986,
mainly via increased tax effort and continuing expenditure restraint.
Revenue measures include the new education tax, implemented in early
1982, and prospective limiting of tax exemptions, while current outlays
will be restrained by controls on public employment and by progressive
elimination by 1986 of the deficit of the Grain Management Fund through
abolition of the two-tier pricing systems for rice and bariey.l/ At the
same time, provision 1s made for commitments to increase SpendIhg on
infrastructure, soclal services, and agriculture, and to mailntain
defense spending at 6 per cent of CNP.

c. Foreign borrowing

The principal objectives of external debt management are to reduce
the debt service ratio for medium- and long-term debt from about 13 per
cent in 1981 to 11 per cent by 1986, and to keep the ratio of external
debt to GNP below 50 per cent. This is to be achieved by progressive

1/ Similar measures are to be taken to eliminate the deficit of the
Fertilizer Fund, which although outside the definition of the public
sector, 1s under government contrcl and has access to Bank of Korea
financing.



reduction in the current account deficit, improving the debt structure

in favor of increased borrowing from international financial institutions,
and attracting higher direct investment inflows through the liberalization
of regulations governing foreign equity participation and the gradual
internationalization of the Korean securities market.l/

d. External trade policies

Foreign trade 1is to continue its key role in the development of
the Korean economy, with rapid growth of exports required both to sus-
taln overall economic expansion and to reduce the current account defi-
cit. At the same time, increased competition from imports 1s expected
to make an important contribution toward improving the efficiency of
the economy. Specific external trade policy measures include improve-
ments 1In the export incentive system, import liberalization and tariff
restructuring, and expansion of credit for exports on deferred payment.
The system of specific export incentives is to be reoriented away from
provision of subsisidized short-term export credits toward indirect
support for the development of new export products via encouragement of
investment in technology and manpower development projects. Strong
government support 1s to be provided for fixed investment in 1ndustries
with a comparative advantage, which 1s perceived to be shifting away
from light manufactures, the mainstay of Korea's earlier export expan-
slon, toward more skill- and capital-intensive activities, such as in-
dustrial machinery and electronics.

Import policy features extension of liberalization, with the pro-
portion of unrestricted categories to rise to a level comparable with
that of industrial countries. The tariff structure is to be streamlined,
partly in order to simplify the administration of tariff rebates on
exports. Tariff rates will generally be reduced for domestic products
judged to be internationally competitive; higher rates may, however, be
retained for other products, and in some cases quotas may be replaced by
new tariffs.,

Growth of 1invisible earnings 1s to be fostered via encouragement of
higher value-~added overseas construction contracts, support for local
shipping companies, and development of tourist facilities.

e. Industrial policies

Industrial policies will be oriented toward reducing the extent
of direct government intervention in the allocation of resources and
increasing the responsiveness of the domestic economy to shifting
patterns of comparative advantage in world markets. High priority is
assigned to upgrading the structure of industry through technology and
manpower development; these are to be fostered by increased tax and

l/ See Section II for a more detalled analysis of the balance of
payments projections of the Fifth Plan.



financial incentives and by improved local dissemination of advanced
foreign technology through liberalization of inward investment, expanded
information services, more overseas tralning opportunities, and increased
local employment of foreign technicians. Competition in domestic markets
will be bolstered by strengthened implementation of monopoly regulation
and fair-trading legislation and the removal of anticompetitive regula-
tions and administrative practices.

The Plan foresees a substantial shift in the pattern of manufac-
turing investment, with declines in the shares of light industrial pro-
ducts and metals, and a sharp increase in that of the machinery sector,
from less than 25 per cent of total manufacturing investment during much
of the 1970s to 37 per cent during 1982-86 (Table 4). Machinery is also
projected as the fastest—-growing sector of industry in terms of 1its
contributions to the growth both of real output (18 per cent per annum)
and of exports (22 per cent per annum), reflecting the anticipated
shift of Korea's comparative advantage 1n this direction. However, the
emphasis on machinery investment and output 1s mainly to take the form
of raising the domestic value-added component of existing products
through development of complementary activities, such as parts and com-
ponents, and improving utilization of existing plants, rather than of
major investments in new final output capacity. An important exception
is the shipbuilding industry, whose capacity is to be increased by
50 per cent during the Plan period. Policy measures to promote this
pattern of development for the machinery sector include tax and financial
incentives, increased availability of buyers' credits, and enlarged tech-
nical extension services, the use of preferential loans, substantial in
the past, 1s to be kept to a minimum.

Elsewhere Iin the heavy industrial sector, moderate expansion is
planned, notably 1in petrochemicals, where followliag recent overcapacity
difficulties, more gradual development 1is intended than in the recent
past. Steel capacity will be expanded to permit future replacement of
1mports.

Light manufacturing products, such as textiles and footwear, will
continue as the major export industry, though its share in total ex-
ports, investment, and output 1s expected to decline as faster growth
occurs in other cecte s. Policles for this sector include encourage-
ment of replacement . obsolete plants in textiles, and promotion of
new, higher value-added, product development through improved informa-
tion services.

f. Energy policies

High priority is assigned to the rationalization of energy pollcies
through conservation measures and diversification of sources of supply.
On the demand side, the elasticity of energy demand with respect to CNP
is to be reduced from 1.2 during 1972-79 to about 0.9 for the Plan period,
through a combination of changes in the industrial structure toward less
energy-intensive activities, incentives for energy-saving innovations,
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and a realignment of energy prices to encourage greater efficiency in
energy use. On the supply side, an extensive program of nuclear power
station construction is under way, and government support will be
provided for expansion and increased mechanization of the coal indus-
try. As a result of these measures, the proportion of energy consumption
supplied by oil 1mports 1s to be reduced from 59 per cent in 1981 to

50 per cent by 1986.

g. Agricultural policies

The major objective for the agriculture sector 1s increased pro-
duction of staple foodgrains, with the aim of attaining self-sufficiency
in rice by the end of the Plan period. Grain production is to be raised
through increased mechanization, greater irrigation, and extension of
cultivated areas; in addition, increased production of livestock and
cash crops will be encouraged by modernization of marketing and distri-
bution systems. Rural living standards will also benefit from improve-
ments in basic amenities and social services.
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I1. Balance of Payments Projections of the Fifth
Five-Year Plan (1982-86) 1/

1. Overview

The principal balance of payments objective of the Plan is to reduce
the current account deficit/GNP ratio from 7.5 per cenc 1n 1981 to
2.5 per cent by 1986. A deficit of 2.5 per cent of GNP would correspoud
approximately to the current account position in the years immediately
prececing the first and second o0il shocks (Chart 1). The envisaged
reduction in the current account deficit would result in a substantial
lowering of the debt service burden, leaving adequate room for maneuver
to deal with unexpected external shocks. The projected path of adjust-
ment provides for a reduction in the current account deficit/ GNP ratio
of about 1.5 percentage polints per year in 1982-83 followed by an annual
decline of less than 1 percentage point in 1984-86. As the adjustment 1s
to be effected mainly through exports, a key assumption of the Plan is
that the volume of world non-oill imports will rise at an ananual average
rate of about 5 per cent during 1982-86. Furthermore, to achieve the
Plan's export target_  *+ 1is essential that adequate incentives to ex-
ports be provided.

In view of the lower actual imports in 1981 than expected at the
time the Plan was drawn up, a st aller increase in import volume in 1982
than originally projected (resulting from a downward revision of the
targeted GNP growth from 8 per cent to 7 per cent), and the recent weaken-
ing of international oil prices, the current account deficit in 1982 is
now expected to be lower than envisaged in the Plan: equivalent to 5.5
rer cent of GNP, compared with the Plan estimate of 6.2 per cent. If
this lower deficit were actually realized, and assuming no change in the
other assumptions and targets of the Plan, the objective of reducing the
current account deficit to the equivalent of 2.5 per cent of GNP could
in fact be achleved before the end of the Plan period.

