No. 2026-16 BANK OF KOREA

BOK Issue Note

What Makes the Current Terms-of-Trade

Improvement Different?
Real-Economy Spillovers from the Semiconductor Upturn

Jongwoong Lee Daae Kim Jinsu Han July 19, 2026
Senior Economist, Macro Forecasting Economist, Macro Forecasting & Junior Economist, Macro Forecasting

& Research Team, Research Research Team, Research Department, & Research Team, Research

Department, Bank of Korea Bank of Korea Department, Bank of Korea

jw.lee@bok.or.kr kdal4@bok.or.kr jinsu.han@bok.or.kr

The Korean economy recorded strong GDP growth of 3.8% year on year in the first quarter of this year,
supported by the semiconductor upturn. At the same time, rising semiconductor prices led to a marked
improvement in the terms of trade, lifting gross domestic income (GDI) by 13.2%, far outpacing GDP
growth. The increase in GDI is expected to support a recovery in domestic demand by strengthening
household purchasing power and firms’ capacity to invest. In particular, if global semiconductor demand
remains strong and the improvement in the terms of trade—and the resulting rise in GDI—persists for an
extended period, its macroeconomic spillovers could differ from those observed in the past. This paper
compares the characteristics of the current terms-of-trade improvement and its spillovers to domestic
demand with past episodes, and draws policy implications.

The current terms-of-trade improvement has several features that clearly distinguish it from past
episodes. Of the four major periods of terms-of-trade improvement since the 2000s, the previous three—
2009, 2015-16, and 2020—were all driven primarily by declines in import prices, particularly global oil
prices. This time, by contrast, the improvement is being led by rising export prices amid strong
semiconductor prices. Moreover, the current semiconductor upturn reflects not merely short-term supply-
demand factors but a structural increase in demand associated with Al diffusion, suggesting that both its
magnitude and duration could exceed those of past cycles. Favorable terms-of-trade conditions are
therefore expected to persist for a considerable period, supporting robust GDI growth.

These distinctive features are also likely to make the spillovers to domestic demand different from
those in the past. On the consumption side, previous terms-of-trade improvements were driven by lower
oil prices, and the resulting income gains tended to be perceived as temporary. This time, however, structural
demand for semiconductors is driving higher export prices and an improvement in the terms of trade, making
households more likely to perceive the associated income gains as persistent. Together with the wealth effect
from rising equity prices, this is expected to strengthen the recovery in consumption. On the investment
side, during past terms-of-trade improvements, profit gains stemming from lower oil prices and other input
costs translated into investment only with a lag. This time, profitability is improving on the back of stronger
global semiconductor demand, making investment—particularly by semiconductor firms—more likely to
expand rapidly. Furthermore, with the current terms-of-trade improvement combining global Al diffusion
with prospects for stabilizing global oil prices as geopolitical risks ease, the shock is expected to be both
sizable and persistent. Accordingly, its spillovers to domestic demand are likely to be greater than in
previous episodes.
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That said, the concentration of the benefits from the recent terms-of-trade improvement in specific
sectors, particularly IT, may partly constrain its broader macroeconomic impact. In the household
sector, wage gains and capital gains are concentrated among high-income and high-wealth households,
whose marginal propensity to consume and wealth effects are relatively low. Across industries, investment
in non-IT sectors is likely to remain subdued, reflecting the combination of weak business conditions in
recent years and cost pressures arising from geopolitical risks. In addition, the semiconductor industry has
relatively low production and employment inducement effects, while its high dependence on imported
production equipment and the expansion of outward foreign direct investment in response to global supply-
chain restructuring may also limit spillovers to domestic demand.

Overall, the current semiconductor upturn and the resulting sharp improvement in the terms of
trade are expected to be key drivers supporting growth in domestic demand. However, because the
benefits are concentrated in particular industries and income groups, Korea’s medium- to long-term
growth path could depend importantly on how these macroeconomic gains are utilized. Policy efforts
are therefore needed to strengthen the foundations for future growth while ensuring that the gains
spread more broadly across the economy, thereby laying the foundation for sustainable growth. In
particular, with I'T-led growth expected to continue for a considerable period, Korea needs to strengthen
linkages within its domestic semiconductor ecosystem and reinforce its foundations in order to maintain and
enhance global competitiveness. At the same time, policymakers should guard against the risk that greater
dependence on IT could amplify cyclical, fiscal, and financial volatility. Attention should also be paid to the
possibility of greater financial imbalances if the gains from the semiconductor upturn flow into less
productive sectors such as real estate rather than productive investment. Over the medium to long term,
policy should also take into account the risk that an excessive concentration of resources, including factors
of production, in the IT sector could undermine the ecosystems of other key industries and deepen
imbalances across income groups.



