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The impact of the Economic Crisis Occurred in November 1997

Korea was said to have become an advanced industrial economy before the 1997 economi
c crisis, participating as an OECD member country and recording over $10,000 per capita i
ncome during 1995 to 1996. However, the Korean economy is currently experiencing a sev
ere setback resulted from foreign currency crisis taken place in November 1997. Coupled
with the economic restructuring efforts made, which were voluntarily promoted with a vie
w to adapting the economy to the process of globalization, by the government, the panic of
the economic depression hit labor market and lower income classes. As a result, it has creat
ed a large number of unemployed and poor households, raising the percentage to four to fiv
e times the previous amount. The economic crisis attacked every sector of the Korean econ
omy. The adverse impact includes the negative influence on the household, social life, indi
vidual psychology and physical states. Furthermore, the process of globalization will conti
nuously exert considerable influence on the future economic and social life of Korean peop
le.

Drastic changes have continuously taken places in Korean economy in such a sort period a
s the nation experienced the unprecedented low economic growth rate of - 6.7% in 1998, fo
llowed by a rapid recovery with a growth rate of 10.7% in 1999. And another setback in ec
onomy after the end of 2000 is now bringing further worries over the possibility of returnin
g to high unemployment and prolonged employment instability. They are recognized as ste
mming from both additional economic restructuring efforts including reforms of major co
mmercial banks and conglomerates like Hyundai and Dawoo and recession in chief export
and import-leading industries like semi-conductor and petroleum.

The aftermath of this economic instability had a drastic impact upon every corner of Korea
n society, especially for poor households. Korea faces a number of difficulties in a new era
of social issues including poverty, the labor market, and family life and structure.

First of all, the rate of unemployment had been setting new rates every month after the cr
1sis, starting from 2.0% in 1996, 2.6% in 1997, 6.8% in 1998, and 6.3% in 1999, with the p
eak 8.6% in February 1998, though the rapid economic recovery from the end of 1998 redu
ced the rate to 4.1% in 2000. The long-term effect of high unemployment is now developin
g into increased proportion of the long-term unemployed. The proportion of the long-term
unemployed (6 months) has linearly and steeply increased from 5.6% in January 1998 to 1
3.6% and 15.8% in January and October 2000 respectively, wandering around 14% since th
en. Other severe insecure factors in labor market and workers’ life are the increases in the p



roportion of irregular jobs and economically inactive population, which reduce inevitably t
heir wages and exclude the entitlement to social insurance programs. The proportion of irre
gular workersl—composed of temporary workers (66.5% in 1999) who are under contract
less than one year and daily workers (33.5%)—rose from 42.0% in 1995 to 51.7% in 1999
and 52.4% in 2000. The rate of economically active population also has decreased from 62.
2% 1n 1997 to 60.7% in both 1999 and 2000. These trends inform us that, as a result of eco
nomic and labor market restructuring, part of the unemployed and inactive population is be
coming a hard-core group of long-term unemployment and poverty in Korea.

(Table 1) Trends in Proportions of the Number of Workers by Employment Type (UNIT, %)

Total (1,000 Wage Workers Self-Employed
PERSONS) [ Regular | Fixed-Term Contract | Daily | Self-employed Unpaid Family Workers
1997 21,106 33.9 19.8 9.0 28.3 9.0
1998 19,994 323 20.0 8.7 28.9 10.1
1999 20,281 29.8 20.6 11.3 28.8 9.5
2000 21,061 29.7 21.4 11.3 28.5 9.1

Source: National Statistics Office, Monthly Employment Trends, 1997-1998.

The poverty incidence for urban workers’ households had sharply risen from 1.7% in 1996
and 2.9% in 1997 to 7.5% in the 1 quarter of 1999, thereafter declining to 5.3% in the last
quarter of 1999. The post-1996 poverty rates are estimated by applying a time series of rea
1 values of the minimum cost of living in 1994 (859,000 won or $7544 in 1999 value), whi
ch might be a lower bound of poverty line. This is an attempt to keep the cost of living fro
m the influence of consumption patterns and the reduced income level that has been experi
enced after 1997 crisis. The result gained for the year 1999 is compared with the results est
imated on the basis of the three other standards, namely, the minimum cost of living estima
ted in 1999, 50% of average income of urban worker's households and 50% of median inco
me of urban worker's households which might be a upper bound of poverty line (as shown i
n Appendix Table -1).

The poverty rate of the total households rose rapidly during 1998 and 1999. This may be
attributed to the increase in proportion of non-workers and irregular households in the who
le households, among which the poverty rate is relatively high, as well as the rise in povert
y rate of urban workers households, which is used as the base to further estimate the natio
n-wide poverty rate. The income data for urban workers’ households are used to estimate n
ational incidences of poverty because there are no periodical publications on income of the
total households. The national poverty rate of household members is shown to be much lo
wer than its household counterpart. But there has been a threefold increase from 3.1% in 19
96 to 10.9% in 1998, and the latter figure remained the same throughout 1999. However, th
e poverty rate marked its highest at 12.6% in the 1* quarter of 1999 and decreased thereafte

! Professor Bae, Ginhan in Choong-Nam National University insists the rate would down to 17.3% from 50% if the O
ECD criteria is applied, but the rate is still higher than France 13.5%, Germany 12.4%, Japan 12%, Italy 8.3% and Uni
ted Kingdom 6.9%



r until reaching 8.8% in the 4™ quarter of the same year. The decrease in the poverty rate in
1999 seems largely due to the rapid drop of unemployment rate during the same period alo
ng with the overall enhancement of income level. However the pace of the decrease in the
poverty rate has been much slower than that of unemployment rate, even when the time lag
relation between the two indices were taken into account. When the OECD standard is app
lied, the relative poverty rate in 4™ quarters becomes a staggering 11.7% and the annual po
verty rate 12.7%.

