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ABSTRACT

We study the sustainahility of the current fiscal policy of Korea, and the effects of the
social welfare policy expansion, which has been recently discussed among the political
circles, on the government budget and the generational equity, using generational
accounting, We follow the generational accounting approach, considering the fact that
most of the social welfare policies are the entitlement programs, which imposes the
limitation of the policy maker's discretion to control the cost of their provision, The social
welfare expenditure will change due to the change in the policy environments of the future,
such as population aging, Therefore, we need to take into account the government cash
flow of the future as well as of the present to investigate its effects on the fiscal
sustainability, which implies that the national debt or the budget balance is not a proper
index for the investigation,

Our findings are as follows, The current fiscal policies are not sustainable, and the
long—term budgetary imbalance is shown very serious, The required tax adjustment, which
is defined as the percentage change of tax burden required to attain the long—term
budgetary balance, is very large. Unless the level of the government expenditure is
properly controlled, the tax burden and the social contribution level will rise to the
untolerable level, Moreover, the expansion of the social welfare policies, which has been
discussed among the political circles, will substantially increase the fiscal burden of the
future generations, Even though the provision of the free lunch to the primary and the
secondary school students, the free child care, and the discounted college tuition do not
increase the fiscal burden much, because their magnitude at present is not large and will
decrease due to the decrease in the number of the newborns and the students resulting
from the fall in the fertility rate, that of the free health care service will increase tax
burden of the future generations very much, because the magnitude of the government
expenditure needed at present is very large and the population aging will further increase
the magnitude of the health care expenditure,

The findings indicate that the structural reforms, to prevent the explosive increase in
the social welfare expenditure in the future, are necessary before the implementation of
the welfare policy expansion, In particular, the cost control of the social transfers to the
elderly needs to be made, because the speed of the population aging of Korea is among the
highest in the world, The findings also indicate that the budget balance or the national debt
can cause the fiscal illusion, which makes the Korean government budget look sound, even
though the fiscal policy will rapidly increase the social welfare expenditure in the future, as
the population ages. The generational accounting, which takes into account the cash flow
of the future as well as of the present, unlike the budgetary balance and the national debt,
which shows the results of the government financial activities of the past and the present,
is a useful method to overcome the fiscal illusion,
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(Unit: %)

(Table 1) Assumptions for Projection
2011~15 | 2016~20 | 2021~30 | 2031~40 | 2041~50 | 2051~60 | 2061~70
Productivity growth rate 4.6 4.1 3.4 2.6 2.6 2.6 2.6
GDP growth rate 4.6 4.0 3.0 2.0 15 1.0 0.8
Inflation rate 2.8 25 2.1 2.0 2.0 2.0 2.0
Real interest rate 3.0 3.0 3.0 3.0 3.0 3.0 3.0
AGE Fol(age—profile)s HSEA] It Iy AT, AR, AR,
Fekd, Fu/lEATATe] olg ABlEa] Fol 9 Auls Fo| Foje da &
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(Table 2) Policy Scenarios”

Note: 1) Nominal (real) interest rate is assumed as 5% (3%).
2) Tax burden is adjusted so that the national debt/GDP ratio as of 2050 is maintained at the current level,

Social welfare expansion Social contribution rate Tax burden ratio
scenario adjustment adjustment
(1] Not reflected Not adjusted Not adjusted
[2] Not reflected Adjusted Not adjusted
(3] Not reflected Not adjusted Raised up to 23.93%"
(4] Not reflected Adjusted Raised up to 22.72%"
(5] Reflected Not adjusted Not adjusted
(6] Reflected Adjusted Not adjusted
[7] Reflected Not adjusted Raised up to 33.86%”
(8] Reflected Adjusted Raised up to 32.65%°
)
)

[Figure 1] Aggregate Public Pension Benefit and Contribution

(Unit: Ratio to GDP, %)
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[Figure 2] Aggregate National Medical Insurance Benefit and Contribution

(Unit: Ratio to GDP, %)
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[Figure 3] Other Social Welfare Benefits
(Unit: Ratio to GDP, %)
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[Figure 4] Aggregate Tax Revenue

(Unit: Ratio to GDP, %)
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[Figure 5] Effect of Social Welfare Expansion

(Unit: Ratio to GDP, %)
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[Figure 6] Total Government Expenditure” and Revenue?

(Unit: Ratio to GDP, %)
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[Figure 7] Consolidated Budget Balance (Primary Balance)

(Unit: Ratio to GDP, %)
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[Figure 8] Management—Target Budget Balance (Primary Balance)

(Unit: Ratio to GDP, %)
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[Figure 9] National Debt (Consolidated Budget Base)

(Unit:

Ratio to GDP, %)
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[Figure 10] National Debt (Management—Target Budget Base)

(Unit:

Ratio to GDP, %)
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(Table 4) Generational Imbalance (GI) and Required Tax Adjustment

