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1. Korea's overseas investment has increased sharply in recent years, led by portfolio
investment. In 2025, direct investment declined to USD 41.2 billion from USD 49.7 billion in
2024, whereas portfolio investment reached USD 140.3 billion, more than double the USD
67.0 billion recorded in 2024. As a result, the ratio of portfolio investment to GDP also rose
sharply, from 3.6% (2024) to 7.5% (2025). The expansion of overseas investment leads to the
accumulation of external assets and an increase in net external financial assets; over the long
run this is positive in that it helps expand investment income receipts, enhance the buffer of
foreign currency liquidity, and strengthen external payment capacity. At the same time, Korea's
recent portfolio investment has expanded somewhat steeply, with both its scale and its ratio
to GDP overtaking those of Japan (USD 102.8 billion, 2.3% in 2025).

2. Korea's investment income balance has remained in surplus since 2011, and its share
within the current account has been expanding gradually. Whereas the past current account
surplus was based mainly on the goods balance, the accumulated net external assets have,
since 2020, helped diversify the sources of FX supply through an expansion of investment
income inflows such as interest and dividends. However, an increase in investment income
does not necessarily translate into a commensurate inflow into the domestic FX market. In
particular, when earnings generated from direct investment are not paid out as dividends but
are retained or reinvested in the host economy, a gap can arise between the statistical

investment income surplus and the amount actually flowing into the FX market.




No.2026-15
|

3. We examine how the future expansion of overseas investment, the resulting increase in
investment income, and changes in the share of reinvested earnings affect the KRW/USD
exchange rate, and draw policy implications. We first review the cases of Japan, Germany,
and Taiwan, which—like Korea—followed a manufacturing-based, export-led growth path and
accumulated external assets, leading to a current account structure in which investment
income plays an important role. We then conduct empirical and scenario analyses using a
Large Bayesian Vector Autoregression model to assess how overseas investment and

investment income affect the KRW/USD exchange rate.

4. Japan, Germany, and Taiwan are all current account surplus economies, but the sources
of their surpluses differ. Japan’s surplus is centered on the primary income balance, while
Germany's and Taiwan'’s surpluses are driven mainly by the goods balance. In Japan, the
share of the primary income balance in the current account began to rise from the mid-2000s.
Today, Japan's goods balance is in deficit, while a large primary income surplus continues to
support the overall current account surplus. Korea, by contrast, still relies heavily on the goods
balance. However, as the share of primary income increases, Korea appears to be moving
from a goods balance centered current account structure toward one in which investment

income plays a more important role.

5. (Japan) From an FX supply and demand perspective, Japan’s increased reliance on the
primary income balance, together with a higher reinvestment ratio, appears to have
constrained the domestic repatriation of investment income and contributed to yen
weakness. Overseas investment in Japan and Korea has, with a time lag, shown similar
developments in several respects. In Japan, from the early 1980s domestic interest rates
declined gradually, and as overseas investment returns came to exceed domestic returns on
a trend basis, the accumulation of external assets and the expansion of investment income
took hold in earnest. In Korea as well, overseas investment returns have exceeded domestic
returns since the mid-2000s, and since 2014 net external financial assets have moved into

positive territory—developments resembling Japan’s past path.

This suggests that Korea, like Japan, is entering a stage in which the share of overseas
investment rises—owing in part to declining domestic returns on capital—so that the
importance of investment income in national income grows steadily. Moreover, if population
aging accelerates and productivity growth continues to slow in Korea, the trend of expanding
overseas investment may persist alongside a relative decline in domestic investment returns.
In that case investment income could increase further, but if a larger share of that income is

retained or reinvested abroad rather than repatriated, a mechanism similar to Japan's may

partly operate on the exchange rate as well.
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6. (Germany) Germany’'s reinvestment ratio, at around 28% (average since 2010), is
considerably lower than Korea’'s (40%) and Japan’s (46%). Germany's low reinvestment ratio
stems first from the ease of repatriating overseas earnings through holding companies
established in tax-favorable jurisdictions, and from the strong incentive to use the repatriated
profits for domestic investment. By contrast, Korea has recently shown a high share of local
retention of the profits of overseas affiliates, which contrasts somewhat with Germany's strong
tendency to repatriate to the home country; this appears to reflect the strong need to build
global supply chains in key industries such as automobiles, semiconductors, and secondary

batteries.

7. (Taiwan) Although FX supply is ample, owing to a large goods balance surplus and a
strong tendency to repatriate investment income, spot FX demand appears limited
because institutional investors hedge a large share of their overseas investment. Taiwan's
reinvestment ratio is around 18%, lower than Korea's, Japan’s, and Germany's, and it has a
strong tendency to actively repatriate overseas earnings in the form of dividend remittances.
On the other hand, Taiwan's overseas investment is conducted through portfolio investment
rather than direct investment, and portfolio investment is largely currency-hedged, mainly by
life insurers, so the expansion of overseas investment does not appear to stimulate spot FX

demand.