(Table 2) Poverty Rates (%)of the Whole and Urban Worker's Household Members, ‘96 to ‘99

961797 (°97.1'97.{'97.1'97. 1 "98 | '98. [ '98.1'98. | '98.| 99 ['99.]'99. | '99. | '99.
[ | I ||V [ | I |1V |10 [I|IV
Members of Urban Worker's Household

(A) 1.7{29(35(28(23(3.0(63]61]|66]70(56|65|75]|73[59](53
(B) 73185(7967]6.0
© 497384 (63 (78(6.7(9.7]106(89]10.1{93|9.7]109]8.7(102]9.1
(D) 122|13.8(13.3]11.4]10.3

Whole
(A) 31149(159147139150]109{105]|11.4]12.119.7110.9(12.6]12.2] 9.9 | 8.8
(B) 11.41134(12.41105] 9.3
© 6.7193(10.7|8.019.9]85(126|13.7|11.5]13.0]12.0|12.7|14.1|11.7|13.2{11.7
(D) 14.3116.2(15.6]13.3]12.0
Unemployment Rate 20[26[3.1125(22/26/68]56]68]74[74]163[84]66]5.6]46

Note: A is the real value of the 1994's minimum cost of living; B is the estimated minimum cost of living of 1999;
C is 50% of median income of urban worker's households; D is 50% of average income of urban workers.

Source: "Survey on Actual Condition of Household Income and Expenditure"

The expansion of income and wealth disparities within and among countries has become a
major social problem in the wake of dynamic industrial restructuring process. Even the Uni
ted States with its long-time economic boom in the recent period has failed to reduce inco
me inequality. For instance, the poverty incidence in the United States during the severe ec
onomic depression was 13.5% in 1986 and 15.2% in 1983, but was still 13.3% in 1997 and
12.7% in 1998. Also, the income of the upper 20% increased by 15% as compared to only
1% increase by the lower 20%. During the period between 1979 to 1989, the income increa
sed from 39.0% to 42.1% for the former class but dropped from 5.6% to 6.4% for the latter
class. Therefore, the American economy can be assessed as having continuously aggravate
d income distribution since its intensified investment in venture industries during the Reag
an administration.

Korea seems to have a similar trend in poverty incidence. The distribution of urban work
er's income, which is only available as quartile data found in Korea, has worsened until the
1™ quarter of 1999 since the economic crisis and shown to have improved thereafter. They
have all become much worse, though, compared with the levels in 1997 as shown in Table
3. The Gini index in 1999 shows a record high since 1988. The rate of occupied income by
top 20% with respect to lower 20% also returned to the 1988 level at the same time.



Furthermore, income disparities between rich and poor appear more distinct in comparin
g top 5% and lower 5-10% of urban workers households. Highest 5% own 16.0% in 1999
while lowest 5% and 10% own 1.0% and 2.7% respectively. The income gap between two
classes has widened since 1996, during which the highest 5% occupied 13.6% and lower 5
% and 10% owned 1.2% and 3.3%. On the whole, the proportion of income possessed by t
he lower 50% of urban worker's households declined to 27.8% in 1999 from 30.1% in 199
6. Hence, the impact of the economic crisis and the resulting economic restructuring has wi
dened the income gap between classes, enlarging the size of the lower class (Bark, 2000(3)

<Table 3> Trend of distribution of urban workers' income

80 88 96 97 98 1999
Ratio of occupied income (%)
upper 20% 454 42.2 37.9 37.2 39.8 41.3
..... lower 20% 5.1 7.4 8.2 8.3 7.4 7.1
_Ratio of upper 20% to I 8.90 5.70 4.63 4.49 5.41 5.85
_GINI coefficient 0.389 0.336 0.291 0.283 0.316 0.333

Source: Ministry of Finance and Economy

The economic crisis also changed the poverty profile especially of the vulnerable and marg
inal groups. The pre-crisis poor mainly consist of the aged, single parents, handicapped, ch
ronically ill, small-sized households. Most of them lack ability to work or have low compat
ibility in the labor market owing to poor skills schooling. The present poor is composed of
a wide range of groups including new participants in labor market, the unemployed who ha
ve been laid off, and poor workers who were transferred to underpaid jobs after the crisis o
r were enforced to get low nominal wages.

Several important changes are can be detected. First, one or two member households with
income below 200,000 won per capita occupied 48.7% of the total poor in 1996 but decrea
sed to 28.9% in the survey conducted in 1999. Most of the poor (50.2%) came from standa
rd size households in 1999.

<Table 4> Distribution of the poor according to household size (Unit: %)

1 person 2 3 4 5 6 7 8 9
1996 22.9 25.8 16.0 17.9 11.2 4.7 1.1 0.2 0.1
1999 10.6 18.3 18.9 31.3 13.5 5.2 1.6 0.4 0.1

Second, the proportion of aged households (households largely composed of aged memb
ers) in the poor has appeared to decline significantly since the economic crisis. Single-pers
on households, most of which are aged households, accounted for as low as 10.5% of the p
oor in 1999, much lower than the rate of 34.6% in 1996. Another vulnerable group was sin
gle-parent households that also showed lower rate in 1999 than in 1996. Meanwhile, there
has been a substantial increase in poverty incidence among general households composed o
f the unemployed, irregular and temporary workers, and other working poor.

<Table 5> Poverty incidence according to household type (unit, %)
Single households Single parents General
1996 34.6 3.6 61.9
1999 10.5 4.2 85.3




Third, residential type also has been subject to significant influence in this short recessio
n period. There was a mass move of the poor from chartered houses to rented houses with
deposits, raising the proportion of the latter type from 10.9% in 1996 to 19.7% in 1999. Thi
s change could be interpreted as a reflection of the deteriorated economic situation of the p
oor. More specifically, 2.1% of the poor sold their assets and 13.1% reduced their savings.

<Table 6> Residential type of the poor (Unit: %)
Owner occupied Chartered Rent with deposits Rent or others
1996 49.5 29.6 10.9 10.0
1999 48.6 21.5 19.7 10.2

Fourth, poverty in rural areas appears to be more severe than urban poverty, despite the f
act that urban poor greatly outnumber the rural poor. Using the 1996 data set, in which onl
y nation-wide income data is available, it can be seen that the rural poverty incidence, with
exception of farmers, is 7.1% - 13.0% in total population and 11.0 - 18.2% in households,
whose rate is almost three times higher than the national average. The most severe impact
of the economic crisis penetrated into urban households especially in metropolitan cities, in
creasing metropolitan poverty incidence by almost 10% to 48.2% while decreasing the rura
| incidence by nearly the same rate.