I. Background

1. Recently, the Korean economy has maintained strong GDP growth, supported by the semiconductor
upturn. GDI has risen at a considerably faster pace than GDP, further boosted by the improvement
in the terms of trade.! In the first quarter, GDP grew strongly by 3.8% year on year (1.8% quarter on
quarter), while GDI increased by a much larger 13.2% (8.7% quarter on quarter). The resulting 9.4
percentage-point gap between the two growth rates was the largest since the relevant statistics were first
compiled in 1960, [Figure L. Table Il The gemiconductor upturn lies behind these developments. In volume terms,
stronger semiconductor exports have contributed to GDP growth. In price terms, meanwhile, rising memory-
chip prices? have improved the terms of trade, providing an additional boost to GDI. Figure 2l

2. The strong GDI growth arising from the improvement in the terms of trade is expected to support
the recovery in domestic demand by strengthening households’ purchasing power and firms’ capacity
to invest. In general, an improvement in the terms of trade raises the economy’s real purchasing power over
imports and increases the profits of exporting firms. These gains can then spread to consumption, investment,
and employment as they are distributed in the form of wages, property income, and funds for investment.
Historically, domestic demand, including consumption and investment, has exhibited a strong correlation®
with GDI, either moving contemporaneously with it or following with a lag of one to two quarters. Going
forward, if semiconductor demand driven by Al diffusion remains strong and favorable terms-of-trade
conditions persist for an extended period, not only the underlying upward pressure on domestic demand but
also the broader macroeconomic effects on inflation, public finances, and other areas—and their policy
implications—could differ from the past. This paper therefore compares the characteristics of the
current terms-of-trade improvement and its spillovers to domestic demand with past episodes and
draws policy implications.

The growth gap between GDP and GDI in Q1 was
the largest since records began

Semiconductor export volumes have increased,
while prices have risen sharply more recently

Figure 1. GDP and GDI Growth Rates
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Figure 2. Decomposition of Semiconductor
Export Value
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T Real GDI is an income measure based on purchasing power that reflects changes in the terms of trade. When the terms of trade
improve, real GDI exceeds real GDP.(Real GDI = Real GDP + real trading gains/losses arising from changes in the terms of trade)

2 Higher semiconductor prices exert upward pressure on the GDP deflator through the export deflator. Accordingly, nominal GDP
growth has also remained high, at 17.1% year on year and 10.5% quarter on quarter in the first quarter of 2026.

3 Over 2000 Q1-2026 Q1, the lead-lag correlation coefficients between GDI growth and the contribution of domestic demand to
growth were high at 0.60 contemporaneously, 0.67 with a one-quarter lag, and 0.55 with a two-quarter lag.
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GDI growth far exceeded GDP growth in 2026 Q1

Table 1. Quarterly GDP and GDI Growth

(YoY, %, %p) 2025 Q1 Q2 Q3 Q4 2025 2026 Q1
» Real GDP(A) 0.2 0.7 2.1 1.6 1.1 38
» Real GDI(B) 0.1 1.6 2.7 35 2.0 13.2
L Gap(B-A) 0.0 0.9 0.6 1.9 0.9 9.4
» Nominal GDP(C) 2.9 3.4 48 6.3 4.4 17.1
L Gap(C-A) 2.8 2.7 2.7 48 3.2 13.3

Source: Bank of Korea

I1. Key Features of the Recent Improvement in the Terms of Trade

3. The current terms-of-trade improvement differs from past episodes in three respects.

First, unlike in the past, when declining import prices—particularly global oil prices—drove the
improvement, the current episode is being led by rising export prices.

Second, this rise in export prices has been driven primarily by the IT sector.

Third, given rising semiconductor prices associated with Al diffusion and the prospect that oil prices
will stabilize as tensions in the Middle East ease, favorable terms-of-trade conditions and the resulting
robust GDI growth are expected to continue for a considerable period.

Unlike in the Past, Rising Export Prices Are Driving the Improvement in the
Terms of Trade

4. In the past, terms-of-trade improvements were generally driven by declines in import prices,
particularly global oil prices. More recently, however, the terms of trade have improved even as oil
prices have risen, because export prices have increased by an even larger amount. Indeed, of the four
major periods of terms-of-trade improvement since the 2000s—2009, 2015-16, 2020, and the current
episode—the first three were driven mainly by declines in global oil prices stemming from economic crises
or excess crude-oil supply. Moreover, because the improvement in the terms of trade was relatively modest
in those episodes, the gap between GDI and GDP growth, at 1.5-2.4 percentage points, was also small
compared with the current episode. [Table 2. Figure 3]

Meanwhile, during previous semiconductor upturns—including the 1T-revolution period of 2003-06 and
the cloud-expansion period of 2016-18—global growth pushed oil prices up more sharply than
semiconductor prices, causing the terms of trade to deteriorate despite higher semiconductor prices.



In past episodes, terms-of-trade improvements were generally driven by lower import prices, particularly

global oil prices

Table 2. Comparison of Major Terms-of-Trade Improvement Episodes since 2000 with the Current Episode!?