8. We use a Large Bayesian Vector Autoregression (LBVAR) model to examine the effects
of overseas investment and investment income on the KRW/USD exchange rate. The
analysis identifies structural shocks through sign restrictions, conducts impulse-response

analysis, and develops scenario analysis based on the expected movements of key variables.

9. The results show that an expansion of overseas investment, an FX demand factor, raises
the KRW/USD rate, whereas an increase in investment income, an FX supply factor, lowers
the rate. A shock to overseas investment, equivalent to an increase of about 3% relative to
its average level, raises the KRW/USD rate by about 0.7 percentage point. By contrast, a shock
to investment income, equivalent to an increase of about 8% relative to its average level,
lowers the rate by about 0.4 percentage point. A 1 percentage point rise in the reinvestment
ratio weakens this FX supply effect and generates upward pressure on the exchange rate,
raising the rate by about 0.4 percentage point. Scenario analysis also shows that an expansion
of overseas investment and a rise in the reinvestment ratio raise the exchange rate relative to
the baseline projection, while an increase in investment income lowers it. These results suggest
that when earnings generated abroad are not repatriated but retained or reinvested in the

host economy, the FX supply effect of higher investment income is constrained, allowing

upward pressure on the KRW/USD rate to persist.
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10. Korea still relies heavily on the goods balance surplus, but as external assets accumulate
and the importance of investment income grows, Korea appears to have entered a
transitional phase in which the structure of the current account is gradually diversifying.
That said, it is difficult to interpret this directly as a broadening of exchange rate stabilizing
factors. The expansion of overseas investment entails FX demand and creates upward pressure
on the KRW/USD rate, whereas the investment income generated from accumulated external
assets increases FX supply and partly mitigates that pressure, creating a two-sided effect. In
the end, the recent increase in investment income is meaningful as a buffer that complements
the economy’'s external payment capacity, but it may not directly translate into a stronger

domestic growth base or into exchange rate stability.

11. Going forward, the investment income surplus is highly likely to expand over the medium
term, supported by export growth centered on semiconductors and the accumulation of
net external financial assets. However, this surplus trend is unlikely to act solely as a structural
factor pushing the exchange rate down. If domestic productivity slowdown and population
aging persist, firms' incentive to invest abroad will continue, and—similar to the Japanese
case—as the tendency to retain and reinvest abroad strengthens, the domestic repatriation of

investment income may be more limited than expected.

12. The monitoring framework for FX supply and demand should be refined, focusing on
how much of the investment income that grows with the expansion of overseas
investment is actually repatriated into the domestic FX supply. In particular, since the
impact on the FX market differs depending on dividends, reinvested earnings, currency
hedging, and related channels, it is necessary to look not only at the scale of investment
income but also at whether it is repatriated and at the propensity to retain it abroad. In
addition, while promoting the domestic repatriation of dividends from overseas affiliates and
encouraging stable currency hedging by institutional investors, more fundamentally it is
necessary to raise domestic productivity and investment returns so as to ease the structural
incentives for expanding overseas investment. Ultimately, medium- to long-term exchange
rate stability cannot be achieved through FX market measures alone; it will be possible only
if the basis for repatriating investment income is strengthened together with an enhancement
of domestic growth potential.

M Disclaimer: The views expressed in this paper are those of the authors and do not necessarily reflect the official views
of the Bank of Korea. When citing this paper, please state the authors’ names explicitly.

M We thank Kyungsoo Yoon (Director general of the International Department), Sung Wan Joo (Director of the Foreign
Exchange Analysis Division), and Jae Hyuk Choi (Head of the Capital Flows Analysis Team) for their helpful comments

and suggestions. Any errors or omissions are solely the responsibility of the authors.
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I . Recent Developments in Overseas Investment and Investment Income

1. Korea’s overseas investment has increased sharply in recent years, led by portfolio
investment. Among Korea's overseas investment last year, direct investment (USD 49.7 billion in
2024 — USD 41.2 billion in 2025) fell by USD 8.5 billion from the previous year, whereas portfolio
investment (USD 67.0 billion in 2024 — USD 140.3 billion in 2025) more than doubled year on year.
As a result, the ratio of portfolio investment to GDP also rose, from 3.6% (2024) to 7.5% (2025).
Meanwhile, the scale of Korea's portfolio investment has surpassed Japan's (USD 102.8 billion in
2025), and on a GDP basis it is also well above Japan's portfolio investment to GDP ratio (2.3%)".

2. The investment income balance arising from overseas investment? has remained in
surplus since 2011, and its share within the current account has been expanding gradually.
Whereas the current account surplus structure of the 2000s was based mainly on the goods balance,
the accumulated current account surpluses led to the accumulation of net external assets, and
accordingly investment income such as interest and dividends from abroad has also been increasing
since 2020. This trend suggests that the sources of FX supply for the Korean economy are gradually
diversifying, from one centered on the goods balance toward one that includes investment income.
The IMF projects that the share of the primary income balance within the current account will
expand (from 23% in 2025 to 42% in 2030), owing in part to a widening investment income surplus
driven by rising net external financial assets [Figure 1].