<Table 7> Regional incidence of poverty in 1996 (Unit: %)
. Cities Rural
Nation Total Cities Metropolitan Other
Nation  (A) 4.3(3.1) 3.2(2.5) 2.8(2.2) 3.93.1) 11.0(7.1)
B) 8.6(6.7) 7.0(5.8) 6.3(5.3) 8.2(6.8) 18.2(13.0)
Workers  (A) 1.9(1.9) 1.7(1.7) 1.5(1.6) 2.0(2.0) 3.33.2)
B) 5.4(5.3) 4.9(4.9) 4.7(4.7) 5.2(5.1) 8.8(8.5)
Non-workers (A) 8.2(5.0) 5.7(3.7) 4.9(3.1) 7.6(5.2) 21.0(12.9)
B) 13.7(9.0) 10.5(7.3) 8.8(6.1) 14.1(10.1) | 30.3(19.8)

Source: National Survey on Household Consumption, National Statistical Office, 1996

Note: A is the minimum-cost-of-living in 1994 and B is the OECD poverty standard, 50% of median income
(unit, %)

<Table 8> Regional occupied proportion of poverty

Metropolitan Medium-sized Rural
1996 39.2 27.2 33.6
1999 48.2 26.8 25.0

Employment is very important, particularly after the 1997 economic shock. The nation-wi
de survey, conducted in July 1999 conveys several implications in this respect. The jobless
occupy 41.2 % of the poor with per capita household income less than 250,000 Won. Some
20.8% of the poor have casual and temporary jobs and 15.2% are self-employed househol
ds while merely 11.2% are engaged in regular occupations.



<Table 9> Occupational classification of poor household-heads, 1999

Whole Poor*
Frequency Ratio (%) Frequency Ratio (%)
Salary workers 4,152 33.51 570 11.18
Self-employed 2,257 18.22 777 15.24
Farmers/fishermen 1,182 9.54 659 12.93
Daily workers 1,067 8.61 654 12.84
Temporary workers 653 5.27 355 6.96
Jobless 2,645 21.35 1,828 35.86
Non-paid family workers 38 0.31 21 0.40
Housewives 336 2.72 205 4.02
Middleclass students 3 0.03 3 0.07
High school students 2 0.01 2 0.04
College 21 0.17 7 0.13
Graduate school 19 0.15 9 0.17
Army service 3 0.03 2 0.04
Others 11 0.09 7 0.13
Total 12,389 100.00 5,097 100.00

Note: * poverty line is 250,000 Won of per-capita income

Poverty is connected simultaneously to many characteristics such as age, disease, separati
on of family, unemployment, low skill and education, sex, and so on. Poverty caused chiefl
y by unemployment results in health problems. Despite the fact that more people are contra
cted with illnesses, hospitals are visited less for treatment while pharmacies are used more.

Some 21.9% of households with at least one member who became ill in the last three mont
hs, have abandoned medical treatment

Some poor households have several factors lessening their ability to earn their living. For
instance, the most typical poor group is aged households with one or two members. They a
re considered low skilled, poorly educated, largely unemployed, sometimes chronically ill
or disabled, and mostly are women. In particular, the poverty rate of aged households (7.1
% of the total households) was 31.7% in 1996 while the poverty rate of female-headed hou
seholds (2.1% of the total households) was 10.1% in the same year. Therefore, aged and m
other-headed households contributed 45.1% and 4.3%, respectively, to the total poverty inc
idence (4.3% of the total households) in 1996.

The mild decrease occurred in distribution index and poverty incidence since early 1999 s
eem to reflect strong economic recovery and its effect on reducing the unemployment incid
ence and raising income. However, reducing poverty to a pre-crisis level only with a strong

economic growth is not easy to achieve in near future. Many structural factors, such as ind
ustrial restructuring into an information and knowledge-based economy, increasing depend
ence on labor saving techniques, polarization of wage structure and more instability in emp

loyment, work to extend income inequalities. The U.S. Department of Commerce insisted t
hat the unequal distribution of Internet information use widened the income gap between th
e rich and the poor in 1998. Therefore, the strong economic potentiality of Korea does not
guarantee any positive expectation of further significant narrowing of rich and poor differe
nces.



The social impact of economic crisis can make deep and long-lasting imprints on the soc
1al fabric of society. Various social problems take place in individuals' quality of life. Probl
ems associated with health, family, and regional conflict accompanied with economic hards
hip is still waiting for an appropriate diagnosis and counter-measures. Long- and short-ter
m effects of current social problems should be determined systematically and appropriate p
olicies should be suggested to prevent or reduce the negative social impacts of the economi
C crisis

The Korean government has taken a number of prompt counter-measures in order to over
come difficulties accrued in households which have lost jobs, and as a result, become impo
verished, investing new and special government budgets in various programs.

However, the government policy still inclines to lay priority to economic recovery but th
e importance of coping with newly generated social problems has not been sufficiently em
phasized. The results can be easily seen in the further deterioration of poverty and income
distribution, increased instability in the household and social order, the deterioration of qua
lity of life in the areas of employment, health, education, and residence. The social respons
es to these problems are conservative, bureaucratic, supplier-oriented and temporary and as

a result these policies have not been effective for the past two years despite the unprecede
nted expansion of counteractive programs and budget. For instance, most of the targeted gr
oups have been excluded from policy participation and the levels of benefit, if any, were in
appropriate. We still have inadequate political concern on the social impact of the current e
conomic crisis. The number of broken families and the homeless have rapidly increased.

I1. Pension Insurance Policies

During the last forty years, Korea has developed fragmentary social security programs app

ropriate to the socio-economic conditions prevailing in the country. The beginning of social
security programs can be traced back to the early 1960s, when the adoption of civil servant
s pension law was introduced in 1960 and the military pension law was enacted in 1963.

Professors and teachers in private educational institutions were also provided with public p
ension benefits beginning in 1975. Industrial accidents insurance program was introduced i
n 1964. The national medical insurance program, the principal insurance program in Korea,
was inaugurated in 1977. However, it was not until 1988 that Korea implemented the natio
nal pension insurance scheme for workers in the private industrial and commercial sectors,
the law of which was enacted in 1973 but was not implemented for a long time because of
economic depression caused by the first oil shock. Korea introduced an unemployment ins
urance program in 1995, which has a very important role in social safety net in Korea after
1998. Thus, all four major social insurance programs are in operation now.

