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Prudent Innovation of the Labor Market

3-1 Innovation of the labor market and Korean economy

Hello. This is Suk-man Bae. This lecture is a special talk prepared under the theme
of “Innovation and Future of the Korean Economy,” organized by the Center for
Korean Economy and K-Academics in cooperation with the Korea Bureau of Economic
Research and Innovation.

In the fall of 2021, eight professors at the Department of Economics at Seoul
National University spoke openly about the current state of the Korean economy from
various angles and how to innovate for sustainable growth in the form of a relay
interview with Maeil Business Newspaper. This was organized by the Korea Bureau of
Economic Research and Innovation and was published at the end of the year as a
book titled: The Beginnings of Innovation: How to Revive the Growth Potential of the
Korean Economy.

| will invite some of the professors who participated in this project to discuss
related matters and to hear additional comments they might want to share.

This is the third lecture. We will speak about prudent innovation in the labor
market with Professor Jung-min Lee. Professor Jung-min Lee wrote the fourth
chapter, which has the same title as this section, of The Beginnings of Innovation:
How to Revive the Growth Potential of the Korean Economy, which is the foundation
for this special lecture.
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<Host>

Hello professor. | understand that you were in charge of the labor market in this
project related to innovation for the growth of the Korean economy. But what | think
is interesting is that you also pay attention to the word ‘prudence’ when it comes to
innovation. Innovation in the labor market requires ‘prudence.” Can | understand it as
such?

<Jung-min Lee>

Hello. This is Jung-min Lee. | want to add the modifier 'prudent’ when talking about
‘innovation' in the labor market and the Korean economy more generally. Some people
may think that innovation only emerges when something of the past is destroyed and
wonder if the concept of prudent innovation may be contradictory. But there are two
reasons for my argument.

First, innovation, as | just said, means disruption and change, and rapid changes in
the economy are likely to lead to shocks. Prudence here means gradual, referring to
the speed of innovation. Second, | thought of the term prudent innovation to mean
that innovation should be systematic and scientific.

To elaborate on the second reason, to innovate the Korean economy, the
government's process of improving laws and systems must be systematic and
supported by scientific research to verify the effect through a sufficient period of
deliberation and prior review.

Korea's economy is now incomparably larger than in the past, and the interests are
complex, so in-depth research is necessary to predict the effects of new laws,
institutions, and policies. It's no longer possible to innovate by copying the examples
of developed countries.
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<Host>
Then, what can we say about the Ilabor market's significance concerning the
innovation of the Korean economy?

<Jung-min Lee>

The significance of the labor market in Korean economic innovation is very large.
Many people will think of the point here that the rigidity of the labor market is an
obstacle to innovation. That's true to some extent, but I'd like to point out something
more fundamental than that.

A labor market is where human capital is distributed to the appropriate places.
Therefore, the labor market can only be discussed by mentioning human capital. As
you know, Korea's economic growth has been based on human capital growth. And
behind that is education. So far, Korea's education system has been successful.
Compared to other countries with high dropout rates in education, Korea has
successfully raised the average education level of the entire population, which is
unprecedented in the world. The success of such high-quality public education was
the fundamental driving force behind Korea's rapid growth. The high-quality labor
force required for rapid growth was well provided.

However, the task ahead is to go beyond securing a large quantity of high-quality
labor force and nurture outstanding talent for innovation. Korea is now a country that
must cross the frontier of the world economy and go beyond imitating other
countries. To do this, we need innovative talents who can become world leaders.

40

\( —
O []—F_L *Eﬁ

O O]
[é /“':”‘ O \ i“‘




MZCi s r— "'-'—'_—':_:'
l E"IllJ
'l.} il

<Host>

Regarding the need for innovative talent, as you said, a labor market is where
human capital is produced and distributed to the appropriate places. Thus, it seems
necessary to diagnose the characteristics and problems of the current Korean labor
market.

<Jung-min Lee>

Yes. That's right. As a characteristic of the Korean labor market, first of all,
compared to other countries, small businesses and self-employed groups account for
a substantial portion of the labor market in Korea. About a quarter of all workers are
non-wage workers, most of whom are small business owners. Combined with wage
workers employed by them, they account for 40% of the total labor market.

This means that 4 out of 10 workers work in small businesses. It can be said that
this group is vulnerable to even small economic shocks, and this is one of the
structural problems of the Korean labor market.

The second characteristic of the Korean labor market is that the wage gap between
men and women is quite large compared to other countries. However, in the case of
people in their 20s or early 30s, the wage gap between men and women is not that
great. The gender pay gap is closely related to marriage and childbirth.