[Figure 1] Current Account [Figure 2] Investment Income [Figure 3] Dividend Inflows
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Source: Bank of Korea

1 Japan's direct investment (USD 219.1 billion in 2025) is far larger than its portfolio investment, and its overseas investment
(direct plus portfolio) relative to GDP rose from 5.1% (2024) to 7.3% (2025). By contrast, Korea's overseas investment
relative to GDP rose from 6.2% (2024) to 9.7% (2025), more steeply than Japan's.

2 The investment income balance is part of the primary income balance within the current account. The primary income
balance is divided into the investment income balance and the compensation-of-employees balance, of which the
investment income balance accounts for most.
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3. The recent expansion of investment income receipts has been led mainly by an increase
in direct investment income receipts, and China and the United States account for large shares
by country. Portfolio investment income receipts have grown more rapidly since 2015, and direct
investment income receipts have increased sharply since 2020. In 2025, direct and portfolio
investment income receipts accounted for 43% and 35%, respectively, of total investment income
receipts [Figure 2]. By region, for direct investment, dividend inflows from corporations located in
China, Singapore, and the United States are large, whereas portfolio investment inflows are centered
on advanced economies such as the United States, Hong Kong, and the United Kingdom [Figure 3].
In particular, since the 2023 tax exemption on dividends from overseas affiliates® was introduced,
dividend inflows have increased.

4. Meanwhile, the share of reinvested earnings—the portion of direct investment income
receipts that is not paid out as dividends to Korea but retained by overseas affiliates* (hereafter
the reinvestment ratio)—had remained high but has recently shown a somewhat downward
trend. While reinvested earnings receipts have long remained in surplus, the reinvestment ratio
reached about 50%; but following the 2023 tax measure on dividends from overseas subsidiaries, the
ratio fell sharply, averaging 5% over 2023-25 and 25% over 2024-25 [Figures 4, 5]. This means that
in resident outward direct investment the share of dividend repatriation has been rising relative to
local retention. Meanwhile, the reinvestment ratio of inward foreign direct investment has stayed
roughly in the 30% range since 2010, with little change [Figure 6].

[Figure 4] Reinvested
Earnings Receipts and

[Figure 5] Direct Investment
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Reinvestment Ratio"

[Figure 6] Direct Investment
Income Payments and
Reinvestment Ratio"
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3 From January 1, 2023, 95% of dividend income flowing into Korea from overseas affiliates that meet certain requirements has
been excluded from taxable income (the threshold for an exempt affiliate was eased from a 25% or greater ownership stake
to 10% or greater). In addition, the government is pursuing a 100% income-exclusion provision for dividends in 2026 (currently
at the legislative pre-announcement stage as of March 2026).

4 In the balance of payments, the portion of the earnings generated by an overseas direct investment enterprise after
deducting dividends paid to Korea is recorded as reinvested earnings receipts. Reinvested earnings receipts are recorded
as reinvested earnings within investment income and, at the same time, as reinvestment of earnings in the financial account.
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5. With a large goods balance surplus expected to persist this year owing to factors such
as rising semiconductor prices, we examine jointly how the future expansion of overseas
investment, the resulting increase in investment income, and changes in the reinvestment ratio
affect the KRW/USD exchange rate. In general, the expansion of overseas investment entails FX
demand and acts as a factor pushing the exchange rate up. By contrast, inflows of investment
income such as dividends and interest from accumulated external assets increase the dollar supply
in the FX market and can act as downward pressure on the rate. In particular, if such investment
income is repatriated and, in the course of actual currency conversion or fund management, is used
to finance part of the foreign currency needed for additional overseas investment, the upward
pressure on the exchange rate from expanding outward investment may be partly mitigated.
However, if a high share of direct investment income receipts is reinvested or retained in the host
economy, that effect may be limited.

II. Case Studies and Cross-Country Comparison

6. Japan, Germany, and Taiwan are all current account surplus economies, but Japan’s
surplus is centered on the primary income balance, while Germany’s and Taiwan's surpluses
are centered on the goods balance. In Japan, the share of the primary income balance within the
current account began to rise from the mid-2000s, and at present the goods balance is in deficit?,
whereas the primary income balance records a large surplus that drives the current account surplus
[Figure 7]. In Germany, the goods balance still contributes greatly to the current account surplus,
but since 2018 the share of the primary income balance (31% in 2017) has risen sharply, reaching
79% as of 2025 [Figure 8]. Meanwhile, in Taiwan the primary income balance has been increasing
steadily, but because the goods balance surplus has grown so rapidly its share is on a declining
trend [Figure 9]. By comparison, Korea still relies heavily on the goods balance, but as the share of
primary income expands it can be seen as moving from a goods balance centered structure toward
one in which investment income plays a parallel role.