The coverage of social insurance programs has been expanded with certain limitations suc
h as financial ability of private companies to share premium. Both medical and pension ins
urance schemes are mandated to cover all population at present but it took relatively a long



time to realize full coverage, for instance, about 12 years for medial and pension insurance
. National pension scheme was applied only to the private firms with 10 or more workers i
n 1988. The coverage was extended to include firms with 5 or more employees in 1992. Th
e rural and urban sectors were incorporated in 1995 and 1999 respectively. The present con
tribution rate is 9% of the payroll, burdened half-and-half by both employee and employer
since 1999. Full pension is paid when 60 year old after 20 years contribution. Hence the fir
st full pension benefits will begin to be paid in 2008 and average income replacement rate
would be about 60% for 40 years contributors with present benefit rule, which composes t
wo parts of equal benefit and income proportional benefit.

The large two social insurance programs have crucial financial problems. The medical in
surance showed deficit of 720 billion won in 1999. And the deficit is expected to exceed 1
trillion in 2000 and it would be more aggravated because the prescription, the dispenses, an
d the treatment costs were allowed to rise a lot with the introduction of the separation polic
y of prescription and dispense since July 2000. It would accelerate exhaustion of medical 1
nsurance fund. The deficit expenditure is supplemented by the central government budget.
In the same way, public pension programs confront the exhaustion of funds in the near futu
re. One of hottest practical issue is civil servants pension scheme, the budget of which have

entered in deficit since 1995 and present rule of contribution and benefit will entail 995 bil

lion deficit in 2000 in addition to depletion of the fund. The Government passed a revised |
aw the main content of which raises the contribution rate from 15% to 17% and reduces pe
nsion benefit by changing salary base for calculation of benefits from final one year’s salar
y before retirement to final three years’ salaries before retirement. This proposal was sever
ely challenged by civil servants at the end of 2000 in Pusan, the second largest city in Kore
a.

The fund of military pension scheme was already dried and required government assista
nce of 565 billion won in 1999, which amounts to 56.3% of total payment. Private teachers
pension scheme is expected to meet budget deficit in 2007.

Under the previous National pension scheme with 9% contribution rate and 70% replace
ment rate, the fund would begin to run deficits by 2048 and will be depleted by around 203
7. Therefore, the National Pension Act amended in December 1998 reduces the replacemen
t rate for an average worker to 60%. And the government planned to raise gradually contrib
ution rate until it reaches 17.25% in 2033, which would preclude deficits until at least 2070
but was not legislated yet in the Congress.

The National Pension Scheme (NPS) also confronts inefficient management of surplus fu
nd. The NPS has accumulated pension reserves to about 60 trillion won and 11.7% of GDP
in 2000 and positive reserve will continue during next 30 years. And the expected plan of r
aising contribution rate would accumulate more its fund to the level of GDP before first de
ficit starts. However, the accumulated fund has been made use of by the government for pu
blic interest. The public sector borrows 57.9% of total fund at the end of November 2000 w



hich has been allocated to special fiscal account and management fund of public money. Th
e loan for assisting welfare service occupies only 1.2% to build nurseries and welfare facili
ties for the aged and support livelihood for the unemployed poor. The portfolio investment
in financial market holds 40.9%. The rates of return are very different among sectors, The r
ate of return was highest, 24.5%, in financial sector in 1999 because of booming stock pric
e, while it was 8.5% and 8.0% in public and welfare sectors respectively. The low rate of re
turn will damage more financial instability of National Pension Scheme.

The NPS is suffered by many more problems related to illegal avoidance of participation
in pension insurance program, especially in urban resident . Non-participation rate is assum
ed to reach almost 50% of total mainly because of difficulty finding out real income level.
The urban pension insurance scheme exempted the burden of contribution for 54.5% of tot
al target because of their low reported level of income in 1999, the inception year of the ur
ban pension program. Even 28.5% of target population do not report income at that time. T
he majority of them are thought to be workers who unemployed or engaged in small petty s
hop management, and so on.

Four kinds of public pension programs have different contribution rates and replacement
rates where the national pension program has the lowest replacement rate. Other pension sc
hemes including Civil servants pension program provide higher benefits for longer retirem
ent periods because the base years to decide benefits are different between NPS and other p
ublic pension schemes and because NPS only requires 60 years old to get pension after reti
rement while other pensions in the just period of retirement.

Furthermore, the national pension scheme could not provide minimum living expenses f
or two and three person households while the richest person here would have more benefit
than the contribution he would pay at the immature stage of pension scheme. The benefit r
ule is installed redistributive mechanism in favor of the lower income attendants. Under the

current scheme, income replacement rate(pension benefit / individual lifetime average inc
ome) are estimated 0.900 for the person with 20 years contribution and 20% of average inc
ome of total participants and 0.193 for the person with 350% of the average income, and th
e rates increase to 1.000 and 0.386 when contribution period is 40 years( refer to Yoon). N
onetheless, the person whose income is just 20% of average income will receive one third
of benefit of average recipients even after 30 and 40 years contribution, which amounts 18
% of average workers income. This benefit is much lower than minimum living cost. Even
the person who earns 50% of average workers’ income will receive 45% of average payroll
, which might be almost similar to the minimum living cost.

Therefore, the government has made several major reforms of the whole pension scheme
in 2998. First, the age receiving pension benefit is delayed from 60 to 61 in 2013 and 65 i
n 2033 by increasing one year every 5 years. Second, income replacement rate is lowered f
rom 70% to 60%. Third, the financial accounting system is introduced to stabilize finance.
Fourth, member of the National Pension Fund Management commission increases from 15



to 20, raising number of representatives of the insured from 3 to 12. Furthermore, the gover
nment plans to increase contribution rate from 9% to about 18% and to seek ways to enhan
ce ability of finding income sources, and so on.

And pension model is also in the process of discussion in two broad categories of interna
| parametric and structural reform. The latter includes the multi pillar scheme recommende
d by the World bank which divides basic pension, income-proportional and compulsory pe
nsion and voluntary private pension. However, the government prefer the parametric adjust
ment within the present system which could not eradicate upcoming fiscal instability. The
prevailing discussion can be as follows.