2. Exports

The Plan's current account objectives are based upon continued
strong export performance. Growth ~f export volume 1s prcjected at
11.4 per cent per annum, close to the average of 12 per cent recorded in
the Fourth Plan period, 1977-81 (Table 5), though well below the 34 per
cent growth rate achieved during 1972-76. The export projections are
based on a 5 per cent per annum growth of the non-oil volume of world
trade during 1982~86, implying an elasticity of about 2 for Korea's
exports with respect to world trade; in the period 1977-81, the annual
rate of increase in the volume of non-oil imports of Korea's major
trading partners was about 6 per cent and the elasticity of Korea's
export volume with respect to market growth was close to 3. The lower
elasticity orojected for the period 1982-86 reflects the much larger
size of Korea's export base now than in earlier years, increased com-
petition from developing countries in the markets for labor-intensive
manufactures, and the highly competitive conditions prevailing in the

1/ Prepared by Ulrich Baumgartner.
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Table 5. Korea: External Ind.cators, 1977-86
Plan
Average Average
1977 1978 1979 1980 1981 1977-81 1982-86 1986
Exports

Goods
Change in volume 19.0 14.2 =-0.9 10.6 18.7 12.3 11.4 toe
Change in unit value 9.5 10.7 19.5 5.3 2.0 9.4 8.0 can

Services
Change in value 82.5 47.0 8.5 11.1 22.5 34,2 17.9 ‘o

Imports

Goods
Change in volume 20,5 31.2 11.8 =~13.8 5.3 11.2 8.4 ces
Change in unit value 2.3 5.6 22.1 26.9 5.0 12.4 8.0 se

Services
Change in value 6l.4 53.1 18.8 3.4 26.9 38.9 14.9 .o

Terms of trade 122.0 128.0 125.3 104.0 100.9 116.0 100.9 100.9
Current account deficit

In USS billion - -101 "4-2 -503 "407 -3|l "4(2 -306

In per cent of GNP - =2.3 =6.9 -9.4 7.5 -5.3 -4,6 -2.5
Interest rates (annual

average)
Three-month LIBOR (US$
depOSits) 6.0 8-7 12-0 1404 1L‘-5 11-5 10-6 10-0

External debt (end-of-year)

Total (US$ bn.) 13.9 15.8 21.2 27 .4 32.8 vee ee €4.2
Medium_ and long-tem 9'2 11-3 14-3 1605 2005 ) e 4204
Short-tem 4-7 405 6-9 10-9 12-3 s s e s 21-8

Total in per cent of GNP 1/ 39.5 33.4 35.3 48.5 51.8 41.7 47.5 44.8

Debt service ratio
On total debt g/ 11.3 13.2 15.2 18.4 19.9 15.6 16.3 14.3
On medium=- and long-

term debt 2/ 10'4 12.0 13.2 13.1 13-3 12.4 12.4 11.2
International reserves

In months of imports of

goods and SerVices 3-9 3-2 2-8 2-8 205 300 2-0 118
World market growth ﬁ/ 6.8 9.5 5.3 1.6 5.0 5.6 5.0 2/ ore

Sourcesg: Fifth Plan; data provided by the Korean authorities; and staff estimates.

1/ Total external debt at end of year Iin per cent of GNP of the same year.

Z/ Interest payments on all debts and amortization of debt with maturities of more than

one year,

3/ Debt service on debt with maturities of more than one year.
4/ Weighted average of growth in partner countries' non-oil import volume.

E/ Growth in the volume of world non-oil imports.
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markets for more sophisticated industrial procducts which are to lead
Korea's export growth in the 1980s. Nevertheless, the Plan projections
still imply a considerable further increase in Korea's share of world
trade in manufactures, which had increased from less than 0.1 per cent
in 1965 to an estimated 1.3 per cent in 1981, Since this share 1is pro-
jJected to reach about 2.0 per cent by 1986 1/, the provision of adequate
export incentives is a key assumption of the Plan.

A central feature of the export projections 1s the expected 1ncrease
in the relative ghare of exports of ships and other transport equipment,
electric and electronic machinery, and general machinery from about
21 per cent of total exports in 1981 to about 33 per cent by 1986
(Table 6). Ex»orts of these products are expected to rise by 31.5 per
cent per annum, or twice the growth rate projected for light industrial
products, with exports of general machinery and transport equipment
(including ships) rising by 43.5 per cent and 35.5 per cent, respectively.
This projection reflects the anticipated shift in Korea's comparative
advantage away from light manufactures to more capital-intensive commo-
dities.

The export prospects for Korea's shipbullding sector--Korea has
tecome the second largest shipbuilding nation in the world--appear to
be favorable. Exports of ships rose at an average annual rate of 70 per
cent in the period 1977-81, and the shipbuilding Industry offers suffi-
clent capacity for rapld export growth through both new ships and ship
repalr. Exports of automobiles and trucks will probably not account for
a significant share of exports in the near future, but exports of rolling
stock for railways and of trailers and contalners are likely to rise
substantially. Attalnment of the export targets for electric and elec-
tronic machinery will depend largely on the infusion of new technologles
and rapid adaptation to new product applications. Recent technological
advances in the electronics industry have reduced the degree of labor
intensity of production and have thereby adversely affected the relative
position of low-wage producer countries.

In recent years, the development or a competitive general machinery
sector has been impeded by insufficient attention paid to specializ-
ation, appropriate scale and technology. However, steps recently
undertaken by the Government should provide considerable help to the
machinery sector in the long run. These measures include the recent
restructuring of some key heavy industries, the easing of restrictions
on licensing agreements and foreign direct investment to improve techno-
logy, and a review of industrial incentives currently carried out. The
envisaged import liberalization should also stimulate an improvement in
the efficiency of the machinery sector.

1/ Based on the assumption of an average annual rate of growth of
world trade of manufactures of 13.4 per cent (composed of volume growth
of 5 per cent and a rate of price increase of 8 per cent) during 1982-86;
this is somewhat below the average growth rate of 14.3 per cent recorded
during 1977-81.
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Table 6. Korea:

Exports, 1977-8¢€

Plan Estimates

1977-81 1981 1/ 1982-86 1986
Average Annual Average annual
Growth Rate in Value Share in growth rate in Value Share {n
Per Cent (US$ bn.) Per Cent per cent (US$ bn.) per cent
Primary products 16.5 1,850 8.7 10.2 2,900 5.5
Light industry
products 19.7 9,450 44,5 16.1 20,900 39.5
Textile yarn 21.7 2,500 11.8) ) )
Clothing 16.9 3,940 18.5 ) l4.6 ) 12,400 ) 23.4
Footwear 21.6 1,040 4.9 16.9 2,200 4.2
Other 17.3 1,970 9.3 26.2 6,300 11.9
Chemicals 49.2 700 3.3 15.9 1,400 2,7
Steel and steel
products 38.4 2,975 14.0 18.1 7,000 13,2
Machinery 29.6 4,550 21.4 31.5 17,300 32.6
General machinery 29.1 445 2.1 43.5 2,200 4,1
Electric and elec-
tronic machinery 21.7 2,170 10.2 25.3 6,900 13.0
Transport equipment 70.5 1,935 9.1 35.5 8,200 15.4
Other 9.0 1,725 8.1 26.0 3,500 6.6
Total value 22.2 21,250 3/ 100.0 20.3 53,000 100.0
Memorandum {tem:
Export volume
(1975 = 100) 12.3 240.2 11.4 412.0

Sources: Fifth Plan; data provided by the Korean authorities; and staff calculations.

1/ Staff estimate based on figures for January-September 1981.
2/ 1Including re-exports.
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In view of the time required to improve the export potential of
the general machinery sector, a larger share of export growth may have
to come from other branches of the manufacturing sector. Given the
important new entrants at the lower quality end of the market for light
manufactures and the existing protective barriers in the markets of
industrial countries, Korea would have to move into high-quality product
lines. This applies in partilar to textile exports, Korea's most import-
ant export category. There seems to be sufficient szope in this sector

for improving quality and fashion design and exploiting recent technolo-
glcal advances.

3. Imports

The volume of imports 1s projected to increase by 8.4 per cent per
annum implying an elasticity of about 1.1 with respect to growth of real
GNP (Table 7); the average elasticity in the period 1965-81 was about
1.8, though it has been declining in recent years. The projected further
reduction in the import elasticity 1s to be brought about by import sub-
stitution in the intermediate and capital goods industries, a change in
the pattern of investment, energy conservation measures, and oil substi-
tution. Increased substitution of domestically produced steel and other
important intermediate goods is expected to reduce the elasticity of the
volume of imports of intermediate goods with respect to manufacturing out-
put from about 1.5 in recent years to close to 1 during 1982-86. Similarly,
larger domestic production of capital goods, together with a projected
shift toward less import-intensive investment in housing and social infra-
structure, 1s expected to reduace the elasticity of the volume of capital
goods imports with respect to domestic investment expenditure from 1.5
in recent years to an average of 1.2 in 1982-86. Meanwhile, energy
conservation efforts and the substitution of coal and nuclear power for
oll are expected to reduce the elasticity of o1l imports with respect to
GNP from about 1 prior to the second oil shock to 0.6 by 1986.1/ The
elasticity of imports of consumer goods with respect to private consump-
tion, which has on average been close to 3 in recent years, 1s projected
to increase moderately as a result of import liberalization measures.

4. Terms of trade

The Plan projects no change in the external terms of trade during
1982-86, as both export and import prices are projected to rise by about
8 per cent per year in U.S. dollar terms (Table 5). The price of oil is
projected to rise by abcut 0 per cent per annum, while other import
prices are expected Lo rise more slowly (about 7 per cent per year}.
These projections imply that Korea's terms of trade in the first half
of the 1980s will be more than 40 per cent less favorable than prior to
the first oil shock and 25 per cent worse than p-ior to the second oil
shock. However, unless the recent weakening of o1l prices 1s reversed,
developments in the terms of trade may well be more favorable than
projected.