[Figure 7] Japan’s Current [Figure 8] Germany'’s Current [Figure 9] Taiwan's Current
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5 In 2022, Japan's goods balance recorded a record deficit of USD 115.7 billion. This was because total imports rose sharply
as surging prices of imported energy—natural gas (LNG), coal, crude oil, and other energy imports—due to the Russia—
Ukraine war coincided with a weak yen. On the export side, moreover, unlike in the past, a structural problem was at work:
as Japanese firms relocated production bases abroad on a large scale, export volumes did not increase much despite the
weak yen.
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(Japan)

7. From an FX supply and demand perspective, Japan’s increased reliance on the primary
income balance, together with a higher reinvestment ratio, appears to have constrained the
domestic repatriation of investment income and contributed to yen weakness. Within
investment income receipts—which make up most of primary income—portfolio income has
remained broadly flat, whereas direct investment income has increased sharply since 2010 [Figure
10]. The reinvestment ratio fell temporarily in 2008-098, but subsequently rose, reaching about 41%
in 2025, a level similar to Korea's [Figure 11]. Because reinvested earnings are not repatriated but
retained in the host economy, even when investment income is generated the amount actually
flowing back into the FX market may be limited relative to the size of the investment income surplus.
The JPY/USD exchange rate has tended to move broadly in line with the reinvestment ratio. This
suggests that changes in Japan’s external surplus structure may have limited the repatriation of
investment income and thereby contributed to yen weakness (Hattori et al, 2023; Miwa, 2024) ’
[Figure 12].

[Figure 10] Japan’s [Figure 11] Japan’s Direct [Figure 12] JPY/USD Exchange
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8. Japan’s and Korea’s overseas investment has, with a time lag, shown similar
developments in several respects. In Japan, overseas investment began to expand on the back of the
goods balance surplus in the 1980s, and accordingly net external financial assets also increased rapidly®.
According to prior research on overseas investment, the literature finds that changes in net external

6 The decline in reinvested earnings during this period was the combined result of global factors and tax-law changes in
Japan. During the 2008 global financial crisis, the profitability of overseas affiliates slowed and reinvested earnings
themselves fell sharply (UN, 2009). In 2009, dividend income recovered to its usual level, but from April 1, 2009, a 95%
income exclusion was applied to dividend income flowing into Japan, so the reinvestment ratio remained low (Hasegawa
& Kiyota, 2017).

7 The main backdrop to the rise in the JPY/USD rate can be seen as the widening U.S.—Japan interest-rate gap stemming
from accommodative monetary policy after Abenomics. While it is difficult to assert that the increase in reinvested earnings
was a direct cause of the rise in the exchange rate, it has been pointed out that Japan's low-interest-rate environment
induced local retention and reinvestment of overseas earnings, which limited the domestic repatriation of the investment
income surplus and as a result may have partly contributed to depreciation pressure on the yen.

8 Japan’s net external financial assets relative to GDP rose sharply, from 0.9% (1980) to 9.8% (1989) to 87.6% (2024).
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financial assets are related to domestic and overseas investment returns, among other factors (Gourinchas
& Rey, 2005; Lane & Milesi-Ferretti, 2007). In Japan, from the early 1980s domestic interest rates declined
gradually, and as overseas investment returns came to exceed domestic returns on a trend basis, the
accumulation of external assets and the expansion of investment income took hold in earnest [Figure 13].
In Korea as well, overseas investment returns have exceeded domestic returns since the mid-2000s, and
since 2014 net external financial assets have moved into positive territory—developments resembling
Japan's past path [Figures 14, 15]. This suggests that Korea, like Japan, is entering a stage in which the
share of overseas investment rises—owing in part to declining domestic returns on capital—so that the
importance of investment income in national income grows steadily®. Meanwhile, Korea's net external
financial assets at present (end-2025, USD 904.2 billion) and their ratio to GDP (48%) are similar to Japan's
levels at end-1996 (USD 891.0 billion) and end-2007 (48%).

[Figure 13] Japan's Net Extemal [Figure 14] Korea's Domestic and [Figure 15] Korea's Net Extemal
Finandal Assets Overseas Investment Retums” Finandal Assets
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9. Going forward, if population aging accelerates and productivity growth continues to
slow in Korea, the trend of expanding overseas investment may persist alongside a relative
decline in domestic investment returns. In that case investment income could increase further,
but a larger share of that income may be retained or reinvested abroad rather than fully repatriated.
Therefore, even if the primary income surplus expands over the long run, the amount actually
flowing back into the FX market may be more limited than expected, and it is important to consider
that a mechanism similar to Japan’'s may partly operate on the exchange rate as well™.

9 A slowdown in domestic productivity growth reduces the return on capital (the marginal product of capital), which increases
overseas investment; Korea's slowdown in productivity growth has been persisting with a lag of about 20 years relative to
Japan (Kim & Jung, 2025).