. . Export | Import GDP GDIl " |5pI-GDP
Episode Main Driver prices prices | Growth | Growth (%p)
(%) (%) (%) (%) P
» 2009 + Lower oil prices: ) )
(2009 Q1-Q4) Global Financial Crisis 14.0 16.7 0.8 2.1 1.9
Lower e Lower oil prices:
»2015-16 import | U.S. Shale boom and increased -8.4 -135 3.0 54 2.4
(2014 Q4-2016 Q4)| ‘prices | Saudi production
» 2020 * Lower oil prices: ) ) )
(2020 Q2-2021 Q1) Pandemic 2.0 5.9 0.3 1.2 15
Higher Hi . e
» Higher semiconductor prices:
» 2026 Q1 %)Fﬁ:oerst Al diffusion 14.9 5.4 3.8 13.2 9.4

Notes: 1) Period averages of year-on-year growth rates.

Source: Bank of Korea

2) Yellow shading denotes the current semiconductor upturn.

The current terms-of-trade improvement is being driven by export prices, particularly higher

semiconductor prices

Figure 3. Contributions of Export and Import Figure 4. IT Contribution to Export Price Inflation®
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Notes: 1) Log differences of the net barter terms-of-trade index.
2) Export and import prices are decomposed using customs-clearance-based prices; “Other” captures differences arising
from the timing gap between contract and customs clearance.
3) IT refers to computers, electronic and optical products.
Source: Bank of Korea

m The Rise in Export Prices Is Largely Attributable to IT, Particularly Semiconductors

5. The current terms-of-trade improvement is largely attributable to a specific factor: the sharp rise
in semiconductor prices within export prices. Semiconductor prices surged by 92.5% year on year in the
first quarter, with the IT sector—including semiconductors—accounting for 73.4% of the increase in export
prices over the same period. [Figure 41

As a result, the net barter terms-of-trade index rose by 22.8% despite the increase in global oil prices, while
the real trading gain—terms of trade x export volume—reached an all-time high equivalent to 6.3% of GDI.



6. The sharp rise in semiconductor prices has rapidly increased the weight of IT within the economy,
further concentrating the industrial structure. The share of IT manufacturing in total manufacturing,
which had remained below 30% in the past, rose to 51% in the first quarter of this year. Its share of output
across all industries also increased from around 8% to 18.8%. [Fiaure®l

Given that IT manufacturing has relatively low production and employment inducement effects but

relatively high volatility, 'the growing weight of the IT sector could increase macroeconomic volatility
compared with the past. [Fioure €l

The share of IT in manufacturing is rising rapidly IT manufacturing has relatively low production
and employment inducement effects
Figure 5. Manufacturing Production and the Share Figure 6. Production and Employment
of IT Manufacturing" Inducement Coefficients by Industry
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Note: 1) IT manufacturing refers to computers, electronic and optical products.
Source: Bank of Korea

m Favorable Terms-of-Trade Conditions Are Expected to Persist for a Considerable Period

7. Looking ahead, continued semiconductor demand driven by Al diffusion, together with
expectations that oil prices will stabilize at lower levels as geopolitical risks ease, is expected to sustain
favorable terms-of-trade conditions. As a result, GDI growth is likely to continue outpacing GDP
growth by a substantial margin for a considerable period.

The current semiconductor upturn has already exceeded past cycles in both magnitude and duration,
reflecting continued competition among Big Tech firms for market leadership, sustained investment in Al
infrastructure, and the widening use of Al in areas such as physical Al and agentic Al. [Fioure7]

Strong semiconductor prices are also expected to persist, as trend-driven demand growth associated with Al
diffusion combines with cyclical excess demand arising from semiconductor supply growth failing to keep
pace with demand.

At the same time, global oil prices, which had risen sharply in response to shocks originating in the Middle
East, are expected to trend downward as tensions in the region ease. [F19u¢ & Export and import prices are
therefore both expected to move in directions favorable to the terms of trade, supporting robust GDI growth.*

4 Higher export prices and lower import prices both exert upward pressure on the GDP deflator. Accordingly, nominal GDP growth
is also expected to remain high this year.
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The semiconductor expansion is expected to continue for a Semiconductor prices are expected to
considerable period remain strong, while oil prices stabilize

Figure 8. Oil and Semiconductor Price
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Notes: 1) The series are log-transformed, a long-run linear trend is estimated, and the gap is calculated. Shaded areas denote
semiconductor upcycles.
2) From June 2026 onward, figures are forecasts from TrendForce and the average of five major investment banks that
updated their projections after June 14: Morgan Stanley, Citi, JPMorgan, Goldman Sachs, and Bank of America.
Sources: WSTS; TrendForce; Bloomberg.