In a situation where a large number of high-skilled female workers are being
mass-produced, the labor force participation rate is falling due to career interruption,
thus leading to a broader gap, which is a matter of efficiency beyond the issue of
gender equality. | want to highlight the high share of small business owners and the
wage gap between men and women as two essential characteristics.
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<Host>

| was aware of these issues through the media, etc., but listening to you speak
about them makes me think these are all challenging problems. There seem to be
significant issues emerging in the labor market recently. What do you think?

<Jung-min Lee>

Recently, the problem of platform labor has emerged not only in Korea but around
the world. This is a new form of labor that appeared along with technological
development. This is a very flexible form of labor in terms of working hours and
usage, with contracts being formed and terminated in minute increments.

According to statistics, it is rapidly increasing after COVID-19, and it is estimated
that about 500,000 people are employed in this way in Korea. In the case of the
United States, according to one study, about 30% of all workers are platform
workers, including those who engage in sideline work.

The problem is that platform labor does not fit well with the existing system.
Platform labor is expected to continue to grow, given the speed and trend of
technological development. Workers highly value the flexibility of platform labor.
Platform workers have a very heterogeneous composition compared to workers in
other industries because the work is flexible and easy to enter.

In traditional companies, similar workers are selected and work according to a set
work schedule. In the case of platform labor, the working hours, that is, how much to
work and when to work, vary from worker to worker. If you want to regulate by law
or system, you need a standardization process for labor, but establishing the law and
system itself is difficult because the worker group is so heterogeneous.
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To mention one more recent issue in the labor market, we can think of labor
market problems after COVID-19. For example, since COVID-19, many people have
been forced to work from home, and companies experienced that it is not bad for
their productivity. This makes me anticipate that companies will stay flexible with
different forms of work.

Also, the ability to work from home is emerging as a new factor in labor market
inequality. The ability to work from home also differs between men and women. |
think this is not a problem of gender inequality but rather a problem that arises
because women are more engaged in service industries where remote work is
difficult.

Among the issues related to COVID-19, one directly related to gender inequality is
the burden of housework. After COVID-19, as childcare and housework services
provided by the market or public institutions could no longer be used, the question of
who would bear the additional housework at home has emerged.

In the long run, the mid to long-term effects on the so-called COVID-19 generation
are concerning. Recent research has shown that the entire career of an employed
person is affected by the labor market conditions at the time of entry into the labor
market.

For example, research shows that the young cohort who entered the labor market
during an economic downturn had relatively low wages and low marriage rates, even
after a long period, than those who entered during a boom. Young people who are
graduating now and entering the job market will likely face significant economic
difficulties.
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Longer term, for current primary and secondary school students, reductions in
public education could affect their academic performance. Moreover, these effects
occur asymmetrically across socioeconomic classes. In the case of students with
relatively good home environments, the lack of learning can be supplemented by using
other methods to replace public education. If not, academic achievement will drop
significantly.

<Host>
After hearing your explanation, | can understand why you wanted to add the word
“prudent” in front of innovation. On the other hand, | am curious about the

characteristics and problems that the labor market, which is supposed to produce
innovative talents, has historically accumulated and how to tackle these issues amid
emerging concerns.

We will talk about this in more detail next time.
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Wage Inequality: Overall wage inequality

e and the gender pay gap

<Host>

This time, concerning the labor market, we will discuss wage inequality in more
detail, a problem mentioned as a characteristic of the Korean labor market in the last
lecture. First, please tell us about inequality in the Korean labor market.

<Jung-min Lee>

Yes. Although the word ‘inequality’ we often use has a strong political connotation,
in economics, inequality is a statistical term meaning “distribution,” which means that
there are differences between people. Wage inequality only means wages range from
low to high and are not subject to any subjective value judgment.

In this sense, it is different from the term poverty. | bring this up because, as | said,
the word inequality is so politicized that it sometimes hinders productive thinking about

inequality.

Thus, | think it's important to consider it theoretically while keeping a distance from
reality. In economic theory, wage inequality refers to the price distribution of human
capital since wages are the price for human capital, specifically skills and proficiency.
Just like how the price is different depending on the individual product though the
product is of the same type, like computers, shoes, and cars, the labor force we
supply also differs in price depending on content and quality.
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We can understand this further by looking at what job seekers call “spec”
(specification). Also, high-quality products do not necessarily mean high prices. Just as
a quality product receives a high price only when there is a demand for it, a highly
skilled worker can receive a high wage only when there is a demand for them. For
example, no matter how good a simultaneous interpreter is, demand will decrease
when Al technology for simultaneous interpretation becomes available, making it
impossible to earn high wages.

Wage inequality can increase or decrease with technological advances or market
conditions. For example, in the process of industrial development in Korea in the 1960s
and 1970s, when labor-intensive industries developed rapidly, increased demand for
low-skilled labor relatively eased wage inequality.