1/ Details on Korea's energy policies are provided in the Recent
Economic Developments report, SM/82/70, 4/9/82, pp. 15-17.
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Tabla 7. Korea: Imports, 1977-86

Plan Estimates

1977-81 1981 1982-86 1986
Average Annual Average anrual
Growth Rate in Value Share in growth rate iu Value Share in
Per Cent (USS bn.) Per Cent per cent (USS bn.) per cent
Grain 39.2 2,080 7.9 3.7 2,760 4.7
Congumer goods 41.3 1,750 6.6 21.7 4,036 6.8
Crude oil 34.4 6,510 24.7 16.8 15,200 25.6
Raw materials,
excluding crude oil 21,3 9,900 37.6 18.5 23,310 39,3
Total (c.i.f.) 25.1 26,240 100.0 171 59,350 100.0
Memorandum item:
Import volume
(1975 = 100) 12.6 202.3 8.4 302.8

Sources: Fifth Plan; data provided by the Korean authorities; and staff calculations.
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S5 Services

Exports of services, mainly from overseas construction activity
in the Middle East, have emerged as an lmportant complement to merchan-
dise exports since 1974. Prospects for a further increase in recelipts
from overseas construction in 1982-86 are good, and the Plan projects
an increase in such receipts from about US$2 billion in 1981 to
USS$4 billion by 1986.

The Plan's projections for interest payments are based on a reduc-
tion in the average LIBOR for three-month U.S. dollar deposits from
16.5 per cent in 1981 to 13.0 per cent in 1982 and 10 per cent in 1983;
thereafter, interest rates are expected to remdain at 10 per cent. 1In
view of the recent large fluctuations and the relatively high level of
interest rates in world money markets, considerable uncertainties exist
with respect to the projected interest payments (Table 8).

6. Foreign borrowing and debt service

The Plan objective of reducing relliance on foreign savings reflects
the authorities' concern at the burden of external debt which has been
heightened by the sharp increases in the cost of borrowing during the
past two years. Despite the planned reduction in the current account
deficit, the external borrowing requirement 1s expected to remain large
in nominal terms: gross external borrowing, which amounted to about
US$7 billion in 1981, is projected to rise to over US$10.0 billion by
1986 (Table 8). About one third of the capital borrowed will be absorbed
by amortization of debt. In addition, a growing proportion of the capi-
tal borrowed will be onlent to foreign buyers to support the exports of
ships and heavy machinery, so that export credit as a proportion of
total external borrowing 1is expected to rise from 5 per cent in 1982 to
over 15 per cent in 1986.

Medium- and long-term borrowing 1s expected to account for more
than 80 per cent of total gross foreign borrowing during the Plan
period, compared with about two thirds in 1979-81. As a result, the
maturity distribution of external debt will improve somewhat, since
debt of over one-year maturity (with only a small proportion having
maturities of less than five years) would account for two thirds of
total debt compared with 62 per cent in 1981. Total external debt out-
standing 1s projected to increase from about US$33 billion In December
1981 to approximately US$64 billion at the end of the Plan period
(Table 5). Direct private foreign investment Is projected to rise from
an annual average of US$100 million in the period 1977-80 to US$550 mil-
lion in 1986. This nondebt-creating source of finance 1s being promoted
primarily through a liberalization of the investment code which will
encourage the transfer of technology, and also serve to improve the
financial structure of companies.

The above external borrowing and interest rate projections imply
marked reductlons in Korea's external debt service and external debt/GNP
ratios (Chart 2). 1In 1981, the ratio of Korea's debt service to exports
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(In millions of U.S. dollars)

Balance of Payments, 1981-86

Revised
Offictlal
Projection Plan Estimates
1981 1982 1982 1983 1984 1985 1986
"rade balance =3,254 -2,700 -4,000 =3,700 =3,200 =2,800 =2,500
Exports, f.0.b. 20,850 24,400 25,300 39,500 36,500 44,000 53,000
Imports, f.o.b. =24,105 =27,100 =-29,300 <34,200 =29,700 =46,800 ~55,500
services -1,998 =1,700 =1,400 -1,200 =1,400 -1,500 =1,600
Receipts 6,567 7,720 8,000 9,700 11,100 13,000 15,000
Overseas construction (2,171) (2,550) (2,580) (3,110) (13,370) (3,660) (4,030)
Other (4,396) (5,170) (5,420) (6,590) (7,730) (9,340) (10,970)
Payments -8,565 -9,420 -9,400 ~-10,900 =~12,500 =14,500 =16,600
Interest (=3,661) (-3,900) (-3,600) (-3,900) (-4,450) (-5,000) (~5,600)
Other (=4,904) (-5,520) (=5,800) (-7,000) (-8,050) (=9,500)(-11,000)
[ransfers 512 500 500 500 500 500 500
Current account =4,741 -3,900 -4,900 =4,400 =4,100 -3,800 =3,600
Medium- and long-term capital 4,240 3,600 3,760 3,660 3,550 3,470 3,540
Private direct
investment (net) 96 250 250 350 400 500 550
Borrowing 5,947 5,750 6,290 6,715 7,585 8,160 8,890
Amortization -1,861 -2,000 -2,120 =2,505 =3,335 =3,790 -=4,150
Export credits 58 =400 -660 -900 =-1,100 ~-1,400 -1,750
Short-term capital 1,093 900 1,590 1,390 1,350 1,230 1,260
Increase in reserves (=) -326 -600 =450 -650 -800 -900 -1,200
Srrors and cmissions =266 - - - - -~ --
Memorandum item:
Current account in per
cent of GNP 7.5 5.5 6.2 4.7 3.8 3.0 2.5

Sources: Tifth Plan; data provided by the Korean authorities; and staff estimates.
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of goods and services was 13.3 per cent for long-term debt 1/ and 20 per
cent with interest on short-term debt included. Under the Plan assump-
tions, these ratios are to decline to about 1l per cent and 14 per cent,
respectively, by 1986. Similarly, the ratio of Korea's long-term debt
to GNP 1is expected to fall from 32 per cent in 1981 to less than 30 per
cent in 19863 including short-term debt, the decline in the ratio of
debt to GNP would be more pronounced--from 51 per cent in 1981 to 45 per
cent in 1986~--reflecting the expected lesser recourse to short-term
borrowing than in recent years. Despite Korea's larger long-term debt
in relation to GNP, its long-term debt service ratio has been, beginning
from the mid-1970s, substantially lower than that of non-oil aeveloping
countries as a group and of the major exporters of manufactures 2/ among
them (Chart 2).3/ 1In 1981, Korea's long-term debt service ratio was
13.3 per cent, while the corresponding ratios for non-oil developing
counties and the subgroup of major exporters of manufactures were 20.6
and 18.6 per cent, respectively. The relatively low long-term debt
gervice ratio in Korea is mainly a reflection of the greater degree of
openness of the Korean economy.

1/ Debt with maturities of one year or more.

2/ The subgroup of major exporters of manufactures includes Korea.

3/ An internat’'onal comparison of the debt service ratios including
short-term debt 1s not possible because debt data available for other

developing countries are generally less comprehensive than the data avail-
able for Korea.



ITII. Analysis of Fiscal Impact in Korea 1/

1, Introduction

Asgsessment of the macroeconomic impact of fiscal policy cannot be
done solely with reference to the observed overall balance of eneral
government operations. 1Instead, the actual balance must be compared
against some standard of neutral balance which would have obtained under
conditions of relatively full employment and stable prices. Deviations
from this benchmark can then be interpreted as an expansionary or
contractionary budgetary stance, with the actual impact depending on
the short-run fiscal multipliers. Furthermore, in order to establish
whether a given expansionary or contractionary budgetary position is
countercyclical, ir should be related to autonomous shocks emanating
from the domestic private sector or from abroad. For this purpose, it
1s necessary to define and measure these autonomous shocks.

2. Conceptual framework

The stabllization effects of fiscal policy may be measured by refer-
ence to the "cyclically neutral deficit,” a concept developed by the
German Council of Economic Experts. 2/ To evaluate the fiscal impact,
the method defines a base year, considered as a normative level of the
general government budget balance, and then determines a "neutral” profile
of the budget balance over time that allows for the effect of the economy
on the budget. The base year is chosen on the criterion that there 1is
some ratio of the overall budget balance to output that supports balanced-
growth equilibrium of the economy, in which major macroeconomic targets
such as employment, the rate of inflation, and the balance of payments
are at satisfactory levels. Therefore, the base year selected will be
a full-employment year in the recent past that was characterized both by
"reasonable"” stability and a budget that was judged neither excessively
expansionary nor excessively contractionary. Ratios of revenue to
actual output, and of expenditure to potential output, are computed for
the base year. These ratios are then applied to the other years examined
to deterrine the cyclically neutral budget (CNB). As the degree of
capacity utilization varies and actual GNP deviates from potential GNP,
the normative neutral balance profile will fluctuate, since neutral
government revenue is defined to vary equiproportionately with actual
GNP--i.e., assuming a unitary buoyancy of revenue with respect to GNP--
while neutral government expenditure grows from its base-year level at
the same rate as potential output. 3/

1/ Prepared by Michael Wattleworth.