I11. Macroeconomic Spillovers from the Semiconductor Upturn

I Consumption and Investment Spillovers during Past Terms-of-Trade Improvement Episodes

8. Because the current terms-of-trade improvement differs from past episodes, its macroeconomic
spillovers may also differ. We first analyze the response of domestic demand during previous episodes
of terms-of-trade improvement. The results suggest that the effect on private consumption was limited,
whereas investment increased significantly with a lag.

9. Although past terms-of-trade improvements driven by lower oil prices raised households’ real
purchasing power through larger real trading gains, the actual transmission to private consumption
was weak.

Applying the methodology of Schmitt-Grohé and Uribe (2018),°> we find that the response of private
consumption to a terms-of-trade shock® was not statistically significant. [Fioures 101 Thyis likely reflects the
fact that past terms-of-trade improvements were driven largely by exogenous and highly volatile oil-price
movements, leading households to perceive the associated income gains as temporary rather than permanent
(Schmitt-Grohé, Uribe, and Woodford, 2022).

The weakening of the income-consumption link also appears to have reflected a structural increase in
households’ propensity to save since the 2010s, amid greater saving earmarked for asset investment, stronger
life-cycle saving as population aging accelerated, and greater precautionary saving as the economy entered
a lower-growth phase. [Fioure 1]

We estimate a six-variable SVAR comprising the terms of trade, the trade balance-to-GDP ratio, private-sector GDP, private
consumption, investment, and the real effective exchange rate. See the Box, “Estimating the Economic Effects of Terms-of-Trade
Shocks,” for details.

Consumption is estimated to decline immediately following the shock. This can be interpreted as reflecting both an increase in
saving as households perceive the terms-of-trade improvement as temporary and a postponement of consumption in anticipation
of further declines in import prices (Ostry and Reinhart, 1992).
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When terms-of-trade improvements generate real trading gains, The household saving rate hasbeen on

household income rises but private consumption changes little an upward trend

Figure 9. Real Trading Gains Figure 10. Terms-of-Trade Figure 11. Household Saving

and Household Income Shock — Consumption? Rate®
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Notes: 1) 1975-2025. Household income is measured as the deviation of real gross household disposable income from its trend.
2) Shaded areas indicate 90% confidence intervals.
3) Based on the net household saving rate.

Sources: Authors’ estimates; Bank of Korea.

10. By contrast, past terms-of-trade improvements had a significant positive effect on investment
through higher corporate profitability, [Figures 12-13]

In the past, declines in import prices, particularly global oil prices, improved profitability by lowering costs.
This raised operating profits and strengthened investment capacity, particularly in energy-intensive
manufacturing and construction.” However, because the improvement in profitability stemmed from cost
reductions rather than stronger demand, firms appear to have increased investment only after expectations
of a more favorable business environment had formed—roughly three quarters later—rather than expanding
production capacity immediately. (Fioure 4]

When the terms of trade improve, corporate operating profits rise and feed through to investment with a lag

Figure 12. Terms of Trade and Figure 13. Operating Profit Figure 14. Terms-of-Trade
Operating Profit Margin Margin and Investment" Shock — Investment?
0, % % % %
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- - - -2 0123456789111
17 18 19 20 21 22 23 24 25 17 18 19 20 21 22 23 24 25 (Quarters after shock)

Notes: 1) Investment = equipment investment + construction investment. Since 2023, the relationship between operating profit
margins and investment has weakened amid the construction downturn.
2) Shaded areas indicate 90% confidence intervals.
Sources: Bank of Korea; authors’ estimates.

-6 - -15 -6

7 A 10% increase in global oil prices is estimated to raise production costs in Korea’s manufacturing sector by an average of 0.71%
(Korea Institute for Industrial Economics and Trade, 2026). Construction investment, meanwhile, declined with a lag of three to four
quarters as higher oil prices were quickly reflected in construction costs (Bank of Korea, Korea Economic Outlook, May 2026).



l Import-Price-Decline-Led vs. Export-Price-Increase-Led Improvements

11. We also examine whether the responses of consumption and investment differ depending on
whether an improvement in the terms of trade is driven by lower import prices or higher export
prices.2 The estimates show that during past periods in which export prices drove changes in the
terms of trade, consumption increased significantly—unlike during periods driven by lower import
prices—and investment rose immediately, without a lag. [Figures 15-16]

When export prices rise, stronger sales tend to generate more pronounced income spillovers through higher
wages (Hummels et al., 2014),° while the expansion in global demand also gives firms a stronger incentive
to expand production capacity rapidly.

By contrast, when import prices were the main driver of changes in the terms of trade, the effect on
consumption was limited, consistent with the preceding analysis, while investment tended to increase
gradually and with a lag.