On the other hand, as shown in the development of the Korean economy, if simple
tasks are transferred overseas, but technologically advanced and managerial jobs
remain in the domestic market, wage inequality could be exacerbated by higher
demand for highly skilled labor than before.

Korea's trade with China has increased significantly since the normalization of
diplomatic relations with China in 1993. A lot of mainly labor-intensive industrial sectors
have moved to China, which has reduced the demand for low-skilled workers in Korea.
On the contrary, with the emergence of global companies in Korea, the demand for
highly skilled and highly educated workers, including managers to be dispatched to the
site has increased.

Ultimately, inequality has deepened in the course of economic development. In fact,
in the case of businesses with ten or more employees, the hourly wage gap between
the bottom 10% and the top 10% was about four times but increased to nearly 5.5
times right before the financial crisis.
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<Host>
Based on what you said, | understood that the rise and fall of wage inequality itself
is not a very important issue in Korea's economic growth. Is this correct?

<Jung-min Lee>

It is an important issue, but increased wage inequality isn't necessarily a bad thing.
Recently, the degree of inequality worsened in the late 2000s and eased before
COVID-19. If inequality is a bad thing, it means something has improved since the
late 2000s, and most people probably wouldn't agree with that, and neither did .

There isn't much research on this yet, but my intuition is that the recent decline in
inequality could be a negative result of China-based companies losing their growth
engines. Ultimately, what matters is the cause of inequality rather than its increase or
decrease. Inequality became a big issue in developed countries, including the United
States, when giant corporations monopolizing the market aggravated inequality, and
people tried to find the reason behind this.

In Korea, the difference in income itself tends to be overemphasized without
analyzing the cause. Worsening inequality is not necessarily bad, so policies that reduce
inequality should not be used unconditionally. People should be equal, but it is a
perilous idea and, in some ways, the worst policy to think that you and | should not
be different, and if we are different, we should be made the same.

First, we need to pinpoint the cause. In this sense, economics is similar to the field
of medicine. To cure the disease, it is necessary to first diagnose the cause by taking
X-rays and blood tests. When the phenomenon of inequality appears, it is necessary to
analyze the cause.
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<Host>

What you said about variations in the price of human capital or wage depending on
the quality of the product has left an impression on me. So how can we interpret the
wage inequality between women and men?

<Jung-min Lee>
In the case of Korea, the gender wage gap is significant, and women's career
breaks in the process of marriage, childbirth, and childrearing are an important factor.

According to my recent research, in general, women's career breaks appear in the
form of leaving the labor market after childbirth or reduced working hours or wages,
but in Korea, this phenomenon appears from the moment of marriage. Perhaps, there
is a significant tendency in Korea to recognize marriage and childbirth as the same
thing.

The percentage of women leaving the labor market is also more significant in Korea
than in other welfare countries or the United States. Regarding wages, Korean women's
average earned income drops by more than 50% as they give up their jobs after
marriage. These declines are significant compared to 30-40% for women in the US and
UK and 20% for Denmark and Sweden.

An interesting fact here is that the negative effects on the labor supply due to
childbirth are large, and the negative impact lasts for a long time not only in Korea
but also in countries like Denmark and Sweden, which are understood to have a higher
awareness of gender equality than Korea and are far ahead in institutional aspects of
work-life balance, such as parental leave.
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Another characteristic is that in the case of Korea, the total fertility rate was 4.5 in
1970, but now it is less than 1. The female labor force participation rate, which was in
the 40% range, has now remained at the low 50% level, indicating that low birth and
economic participation rates coexist.

The decline in the fertility rate does not mean that women's labor force participation
rate has declined. Since the 1970s, the fertility rate has declined, and the female labor
force participation rate has risen vyearly. Therefore, the relationship between
childbearing and women's economic activities remains at odds with each other.

To put the problem more precisely, we need to consider why the birth rate is so low
when the female labor force participation rate is not that high or, conversely, why the
female labor force participation rate is not very high even though the fertility rate is
so low.
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<Host>
To sum up, in the case of Korea, although the birth rate is low, the female labor
force participation rate is not high. What do you think the reason for this is?

<Jung-min Lee>

We can think of many reasons. First of all, the economic activity participation rate
is not that low compared to other countries among people in their 20s. As mentioned
earlier, women's economic activity stagnates after marriage and childbirth, which is
interpreted as showing a low participation rate in economic activity.

Considering the female labor supply is low despite the low fertility rate, it seems to
be related to children’s education.

First, in thinking about the reason for the low fertility rate, there is an inverse
relationship between the number of children and investment per child. The greater the
demand for investment per child, the lower the fertility rate may be. Investment in
children includes time investment, so when investment per child increases, the labor
supply of parents, especially mothers, decreases. This trend exists not only in Korea
but also in the US and UK.