10 That said, how much Korea's reinvestment ratio will actually rise going forward may vary depending on the degree of

accumulated outward direct investment, firms' dividend and retention policies, and domestic and external interest-rate
and growth conditions.
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(Germany'")

10. Germany'’s reinvestment ratio, averaging around 28% since 2010, is considerably lower
than Korea's (40%) and Japan’s (46%) [Figure 16]. The main source regions from which Germany
repatriated overseas earnings were the EU (40%), China (16%), the United Kingdom (10%), and the United
States (7%). Within the EU, the shares of countries classified as tax-favorable jurisdictions (tax havens, tax-
friendly jurisdictions)—such as Luxembourg (9%), Austria (7%), the Netherlands (5%), and Ireland (3%)—are
large. By industry, manufacturing (30%) accounts for about one third; and because the sector classified as
finance and insurance (29%) also includes holding-company-type entities that manage manufacturing
investments, the share of earnings actually repatriated from manufacturing is likely to be much larger.

[Figure 16] Germany’s Direct Investment Income [Figure 17] Source Regions” and Industries? of
Receipts and Reinvestment Ratio” Overseas Earnings Repatriated to Germany
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11. Germany's low reinvestment ratio stems from the ease of repatriating overseas
earnings through tax-favorable jurisdictions and from the incentive to use repatriated profits
for domestic investment. Germany's low reinvestment ratio reflects the relatively strong incentive
to bring earnings generated abroad back to Germany rather than to retain and reinvest them locally.
First, corporate governance structures using tax-favorable jurisdictions such as Luxembourg, Austria,
the Netherlands, and Ireland may have facilitated the repatriation of overseas earnings. These tax-
favorable jurisdictions serve as hubs through which German multinationals reroute direct investment
and overseas-earnings repatriation through holding companies and similar entities. Accordingly, a
substantial portion of the earnings shown as remitted from these countries may in fact have been
generated at other production bases—such as China or Eastern Europe—and then repatriated to
Germany via these intermediaries.

In addition, the incentive to use repatriated earnings as a source of domestic investment funds
also appears to have been strong. Germany has a thick home-country manufacturing base in
automobiles, machinery, chemicals, and the like, and its overseas affiliates are closely linked to the

11 Because Germany uses the euro, the extent to which a current account or investment income surplus is directly reflected
in the exchange rate through FX supply is limited compared with economies such as Korea and Japan. Accordingly, this
note examines the German case with a focus on the domestic repatriation of investment income and on relative
differences in the reinvestment ratio, rather than on the effect on the exchange rate itself.

10
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production, R&D, and investment activities of the German parent companies, so when overseas
earnings are repatriated they can be used as investment resources for high-value-added domestic
sectors. Indeed, earnings repatriated to Germany over 1990-2020 amounted to about EUR 896
billion, and in manufacturing and the automobile industry their scale was large enough to reach
6.3% and 9.8% of total operating profit, respectively. This suggests that earnings earned abroad
may have played a non-trivial role in the profitability and investment capacity of German
manufacturing. Beyond this, the large amount of outward direct investment within the euro area is
also estimated to have raised the incentive to remit to the home country.'?

12. Korea has recently shown a high share of local retention® of the profits of overseas
affiliates, contrasting somewhat with Germany’s strong tendency to repatriate to the home
country. This appears to reflect the strong need to build global supply chains in key industries such
as automobiles, semiconductors, and secondary batteries. Indeed, outward direct investment rose
to a record high of USD 75.9 billion in 2021, and the equity capital of overseas affiliates also
increased sharply (USD 253.8 billion in 2020 — USD 351.4 billion in 2021) and has remained at a
high level thereafter [Figure 18]. Meanwhile, local retention—net income minus dividends paid to
Korean investors—was USD 14.2 billion (average since 2021), and the ratio of local retention to net
income was around 60% (average since 2021) [Figure 19]. By contrast, in Germany, the automobile
industry in particular has already built mature production and parts networks within Europe and
abroad, so the incentive for additional reinvestment appears to have been relatively lower than in
Korea.

[Figure 18] Assets, Liabilities, and Equity of [Figure 19] Net Income, Dividends, and Local
Korea's Overseas Affiliates Retention of Korea's Overseas Affiliates

(USD 100 million) (USD 100 million) (USD 100 million) %)
12,000 4,500 500 = Net income [AJ(LFS) 160
orean investors [B)(LHS)
iings [A-B](LHS)
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Source: The Export-Import Bank of Korea Source: The Export-Import Bank of Korea

12 As of end-2023, Germany's outward direct investment (stock of EUR 1,618.0 billion) was located largely in Europe (EUR
814.0 billion, 50.3%) and in EU countries (EUR 618.0 billion, 38.2%).