2/ See T. F. Dernburg, "Fiscal Analysis in the Federal Republic of
Germany: The Cyclically Neutral Budget," IMF Staff Papers (November 1975),
pp. 825-57; and S. Chand, "Summary Measures of Fiscal Influence,” IMF
Staff Papers (July 1977), pp. 405~49. For a previous application to Korea,
see SM/78/206. For a recent analysis of Spain, see SM/82/45, Appendix
I1I; the approach and presentation here follows that of the Spanish
application closely in places.

3/ S. Chand, p. 412.



According to these specifications, when dctual GNP deviates from its
potential level, the maintenance of actual revenue at its neutrual level
implies that the relative share of national income which dccrues to the
public and private sectors remains constant. If neutral revenue were
defined as proportional to potential rather than actual GNP, growth of
actual GNP at a slower rate than potential GNP would raise the proportion
of national 1income accruing to the public sector. On the other hand, it
seems appropriate to define neutral expenditure as proportional to poten-
tial rather than actual output. When actual output falls short of poten-
tial output, the government does not encroach on the share of output
available to the private economy if the government follows its neutral
expenditure path. Indeed, to decrease its expenditure at such a time
would, because of multiplier etfects, lower even more the output received
by the private sector. Together then, the revenue and expenditure rules
imply a position of proportionality between the public and private sectors.
The former maintains constancy of the relative share of actual income
that accrues to the respective sectors, while the latter ensures a con-—
stant fraction of potential output for public sector use., Morcover,
this specification of the CNB model protects against fiscal drag, in the
sense that it prevents a tendency J[or revenue growth to outstrip expendi=-
ture growth. Therefore the CNB has the important property that the
budget itself cannot become a source of divergence between actual and
potential output. 1/

The next step in the analysis involves comparing the observed general
government balance 2/ in each year with the specified neutral balance of
that vear in order to derive the stance (CEB) and cyclical impulse (4CEB)
of the budget. If the actual deficit were larger (smaller) than the
neutral deficit, the stance would be judged expansionary (contractionary);
furthermore, any positive (negative) year-to-year changes in the stance
can be regarded as an expansionary (contractionary) impulse.

Symbolically, the model is specified as:

CEBy = CNBy — OBg
where:
CNB, = (GGR/GNP)g . GNPy - (GGE/GNP*)p . GNP*
0B, = GGRy - GGE,
and,
CEB = cyclical effect of che budget, or budgetary stance

CNB = cyclically neutral budget
OB = ordinary or observed balance
GGR = general government revenues

1/ T. F. Dernburg, pp. 827-29.
2/ All balances are computed as revenues minus expenditures.
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GGE = general government expenditures

GNP = gross national product at current market prices
GNP* = potential GNP at current market prices

O = base period.

To compare the budgetary impact as measured i1n the CNB model with
autonomous shocks to the economy emanating from tre domestic private
sector and abroad, one can define analogous variables to measure the
cyclical effect of private autonomous demand, ccmprised of fixed invest-
ment plus exports. 1/

CEAt = ADt - CNAt
where:
ADy = GFI; + XGS¢
CNA¢ = (AD/GNP*)5 . GNP*
and,
CEA = cyclical effect of private autonomous demand
AD = observed private autonomous demand
CNA cyclically neutral private autonomous demand
GFI private (including nonfinancial public enterprises) gross fixed

investment less government capital transfers
XGS = exports of goods and services.

Tne cyclically neutral autonomous demand (CNA) concept corresponds
exXactly to that of the CNB in that in any year it reflects the base-year
relationship between autonomous demand and potential output. Thus, any
positive (negative) deviation (CEA) of actual from the cyclically neutral
position suggests an expansionary (contractionary) stance; further, a
positive (negative) change (A CEA) can be viewed as an expansionary
(contractionary) impulse.

All variables in this exercise, including GNP*, are valued at current
prices in national currency, implying that the inflation rate 1s taken as
given by the fiscal authorities. 2/ Another aspect of the valuation
approach used is that since all variables are computed at current rather
than constant prices, they reflect in part fluctuations in relative prices

1/ This method is developed in the recent application of the model to
Spain, see Spain--Recent Economic Developments, SM/82/45, Appendix III.

2/ This appears to be the most reasonable and practical approach to
what is a complex theoretical issue. The ideal deflator would show how
the price level would have behaved 1f budgetary policy had actually been
handled in a cyclically neutral manner. Computing such a deflator would
be very complex and would imply making unusually arbitrary judgments,

which may explain why most applications use the actual deflator; see T.
F. Dernburg, p. 851.
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of the various components of aggregate demand. Therefore, in this analysis,
the domestic macroeconomic impact of a rise in exports 1s postulated to be
the same regardless of whether 1t is due to an increase in the volume of
exports or in the foreign prices of exports, or to an exchange rate

ad justment. 1/

3. Application to Korea

The analysis of budgetary impact was applied to Korea over the
period 1971-81, using 1973 as tue base year. The selection of 1973 was
made on the following considerations: (a) along with 1976 and 1978, it
was a year 1n which the economy was operating at or near full capacity;
(b) the 1inflation rate in 1973 was significantly lower than in either of
the other two full-employment years; and (c) the balance of payments
position was strong, with the current account deficit at about 2 per cent
of GNP. The budget was defined in terms of the operatlions of the con-
solidated available public sector. 2/ Potential GNP estimates are pre-
sented in Table 9 and were derived as explained in the fvootnotes to that
table. The results are summarized in Charts 3-6 and Table 10.

In interpreting these results, it must be emphasized that measurement
of the fiscal stance 1s sensitive to the cholce of the base year, whereas
the impulse (year-to—-year changes in the stance) is not..z/ In assessing
the cyclical appropriateness of fiscal policy it is therefore better to
focus on the impulses rather than on the stance. Using this method
suggests that fiscal policy generally has, on the whole, had a counter-
cyclical effect during the 1970s. 4/

Analysis of fiscal policy during the period after 1973 can usefully
be divided into three subperiocds: (a) the recessionary period following
the first oil shock (1974-75); (b) the period of overheating (1976-78);
and (c) the period of adjustment to the second oil shock (1979-81). Fis-
cal policy during the 1974-75 recession following the first oil shock

1/ See Spain--Recent Economic Developments, SM/82/45, Appendix III,
pp. 83-84,

2/ See Korea-—Recent Economic Developments, SM/82/70, Section 7 and
Aonex I. The five entities constituting the available nonfinancial
public enterprise (NFPE) sector in Korea are not managed as private
enterprises, but are operated to pursue public policy goals and are
ma jor users of public sector credit. Two of these entities, the Supply
and Grain Management Funds, are significant quantitatively, and their
operations have been used actively during the period under amnalysis as
discretionary policy instruments.

3/ This is demonstrated in a sensitivity analysis in unpublished work
undertaken in the Fund's Fiscal Affairs Department as part of the fiscal
analysis of the World Economic Outlook project.

4/ The correlation coefficlent between ACEB and ACEA, 1971-81, is
-0.42. When CEA is defined as investment only, the correlation coeffi-
clent 18 ~0.42; defining CEA as exports only gives a correlation coeffi-
cient of -0.24.
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Table 9. Korea: Estimates of Potential GNP, 1971-82

(In billions of won, at 1975 market prices)

Manu-

Year Agriculture 1/ facturing 2/ Mining 3/ Services 3/ Total

1971 2,118 1,787 106 3,366 7,377
1972 2,198 1,937 113 3,649 7,897
1973 2,281 2,389 119 3,955 8,744
1974 2,367 2,786 127 4,323 9,603
1975 2,457 3,254 139 4,768 10,618
1976 2,550 3,549 152 5,245 11,496
1977 2,646 3,928 160 5,727 12,461
1978 2,746 4,387 171 6,346 13,650
1979 2,849 5,186 179 7,063 15,277
1980 2,957 5,719 186 7,875 16,737
1981 3,069 6,004 193 8,718 17,984

Source: Fund and IBRD staff calculations.

1/ Applying the long—-term trend growth rate of 3.776 per cent per annum from
the mid-1960s (19A5-67) to the late 1970s (1977-79).

2/ Assuming that capacity in manufacturing was fully utilized im 1978, so
that actual output was equal to potential output in that year; for other years
potential output was calculated as actual output adjusted for underutilization
of capacity as compared with 1978.