Then why is investment in children higher than in the past? As parents’ education
level has improved, the demand for investment in their children has increased. In
addition, parents' investment in their children may have also increased because the
rate of return on human capital has increased in the labor market.

After all, it can be said that the birth rate has an inseparable relationship with the

labor market, such as women's participation in the labor market and the rate of return
on education investment in the labor market.
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In addition to the burden of raising children, women also bear a relatively heavy
responsibility in the division of housework. There's been an improvement in this in the
younger generation, but compared to other countries, gender inequality is still severe
regarding housework. According to data from 2020, men's time spent on housework on
average on weekdays was 48 minutes, and women's was 3 hours and 10 minutes.
Ultimately, the burden of childrearing and housework is shrinking women's economic

activities in the labor market.
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<Host>

You pointed out children's education and housework as reasons for the low
birthrate and economic participation rate. Though these problems have existed in our
society for a long time, they are still thought to be issues that must be appropriately
resolved. What would you say about this issue from the standpoint of diagnosis and
prescription?

<Jung-min Lee>

When it comes to women's career breaks, the diagnosis and prescription should be
considered differently. Although the influence of socio-cultural factors is fundamental,
these factors tend to change slowly over time.

For example, women who work with the burden of childcare and housework suffer
double burdens, and this practice within the family cannot be quickly resolved.
Companies want to make money in the labor market, so there is no reason to
discriminate as long as the worker does a good job. The problem is that these social
cultures change slowly.

Furthermore, it's difficult for the government to step in and resolve this issue. This
is not a problem that can be solved in haste. In the end, companies and workers will
respond to problems independently and find a way to solve them. The government's
role here is to consider whether there are legal and institutional obstacles to these
market changes and whether there is a better way from the public interest point of
view and to establish policies accordingly.

52
—

e 1=
0

i ]
\ gl

' O

) O
_ g
/1




MZCi s r— "'-'—'__':_:'
k E"IllJ
'IJ il

<Host>
Here, the key term “prudent,” which is in the title of this lecture and mentioned at
the start of this lecture, comes to mind.

<Jung-min Lee>
Various approaches are needed to respond to policies related to interruptions in
women's careers. Because different people have different needs.

For example, highly educated, high-income professional women and low-wage,
low-skilled women may have different support needs. Depending on the child's age, the
impact on women's labor supply and career route is entirely different depending on
whether the children are preschoolers, lower elementary school students, or older
elementary school students. Consumers with purchasing power need to be able to tap
into markets that offer services that can replace women's time spent at home, such as
child care and services tailored to their circumstances.

Demand for this appears to be sufficient, and the market seems to be developing.
The government will have to reorganize the system in a way that maximizes the
dynamism of the market. Although there are concerns that foreign domestic helpers
may have various side effects, it is necessary to be forward-looking. We can see cases
in other countries and implement policies on a pilot basis.

The government must provide low-income families with public education and childcare
infrastructure. Here, public education should be a system that includes not only
compulsory education but also preschool children. When public education decreases,
private education, a substitute for it, comes in, resulting in inequality in education.

Recently, it can be seen that the educational gap has widened as schools have not
been able to operate normally since COVID-19. Here, it is true that inequality in
education will deepen if public education does not play its role.
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<Host>

In this lecture, we've discussed wage inequality. The professor pointed out that we
should pay attention to what causes inequality rather than the increase or decrease
in wage inequality and issues surrounding the gender wage gap. Gender wage
inequality comes from interruptions in women's careers, and we must consider the
cause from various aspects. You discussed the social and cultural aspects of children's
education and housework. Next time, we will hear about the minimum wage system, a
social issue concerning wage inequality.
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3-3 Wage Inequality and the Minimum Wage

<Host>

As mentioned last time, we will discuss the minimum wage system, a current social
issue concerning wage inequality. First, could you explain the current state of the
minimum wage system in Korea?

<Jung-min Lee>

Since Korea implemented the minimum wage system in 1988, it has maintained it
without major changes. The Minister of Employment and Labor decides the minimum
wage after deliberation and proposed increase rate by the Minimum Wage
Commission. The Minimum Wage Committee consists of nine worker and nine
employer representatives and nine public interest members. As you know, the
minimum wage committee's deliberation process appears quite political and conflicting.

The minimum wage in Korea is determined every year, and around this time, many
people say that the minimum wage in Korea is higher or lower than in other countries.
However, since each country has a different labor market system, | think comparing
the minimum wage level with other countries is unreasonable.

Sweden, for example, does not have a minimum wage system. There is no need for
a minimum wage system in countries where labor-management wage agreements are
well institutionalized. In Germany, too, minimum wages were introduced relatively late.
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<Host>
| understand that you have studied the correlation between the minimum wage and
wage inequality. Please tell us about this.