13 Local retention is defined as net income minus dividends to Korean investors. In the balance of payments, reinvested
earnings are defined as the Korean direct investor’s ownership share x the retained earnings of the overseas direct
investment enterprise, so when ownership relationships become complex, a gap can arise relative to a simply calculated
local-retention amount.
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(Taiwan)

13. In Taiwan, other investment income makes up a large share of investment income,
because the external foreign currency funds accumulated through Taiwan’s export-led
economic structure are managed in the form of deposits and loans, generating interest income
[Figure 20]. Taiwan's structure of continuous current account inflows makes it easy for foreign
currency liquidity in the private sector to accumulate, and as these funds were managed in the form
of overseas deposits and external loans they generated interest income. In addition, other
investment income partly includes interest arising from the management of foreign reserves; at
present (end-February 2026) Taiwan's foreign reserves stand at USD 604.5 billion, the 7th largest in
the world™.

[Figure 20] Taiwan's [Figure 21] Taiwan'’s Direct [Figure 22] Taiwan'’s Direct
Investment Income Receipts by Investment Income Receipts and Investment and Portfolio
Composition Reinvestment Ratio” Investment?
1,000 e m‘”ﬁ)omer\’rwes(menlincome(LHS) & o s0 (0 e & 100 2000 ms':l)‘w?:c:r‘vl‘;::nem = Portfolio investment
Portfolio investment income(LHS) mm Dividends(LHS) N
Direct investment income(LHS) 120 Reinvested earnings(LHS) - Financial derivatives Other investment .
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—o=Portfolio investment share(RHS) 100 o= Reinvested earnings share{RHS) . ]
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Source: Central Bank of the Republic Note: 1) Reinvested earnings receipts ~ Note: 1) Balance of payments basis
of China (Taiwan) / direct investment income Source: Central Bank of the Republic
receipts of China (Taiwan)
Source: Central Bank of the Republic
of China (Taiwan)

14. Although FX supply is ample in Taiwan, owing to a large goods balance surplus and a
tendency to repatriate investment income, FX demand appears limited because the share of
currency hedging on overseas investment is high, centered on institutional investors. Taiwan's
reinvestment ratio, at around 18% (average since 2010), reflects a stronger tendency than Korea
(40%), Japan (46%), and Germany (28%) to actively repatriate overseas earnings in the form of
dividends and remittances [Figure 21]. This partly reflects the fact that Taiwan's direct investment
had been investment centered on building manufacturing bases in China and that recently—amid
China's growth slowdown, rising wages, and industrial-structure change—the incentive for
Taiwanese firms to increase reinvestment in China has diminished. It was also influenced by the fact
that, since 2019, the Taiwanese government has promoted plans to attract the return of overseas

14 On the International Investment Position (as of 2024), the stocks are portfolio investment assets (USD 1,457.7 billion),
other investment assets (USD 420.2 billion), and reserve assets (USD 581.4 billion). In terms of returns, the other
investment return (other investment income receipts relative to the stock of other investment and reserve assets) is 2.9%
(average since 2000), whereas the portfolio investment return (portfolio investment income receipts relative to the stock
of portfolio investment assets) is 0.6%.
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Taiwanese firms' investment to Taiwan, ™ actively encouraging the domestic repatriation of
overseas earnings.

Meanwhile, the current account is projected to increase substantially going forward as exports
of related industries grow on the back of an upswing in Al- and semiconductor-related industries,
16 which is likely to expand FX supply further and act as an exchange rate stabilizing factor. On the
other hand, Taiwan's overseas investment is conducted through portfolio investment rather than
direct investment'” [Figure 22]. Portfolio investment is largely currency-hedged,’® mainly by life
insurers, so the expansion of overseas investment does not appear to have generated substantial
spot FX demand.

M. Effects of Overseas Investment and Investment Income on the
Exchange Rate

15. We examine the effects of overseas investment and investment income on the KRW/USD
exchange rate using a Large Bayesian Vector Autoregression (LBVAR) model. ' The analysis
identifies structural shocks through sign restrictions, presents impulse-response results, and develops
scenario analysis based on the expected movements of key variables.

(® Impulse-response analysis)

16. An expansion of overseas investment, an FX demand factor, raises the KRW/USD rate,
whereas an increase in investment income, an FX supply factor, lowers the rate. Within
investment income, a rise in the reinvestment ratio weakens this FX supply effect and generates
upward pressure on the exchange rate. A shock to overseas investment, equivalent to an increase
of about 3% relative to its average level, raises the KRW/USD rate by about 0.7 percentage point.
The increase then gradually moderates, although upward pressure persists for a considerable period.
By contrast, a shock to investment income, equivalent to an increase of about 8% relative to its

15 In response to the restructuring of global supply chains following the U.S.—China trade conflict, the Taiwanese government
implemented the “Three Major Investment Programs for Taiwan” from 2019. The program consists of three schemes
supporting (1) the return investment of overseas Taiwanese firms to Taiwan, (2) the investment of domestic Taiwanese
firms, and (3) the investment of small and medium-sized enterprises, providing land-rent reductions, project loans, water
and power supply, support for securing workers, and tax and administrative support, among others.