3/ Applying the average actual sectoral ICOR for each five-year plan period
to actual sectoral investment in each year. For the Fourth Plan period (1977-
81), ICOR was calculated excluding the recession years 1980-81.
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Table 10. Korea Cyclical Etfect of Public Sector Operations, 1971-82 1/
(In per cent of GNP)
Fsti-
mate
1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981
Budget balance
Cveclicallv neutral
balance (CNB) =21 -2.3 -1.7 -1.9 =2.95 -15 =-1.2 -0.9 -1,7 / =4,5
Observed overall
balance (0B) =-2.3 -4.8 -17 =4,1 -4.8 -3.0 -2.8 =2.7 =1.5 -3 4 -4.9
(yclical etfect of
budget (CEB) 0.2 2.5 0.0 2.2 2.3 1.5 1.6 18 -~ 2 -10 04
Change 1in cyclical
eftect (ACEB) - 2.3 =2.5 2.2 0.1 -0.8 0.1 0.2 -2.0 -0.8 1.4
Autonomous demand 2/
Cyclical effect ot
autonomous demand
(CEA) -19.0 -17.5 0.0 -1 4 -4.,4 1.7 8.0 12.3 8.2 6.1 4,4
Change in cyclical
effect of autonomous
demand (&CEA) - 1.5 17.5 -l.4 -3.0 61 6.3 4.3 =4,1 -2.1 -1.7
Cvclical effect of
investment (CEL) -4 -6.7 00 1.0 -0.6 -1 8 1.2 6.2 7.0 2.6 ~2 1
Change in cyclical
effect of investment
(a4CLD) - =2.7 6e7 10 -16 -1.2 3.0 5.0 0.8 -4.4 =4,7
Cyclical effect of
exports (CEY) -15.0 -10 7 00 =2.4 -3.8 36 6.8 6.1 1.1 3.5 6 5
Change 1n cvclical
effect of exports
(aCEY) - 43 10 7 -2 4 -1 4 7.4 32 -0 7 -5.0 2.4 3.0

1/ The cyclically neutral balance of the public sector and autonomous demand have been calculated using 1973

as the base vear

2/ CEA detined as exports of goods and services plus private gross fixed investment, including fixed invest-—
ment of nonfinancial public enterprises but excluding government capital transfers which are included 1in public

sector expenditures

inclusion in exports has little effect on the analysis.

autonomous demand.

Exports ilnclude factor income from abroad, which in Korea is significant, current trans-—
fers from abroad, while perhaps not an autonomous flow, are unot verv large, nor do they vary much, so their
Components may not sum to total due to rounding,

calculations of CEI and CEX are done on the assumption that each, in turn, 1s the only component of private

The
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was clearly countercyclical as the fiscal impulses moved in the opposite
direction of the autonomous impulses (Chart 4); the stance of fiscal policy
was moderately expansionary during this period. During 1976-78, the
authorities initially pursued a slightly contractionary and counter-
cyclical approach, but during 1977 and 1978 the budgetary impulses were
mildly expansionary and procyclical. Fiscal policy, therefore, contri-
buted to some extent to the excessive expansion of the economy in those
years, particularly in the cumulative effect of its stance. During 1979
and 1980 fiscal policy was contractionary and procyclical; this occurred
at a time when substantial external adjustment was needed requiring that
fiscal policy also contribute to the adjustment process. After a signi-
ficant amount of adjustment had been accomplished during 1980, fiscal
policy became moderately expansionary and countercyclical in 1981, in
particular to offset the precipitous fall in private investment (Chart 5).
On the whole, therefore, fiscal policy during the period under review,
with the exception of 1977-78, appears to have been determined by cyclical
considerations, while also responding to the need for external adjustment.
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Iv. The 1982 Structural Changes in the Tax System 1/

Continuing their efforts to improve the elasticity, efficiency, and
equity of the tax system, the Korean authorities Iintroduced major reforms
in 1981, which all take effect from 1982. These changes are aimed at
making the tax system more neutral with respect to resource allocation
and at increasing the tax effort in the 1980s as efficiently and equitably
as possible; they are broadly in line with recommendations made by the
Fiscal Affairs Department of the Fund as a result of technical assistance
requested by the Korean authorities. Greater neutrality of the tax system
would complement the industrial and financial reform program which is
concerned with restructuring the Korean economy and improving efficiency,
while an increased tax effort 1s needed to finance the ambitious spending
targets of the Fifth Plan, particularly in the area of social development
expenditure.

Section 1 provides an overall assessment of the purposes of the
changes, as well as their estimated revenue impact, while Section 2
describes them in more detall. Very minor adjustments in the tax code
have been omftted from the discussion here, but they have been integrated
into the Tax Summary (Annex I).

1. Overall assessment

a. Corporate taxation

Major changes were made in the tax status of corporations, including
reductions in rates to reduce disparities between open and closed 2/
corporations, changes in certain deductions and tax incentives to favor
smaller and medium-sized companies, introduction of tax credits to encourage
technology development, reduction in the number of "key" industries, and
within these, a gradual shift toward indirect tax incentives; furthermore,
a minimum tax on both public and private companies was introduced.

These measures are aimed mainly at improving the efficiency and equity

of the tax system. They are also motivated by supply-side logic, a
desire to reduce tax evasion, and an intention to increase the elasticity
of the structure and therefore the effectiveness of the automatic stabil-
1zing function of the tax system.

b. Individual income taxation

Increases in the deductions available to wage and salary earners and
in the spouse exemption, as well as reductions in tax rates with special
emphasils on the middle-income brackets, are designed to offset part of the
erosion of real income over the past two years due to inflation-induced
bracket creep. They are also intended to increase interpersonal equity.
At the same time, the level of personal exemptions, which has been subject

1/ Prepared by Michael Wattleworth.
2/ oOpen and closed corporations are defined in the Tax Summary
(Annex I), Section 1l.11l.
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to frequent increases in the past, has been left unchanged so that the
number of wage and salary earners subject to the tax will inc.ease over
time as nominal incomes rise. At present, only 32 per cent of wage and
salary earners pay taxes, partly because of the relatively high level of
exemptions.

C. Capital gains, inheritance, special excise, and
education taxes and surtax

The capital gains and inheritance tax schedules are to be reduced
and rationalized to increase tax compliance, favor the middle-income
classes, and foster continuance of the farming population at its present
size. The special excise rates are being revised to reflect differences in
income elasticities of demand by product as income grows. A five-year
"education tax,” a combination of tax and surtax measures earmarked speci-
fically to finance the large educational expenditures during the Fifth
Five-Year Plan (1982-86) was introduced; it taxes the relatively wealthy
and the consumption of alcohol and tobacco.

d. Revenue impact of the 1982 tax changes

As shown in Table 11, the net revenue impact of the tax changes 1in
1982 is estimated to be positive, though small, at about 0.1l per cent of
GNP. The estimated revenue effect of the individual income tax changes 1is
negative, offseting all but W 31.3 billion of the additional revenue
raised by the new education tax and changes in the selective excise
taxes. The individual income tax changes will continue to have a negative
revenue impact in 1983, although to a much smaller extent than in 1982,
while the education tax is expected to increase revenues at an annual
average of W 300 billion per year during 1982-86. The revenue impact of
changes in the capital gains and inheritance tax schedules is expected
to be negative, but so small as not to warrant inclusion in the estimates.
The extensive changes in corporate taxation will have no revenue impact
untill 1983, i.e., until the 1982 income is taxed. The effect then will
be positive, estimated at about 0.3 per cent of projecied GNP, roughly
0.2 per cent of which is due to the newly intrcauced minimum tax of 5 per
cent on income of public corporations. <Cousidering the continued negative
effects of the individual income tax changes, the net 1983 revenue impact
of the 1982 tax changes should be in the range of 0.2 to 0.3 per cent of
GNP. However, in 1983 and the years beyond, the authorities intend to
make additional discretionary changes to rationalize the tax system
further and to ensure that the tax effort rises continuously.

2. Tax system changes
a. Corporate taxation—-—-changes in the corporate tax law

(1) Reduction in rates

Corporate tax rates were reduced in order to favor medium and
small industries and to narrow the differences between the rates appli-
cable to open and closed corporations (Table 12).
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Table 11. Korea: Revenue Impact of 1982 Tax Changes

{In billions of won)

1982 Revenue Impact

Tax Reform Education
Tax measures tax 1/
1. Taxes on income, profits, and
capital gains
1.1 1Individual -224.8 79.7
Decrease in tax rates (=74.4)
Introduction of tax credit
for wage and salary income (=-29.5)
Increase in deductions for
wage and salary income (-121.1)
Abolition of temporary spe-
cial tax credit for wage
and salary 1income (43.4)
Increase 1in deductions for
handicapped persons (-0.3)
Introduction of deduction for
educational fees (-12.8)
Increase 1in spouse exemption (-30.1)
1.2 Corporate 32.7
5. Domestic taxes on goods and
services
5.2 Selective excises on goods
and services 18.2 33.6
5.3 Profits of the fiscal
monopoly 91.9
Total 31.3

Sources: Data provided by the Korean authorities; and staff
estimates.