<Jung-min Lee>

Yes. | have conducted related studies which show that raising the minimum wage
does not positively affect wage inequality in terms of gross wages. What is important
here is the elasticity of how many percent of working hours decrease when wages
rise by 1%, and in Korea, this elasticity is not small. After all, raising the minimum
wage may have little or even a negative impact on wage inequality.

My other study on the effect of the minimum wage increase in 2018-2019 also
found that it had a negative impact on employment or working hours. Similar results
have been shown in studies by other researchers who used methodologies completely
different from mine. In other words, the dominant research result is that the overall
employment effect of an increase in the minimum wage is negative. Of course, these
effects may vary depending on the overall economic environment.

After all, Korea is a country where the minimum wage cannot be raised easily. The
minimum wage is a policy of the government to raise wages for low-wage workers
forcefully, and the employer, not the government, pays those costs. However, most
employers paying the minimum wage in Korea are small business owners, making it
difficult to cope with the burden of labor cost hikes in other ways. After all, Korea is a
country where it is structurally difficult to have a high minimum wage.
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<Host>

You said that the minimum wage system in Korea has hardly changed since it was
first implemented in 1988. There are also occasional claims that the minimum wage
system needs to be improved. What is your opinion on this?

<Jung-min Lee>

First of all, there is a discussion about applying the minimum wage differently by
age, industry, and region. Looking at the case of other countries, some countries
apply the minimum wage differently by age. A few countries apply by region, such as
the United States, Japan, China, and Vietnam. Few countries differentiate only by
industry.

Differential application is beyond the purpose of the minimum wage. The purpose of
the minimum wage system is to guarantee a minimum value for human labor. A
differential application can also affect resource distribution. For example, if the
minimum wage in Seoul is high, workers may move to Seoul. These results seem to be
different from the effects that the minimum wage system can afford.

It can be seen that the current minimum wage decision structure in Korea is difficult
to apply differentially. This is because, at present, it is even difficult to set a uniform
minimum wage. Before discussing a differential application, the decision-making
structure should be changed. The Minimum Wage Committee can discuss it, but the
government should decide.

An organization that collects opinions from labor and management is necessary. Still,
since the minimum wage is often linked with other policies, the government must
actively make decisions and take responsibility. For example, the lower limit of

unemployment benefits is linked to the minimum wage.
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<Host>

If the minimum wage system does not play the role initially expected, we can think
of a fundamental alternative to increase workers' income and improve distribution
imbalance. What do you think?

<Jung-min Lee>

In addition to the minimum wage, the earned income tax credit system is another
policy to increase income and improve the distribution of low-income households.
Economists are generally optimistic about the earned income tax credit system. Unlike
the minimum wage, the earned income tax credit system is a conditional subsidy for
working. In other words, it is a subsidy that can be received only by working, and it
is a system with incentives for labor. The United States is a representative country
that promotes the earned income tax credit system, and it is a general finding that
the poverty rate has been dramatically reduced through this system.

The minimum wage system is a policy that can have the effect of reducing labor
demand, and the labor incentive tax system is a policy that can have the effect of
increasing labor supply. In addition, unlike the minimum wage system, the earned
income tax credit system is a subsidy paid on a household basis, so it can accurately
target poor or low-income households. By comparison, the minimum wage is a
comprehensive policy.

Of course, the earned income tax credit system has the downside of being taxed.
There are still discussions on the poverty rate reduction of the earned income tax
credit system, and some studies report no actual positive effects. However, it is a good
policy with fewer side effects than the minimum wage.
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<Host>
Isn't the Korean government already implementing the earned income tax credit
system?

<Jung-min Lee>

Yes. Korea is a leading country when it comes to introducing this system. It's the
only one among Asian countries to have done so. However, the problem is some
issues with Korea's current labor incentive tax system.

When the minimum wage rose sharply in 2018 and side effects began to appear,
those in academic circles, including me, recommended expanding the employment
incentive tax system as an alternative. In response, the government hastily increased
the labor incentive tax system on a large scale and expanded the scope of
beneficiaries themselves.

In the end, the targeting, an advantage of the earned income tax credit system, has
become too blunt. As a simple example, the age requirement has completely
disappeared for the attribution year of 2018. So, in 2019, the number of recipients of
earned income tax credit credits increased explosively.

For example, there is a case where someone got a job at a large company in the
middle of 2018 and received only half of their original annual income. Yet, even in this
case, they received the earned income tax credit. Of course, the example just
mentioned is a very small number of cases, but it is an example that clearly shows
that the system is disorganized now.
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In addition, policies for the low-income class include basic livelihood security, basic
pension, and pension for people with disabilities. The basic pension is also a policy that
redistributes income because the elderly have less income. In the case of the United
States, there was originally a policy that guaranteed the minimum cost of living. Still,
this policy reduces self-sufficiency, so they are recently reducing it and expanding the
tax earned income tax credit.