When export prices drove changes in the terms of trade, consumption increased significantly and
investment rose immediately

Figure 15. Consumption Responses to Terms-of- Figure 16. Investment Responses to Terms-of-
Trade Improvements by Regime!) Trade Improvements by Regime!
(o) 0,
12 %P) _ 12 20 %P 2.0
— Export-price-led = Export-price-led
0.9 — Import-price-led 09 15 ¢ = Import-price-led 15
06 06 10 1.0
0.3 03 05 v 0.5
0.0 00 00 [-=---—=--------------- g 0.0
-0.3 -03 -05 -0.5
-0.6 -0.6 -1.0 -1.0
o 1 2 3 4 5 6 7 8 o 1 2 3 4 5 6 7 8
(Quarters after shock) (Quarters after shock)

Note: 1) Shaded areas indicate 90% confidence intervals.
Source: Authors’ estimates.

l Spillover Effects of the Recent Terms-of-Trade Improvement Driven by the Semiconductor Upturn

12. Taken together, the preceding results suggest that, given that the current semiconductor upturn
represents an “export-price-led terms-of-trade improvement” driven by stronger global demand
associated with Al, the terms-of-trade shock is both large and persistent. Its spillovers to domestic
demand could therefore be greater than in past episodes.

We classify terms-of-trade changes into import-price-led and export-price-led regimes based on the relative contributions of export
and import prices to the terms-of-trade shock, and then apply state-dependent local projections. Over the sample period (2002 Q1—
2025 Q4), import prices were identified as the main driver of terms-of-trade changes in 20 observations, while export prices were the
main driver in only five. Given the small number of observations in the latter regime, the estimates are subject to considerable
uncertainty and should therefore be interpreted with caution. See the Box, “Estimating the Economic Effects of Terms-of-Trade
Shocks,” for details.

The pass-through to wages tends to be higher when profitability improves in response to an export demand shock than when it
improves through an input cost shock.
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@ Consumption

13. The recent semiconductor upturn is expected to support momentum in consumption through both
an income channel (higher wages) and an asset-price channel (higher equity prices). Moreover, the
greater persistence of the terms-of-trade shock may lead households to perceive the associated
increase in income as more lasting than during previous terms-of-trade improvement episodes.

14. Turning first to the income channel, wage gains concentrated in the IT sector are expected to
strengthen households’ income base and thereby reinforce the recovery in consumption. In particular,
recent wage growth is considerably stronger than during past terms-of-trade improvement episodes. 10 [Figure17l

Moreover, the sharp rise in GDI reflects not only cyclical factors associated with the semiconductor cycle
but also, to a significant extent, structural (trend) demand arising from global Al diffusion. Households may
therefore be more likely to perceive the increase in income as persistent rather than temporary.

15. The asset-price channel is also expected to remain supportive. Household participation in the equity
market has increased markedly since the pandemic, 'Fig' 81 while strong earnings at IT firms have
driven a continued sharp rise in equity prices, sustaining the associated wealth effect.

Indeed, household capital gains on equities exceeded KRW 400 trillion last year, equivalent to roughly one-
quarter of household gross disposable income, which totaled KRW 1,508 trillion, [Figure 191

That said, given the rapid rise in stock prices over a relatively short period, an increase in equity-market
volatility could constrain the wealth effect through the uncertainty channel.

Recent wage growth is substantially Household net equity purchases Household capital gains on equities
higher than during past terms-of- have increased sharply since the have exceeded KRW 400 trillion
trade improvement episodes pandemic
Figure 17. Wage Growth Figure 18. Household Net Figure 19. Household Capital
across Terms-of-Trade Equity Purchases! Gains on Equities?
Improvement Episodes
m (%) (%) 20 g (KRW trillion) (KRW tr||||on_) 80 600 (KRW trillion) (KRW trillion) 600
¥ Overall ® IT sector 636
30 130 60 160 400 - 400
20 120 40 140 200 200
10 I 110 20 1 120 0 0
13
0 o O ‘ 0 200t 1 200
09 15~16 20 23-25| 26Q1 201119 2020-25 1M 13 15 17 19 21 23 25

Notes: 1) Includes investment funds.
2) Capital gains = change in equity assets — net purchases; includes investment funds.
Sources: Bank of Korea; Ministry of Employment and Labor; Kim et al. (2026).

10" Recent large performance-bonus payments by semiconductor firms have pushed wage growth to levels considerably higher even
than during previous semiconductor upturns.
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16. The concentration of these gains among high-income and high-wealth households, whose marginal
propensity to consume and wealth effects are relatively low, could constrain the overall spillover to

consumption.

Most of the recent wage gains are concentrated in the IT sector, including semiconductors, despite its very
small share of total employment.** [Figure 201 \Workers in these sectors are generally employed by large firms

and belong to relatively high-income groups.