The World Bank advocated a three-pillar pension system composed of basic pension as the

first pillar, occupational and individual pensions operated by the private sector on a fully f
unded scheme as the second pillar, and voluntary private pensions as the third pillar. Hence
, the first is only redistributive. ILO has suggested its own version, criticizing that the Worl
d Bank model would fail to provide effective pension for the poor group. The ILO proposal

insists three pillars but much different contents. The first pillar requires guarantee a minim
um income financed fully by the general budget and means test to be beneficiaries. The sec
ond pillar is a mandatory public pension aiming at basic protection with defined benefit b
ased on contribution. The supplementary private pension belongs to third pillar operated as

a defined contribution scheme under strict supervision by the Government.

The multi-pillar system has an advantage to provide various levels of pension appropriate t

o individual economic situation as well as basic protection, especially for developed countr
ies. However, Korea is still at the immature stage of pension and the expected benefit level
seems to be low to keep minimum livings for the poor. The separation of basic pension and
income proportional pension has a very high possibility to bring a shortage of fund to prot
ect basic livelihood for the most participants and the rich would attempt to escape obligatio
n to participate in the system or have strong disincentive to report real income. The ILO pr
oposal has an advantage to protect basic livings after retirement because it requires basic pr
otection for the second pillar in addition to the first pillar. However, the scheme needs mor
e contribution of the wealthy so that they would be more hostile to pay higher contribution
to the pension in recent difficult economic environment.

Therefore, a more feasible reform would be to preserve the current pension scheme by res
tructuring benefit levels and contribution rate. First, benefit rule could be structured to stre
ngthen basic livings within current consolidated system, by raising minimum pension to th
e level of minimum livings, and by lowering benefits for the wealthy who are able to depen
d on private pension insurance for higher levels of retirement life. Second, the need for p
rivate pension to secure better life and fiscal stability of NPS is crucial because Korea will
struggle with matters of aged society. The proportion of the aged over 65 is 7.1% in 2000 a
nd will reach to 10% in 2010 in Korea. And the rate of the aged to population in 14 — 64 ye
ars has risen rapidly from 5.6% in 1970 to 9.6% in 1999 and will rise to 14% in 2010 and 3

10



0% in 2030.

Third, we have to do also utmost effort to restore long term financial sustainability in other
public pension systems than NPS. The excessive burden of government budget to support
them will eventually meet opposition if benefit levels do not reduce to similar levels to ben
efit of the NPS. Either the benefits enjoyed in the public pension other than NPS should ac
company higher contribution, or the benefits should be adjusted to the levels within their o
wn financial capacity, even though a gradual and stepwise adjustment is necessary to avoid
resistance of the civil and military servants due to a drastic change.

I11. Social protection programs

1. Counter-acting labor market policies against the Economic Crisis

In May 1998, the Government launched new big projects to protect massive unemployme
nt and poured huge amounts of budget into several major programs. The public works wa
s the biggest project to stabilize the unemployed poor. The number of persons or workplace
s the project employed at the end of 1998 was 439,000 with 925.5 billion won and increase
d to 1,515,000 in 1999 and 886,000 in 2000. It was very instrumental not only to reduce u
nemployment incidence and assist poor households but also to increase effective demand
in market.

Public work still takes a chief role when the index of unemployment rate shows a risk of ri
sing greatly as in early 2001. However, many criticisms have arisen on the effectiveness of
public works in reducing unemployment. One nationwide survey conducted in 1998(Bark,
1998, p. 306) revealed that only 38.9% of targeted unemployed persons was absorbed in Se
p. 1998 and most of participants were the aged persons below sixties who had been once ec
onomically inactive but applied officially to job-seeking program to satisfy requirement of
participation in public works.

The active labor market policies were also intensified to provide opportunities of improvi
ng abilities of the unemployed and poor households to find jobs and complement their depr
essed household income. The Government Budget of occupational retraining programs in 1
998 was expanded about three times the budget in 1997 and it rose to seven to eight times i
n 1999 when the program of the employment insurance included. Number of the trained jo
bless is planned to be only 16,000 in 1998. It increased to 320,000 in 1999 but attained mor
e achievement of 356,000 trained with budgets of 493.9 billion won in 1999. The outcome
expected for 2000 is 216,000 trained persons with 358.6 billion won. The program delivere
d knowledge-based skills such as computer programming and inter-net in addition to traditi
onal low skilled techniques like brick and painting works and simple labor works like just
cleaning walls and sweeping street. This program had also severe loopholes to misappropri
ate public money since private suppliers of retraining service seized a large portion of train
ing budget by reporting disguised or false number of trainees and institutional arrangemen
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ts was very incomplete to promote sufficient and effective training in short term.

The employment service has been speedily enlarged by increasing employment service ce
nter from 0 in 1997 to 99 and 126 in 1998 and 2000 respectively. The experts including co
unselors and administrative personnel also have increased to 2633 persons in 2000. This pr
ogram is also criticized to succeed to match only about 16% of unemployed to work-places
. Another big project was to subsidize employers not to fire workers. The project looks mor
e promising to bring incentives to preserve their workers in production. The budget of the p
rogram was allotted in large amount, for instance 122.4 billion won in 1998 and 491.5 billi
on won in 1999 to assist 10.2 million persons. This program also faced false reports. For in
stance, some companies committed frauds to get public subsidy by reporting as if some of't
heir workers were in state to be laid off.

(Table 10) The budget expansion of main labor market policies (billion won)
1997 1998 1999 2000
Occupational training 125.8 305.6(449.7) 384.9(570.3) 2289
Employment service 19.7 79.0(108.2) 584.6(491.5) 440.9
Public works - 1,004.4 2,492.6 1,100.0

Source : The Summary of Government Budget, 1998, 1999, 2000, Ministry of Planning and Budget
Note : () in Occupational training represents budgets of the Employment Insurance Fund and

() in Employment service represent budget for construction of employment service center.