1/ Education tax receipts were classified as follows: 1indi-
vidual based on interest and dividend income, corporate based on
receipts of banking and insurance businesses, selective excises
based on liquor surtax, profits of the fiscal monopoly based
on cigarette manufacturers' tax.
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Table 12. Korea: 01d and New Corporate Tax Rates 1/

(In per cent)

Income Open Closed Nonprofit
Bracket 0ld New 0ld New 01d New

Less than
W 50
million 25 22 25 22 20 20

More than
W 50
million 33 (43.7) 33 (43.7) 40 (53) 38 (50.5) 27 (35.7) 27 (35.7)

Source: Data in this and the subsequent tables were derived from
documents provided by the Korean authorities.

l/ Figures in parentheses are inclusive of defense and inhabitant
taxes.

(2) Deductions for paid-in capital

The period of applicability of deductions related to increases
in paid-in ~apital has been extended by a year to the end of 1984, and
the paid-in capital increases through 1982 will be recognized for deauc-
tions. Under the old law, only increases through 1981 could be taken up
for deductions in the years through 1983.

(3) Entertalnment allowance

The formula for the deduction of entertainment expenses has
been changed in order to raise the deductions available to smaller com-
panies and lower them for larger ones. Previously, the deduction was
calculated as W 3 million basic entertainment allowance, plus 2 per cent
of paid-in capital (within a 1limit of W 10 million), plus 0.2 per cent
of sales receipts. The new method will permit W 6 million basic allow-
ance, plus 2 per cent of paid-in capital (with the same 1limit of W 10
million), plus 0.1 per cent of sales receipts. By raising the basic
limit, and at the same time lowering the percentage applied to sales
receipts, it is hoped that smalier companies will beneiit, while larger
companles will face a cut in allowances. This 1s illustrated in Table 13.

(4) Payment method

Under the previous law, taxpayers who were not in a position
to pay the full amount when due, incurred penalties, which particularly
affected large taxpayers. In order to facilitate the payment of taxes
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Table 13. Korea: <Computation of Entertalnment Expense Deduction 1/

(In millions of won)

0ld New
Deduction Deduction
Paid-In Sales (3+0 0°x(1)+ (6+0.02x(1)+

Capital Revenue 0.002x(2)) 0.001x(2))
(L (2) (A) (B) B/A
50 350 4.7 7.3 1.56
200 1,400 9.8 11.4 1.16
1,000 7,000 37.0 33.0 0.89
10,000 70,000 243.0 176.0 0.72

1/ A proportional relationship between paid-in capital and sales

revenue 1s assumed.

without penalties for large taxpayers, the new law will allow a grace

period of one month.
less than W 20 million,
due and the rest within one month.

should be pald when due.

b.

Corporate taxation: changes in the tax exemption

and reduction control law

(1) Key industries

If the tax amount due exceeds W 10 million, but
50 per cent of the amount should be paid when
Tax amounts less than W 10 million

The scope of "key"” industries eligible for specilal tax favors
will be reduced.

Previous List of Key iIndustries

1.
2.
3.
4‘
5.
6.
7.
8.
9.
10.

11.
12.

Naphtha cracking

Iron and steel

Nonferrous metals

Machinery

Chemicals and fertilizers

Ships

Electronics

Aviation machinery

Power development

Equipment for environmental
protection

Defense Industries

Mining

New List

1. Naphtha cracking
2. Iron and steel

3. Machinery

4. Ships

5. Electronics

6. Aviation machinery
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13. Livestock rearing

14, 1Industries locating in
"Industrial Development
Districts™ (IDD)

(2) Investment allowances for "key" industries

The new law eliminates the formerly availlable favors to key
industries--three-year tax holiday plus 50 per cent tax credit for two
more years, or 100 per cent gpecial depreciation, or 8-10 per cent in-
vestment tax credit. These are replaced by tax—-free reserves for invest-
ment equivalent to 5 per cent of the value of fixed assets of the company
and 100 per cent speclal depreciation. However, the electronics and
machinery industries are given £ choice between the above provisions
and an investment tax credit equivalent to 6 per cent of the value of
imported machinery plus 10 per cent of the value of domestic machinery.

(3) Transitional provisions

The companies who used to receive key industry favors but cease
to belong to key industries under the new law are now subject to the
following provisions: those companies which opted for direct tax exemp-
tion under the old law have to switch to special depreciation method
and can continue with it untll 1984, while those which opted for invest-
ment tax credit or special depreciation under the o0ld law can continue
with thelr chosen options until 1984. After 1984, they will stop receiv-
ing special tax favors (see Table 14 for clarifying example).

(4) Domestic companies dealing in international
transportation _

Under the old law, these companies received 100 per cent tax
exemption. Following the amendment, they are treated like a "key” 1industry
for tax purposes, and are eligible for tax-free reserves tor investment
and 100 per cent speclal depreciation. The tax-free reserves are limited
to 5 per cent of the value of ships and aircraft in possession (i.e.,
not all fixed assets).

(5) Special favors to some industries taken ¢ f the "key"”
industry list

Although certain industries--mining, livestock, defense, and
those locating in development districts—--were taken off the "key" {industry
list, they will receive special favors as follows: the mining industries
will receive a 100 per cent special depreciation income deduction related
to increase 1n production, tax-free reser—-=s for mining investment, and
tax-free reserves for mining security facilities; the livestock industry
will receive a 50 per cent income deduction for five years; the defense
industries will receive 5 per cent investment reserves plus a 100 per cent
special depreciation, the same as that proposed for the legally classified
key industry; the industries choosing a decentralized location will receive
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Table 1l4. ¥Xorea: Xey Industry Transitional Provision Alternatives

0l1d Law
Key Industry
Opting Opt—
for ing
spe- for
clal invest- Revised Law
depre- ment Key Industry
Normal cla- tax Case Case
Items Company ation credit A lj B g/
1. Income 60 60 60 60 60
2. Special expenditures o 9 0 24 0]
Investment (0) 0 (0) (15) 3/ 0
Special depreciation (0) 9 4/ (0) (9 Ey' 0
3. Taxable income (1)=-(2) 60 51 60 36 60
4, Deductilons 0 (o) 8] 0 0
5. Tax base 60 51 60 36 60
6. Calculated tax amount &/ 22.8 19.4 22.8 13.7 22.7
7. Tax credit - 0 o] 9.0 7/ o0 8 8/
8. Actual tax payment 22.8 19.4 13.8 ~ 13.7 14.7
(6)=(75

1/ Case A: Company opting for special depreciation and tax-free
investment reserves.

2/ Case B: Company opting for investment tax credit.

3/ Five per cent of the value of fixed assets (300).

%4/ One hundred per cent of ordinary depreciation which is
9 (=100 x 9 per cent), where 100 is the current investment.

5/ One hundred per cent of ordinary depreciation.

6/ Tax rate is assumed to be 38 per cent of tax base.

7/ Tax credit is 10 per cent of the value of domestic macainery
(50), plus 8 per cent of the value of imported machinery (50).

8/ Six per cent of the value of imported machines (50) plus 10 per
cent of the value of domestically produced machines (50).
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investment tax credits of 6 to 10 per cent, tax-free reserves for decentral-
ization equivalent to 10 per cent of the value of facility, and moreover,
they will be exempt from capital gains taxation.

(6) Overseas construction business

Previously, overseas construction companles received 50 per cent
tax credit for five years and a 30 per cent special depreciation on the
purchases of heavy machinery. The new law eliminates the tax credit and
instead grants for five years from 1982 an income deduction equivalent
to 2 per cent of gross receipts. The scope of the speclal depreciation
was extended to cover all machinery purchases (not just heavy equip-
ment). In addition, the two separate tax—~free reserves available to
these companies--tax-free reserves for overseas market development and
tax—free reserves for export losses-~-were merged into one single scheme
entitled tax-free reserves for overseas construction. One third of such
reserves 1s to be Included in the revenue stream after four years, com-
pared to only two years permitted under the old law.

(7) Minimum tax provision

The new law ensures that all corporations make some contribution
to the tax revenue of the country by introducing a minimum tax of 5 per
cent on corporate income plus the applicable defense tax. Including the
defense surtax, the rate will work out to be about 8.1 per cent. 1Its main
impact will be on the government corporations, which at present pay no
taxes. 1/

In the case of Korea Teachers Assoclation and International Tourism
Corporation, the minimum tax (of 5 per cent) will apply only for three
years and then normal tax rates will apply. Private university hosplitals
will be exempt from the minimum tax for three years and then the minimum
tax of 5 per cent (or the then applicable minimum tax) will begin to
apply.