A substantial share of equity capital gains also accrues to high-wealth households. [F9ure 211 Their wealth
effect—0.01 for the fourth and fifth wealth quintiles—is smaller than that of lower-wealth groups.? [Figure22]

Wage gains have been concentrated A substantial share of equity capital gains accrues to high-wealth

mainly in the IT sector households, whose wealth effect is relatively small
Figure 20. Nominal Wages Figure 21. Equity Capital Figure 22. Stock Wealth Effect
in IT and Non-IT Sectors Gains by Wealth Quintile" by Wealth Quintile?
~ = ~21Q1= KRW 10,000 KRW 10,000
150 (20Q2~21Q1 =100) (2002~21Q1=100) 150 250 ( ) ( ) 20 020 (MPC) (MPC)
= IT manufacturing(four-quarter MA) 206
140 = Non-IT(four-quarter MA) " 140 200 4200 0.16 | .

130 1 130
150 1150 012 r |
120 120 Overall average : 111.8
0.08 5
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1m0 | /\’/\ — 1 110
0.04 1
100 1100 0 50
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201 23Q1 25Q1 262 st 2nd  3d  4th  Sth Ist2nd - 3rd - 4th-Sth
Source: Ministry of Employment and Labor, ~ Notes: 1) Estimated annual average capital gains during 2020-24.
Labor Force Survey at Establishments. 2) Consumption response to a KRW 1 increase in equity wealth.

Source: Kim et al. (2026).

0.20

0.16

0.12

0.08

0.04

0.00

" Workers in IT manufacturing (KSIC 26 and 27) accounted for only 2.6% of total employment as of April 2026 (Labor Force

Survey at Establishments).

12 The aggregate wealth effect in Korea, at 0.013, is lower than in Germany (0.038), France and the United States (0.032), and

Japan (0.022) (Kim et al., 2026).
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® Investment

17. Investment is expected to expand rapidly on the back of the sharp improvement in semiconductor
firms’ earnings. [F94¢ 231 Most importantly, because the recent rise in operating profits is being driven by
stronger global demand, the lag between improved profitability and the execution of investment is likely
to be shorter than during past terms-of-trade improvement episodes driven by lower import prices.
Investment could therefore rise relatively quickly. Major forecasting institutions likewise project that
combined capital expenditure (CapEx) by Samsung Electronics and SK Hynix will increase sharply from
KRW 75 trillion last year to KRW 120 trillion this year and KRW 150 trillion next year.t® [Figures 24-25]

By contrast, investment in non-1T sectors is likely to remain sluggish, reflecting the combined effects of
weak business conditions in recent years and accumulated cost pressures from the earlier period of high
oil prices.

Operating profits at semiconductor Investment in IT manufacturing Semiconductor firms are expected

firms have increased sharply is projected to increase sharply to expand R&D investment
Figure 23. Operating Profits Figure 24. CapEx? Outlook Figure 25. Semiconductor
of Listed Companies" by Industry?® Firms’ Sales and R&D
(KRW trillion) (KRW trillion) (YoY, %, %p) (YoY, %, %p) (YoY, %) (YoY, %)
700 )] 700 [m Steel 130 50 [—Semiconductor firms' R&D expenditure(LHS) 250
600 r . .1 600 Lm Other ] [~ “Semiconductor firms' sales(May.'26 forecast, RHS)
500 Samsung Electronics and SK Hynix | 500 % Telecommunications B4 Semiconductor firms' sales(Feb.'26 forecast, RH| )200
= Other companies 20 [w Petrochemicals 120
400 - 338400 15 L Automobiles 1 15
300 t 228/ 300 Machinery and egfiipment
20! 10 ™ IT manufactugifg 410
200 18 1 200 — Tots]
100 100 5 ¢ 15
0 0 0 0
-100 Ja00 5 L | 5

) )

2025 2026° 2021° 20 21 2 23 24 25 26
Notes: 1) As of July 13. “Other companies” covers listed companies across all industries.
2) Based on the consolidated financial statements of domestically listed companies. CapEx mainly includes investment
in tangible assets such as equipment and structures.
3) Industry contributions to total CapEx growth. Industry shares in GDP equipment investment in 2024 are used as weights.
Sources: FnGuide; Bloomberg; Bank of Korea.
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18. However, Korea’s semiconductor industry relies on imports for a substantial share—60%—of its
investment in production equipment,** while outward foreign direct investment has also increased
recently as firms respond to the restructuring of global supply chains.®® These factors could partly limit
the spillovers to domestic investment.

Moreover, if the semiconductor upturn persists for an extended period, attention should be paid to the
potential emergence of a form of Dutch disease, as observed in resource-exporting economies during boom
periods such as the 2000s. In such cases, high wages and investment returns in a particular sector can draw
labor and investment away from other sectors, thereby eroding the broader economy’s growth base.

13 CapEx could increase even further as a result of the government’s Three Mega Projects for South Korea’s Great Leap Forward.

The import share for other types of manufacturing equipment is 35% (2023 Input-Output Tables).

The rise of the economic-security paradigm amid U.S.-China strategic rivalry, the pandemic, and the Russia-Ukraine war has
accelerated global supply-chain diversification and technological competition. Korean firms have responded strategically by
expanding outward foreign direct investment. The investment spillovers may depend on the extent to which returns from these
overseas investments are ultimately repatriated to Korea (Hwang et al., 2026).