16 In its World Economic Outlook, the IMF projected that Taiwan's current account would increase by 12.1% through 2030
(from USD 181.1 billion in 2025 to USD 203.1 billion in 2030).

17 As of 2024, Taiwan's direct and portfolio investment stocks were USD 567.2 billion and USD 1,457.7 billion (equities USD
421.7 billion, bonds USD 1,036.0 billion), respectively, so the share of direct investment is low. However, in terms of
investment income receipts relative to the stock, direct investment greatly exceeds portfolio investment. This is because
portfolio investment is centered on low-yielding bond investment, whereas direct investment reflects the high operating
profits of overseas affiliates, among other factors.

18 As of end-October 2025, the life-insurance industry’s overseas investment amounted to TWD 22.3 trillion. Excluding
foreign currency denominated insurance products, the FX risk exposure was TWD 15.2 trillion, of which about 60% was
currency-hedged (Financial Supervisory Commission, Taiwan).

19 For a detailed analysis methodology, see the <Appendix> "Analysis of the Impact of Overseas Investment and Investment
Income on the Exchange Rate Using an LBVAR Model.”
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average level, lowers the rate by about 0.4 percentage point, but the effect diminishes rapidly and
almost dissipates after 12 months. A shock to the reinvestment ratio, equivalent to an increase of
about 1 percentage point, raises the exchange rate by about 0.4 percentage point before gradually
weakening and largely dissipating around 18 months?® [Figure 23].

[Figure 23] Responses of the KRW/USD Exchange Rate to Each Shock"??

Shock to overseas investment Shock to Investment income Shock to Reinvestment ratio

— exchange rate — exchange rate — exchange rate
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Note: 1) Responses of the KRW/USD exchange rate to a shock equal to one standard deviation in each variable. Blue
and green shaded areas indicate the 68% and 95% confidence interval, respectively.

Note: 2) The x-axis shows the horizon in months, and the y-axis shows the change in the KRW/USD exchange rate in
percentage points.

Note: 3) Responses are based on the model with four lags. As a robustness check, models with three and six lags were
also estimated, yielding broadly similar directions and confidence intervals.

17. The Japanese case is broadly similar to Korea’'s in that an expansion of overseas
investment and a rise in the reinvestment ratio create upward pressure on the JPY/USD
exchange rate, while an increase in investment income creates downward pressure. The
response of the JPY/USD exchange rate to a shock to overseas investment is slightly smaller than
in Korea and declines more gradually. Unlike in Korea, the effect of a shock to investment income
persists even after 12 months. In addition, while the effect of a shock to the reinvestment ratio
weakens relatively quickly in Korea, it declines more gradually and lasts longer in Japan [Figure 24].

[Figure 24] Responses of the JPY/USD Exchange Rate to Each Shock"??

Shock to overseas investment Shock to Investment income Shock to Reinvestment ratio
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20 That said, taking the 95% confidence interval into account, the response is statistically clearer over shorter horizons, and
thereafter its statistical significance tends to decline.
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Note: 1) Responses of the JPY/USD exchange rate are estimated using the LBVAR model described in the Appendix,

with Japanese and external variables.

2) Responses are to a shock equal to one standard deviation in each variable. Blue and green shaded areas
indicate the 68% and 95% confidence interval, respectively.

3) The x-axis shows the horizon in months, and the y-axis shows the change in the JPY/USD exchange rate in
percentage points.

4) Responses are based on the model with four lags. As a robustness check, models with three and six lags were
also estimated, yielding broadly similar directions and confidence intervals.

(@ Scenario analysis)

18. The scenario analysis applies exogenous shocks to overseas investment, investment
income, and the reinvestment ratio, and examines the path of the KRW/USD rate under three
scenarios: an expansion of overseas investment, an increase in investment income, and a rise in
the reinvestment ratio. Over a medium- to long-term horizon, positive shocks equal to one standard
deviation of each variable’s residual are imposed to assess the effect on the KRW/USD rate.

19. An expansion of overseas investment and a rise in the reinvestment ratio raise the
exchange rate relative to the baseline projection, 2' whereas an increase in investment income
lowers it. An expansion of overseas investment increases FX demand and creates upward pressure
on the KRW/USD exchange rate, while an increase in investment income expands FX supply over
the long run and lowers the rate. Under the scenario of a rise in the reinvestment ratio, however,
the exchange rate remains above its baseline path. This implies that when earnings generated
abroad are not repatriated but retained or reinvested in the host economy, the FX supply effect of
higher investment income is constrained, allowing upward pressure on the KRW/USD rate to persist
[Figure 25].

[Figure 25] KRW/USD Exchange Rate Projections by Scenario: Expansion of Overseas
Investment, Increase in Investment Income, and Rise in the Reinvestment Ratio"

Expansion of Overseas investment Increase in Investment income Rise in the Reinvestment ratio
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Note: 1) The x-axis shows the projection horizon in months.