2. Responding to the Economic Crisis through Unemployment Insurance

The existing social insurance programs have been strengthened since 1998. The fund of
Unemployment Insurance became the most important means to complement insufficient go
vernment budget needed to react to massively generated unemployment and poverty. In ord
er to expand coverage of insurance and ability to pay benefit, the Government implemente
d the program to most workplaces merely within one year. As the result, the payment of the
employment insurance in 1999 rose 9.9 times the level of 1997 and recipients also increas
ed 5.4 times in the same period. The most rapid increase in payment occurred in employme
nt service program, 15.2 times, and then the unemployment benefit and occupational retrai
ning was respectively 11.9 and 6.4 times. The rate of increase in number of beneficiaries w
as the fastest in order of the unemployment benefit, the employment service, and retraining
. The number of beneficiaries of unemployment benefit inclined 6.5 times from 368,203 pe
rsons in 1997 to 1,973,967 persons in 1999 which are acquired by summing monthly data.
And the beneficiaries of the employment service and retraining program increased respecti
vely 5.7 and 4.9 times the numbers of which were 184,233 and 977,952 in 1999. The insur
ance is composed of three main programs. Among them, unemployment benefit program u
sed 60.6% of total payment in 1999 and occupational training and employment stability ser
vice occupied 27.5% and 11.9%.2

2 Yoo Gil-sang (2000), p.77
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Despite great contribution of the Employment Insurance to stabilize the unemployed hou
seholds, its benefit level is still short to satisfy even basic needs of the poor unemployed. T
he average recipients of job-seeking benefit, major unemployment benefit, are paid only 2,
278,000 won for average benefit period, 98.1 days in 1998 and 2,389,000 won for 103.3 da
ys in 1999. The benefit period is relatively short while wage replacement rate was 45% in |
ater half of 1999, almost similar to the level of the USA.

Second the coverage is still so limited that its function of social safety-net is narrow, beca
use it excludes daily workers and part-time (less than 18 hours a week) workers who emplo
yed under contracts less than one month. In addition, there are 34.5% of total target populat
ion in the end of 1999 who are not absorbed in the Employment Insurance, mainly because
the employers of petty workplaces are inclined not to report correct state of employment t
o avoid to pay the insurance premium imposed on them, 1.0-1.5% of payroll of their emplo
yed.

Third, the infra-structure in labor market is not efficient enough to support job and perso
nnel seeking activities. The experts are very short of in both number and quality of service.
The number of experts should increase many times, if compared with European countries i
n spite of recent rapid increase of public employment service institution from 53 in 1997 to

158 in 1999. And the counselors employed recently had been just trained for only two wee
ks before starting their jobs and information- collecting ability could not follow changes in
demand and supplies in labor market because of frequent structural adjustment in business
and labor mobility.

The delivery service inclines also to be decided in convenience of suppliers especially in a
pplication, modification of state, extinction in activities with respect to the Employment In
surance. Since inter-net service is only partially utilized, consumers of employment service
have to visit relevant offices, which exhaust much time for both visitors and administrators

3. Strengthening Social Assistance Programs

The most important change in social assistance programs is the legislation of the Minimu
m Living Standards Security Act enacted in August 1999 and implemented October 2000.
Before this act, the Government introduced various temporary policy measures to respond
many social problems taken place during the economic crisis. Among them, the temporary
Livelihood Protection program was the largest in budget size. The temporary livelihood pr
otection program was introduced in April 1998 with the budget of 216 billion, 15.7% of bu
dget of the existing livelihood protection program and further increased to 497.3 billion in
1998, occupying 34.2% of the latter budget. The cash assistance program particularly expa
nded budget and recipients with a staggering pace as much as 3.0 and 3.6 times respectivel
y from 1997 to 2000. The budget for medical protection rose by almost the same rate.
This could be appraised as a great leap in the history of social assistance policy with the en
actment of Minimum Living Standards Security Act. This new policy transforms the forme
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r Living Protection Act by changing the direction of welfare policies from a policy of simp
le giving of alms to a policy stressing both national responsibility based on the rights of we
Ifare recipients and the responsibility of the beneficiaries to do work who have work abiliti
es. For example, low-wage earners with the ability to work who receive welfare benefits m
ust also participate in job-training programs or other programs that contribute to the public
good, such as public works. Providing these benefits, as an incentive to participate in the la
bor market, aims at reinforcing the independence of the Korean people and restoring their d
esire to work.

The new act contains more comprehensive benefit structure including food, clothing, ho
using, education, and healthcare, in addition to cash aids for the poor households whose pe
r capita income are below about $7/day (980,000won for 4 persons household) in 2000. In
other words, all households, whose incomes do not meet the minimum cost of living, will r
eceive welfare benefits from the Government that equal the difference. Housing benefits w
as also established to elevate housing assistance for the underprivileged.

A number of other programs have been implemented to solve economic difficulties of the
unemployed poor. Medical Insurance was temporarily arranged for the unemployed to kee
p their insured state for two years. The fund of Employment Insurance and National Pensio
n Scheme were mobilized to loans to help stability of livings for the poor unemployed. Oth
er special assistance programs were also implemented for the unemployed women, daily co
nstruction workers, and new comers in the labor market.

(Table 11) Trend in Budget, Expenditure and the Number of Recipients by type of social

protection (unit: billion won, 1000 persons)
Years
1997 1998 2000
1990 1995 Budget Number | Budget Number budget Number
Total 8,073 19,717 30,146 49,267
Public as | Sum 861 1,524 2,077 2,512
sistance Live. Prot. 821 1,490 2,069 488 2,449 2,407
(cash) (167) (286) (457) (266) (516) (271) (1371) (952)
(medical) (151) (292) (478) (1640) (546) (1390) (1036) (1379)
Disast. Prot. 40 33 7 62
Others - 1 1 Public work
Social W | Sum 1,103 2,935 4,446 5,799
elfare Ser | Facil. Prot. 52 138 216 216 261
vice Home Prot 104 424 797 840 852
Work fare 100 418 793 2,049
(active la.) (113) (267) (552) ()
Health 846 1,956 2,626 2,694
Social Sum 3,687 8,596 12,071 16,674
Insuranc | Pension 1,235 3,769 4,717 8,608 7,419 7,804 11937(°99
e Medical Ins. 1,913 4,079 5,680 44,925 6,696 44,472 8,789 55,895
Ind. Dis. 539 1,134 1,556 1,451 1,456
Unemp. In - 2 118 4,280 1,110 5,268 981 6,747
(Un. Bene.t) (-) (-) (78.7) (51) (85.0) (440) 471)? (260)
Industrial | Sum 2,422 6,662 11,551 24,279
Benefit Leg. Retir. 1,797 4922 9,358 21,131
Retir. Allo - 791 794 1,526
Birth Ben - - 85 94
Disease Be 625 948 1,315 1,529

Source: Koh, K. H., 1999, pp.63-64
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4. Reform of Budget Structure and Development of ‘Productive Welfare Policies’

Last several years, we made an epoch-making stride in building social safety net in reacti
on to confrontation of various challenges cast by the threat of globalization. Especially, the
budget for social safety-net policies reached to a new horizon level at the end of century. S
ocial security expenditure has increased 2.5 times from 1995, one of the years of highest pe
r capita GNP, to 1998, the most serious recession year, as shown in Table 11. The budget fo
r social safety net policies of the Government, which includes livelihood protection, Gover
nment assistance to Medical Insurance, social welfare service and unemployment policies,
has also demonstrated remarkable increases from 2,571 billion won in 1997 to 8,301 in 199
8 and 13,310 billion won in 1999, while reducing a little to 10,510 billion won in 2000.