Korea currently differs from the conventional Dutch-disease case in that the won remains weak. Nevertheless, if resources
become increasingly concentrated in the semiconductor sector, the possibility of similar structural distortions should not be
overlooked.

15
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® Fiscal Conditions

19. On the fiscal side, strong earnings at IT firms are expected to translate into higher tax revenues,
substantially improving the environment for medium- to long-term fiscal management. At the same
time, however, fluctuations in the semiconductor cycle could also increase the volatility of tax revenues.

First, higher corporate profits and performance bonuses associated with the semiconductor upturn, together
with the equity-market boom, are expected to improve tax revenue conditions, particularly through higher
corporate income tax, earned income tax, and securities transaction tax receipts. [Figure 26l

In addition, the sharp increase in nominal GDP resulting from higher semiconductor export prices is

expected to help ease economy-wide leverage, including by lowering government and household debt ratios.

On the other hand, the possibility that short-term shifts in semiconductor supply and demand could amplify
tax-revenue volatility represents a downside risk. The correlation between semiconductor exports and tax-
revenue growth has strengthened further since the COVID-19 pandemic. This greater co-movement adds
to uncertainty surrounding revenue projections and makes it more difficult to formulate stable fiscal
expenditure plans. Fioure 27]

The semiconductor upturn is expected to Government revenue volatility is increasing with
increase corporate and income tax revenues the semiconductor cycle
Figure 26. Channels through Which Tax Revenues Figure 27. Semiconductor Cycle and Tax-Revenue
Improve Growth
Expansion of the tax base (%) (YoY %)
——— 30 _ > 60
Higher corporate Semiconductor export gap(LHS)
Higher corporate profits s / dividend income 20 _— Total national tax revenue»g‘l‘owth(RHS) 40
tax Corporate mcomeft‘éx growth(RHS)
10 20
Semi Higher performance Higher earned
igher per
conductor bonuses income tax 0 &,W 0
Upturn
-10 -20
. . I‘::g:i;(;?;:"t:is Corr between semiconductor export gap and total natm‘nal- - o
Higher stock prices and . ) -20 |tex-revenue growth: (2010-19) 0.27 — (2010-25) 0.55 4240
trading value Higher Special Tax for|
Rural Development 10 15 20 25

Note: 1) Calculated by log-transforming semiconductor exports and removing their long-run linear trend.
Sources: Korea Customs Service; National Assembly Budget Office; Bank of Korea.
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IV. Overall Assessment

20. Overall, the recent semiconductor upturn and the resulting sharp improvement in the terms of
trade are expected to serve as key drivers supporting growth in domestic demand. In particular,
unlike past terms-of-trade improvement episodes driven by lower oil prices, the current episode is
attributable to a significant extent to strong exports arising from a structural increase in global
semiconductor demand. It is therefore expected to be both sizable and persistent. Accordingly, the
transmission of the terms-of-trade improvement to domestic demand could also be stronger than
in the past.

21. However, given that the direct benefits of the semiconductor upturn are concentrated in certain
industries and income groups, Korea’s medium- to long-term growth path could vary depending
on how these macroeconomic gains are utilized. Policy efforts are therefore needed both to
strengthen the foundations for future growth and to ensure that the gains spread broadly across
the economy.

22. First, as I'T-led growth is expected to continue for a considerable period, Korea should reinforce
the foundations of its domestic semiconductor ecosystem in order to maintain and enhance global
competitiveness and lay the groundwork for sustainable growth.

The domestic industrial ecosystem should be further integrated and upgraded so that gains from the
semiconductor industry spread smoothly not only to domestic materials, parts, and equipment suppliers
but also to the broader manufacturing sector, while cross-sector linkages centered around semiconductor
clusters are strengthened.

23. At the same time, with the economy’s dependence on IT having increased substantially,
policymakers should guard against the risk of greater cyclical, fiscal, and financial volatility.!’
Attention should also be paid to the possibility of greater financial imbalances if the gains from the
semiconductor upturn flow into less productive areas such as real estate rather than productive
investment.

On the inflation side, the terms-of-trade improvement shock could generate demand-side upward
pressure on prices going forward, particularly for services and other nontradables.®

Over the medium to long term, policy design should also take into account the possibility that an
excessive concentration of resources, including factors of production, in the IT sector could
undermine the ecosystems of other key industries and deepen imbalances across income groups.

17

As tax revenue conditions become increasingly dependent on the semiconductor sector, fiscal space could vary substantially
with the semiconductor cycle. Indeed, the excess tax revenues generated during the IT upturn of 2021-22 quickly reversed into
revenue shortfalls when the industry subsequently entered a downturn.