21 This projection is a forecast path derived from the historical correlations and dynamics of the variables included in the
LBVAR model. Because it may differ from market forecasts that sufficiently reflect factors outside the model—such as FX
market participants’ expectations, policy changes, and geopolitical factors—when interpreting it, attention should focus
on the additional exchange rate change from applying the scenario rather than on the level of the baseline projection
itself.

15



No.2026-15

IV. Assessment and Implications

20. Korea still relies heavily on the goods balance surplus, but as external assets
accumulate and the importance of investment income grows rapidly, Korea appears to have
entered a transitional phase in which the structure of the current account is gradually
diversifying. This is positive in that income generated from external assets complements the current
account and enhances external payment capacity. That said, an expansion of investment income is
difficult to interpret directly as an improvement in FX supply-demand conditions. Part of investment
income may not be paid out or remitted to Korea but instead retained or reinvested in the host
economy, in which case a gap arises between the apparent investment income surplus and the
funds actually flowing into the FX market. In the end, an increase in investment income is meaningful
as a buffer that complements the economy’s external soundness, but it does not necessarily translate
into an expansion of domestic FX supply or greater exchange rate stability.

21. Going forward, the investment income surplus is likely to expand over the medium
term, supported by export growth centered on the semiconductor industry and the
accumulation of net external financial assets. The IMF projects that the current account surplus
may narrow somewhat in the short term owing to factors such as a less favorable trade environment,
but that over the medium term it will expand on the back of an export recovery and rising primary
income (IMF, 2025). However, if domestic productivity slowdown and population aging persist, firms’
incentive to invest abroad may continue, and the resulting FX demand may partly offset the
exchange rate stabilizing effect of investment income inflows. In particular, as the Japanese case
shows, if the tendency to retain and reinvest abroad strengthens, then even if the primary income
surplus expands, the foreign exchange actually repatriated to Korea may be more limited than
expected.

22. The monitoring framework for FX supply and demand should be refined, focusing on
how much of the investment income that grows with the expansion of overseas investment is
actually repatriated and supplied to the domestic FX market. In particular, since the impact on
the FX market differs depending on dividends, reinvested earnings, currency hedging, and related
channels, it is necessary to look not only at the scale of investment income but also at whether it
is repatriated and at the propensity to retain it abroad. In addition, while promoting the domestic
repatriation of dividends from overseas affiliates and encouraging stable currency hedging by
institutional investors, more fundamentally it is necessary to raise domestic productivity and
investment returns so as to ease the structural incentives for expanding overseas investment.
Ultimately, medium- to long-term exchange rate stability cannot be achieved through FX market
measures alone; it requires strengthening the basis for repatriating investment income together
with an enhancement of domestic growth potential.
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<Appendix>

Analysis of the Impact of Overseas Investment and Investment Income on the
Exchange Rate Using an LBVAR Model

For the analysis, we used a Large Bayesian Vector Autoregression (LBVAR) model with 22 macro-
financial variables (15 domestic, 7 external), based on monthly data from January 2005 to
December 2025 (T = 252). The LBVAR combines a prior distribution with a VAR model in which
the current values of multiple macro variables are explained simultaneously by their own past
values and by the past values of other variables.

Ve =C + AV + Ay o+ + ApYep U, u~N(O,2) - - - - - Eq. (1)

In Eq. (1), y. is the vector of variables, A, is the matrix of coefficients for each lag, and u,
denotes the error term.

If a VAR model includes variables together with their many lags, the number of coefficients
to be estimated increases sharply, so that even as in-sample fit improves, out-of-sample
forecasting power may instead deteriorate—an overfitting problem. Moreover, parameter
uncertainty grows, making estimates unstable and also reducing the reliability of model
interpretation and scenario analysis. To mitigate these problems, the LBVAR model uses a Bayesian
estimation approach that applies a Minnesota prior*.

* A distribution that assigns relatively large weight to a variable's own lags while strongly shrinking other variables
and their lags (Litterman, 1986). Coefficients with relatively little information or weak explanatory power are shrunk
toward zero, leaving only the relatively important coefficients, such as a variable’s own short-term dynamics.

[Table 1] Variable Names and Transformations Used in the LBVAR Model"

Variable name Tranffor Variable name Tranffor
mation mation
Expected inflation rate Level U.S. consumer price index Diff.
Consumer price index Diff. ! Oil price (WTI) Level
KOSPI Diff. 3 U.S. policy rate Level
KRW/USD exchange rate Diff. % U.S. Treasury yield (10-year) Level
Direct investment stock Diff. % VIX Level
5 Direct investment Level % S&P500 Diff.
g Reinvestment ratio Level Dollar index (DXY) Diff.
f’ Investment income balance Level
%. Foreigners’ domestic Level
% Residents’ overseas Level
s Foreign reserves Diff.
CDS premium Level
Net barter terms-of-trade Level
Policy rate Level
Government bond yield (10- Level

Note: 1) To ensure stationarity, variables with a unit root are differenced and converted into changes or growth
rates, depending on the variable
Source: ECOS, Bloombera, FRED
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