Social Insurance was a major source of social security expenditure the proportion of whi
ch was 39.4% in 1997, compared to 27.5% for tax revenue and 33.1% for private sector. Pu
blic pension is the fastest growing part in social insurance expenditure. In particular, the siz
e of National Pension Scheme has grown from 1,485 billion won in 1997 to 3,872 billion w
on in 1999 and 7.4 million recipients in 1997 to 10.7 million in 1999. However, the private
sector also displayed a big jump with the highest rate of increase, 28.2% during 1990 to 19
97. Taking the mass unemployment in the structural adjustment period into account, the rat
e will be higher in near future.

(Table 12) Public and Private Source of Social Security Expenditure (unit, %)

Public sector Private Sector
Government Social in | Sum | Retiremen | Retirement | Benefit for b | Total
sum | Central | local | surance t benefit allowance | irth leave
Proportion in ‘97 27.5 17.1 10.4 394 33.1 30.3 2.6 0.3 100.0
Growth rate’90-97 | 16.9 13.8 23.9 19.1 28.2 26.6 87.9 - 20.8

Source: Koh, K. H., 1999, p.65

Since poverty incidence was still very high after the recovery of economies and unemplo
yment rate was also still far higher than that of the pre-crisis period, the Government has c
onsolidated the existing projects into 'productive welfare' concept in 1999, one of three mai
n political ideologies of the current DJ government including 'democracy and market econo
my'. The productive welfare incorporates broader conception than workfare used in Europe
an countries because the productive welfare encompasses the provision of enabling environ
ment for the vulnerable households to attend in labor market as well as the protection of ba
sic living.

Productive welfare begins with securing the minimum standard of living for all people. If
the minimum conditions necessary for the realization of a higher quality of life are not met
due to social impediments including poverty, disease, unemployment, and inadequate housi
ng, then promoting productive welfare policies of self-support through voluntary human de
velopment efforts and labor is impossible. There are several policy goals that are required t
o be achieved in any attempt to provide a national standard of living. First, minimum stand
ard of living should be secured to ensure that no one lives below the poverty line. Assistan
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ce will be provided to enable people without ability to work to meet the minimum standard

of living, while those with the ability to work will be assisted to become more independent
through various forms of vocational training. Second, despite the expansion and strengthe
ning of the social insurance system, a substantial part of population has yet to be covered b
y the social insurance system and the level of benefits are still insufficient. Thus, the social
security system will be enhanced in order to provide greater stability in the face of unavoid
able changes, such as those associated with the rapid socioeconomic reconfigurations. Thir
d, self-support plans will be diversified to assist the underprivileged. Self-support will be e
ncouraged through various assistance programs, such as education, development of skills, a
nd the provision of information. Diversified assistance will not only increase the degree of
self-sufficiency, but will also enable a more stable participation in the economy by the und
erprivileged, thereby contributing to greater social integration.

IV. Major Issues To Be More Emphasized

1. Insufficient coverage of policy targets

While a great advancement has been made in the area of social safety net during last seve
ral years since the economic crisis, there is a wide blind spot to be eliminated in social insu
rance and assistance programs. The poverty incidence is estimated to be almost 9% in 2000

and the unemployment incidence is released to be 4.6% in January 2001 which leaps much

from 3.9% last October. Despite the efforts to extend the minimum living standard protecti
on program, the coverage remains only 3% of the general population. It would not exceed
5% even if beneficiaries of other social assistance are taken into account. Hence, almost ha
If of the poor are still excluded from any social protection. Social insurance system could n
ot cover all persons designated by the compulsory system because of intentional avoidance

of contribution levied to both employers of petty workplaces and the lower income class 1
nsured in the regional insurance programs. Even Medical Insurance Scheme still leaves 2-3
% of population excluded, who do not pay their premium. And unemployment benefit are
only provided to 7.9% of the whole unemployed in the first half of 2000.

And, social assistance programs are not systematically linked to social insurance system a
nd other workfare programs. Some beneficiaries are paid by several programs that may cau
se undue overlapped protection. Incorrect targeting is also impeding attaining goals of the
programs. The cash benefits by National livelihood Protection were given to the non-poor,
about 18% of all recipients as surveyed in 1998(Bark, 1999, p.306). And the rate of partici
pants whose income were above minimum living cost amounted to 46% for public works,
35% for loan assistance, and 60.6% for unemployment benefit in the same period(Bark, 19
99, p.268). Therefore, The coverage has still not a little blind portion of population to be pr
otected more.
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2. Insufficient Benefit Level and Necessities of Enlarging The role of In-kind Benefit

Benefit levels provided actually by most programs are far below welfare needs, for instan
ce, minimum living cost. The cash aid, the assistance program emphasized by the Governm
ent, does not fully supplement the gap between minimum living cost and actual income as
declared by The Minimum Living Standards Security Act when the old Livelihood Protecti
on Act was revised. The new program only secured 476,000won for four person household
s whose income were below 4,000 won. It is only 51.1% of the Minimum Living Cost. The

aid divided by four person is just 14.0% of per capita Gross National Income, which is far
below the rate of western developed countries, for example, around 20% for the USA and
United Kingdom in the early 1990s.

Public works as a main public assistance program constrains participation period to three
to six months with lower wage levels than market wage. Unemployment benefit replaces 4
5% of previous wages with short period (average benefit and period were respectively 2,38
9,000 won and 103.3 days in 1999). The benefit levels of other assistance programs are, ne
edless to say, lower. Therefore, Korean social security system is waiting another renovation
to protect adequately basic livings for correctly targeted persons who need assistance.