<Host>

Thank you, professor. This time, we spoke about the government's current minimum
wage system concerning the improvement of wage inequality, and we thought about
alternatives to increase workers' income and improve distribution. Next time, we will
engage in an in-depth study. An in-depth study of the minimum wage system is a big
issue in Korean society and a subject that the professor sees critically. This is a
central theme concerning the innovations the Korean economy needs for sustainable
growth, especially in the labor market. Then we will continue next time.
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[In-depth study] How does the minimum wage affect
employment?

3-4

As mentioned last time, we will conduct an in-depth study of the minimum wage
system. To be exact, how does the minimum wage affect employment?

This is a topic that Professor Jung-min Lee has been researching for the past few
years. Since this is a policy that the government has been implementing for over 30
years, we expect that you will give us a lot of interesting comments, including its
evaluation. Then let's begin.

<Jung-min Lee>

Yes. Thank you. Korea's minimum wage has been raised yearly since it was first
introduced in 1988. The minimum wage in the first year was less than 500 won per
hour, but in 2020, the minimum wage is equivalent to about 1,400 won. If you
compare this with the 2020 minimum wage of 8,590 won per hour, you can see how
much the minimum wage has increased.

We can say that the minimum wage has risen because the Korean economy has
grown and productivity has improved. Yet, we can also say that the minimum wage
has been increasing rapidly compared to the median wage, that is, the wage of the
median worker in the wage structure. According to OECD statistics, the relative level of
the minimum wage compared to the median wage of full-time workers in Korea has
risen significantly from 28.8% in 2000 to 62.5% in 2020.
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<Host>

To evaluate any policy, verifying the legitimacy of the policy goal and looking at
whether the goal was effectively achieved is necessary. Then what was the goal of
the minimum wage policy?

<Jung-min Lee>

That is clearly stated in Article 1 of the Minimum Wages Act. The policy goal of the
minimum wage is to "guarantee the minimum wage level and promote the stability of
workers' livelihoods and improvement of the quality of the labor force" by forcibly
raising the wages of low-skilled and low-wage workers and the underprivileged in the
labor market.

All policies have costs, so you need to compare costs and benefits to evaluate the
effectiveness of a policy. To look at the cost of the minimum wage, we first need to
look at the labor market. The labor market operates around two axes: supply and
demand.

Although the minimum wage guarantees high wages to workers who supply labor,
from the perspective of companies that require labor, it means high labor costs, so an
increase in the minimum wage can hurt job retention and creation.

Thus, raising the minimum wage causes a typical economic trade-off. In other words,
it would be undesirable to set the minimum wage to infinity instead of zero, and there
would be an appropriate level in between.
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<Host>
How do you find the right minimum wage level?

<Jung-min Lee>
To find the appropriate minimum wage level, we must first understand the effect of
minimum wage on employment.

The picture shows how the labor market balance, i.e., wages and employment, will
change when the minimum wage is raised. As you can see in the figure, when
minimum wage exists, employment is entirely determined by labor demand because
there is less supply (job search) than demand (job opening) for labor.

Therefore, if the minimum wage is raised from KRW 7,000 to KRW 8,000, wages will
rise, but employment will decrease from E1 to E2. These theoretical predictions are
consistent with the intuition that raising the minimum wage will increase labor costs,
leading to fewer hiring and jobs. If the above prediction is correct, the fundamentally
important question in evaluating the minimum wage policy under the assumption is the

difference between E1 and E2, that is, how much reduction in employment will occur.
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<Host>
We know the extent to which employment decreases as wages rise is called the
‘elasticity of labor demand.’

<Jung-min Lee>

Yes. In economics, the degree to which the quantity demanded of labor decreases
when wages rise is called the elasticity of labor demand for wages. The elasticity of
labor demand determines the employment effect of the minimum wage. According to
the standard theoretical model, the elasticity of labor demand depends on the share
of labor costs, the price elasticity of product demand, and the elasticity of
substitution between labor and other factors of production.

For example, when labor costs are high and price elasticity is high, an increase in
wages inevitably leads to a decrease in employment. If the proportion of labor costs is
high, the cost burden increases when wages rise, which can be coped with by raising
prices. If the price elasticity of demand for a product is high, the cost cannot be
passed on to the price because the demand decreases by a large margin when the
price rises.