(Unit: %)
[1] [2] 3] [4] 5] 6] [7] 8]
Generational imbalance (GI) 156.8 89.9 50.2 392 | 3478 | 1995 239 15.9
Account 1 for current generation” fl2 | 143 | 170 | 180 74 105 | 203 | 214
Account 1 for future generation7J 287 272 255 25.0 33.0 315 252 248
Account 2 for current generationa) 24.6 315 37.2 395 16.2 231 447 46.9
Account 2 for future generaiion‘” 63.1 59.7 559 55.0 725 69.1 55.4 54.4
Required tax adjustment
Current generationa 52.0 36.5 20.4 17.0 68.8 54.3 6.7 4.0
Future generaﬁon@ 53.8 359 19.0 15,7 70.3 531 57 35
2020" 29.1 19.8 10.7 89 382 29.3 3.3 2.0
2030" 3.7 22.1 1.9 9.8 428 327 3.6 2.2
2040” 374 | 253 | 185 | 12 | 489 | 374 | Af 25
2050 432 29.2 15.5 129 56.5 431 47 2.9
Note: 1) Net payment of current generation aged 0/2009 GDP per capita
2) Net payment of future generation / 2009 GDP per capita.
3) Net payment of current generation aged 0/ Lifetime Labor Income.
4) Net paymem of future generation / Lifetime Labor Income.
5) AdJUS tax burden of the current generations (% of tax burden under current policy).
6) Adjust the tax burden of the future generations (% of tax burden under current policy).
7) Adjust tax burden of the generations alive at the year and thereafter (% of tax burden under current policy).
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(Table 5) Generational Accounts under Gl Reduction Scenarios

(Unit: 1,000 won)
Current generations by age [o1" [0 (1 [121"
0 481,830 484,657 506,686 509,513
5 468,771 474216 497132 502,578
10 450,355 452,580 474313 476,539
15 429,284 429,787 445,960 446,463
20 391,783 393,211 398,255 399,682
25 321,077 319,306 316,231 314,460
30 254,321 251585 238,553 235,817
35 177217 172,668 152,088 147,540
40 105,329 100,126 72,180 66,977
45 18,386 13,452 —20,741 —25,675
50 —4,334 —8,224 —47,066 —50,956
55 —34,670 —37,484 77,652 —80,466
60 —49,559 —51,552 —90,384 —02,376
65 —64,298 —65,577 -100,506 -101,784
70 —=47,497 —48,242 76,938 77,682
75 —42.188 —42,527 —64,660 —64,998
80 —36.,466 36,584 —52,394 -52512
85 —29,990 —-30,008 —40,373 —40,391
90 —25,791 —25,793 —31,568 31,569
95 —18,426 18,426 —21,734 —21,735
99 -5130 -5130 -5130 =5,130
Future generations 481,853 484,495 506,755 509,396

Note: 1) Raise tax burden ratio up to 31.13% under scenario [1].
2) Raise tax burden ratio up to 28.69% under scenario [2].
3) Raise tax burden ratio up to 37.97% under scenario [5].
4) Raise tax burden ratio up to 35.53% under scenario [6].
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(Table 6) Generational Imbalance (GI) and Required Tax Adjustment under Gl Reduction

Scenarios
(Unit: %)
[o]" [10]” (11" [12]"
Generational imbalance (Gl) 0 0 0 0
Account 1 for current generation” 22.2 22.3 233 235
Account 1 for future generation” 22.2 22.3 23.3 235
Account 2 for current generation” 487 49.0 51.2 515
Account 2 for future generation® 487 490 512 515
Required tax adjustment
Current generaﬂong) -48 =37 =50 —4.1
Future generam‘om@ —42 =32 —4.2 -35
2020" 24 -19 24 -20
2030" 26 2.1 -27 -22
2040" -30 -2.3 -30 -25
2050" -34 2.7 -35 29

Note: 1) Raise tax burden ratio up to 34.13% under scenario [1].
?2) Raise tax burden ratio up to 28.69% under scenario [2].
3) Raise tax burden ratio up to 37.97% under scenario [5].

)

4) Raise tax burden ratio up to 3553% under scenario [6].

5) Net payment of current generation aged 0/ 2009 GDP per capita.
6) Net payment of future generation /2009 GDP per capita.

7) Net payment of current generation aged 0/ Lifetime Labor Income.

8) Net payment of future generation / Lifetime Labor Income.

9) Adij ust the tax burden of the current generations (% of tax burden under current policy).

10) Adjust the tax burden of the future generations (% of tax burden under current policy).

1) Adj ust the tax burden of the generations alive at the year and thereafter (% of tax burden under current policy).
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%%) 739k vlaslel 0,60~1.24%p ARERAEIOlOR S|, ojahgo] 2% Vokli
£ 0.62~1.11%p Fobd 4= Q= A o= YeRt

BEREMT /2012, I



[Figure 11] National Debt (Management—Target Budget Base)
(Unit: Ratio to GDP, %)
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(Table 7) Required Tax Burden Ratio under Alternative Interest Rates”

(3] (4] (7] (8]
3% 23.93% 22.72% 33.86% 32.65%
4% 24.66% 23.42% 35.10% 33.86%
2% 23.28% 22.10% 32.75% 31.57%

Note: 1) Tax burden is adjusted so that the national debt/GDP ratio as of 2050 is maintained at current level,
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