(8) Limits on special expenditures, deductions,
and tax credits

In order to prevent the possibllity of many tax incentives
becoming simultaneously applicable and thereby reducing the tax burden
for some companies below equitable levels, the following limits have
been imposed. Special expenditures (e.g., tax—-free reserves, special
depreciation allowance, etc.) have been limited to 60 per cent of gross
income, income deductions to 50 per cent of taxable income, and tax
credits to 40 per cent of the calculated tax amount. These limits will
ensure that all nongovernment corporations alco pay a minimum amount of
l.ax.

l/ Forelgn—-invested corporations, covered under the Foreign Capital
Inducemen: Law, will be exempted from the minimum tax provisions.
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(9) Encouraging development of technology and manpower

A tax credit of 10 per cent of expenditure on technology and
manpower development was introduced for all firms. For firms in the
technology service business, 50 per cent of income in each business year
for five years may be deducted, while royalties on patent and utility
models made in Korea are exempt from corporate taxation or income tax
for five years. Remuneration derived by foreign technicians in respect
of employment 1n domestic companies is exempt from income tax for five
years. Finally, reserves for development of technology were raised and
the waiting period for 1including the reserves was extended:

Before Revision After Revision
A, Within the limit of an zmount A. Within the 1imit of an amount
equivalent to 20 per cent equivalent toe 1 per cent
of the income amouvat. {(or 1.5 per cent) of gross

receipts or 20 per cent
(or 30 cer cent) of the
ircome amount thereof,
whichever 1s more. lj

B. Walting period: two years. B. Three years.

(10) Strengthening support to small and medium enterprises

Reserves for Iimprovement and substitutlion of facilities were
replaced by reserves for investment. Previous reserves for improvement
and substitution of facilitles which were granted to the small and medium
enterprises up to an amount equal to 15 per cent of the price of machinery
were replaced by reserves for investment up to 15 per cent of the price
of business assets as of the end ¢ “e of the taxable year. Therefore,
the reserves can be now used for acquisition of new facilities as well
as lmprovement and substitution of the existing ones. In the case of
small and medium enterprises, reserves for export losses were also
increased from 1 per cent to 2 per cent of foreign currency receipts.

1/ The limit of 1 per cent of gross receipts, or 20 per cent of
income, applies to normal industries. The technologically intensive
industries listed in the enforcement decree will receive 1.5 per cent
of gross receipts or 30 per cent of income.



(11) Support to resources develiopment business

(a) Improvement of suppo.t to mining:

Before Revision After Revision

a. Full exemption of inccme - Abolished
tax a- 1 corporation tax for
three years. And 50 per
cent for two years there-

after.

b. Reserves for mine exploration: - Special depreciation:
10 per cent of the gross Fixed assets used for min-
recelpts or 30 per cent ing: 100 per cent.
of the income thereof, Housing for miners: 50
whichever is less. per cent.

- Reserves for mining invest-
ment: S5 per cent of the
gross recelipts.

In the case of overseas
resources development
business: 10 per cent.

Co Reserves for coal mine - Extended as reserves for all
safety faclilities: 3 per mining safety facilities.

cent of the gross re_eipts.

(b) Support for forest development business

(1) Income accruing from forest afforested for more
than five years 1s exempted from lncome tax or corporation tax without
time limit (previously exempted for 20 years).

(11) Inheritance tax or gift tax on forest afforested
for more than five years i1s exempt for the purpose of fostering the
successors of farmers.

C. Individual income tax

(1) Personal income tax rates on global income have been
reduced and the rate structure adjusted especially to favor middle-
income earners {Table 15). Thus, the maximum marginal tax rate
was reduced by 2 percentage points to 60, while the minimum tax rate
remained unchanged at 6 per cent. The middle-income brackets (from
W 3.0 million to W 5.4 million) now get reductions of 3 percentage
points. All other brackets get O to 2 percentage polnt reductions.
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Table 15. Korea: 01d and New Individual Income Tax Schedule

0ld Schedule New Schedule

Tax base Rates Tax base Rates

(in millions of won) (in per cent) (in millions of won) (in per cent)
Not more than 1.2 6 Not more than 1.2 6
1.2- 1.8 8 1.2~ 1.8 7
1.8- 2.4 10 1.8~ 2.4 8
2.4- 3.0 12 2.4- 3.0 10
3.0- 3.6 15 3.0~ 3.9 12
3.6- 4.5 18 3.9- 4.8 15
4.5~ 5.4 21 4.8- 6.0 18
S.4= 6.9 24 6.0- 8.4 22
6.9~ 8.4 28 8.4-11.4 26
8.4-10.8 32 11.4-15.0 30
10.8-13.2 36 15.0-19.0 34
13.2-18.0 40 19,0-24.0 38
18.0-24.0 44 24.0-30.0 42
24.,0-33.0 48 30.0-38.0 46
33.0-45.0 52 38.0-48.0 50
45.0-60.0 56 48.0-60.0 55
Exceeding 60.0 62 Exceeding 60.0 60

In addition, the middle-income wage and salary earners will benefit
from the new tax credit formula:

Income Range Tax Credit
Monthly incomes less than

W 300,000 20 per cent of tax
Incomes more than W 300,000

but less than W 400,000 10 per cent of tax

(2) Basic exemptions

While there was no change in the basic standard exemption, the
exemption for spouse was raised from W 300,000 per year to W 420,000.

(3) Income deductions

Special income deductions available to wage and salary earmners
underwent significant changes. Under the previous law, separate spe-
clal deductions applied to wage and salary income (special deduction of
W 540,000 per year) and to bonus income (a separate special deduction of
400 per cent of monthly wage within the 1limit of W 520,000 per year
This led to differences in tax burdens, depending upon the composition of
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income between wages/salaries and bonuses. This is {llustrated in the
table below.

rable 16. Korea: Special Income Deductions Under the 0ld Law

(In thousands of won)

Total Deductions
Monthly Annual Annual for Taxable Tax
Wage Bonus Income Wage Bonus Income Paid
Case 1 300 1,200 4,800 540 520 3,740 367
Case I1 400 - 4,800 540 - 4,260 461

This calculation illustrates that, for the same total annual income,
the tax payment would differ depending upon the bonus component of income.
In order to avoild this outcome and to raise the allowable deductions,
the new law introduces a new unified deduction scheme which allows a
basic deduction of W 880,000, plus 20 per cent of all income in excess
of W 820,000 for income up to W 3.0 million, plus 10 per cent of income
in excess of W 3.0 million. However, the maximum permitted deduction
will be W 1.5 million, compared to the maximum of W 1.06 million
(W 540,000 + W 520,000) under the old scheme. The difference between
the old and new schemes 1s illustrated in Table 17.

Table 17. Korea: Special Income Deductions Under the New Law

{In thousands of won)

Month- Standard Deductions
ly Annual Annual 01d
Wage bonus Income law New law
225 900 3,600 1,060 880 + (3,600 - 820) x 0.20 = 1,436
300 1,200 4,800 1,060 1,436 + (4,800 - 3,000) x 0.10 = 1,616

375 1,500 6,000 1,060 1,436 + (6,000 - 3,000) x 0.10 = 1,736
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At an annual income of W 4.8 million, with W 1.2 million in bonus,
the o0ld law allowed a standard deduction of W 1.06 million. The new
formula will yield W 1.616 million. Therefore, the maximum limit of
W l.5 million will apply.

In addition, wage and salary earners will benefit from more liberal
deductions related to insurance and medical expenses. Deductions related
to insurance payments will be made available to all wages/salary earners,
whereas under the previous law they were avallable only to those earning
less than W 500,000 per month, Medical insurance payments will remain
fully deductible as under the old law. However, for other forms of
insurance, the new law clarifies that only insurance premiums which are
not in the nature of savings will qualify for deduction within the 1limit
of W 240,000 per annum (the same limit as in the old law). Also, medical
expense deductions will be significantly increased. The amendment per-
mnits a minimum deduction of 5 per cent of annual income. If medical ex-
penses exceed 5 per cent of income, the deduction limit is W 240,000,
plus 5 per cent of income. Under the old law, the deduction limit was
only W 240,000, minus the amount reimbursed by the medical insurance
scheue.

Dally workers' income deduction of W 10,300 per day was changed to
W 14,100 in line with the change In other deductions.

(4) Elimination of temporary tax credit
for wage and salary income

The temporary tax credit for wage and salary income--20 per cent
for wage and salary incomes of less than W 300,000 per month and 10 per
cent for incomes in the range from W 300,000 to W 500,000 per month--
avallable under the old law was eliminated.

(5) Treatment of education allowance

All education allowances received by an employee were treated
as nontaxable income under the previous law. The new law considers only
tuition fees for middle and high schools as nontaxable, and only up to
two persons per family are recognized for this purpose. Only employees
with income less than W 700,000 per month can qualify. For each person,
an annual limit o W 120,000 applies. 1In the case of an employee who is
himself a student, university tultion is also tax exempt.