Ultimately, they try to lower costs by reducing employment. Also, the greater the
elasticity of substitution between labor and other factors of production, the greater the
reduction in employment following a minimum wage increase. This means that if the
nature of the work makes it easy to replace it with machinery or if it is possible to
divert a portion of production to foreign production, it is easier to reduce employment
if wages rise.
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In Korea, the employment of minimum wage workers is concentrated in small
businesses such as food and accommodation, wholesale and retail, and manufacturing.
These sectors are characterized by fierce competition within the same industry and
narrow profit margins. It can be seen as a situation close to the perfectly competitive
market in economics textbooks. In a perfectly competitive market, the price elasticity of
demand for sellers is infinite. In other words, it is difficult to offset the burden of
higher costs with higher product prices.

Second, businesses in these sectors tend to be small and labor-intensive. In this
case, the share of labor cost in the overall cost appears large.

According to the 2019 restaurant management survey report by the Korea Rural
Economic Institute, labor costs accounted for the highest portion of operating costs
after food costs. Rising labor costs, food costs, and intense competition within the
same industry have emerged as the most crucial business difficulties. The high share
of labor costs suggests that labor demand will be sensitively affected by an increase in

the minimum wage.
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<Host>

Employment of minimum wage workers in Korea is concentrated in small businesses
such as food and accommodation, wholesale and retail, and manufacturing. These
sectors are close to perfectly competitive markets. If labor costs account for a large
portion of costs, it is believed that the minimum wage increase would have
significantly affected the decrease in employment. So how much did the minimum
wage increase reduce employment in Korea?

<Jung-min Lee>

It is difficult to identify the causality of a minimum wage increase on employment
and accurately estimate the effect size. When the minimum wage is raised, many
other factors affecting employment also change simultaneously.

In addition, when determining the minimum wage, various economic factors, such as
economic growth and prices, are considered. If we look at the relationship between
minimum wage and employment, it is difficult to distinguish whether the minimum
wage affects employment or whether predicted employment affects the minimum wage.

For example, when an economic boom is expected in 2022, concerns about a
minimum wage increase will be relatively weak, so the minimum wage increase rate can
be set high. And in this case, an actual increase in the minimum wage may not result
in a drop in employment. This is because the demand for labor itself has increased
with the boom. In the figure, when the minimum wage rises to 8,000 won and labor
demand increases simultaneously, employment can increase to E3.

In the 2016 joint research by Professor Seung-jin Hwang and myself, after classifying
workers by characteristics such as age and education to estimate the causal effect of
the minimum wage increase, we found the share of bounded workers for each group,
that is, the share of workers whose wages would have to rise when the minimum
wage was raised.
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The share of affected workers can be viewed as the degree to which each group is
subjected to higher cost pressures due to the minimum wage increase. The figure
shows the correlation between the annual increase in the real minimum wage and the
proportion of workers who apply. It can be seen that the higher the minimum wage,
the larger the proportion of workers affected.

Next, in the same study, it was verified whether the employment growth rate of the
population group would change if the minimum wage increased the following year
depending on the proportion of covered workers.

As a result, it was found that the larger the number of covered workers, in other
words, the greater the impact of the minimum wage increase, the slower the
employment growth rate in the following year. It was found that the higher the
proportion of covered workers, the higher the wage increase. A decrease in
employment shows that an increase in wages is obtained through a decrease in
employment.

The image you see represents graphically the average employment growth rate based
on full-time jobs in each section after extending the data to 2019 with the same
research method as the joint research conducted by Professor Seung-jin Hwang and
myself in 2016, after dividing the observations into 50th quartiles when the minimum
wage application rate is 0 and when it has a positive value. There is such a trend
where the employment growth rate is lower in the group with a higher share of
covered workers.
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In a 2019 research collaboration with Professor Dae-il Kim, we analyzed the effect of
the minimum wage increase between 2018 and 2019. In 2018 and 2019, the minimum
wage increased by more than 10% for two consecutive years. Therefore, the debate
over the income-led growth strategy, which the government was actively promoting,
intensified along with the minimum wage increase. A scientific evaluation of the
effectiveness of the minimum wage policy was critical.

The figure you see shows monthly full-time job trends from the census data of the
economically active population of Statistics Korea. You can see that the number of jobs
has decreased since January 2018, when the minimum wage rose significantly. Some of
these trend reversals may have been driven by third-party causes, such as business
cycles. However, given that the trend began to change in January when the new
minimum wage was applied, it is highly probable that the minimum wage will be
effective in large part.

Similar to the 2016 joint study by Professor Seung-jin Hwang and myself, the 2019
collaborative research by Professor Dae-il Kim and | formed groups by worker
characteristics and then analyzed the application and employment growth rates by
group. The analysis found that employment declined due to the minimum wage
increase and that the impact of such minimum wages explained about a quarter of the
trend reversal since 2018, or 25%. The other 3/4 are the effects of business
fluctuations.