From an inflation perspective, a terms-of-trade improvement shock can affect prices through two opposing channels: it can
support domestic demand and exert upward pressure on prices, particularly for nontradables, while currency appreciation can
exert downward pressure on inflation. However, given that the exchange rate has remained at a high level despite Korea’s large
current account surplus, the latter exchange-rate channel is assessed to have remained limited thus far.
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Box.

Estimating the Economic Effects of Terms-of-Trade Shocks

We analyze the effects of changes in the terms of trade on the Korean economy in three stages. First,
@ drawing on the methodology of Schmitt-Grohé and Uribe (2018), we identify terms-of-trade (TOT)
shocks using a structural vector autoregression (SVAR) and derive impulse response functions. Next, @
we classify each period as either export-price-led or import-price-led according to the main driver of the
terms-of-trade shock. Finally, 3® we estimate and compare the effects of terms-of-trade shocks on
consumption and investment across these regimes using state-dependent local projections. The sample
period is 2002 Q1-2025 Q4.

® SVAR Impulse Response Analysis

The SVAR is specified as follows:

4 !
1 0¢1x3) [logTOTt] B Z[ p1 0¢1x5) ] [logTOTt_l] N bror3x1) D+ g 0"
—®oisx1)  Aox(sxs) X¢ L lasx Ay (5x5) Xe—1 Drsxay | ° 0 |Eisx)

x; = [TBdY;, log(CITB,),log(C;),log(l;),log(REER;)]

TOT, denotes the net barter terms-of-trade index; TBdY; is the trade balance(TB)-to-GDP(Y) ratio
(%); C; is private real consumption, seasonally adjusted; I is real investment (construction +
equipment), seasonally adjusted; CITB.(=C; + I; + TB;) denotes private-sector GDP; and REER; is
the real effective exchange rate. Given Korea’s status as a small open economy, the terms of trade are
assumed not to be affected by domestic variables and to follow an exogenous AR(4) process. The terms-
of-trade shock is standardized as shock!°T = £I°T /a(7°T). Following Uribe and Schmitt-Grohé

(2017), a quadratic time trend D, = [1,¢,t?]" is included to control for nonlinear trends.

The estimates show that following a positive terms-of-trade shock, domestic investment and the trade
balance increase, while the real effective exchange rate appreciates. By contrast, consumption exhibits

no statistically significant response. [Fioure 281
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Figure 28. Impulse Responses to a Terms-of-Trade Shock"?
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@ Classification of Periods by the Main Driver of Terms-of-Trade Changes
(Export-Price-Led vs. Import-Price-Led)

We classify periods according to whether the terms-of-trade(p /p}) shock identified in the SVAR
was driven primarily by export prices(p) or import prices(p}). To reduce the risk of misclassification
arising from short-term noise, we consider only periods in which the magnitude of the terms-of-trade
shock exceeds a specified threshold: |shock!°T| = 0.75¢

For this purpose, we estimate the following autoregressive models for export and import prices:

4 4
Mlog(p¥) = ay + ) ¢ Alog (pi) + ) wiAlog (pthy) + ni
=1 =1

4 4
Alog(p!) = ay + Z ¢1" Alog (pil)) + Z P! Alog (pi~) + n¢!
=1 =1

and define s¢ = sign(shock!°T), af = max(s;n¥,0), a = max(—s.n}¥,0).
. . . . . X ag( M a?" . .
The contribution of each price is defined as sharef = 5, share;’ = —;. A period is
at +at at +at

classified as export-price-led when sharef > 0.6 and as import-price-led when share > 0.6.
Among the 91 observations in the sample, 20 are identified as import-price-led periods(Dimport,: =
1, otherwise 0), while five are identified as export-price-led periods(Dxport,: = 1). Periods in which
both contribution shares are below 0.6 are classified as mixed periods(Dyixeqs = 1), While periods

in which |shock!°T| < 0.750 are classified as weak periods(Dyeqr: = 1).
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(® State-Dependent Local Projection Analysis

To estimate the transmission of terms-of-trade shocks across regimes, we apply state-dependent local
projections.’® In addition, to mitigate the tendency of impulse response functions to react excessively to

short-sample fluctuations, we employ smooth local projections, drawing on Barnichon and Brownlees (2019).

Ve = ay + BEShockO Doxpores + B shockTOT Dynpore + 64Se + ThZy + e, h=0,1,..,8

S; = [Dmixed,t, Dweak,t], and Z, consists of one- and two-quarter lags of the six SVAR variables, the
world industrial production index, and Korean and U.S. one-year government bond yields.

The estimates show that when declining import prices drove the improvement in the terms of trade,
consumption exhibited no statistically significant response, while investment increased with a lag. By
contrast, in export-price-led regimes, consumption increased significantly after a lag, while investment

rose immediately, [Fioure 291

Figure 29. Regime-Dependent Responses to a Terms-of-Trade Shock!P?
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Source: Authors’ estimates.

19 Except for the trade balance-to-GDP ratio and government bond yields, the analysis uses variables from which quadratic time
trends have been removed after taking logarithms.
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