Furthermore, benefit system is focused on the extension of cash benefit. On the other han
d, the provision of in-kind service is particularly insufficient for the vulnerable groups. Ma
ny of the aged and chronically ill have no capabilities to pay high cost of treatments and ho
spitalization where self-burden amounts to 50-60% of total medical cost in current Medical

Insurance system. The unemployed heavily depends on friends and relatives, newspaper, a
nd other private sources to find jobs, while merely 10.1% of them visited public employme
nt service office (Bark, 2000(1)). Personal care is scarcely provided to the disadvantaged h
ouseholds such as the disabled and aged. Nursery facilities are still highly insufficient to he
Ip mother-headed families despite the large loans with low interest by National Pension fun
d last 6 years. Rent subsidy is only partially implemented to a very small number of poor h
ouseholds.

Therefore, focus of welfare policy should be more concentrated to the extension of in-ki
nd service than cash assistance in future.

3. Improvement of Labor-oriented Policies

While the Government is emphasizing productive welfare, there remain several important
issues to be addressed. First, welfare policy has no systematic relationship with labor mark
et policy. The Ministry of Health and Social Welfare has promoted self support program to
the poor who have work ability and which would give cash aid conditional on participation
in occupational training or work imposed, but without any close cooperation with Ministry
of Labor, which are more specialized in work programs. A survey shows 40.1% of benefic
iaries of the Livelihood Protection Program to want work as well as cash aid and 17.4% of
them desire only cash aid (Bark, 2000(1)). Other public services, including personal and m
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edical care, are also demanded simultaneously for some targeted households. Therefore, it i
s necessary to provide integrated welfare service under a systematic relationship of several
different institutions both in central and local organizations.

Second, The major reasons of aggravated income distribution turns out to be joblessness a
nd instability of employment in an analysis (Bark, 2000(3)). And, the economic crisis strik
e a heavier blow on younger generation, especially the households whose ages of the head
are thirties and twenties, compared to forties and fifties, and even sixties. Both cohorts of a
ges are assumed to be laid-off more because they might engage in the industries of constru
ction and other physical workplaces which are more damaged by the economic crisis. And,
they are likely to accumulate less assets which can be appropriated in economic hardship,
and they are more likely losers in recent submerged stock market.

Therefore, income and asset policies are necessary to enhance economic state of househol
ds plunged from middle class on the one hand. On the other hand, occupational retraining a
nd transformation into leading industries including information technology are more stress
ed especially for the younger generations.

Third, implicit tax rate on supplementary benefit of the National Livelihood Basic Protecti
on is so high, 1, as it would have a very strong work disincentive effect for normal and able
poor workers. Social assistance policies have grown much beyond aiding simply cash to th
e aged and disabled and substantial part of cash assistance are now imputed to the able-bod
ied. Therefore, work disincentives provoked by cash benefit should be controlled by efficie
nt design of the program to stimulate self-supported activities.

4. Restructuring Delivery System

We have seen a lot of inefficiencies in delivery of welfare service, especially during last se
veral years. Despite the unprecedented investment in welfare improvement, welfare service
s are not being effectively allotted to right persons with adequate contents and levels. A lar
ge portion of budget prepared for the massive unemployed have gone to the non-poor and t
he employed in the programs of public works, assistance loans, cash aids, and subsidies for
retraining and keeping employment.

To solve these problems would, first of all, require more number of service deliverers, whi
ch are quite lower than developed countries and more specialties to identify correct targetin
g and to evaluate adequate levels and contents of benefit. Second, private resources should

involve in delivering service, decision process of selection of beneficiaries and benefit leve
Is, and evaluating outcome of programs. Private partners might have more affection to the

disadvantaged group and more information than the bureaucratic civil servants. The Gover
nment has allowed more participation of NGO to react to the crisis than the previous Gover
nment in procedures of promoting unemployment policies. But the scope of private bodies

has been very narrow and its participation has been severely constrained by incredibility of
the local government to civil bodies the major executives of which compose of previous le
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ft-wingers. The participation should be strengthened to increase effectiveness of welfare pr
ograms, especially in evaluation and decision process.

Donation is not popular in Korea, but we have a large source of private fund in religious b
odies. We need more efforts to raise welfare fund from private sector. And, integrated servi
ce is urgent to increase effectiveness of welfare provided and to curtail wasteful expenditur
e of welfare fund.

5. Need To Expand Welfare Budget and Seeking for Optimal Welfare Cost
Social expenditure has increased remarkably for the last several years, but the proportion o
f it with respect to GDP is still very low. The rate, 6.7% in Korea in 1999, which includes r
etirement benefit and allowances, is less than one third of United Kingdom and less than ha
If of United States in 1990, and less than one fourth of Germany in 1990. Since the cause o
f insufficient welfare in Korea is mainly attributed to budget constraint rather than inefficie
nt governance, welfare budget of the Government has to be expanded more.

However, the recent pace of expansion of social insurance expenditure looks formidable a
nd the rate of social insurance to GDP would reach 10-15% within next 20-30 years. Furth
ermore, financial shortage particularly in pension and medical insurance would raise payrol
| tax rate for preserving current social insurance benefit to almost 30% of average salaries a
nd will entail in large disincentive effect to our economy. In the wake of these kind of fear,
hot discussions have been followed for long time and are still on going in relevant research

institutions and Government. Privatization is one of main topics. Another attempt is to fin

d ways to increase containment of medical costs and pension benefit levels to the level that

enables adequate contribution to social insurance fund to coexist with adequate rate of eco
nomic growth, i.e., a sustainable growth, for example, 15-20% of GDP.

Appendix

Table -1. Changes in the Real Values of the Minimum Cost of Living of 1994 by Year and the Minimum Cost of Livi
ng and 50% of Average Income in 1999 (unit, 1000won)

Classification 2 persons | 3 persons |4 persons | 5 persons | 6 persons | 7 persons
The Minimum Cost of | 402 547 669 768 846 903
The Real Value of 462 629 769 883 973 1038
The Real Value of 487 662 810 930 1025 1094
The Real Value of 516 702 859 986 1086 1159
The Minimum Cost of | 521 717 901 1025 1156 1156
Living Estimated in
50% of Average 659 894 1091 1253 1380 1474

Note: 50% of average income in 1999 is cited from Lee, Hyun Joo, Poverty and Next Poor Class,
Health and Welfare Forum Policy, KIHASA, 2000
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