In 2021, | will conduct joint research with Professor Hyun-bae Chun's research team
at Sogang University. We looked at the impact of a minimum wage increase on
employment from a more dynamic perspective, along with its effects on company entry
and exit. In this research, we wanted to empirically identify through data if an increase
in the minimum wage reduces employment, how much of it is due to reduced hiring or
reduced employment in existing firms, and how much is due to the exit of firms or

the sluggishness of new start-ups.
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In this way, if we decompose and look at changes in employment from the two
aspects of job creation and destruction, we can gain new implications that could not
be seen simply from changes in the employment growth rate or changes in the
number of people employed. For example, if an increase in the minimum wage destroys
jobs but creates just as many new jobs, there will be no change in employment before
and after the minimum wage increase. It can be seen that some lost and some gained
jobs, and there have been significant changes in the labor market.

Unlike previous studies, this study also analyzed the impact of a minimum wage
increase on not only wage workers but also non-wage workers, especially the
self-employed. The self-employed are not directly subject to the minimum wage. Still,
increasing the minimum wage can indirectly affect the self-employed by increasing the
labor cost of their business and the opportunity cost of continuing the business.

As a result of analyzing all the data from the nationwide business survey, it was
found that the increase in the minimum wage significantly impacts the self-employed
as well. In particular, it has been found that self-employed individuals who run small
businesses and those in the wholesale, retail, and food and accommodation sectors are
negatively affected.

The fact that the exit of small businesses causes the effect of the minimum wage
was found in my other 2021 joint study using business-level panel data.
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<Host>

In the end, based on the results of your series of studies, it seems that you are
saying that if the minimum wage system is actively implemented in Korea, in other
words, if the minimum wage is raised significantly every year, the negative effect is
greater than the positive effect.

<Jung-min Lee>

Yes. That's right. Looking at the effects of the minimum wage increase by industry,
the negative effects were evident in both the manufacturing and service industries.
These results differ from overseas studies, which mainly showed the employment
effect of the minimum wage in the manufacturing sector rather than the service
sector. This reflects the unique characteristics of the Korean service industry, where
market competition is fierce, and the proportion of small-scale businesses focused on
labor is high.

One of the facts that can be known through research so far is that Korea is
relatively vulnerable to a minimum wage increase. In the long term, improving the
competitiveness of sectors vulnerable to such small external shocks and building a
stable economic structure is necessary.

In the short term, it is necessary to determine the minimum wage carefully. Above
all, the effect of the minimum wage can vary considerably depending on economic
fluctuations, so it is necessary to consider the economic situation as the highest
priority. To this end, excluding non-economic political influences as much as possible
from the minimum wage setting process is essential.
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However, the process of determining the minimum wage in Korea has a structure

that is rather vulnerable to political influence. The Minimum Wage Commission, which
decides the minimum wage, comprises worker, employer, and public interest members.
Because labor and management usually have irreconcilable positions, negotiations
cannot be carried out smoothly, and there are many cases where negotiations are
barely limping along.
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<Host>
The lagging of the Minimum Wage Commission is something we see yearly. What
alternatives could there be?

<Jung-min Lee>

One alternative is for the government to be the primary decision-maker in the
minimum wage setting process. This is not a revolutionary change. According to a
study by Professor Lee In-jae in 2018, Korea's minimum wage is determined according
to the government's opinion through a member representing public interests
appointed by the government.

Rather, with the government directly determining the minimum wage, decision-making
efficiency can be increased by simplifying the mediation process and reducing
unnecessary social conflicts. There will be positive results, such as increased
responsibility for policy decisions. In addition, minimum wages are often linked to other
policies, such as the earned income tax credit or unemployment benefits. Therefore,
creating an appropriate policy combination is necessary through consultation with the
relevant ministries.

The minimum wage system is an old system that was first implemented for factory
workers in the late 19th century. Since then, legal and institutional devices have been
developed to protect the vulnerable in the labor market. Welfare systems for the
working poor have also been expanded and developed nationally/ Therefore, the burden
of protecting low-wage workers through the minimum wage system is gradually
decreasing.

In addition, the recent rapid development of technology has increased labor flexibility,
and the form of labor has become incomparably more diverse than in the past. In this
respect, | am still determining how meaningful the minimum wage system, which
determines the value of labor on a straightforward hourly basis, regardless of the

content and result, is or how much longer it will last.
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<Host>

Thank you, professor. This time, we had an in-depth look at the minimum wage
system, a significant topic of labor market innovation and a current social issue.
We've had a valuable discussion with the professor who has been conducting related

research.

I'm sure the professor's talk on the minimum wage system has encouraged the
listeners to think more about innovation for long-term sustainable economic growth.
Thank you, professor

<Jung-min Lee>
Thank you.
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