(6) Donations

Previously, donations were not tax deductible from individual
incomes. Under the new law, donations to Government and local authori-
ties, contributions to defense, and donations to victims of calamities
are fully tax deductible. Other donations of public interest are
deductible up to 5 per cent of total income.
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(7) Handicapped persons

The amount of special exemption for handicapped persons was
raised to W 300,000 from W 120,000.

d. Capital gains tax

Capital gains tax was reduced by rationalizing the tax compu-
tation method and by treating all assets acquired prior to January 1,
1975 as having been acquired on that date. The old method was to apply
the higher of the specified capital gains tax rates and the global tax
rate that would obtain if the capital gains income were treated as regu-
lar income. Under the new law, the global tax rate for such comparison

corresponds to capital gains Income divided by the holding period of
the asset.

e. Inheritance tax

The inheritance tax rates were reduced by O to 9 percentage points
depending upon the taxable property value, and the rate structure was
ad justed to favor middle-income brackets.

Table 18. Xorea: Inheritance Tax Rates

0ld Rates New Rates

Taxable Property Value (in per cent)

Not over W 1 million 7 7
Over W1 million 10 9
Over W 3 million 13 11
Over W 5 mrillion 17 13
Over W 7 million 21 15
Over W 10 million 25 17
Over W 13 million 29 20
Over W 19 million 33 25
Over W 25 million 37 30
Over W 35 million 42 35
Over W 50 million 47 40
Over W 70 million 52 45
Over W 100 million 57 50
Over W 300 million 62 55
Over W 500 million 67 60
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In computing the tax base, the amendment will permit deduction of
housing property up to the limit of W 40 million. 1In addition, the law
allows deduction of agricultural land, grass land, and forest land up to a
limit of W 50 million (including basic and housing deductions). The
above deductions were not permitted under the old laws.

f. Special excise tax

The special excise tax system was rationalized in order to take in-
to account the changes in the pattern of demand (in line with the in-
creases in real incomes), and to include close substitutes of the items
already subject to special excise. The adjustments to the changed pattern
of demand consisted of (1) lowering the tax rates on some items which
can no longer be treated as luxuries at the current level of income; (2)
ralsing the rates on some luxury items; and (3) introducing special excise
tax on new items of luxury consumption. Another element of ratiomalization
was the introduction of a phased program of lower rates for items which
have good technological development or export potential.

Under these general principles, the special excise tax rate (basic
rate) on various consumer goods was reduced. Some examples are shown
in Table 19. The basic exclise rates were railsed for come items, as
shown in Table 20.

Table 19. Korea: Decreases in Special Excise Tax Rates 1/

Rates
0l1ld New
(ad valorem, per cent)

Furniture costing more than W 200,000 per piece

or set 20 15
Refrigerator (with capacity 250 liters or below) 40 (28) 28
Black and white television 30 (21) 1o
Color television (18 inches or less) 40 (28) 28
Audio equipment

Portable 30 10

Others 30 25
Home electric appliances 40 (28) 28
Silk products 30 20
Jeep 20 10

1/ Figures in parentheses are the previously applicable rates under

the elastic rate system. The applicability of these rates expired at
the end of 198l.
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Table 20. Korea: 1Increases in Special Excise Tax Rates

Rates
0l1ld New
(ad valorem, per cent)

Grand pilano 20 30
Electric organ and others 10 20
Some wool (e.g., rugs) 30 40
Large motor boat and yacht 40 60
Nutritional tonics in tablet form 10 20

Several close substitutes or complements of items already subject
to special excise were brought into the tax net, generally at the rates
applying to the original product. For example, a speclal excise tax was
imposed on substitutes for gasoline (160 per cent), sugar suhstitutes
(10 per cent), home gas appliances (30 per cent), and items complement-
ing a television set, projector, or movie camera (40 per cent).

Some new items made subject to the specilal excise are fruit drinks
(10 per cent), admission fees to skl lodges (10 per cent), service
charges in night clubs and cabarets (10 per cent), crystal ware (20 per
cent), and projectors on television screen (20 per cent).

The new law permits temporary reductions in special excise tax
rates on commodities which have good potential for technological develop-
ment or exports. The temporary rates are 10 per cent of the basic rate
over the first two years, 40 per cent for the following one year, and
70 per cent for an additional year.

g Customs tariff changes

Import tariffs were adjusted and rationalized for 340 items, with
rates reduced for 311 items and increased for 29 items. As a result,
simple average tariff rate fell from 24.9 per cent to 23.4 per cent while
the import-weighted average rate declined from 12.8 per cent to 12.4 per
cent.

(1) Tariff reductions

(a) In order to assist textile and electronics industries,
import duties on specific raw materials and capital goods were reduced
temporarily.
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01d Basic Rate Temporary Rate
Product (in per cent, ad valorem)
Circuit board 40 10
Silicon wafar 30 10
Lead frame 30 10
Weaving machine 20 15
Sauring machine 40 30
Synthetic organic dyestuff 30 20
Dyeing machine 20 15
Electroplat+ting anode 20 15

(b) In order to improve export competitiveness, duties were
reduced for some important raw materials for export industries.

01d Rate New Rate
(in per cent, ad valorem)

Hydrazine hydrate 40 30
Bovine cattle leather 40 30
Pig skin 40 30
Raw fur skin 40 30
Woven label 60 40
Paper label 60 40

(c) Some of the duty reductions were designed to help the
health care industry, overseas resource development business, farm
mechanization, and the communications industry.

01d New Rate
Basic Rate Basic Temporary
(in per cent, ad valorem)

Artificial kidney 15 0

X-ray film 20

Raw materfal for contraceptive pills 40 40 0
Skin and bone graft 20 o

Splints and fracture appliance 30 0

Surgical lamp 60 30

Television monitor for medical use 50 20

Harvester combines 15 15 3
Tropical timber 20 20 10
Plywood sheet 30 30 10
Electronic switching system 10 10 0

(d) Basic customs rates of about 218 high~-duty items were
cut across the board in order to reduce the extent of protection accorded
to these industries. In this process, the number of basic rate cate-
gories was reduced from 14 to 11 (Table 21).
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Tahle 21. Korea: Basic Customs Rates

Change in Number Exceptions Where Original
Basic Rate of Items Higher Rate Will
(in per cent) Affected Example Temporarily Apply
From 150 to 100 8 Tobacco Luxury car, liquor
From 80 to 50 8 Tortoise shell, Hunting gun, car chassis,
wood carving chocolate, instant
material coffee
Frum 60 to 50 202 Processed food, Track, truck body, piano,
textiles,  al, leaf tobacco

kitchen ware

{2) Increases in tariffs

(a) 1In order to protect some infant industries and industries
affected by the liberalization of import licensing, tariff rates were
ralised on eight items, either by continuing the higher emergency tariff
rates (e.g., phenol, manganese batteries) or by suspending the temporary
lower rate that previously applied (e.g., rails, drills).

(b) Specific duties on raw sugar and video films were raised.

Current New
Raw sugar W S4/kg W 77/kg
Video film W 330 per minute W 400 per minute

(c) Duties on some products were ralsed in the process of
being shifted from specific to ad valorem basis.

01d (in won/kg) New (in per cent)
Mclasses 12/kg 20
Banana 90/kg 50 basic, 60 temporary
Pepper ground 520/kg 40
Cocoa bean 870/kg 30 basic, 40 temporary

(3) Tariff rationalization

In order to rationalize the tariff structure by applying simi-
lar duty rates for similar items, duties were adjusted for a wide range
of items. 1In the case of diesel engines for ships, the rate was raised
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from the previous 20 per cent to the 40 per cent rate which applies to
general diesel engines. In most cases, dutles were lowered; in the case

of some quota items, the lower rate applying within the quota limit was
made applicable without a quota limit.

h. Education tax and surtax

Education is one of the important sectors in the Fifth Plan (1982-
86), and government estimates indicate that W 4,565 billion in constant
1981 prices is needed for educational investment over the period. Of
this, the national budget, growing at a rate of 10 per cent annually in
real terms, would be able to make up for roughly W 3,037 billion. Thus,
more than W 1,50C billion needs to be financed from other sources. The
new temporary (five-year) tax has been designed to fill this gap by
providing an annual average of W 300 billion during 1982-86. 1Its speci-
fic provisions reflect moral (taxing consumption of alcohol and tobacco)
and social (taxing the relatively well to do) motivations.

{l1) Tax bases and rates

Tax Base Rate

Education tax
1. On taxpayer of interest and dividend
income eligible for 1O per cent
final withholding taxation pre-
scribed in the income tax law 5% of income

2. On manufacturer of tobacco 10% of sales price

3. On banking and insurance business
and on earnings from the curb
market and other unorganized
money market activities 0.5% of gross receipts

Education surtax

4. On taxpayer of liquor tax 10% of tax

(2) Exemptions

Nonresidents are not liable to the education tax on interest
and dividend income unless they have their domestic business places in
Korea. Also, interest and dividend income which 1s entitled to nontaxa-
tion, exemption, or reduction under other laws 1is exempt from the edu-
cation tax. Exported and relatively inexpenslve cigarettes, as well as
foreign cigarettes imported solely for foreigners, are exempt. Certain
types of interest income are also exempt; for example, interest income
from industrial :econstruction bonds, telephone bonds, etc. Two rela-
tively iIinexpensive local liquors are also exempted.
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