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What is KERI?

Korea Economic Research Institute
(KERI), a private economic research
institute, was founded on April 1,
1981. Its purpose is to contribute to
the growth and development of the
national economy through "the build-
ing of an efficient free-market econo-
my system and the nurturing of
healthy corporate growth." Our

scholars are conducting integrated
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In 2005, the national economy is projected to record 4.1% growth,
which islower than 2004 growth(4.8%), primarily due to expected export
slowdown. Domestic demand is, however, likely to show a gradual
recovery.

Exports are expected to decline markedly in terms of growth rate in
2005 largely due to the dower growth of the global economy, as well as
base effects due to the high growth rate of near 30% in 2004, and
strengthening won.

On the other hand, private consumption is expected to grow in the 3%
range owing to a gradua improvement in the employment situation and
technical effect following two years of sustained consumption shrinkage.
Facility investment aso is forecast to continue at a 8% level of growth
thanks to accumulated investment pressure from this year's brisk export
performance and improvements in the financia condition of businesses
in the manufacturing sector.

The current account balance is projected to record about US$13.3 hil-
lion next year, which is only about half the US$27 billion in 2004,
reflecting the export growth dowdown. Risein consumer priceswill like-
ly be moderate. Owing to more stable oil prices and a strong won, we
expect 3.2% CPI inflation for the year. Affected by expansion of the U.S.
budget and current account deficits, the won-dollar exchange rate is
expected to fal to an annual average of around 1,020 won.

Downside risk factors related to our basdine forecast are the possible
recurrence of high oil price, substantial dowdown of the global economy,
acceleration of the won's appreciation, deepening of conflictsin domestic
politics and society which would further depressing economic sentiments
and delaying a recovery in domestic demand. Should al these factors
materialize, economic growth rate could fall aslow as 2.8%.

Asfor future palicy tasks, the government should pursue expansionary
fiscal and monetary policiesto stimulate domestic demand in preparation
for the expected export slowdown. Tax reductions should be pursued
more actively. With respect to foreign exchange rate policy, a more mee-
sured intervention is called for as expectations about the Chinese yuan
revauation make Korean FX authorities stabilization efforts less effec-
tive.
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The government should make efforts to resolve high level of political and
societal tentions. Controversies caused by the ruling party's attempt to abol-
ish the NSL(National Security Law) and other progressive agenda have
proved bit too divisive so far. A more gradualism seemsto bein order.

Various regulations and systems restricting corporate investment must be
improved steadily, and the government should maintain its recent policy of
self-restraint regarding unnecessary intervention in labor-management
affairswhile respecting laws and principles.
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Domestic demand dowdown has been somewhat persistent. Wholesale
and retail sales decreased 2.3% in October, continuing a 0.9% declinein the
third quarter. Congtruction investment growth rate has fallen sharply to a
single digit and facility investment also has reversed course, starting to
decline since September.
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Degpite the continuation of good export performance, the growth rate has
recently shown signs of a gradual dowdown. Following 38.8% growth in
the second quarter, the export expansion rate declined to 28.9% in the third

quarter and to 23.9% in the October-November period. On the other hand,
the dowdown in imports has not been as noticeable, with export growth
falling behind import growth since August.
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Consequently, contraction of economic sentiment appears to be continu-
ing with economic recovery being delayed. The consumer expectation
index of the Federation of Korean Industries (FKI), the mgor indicator of
business and consumer sentiment, has remained below the benchmark
value of 100 since May. The cycle of coincident composite index, indicat-
ing the present economic trend, also has been declining continuoudly.

Affected by the stabilization of internationa oil prices, appreciation of the
foreign exchange rate, and other factors, consumer prices have been declin
ing. Recording a 4.8% rate in August compared with the same month last
year, consumer price incresses fell to 3.9% in September, 3.8% in October
and 3.3% in November. The trend of producer prices has also shown signs
of dowing down.
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Continued current account balance surpluses of US$7.1 billion in the
third quarter and US$2.5 hillion in October have contributed to a total sur-
plus of US$22.8 hillion for the January-October period. This surplus has
benefitted form stable service, income and current transfer account balances
a alevel amilar to last year's as well as a significant increase in the com-
modity account balance due to strong export performance.
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Due to the dowdown in the economy, reduction in the cal interest rate ,
and other factors, the market interest rates have continued on a downward
trend. Meanwhile the won-dollar exchange rate has dropped below the
1,050 won levdl, reflecting the weskening U.S. dallar.
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Outlook for 2005

In 2005, the economy is projected to record 4.1% growth, lower than in
2004, with a pattern of lower growth in the firgt half and dightly higher
growth in the second half. Export growth rate is forecast to dow consider-
ably due to dowdown in the globa economy, technical effects caused by
high growth of near 30% in 2004, instability of foreign exchange rates,
amongst other factors. Conversaly, domestic demand is expected to post a
somewhat favorable performance. Private consumption is expected to grow
at a 3% level owing to agradua recovery in employment, technical effects
from two years of continued consumption depression, the government's
policies to stimulate domestic demand. Facility investment also is expected
to grow to 8.2% due to an increase in investment pressure following strong
export performance and improvement in the financia conditions of busi-
nesses in the manufacturing sector.

Consumer inflation is expected to be relatively low with an annual
increase of 3.2%, thanks to such factors as stable internationd oil prices and
the won's appreciation againgt the dollar. A dowdown in wage increases
and mild growth in total demand are expected, which will dso contribute to
stable prices next yesr.

The market interest rate is forecast to rise gradualy from 3.7% in the first
half of 2005 and to 4.3% in the second haf (based on yields of corporate
bonds(3year,AA-) ). In the first half of 2005, investment sentiment is
expected to be weak due to a stagnation of exports, slow recovery of
domestic demand and continuation of geopolitical risks. An additional
decrease in the cadl interest rate dso should contribute to the low-interest
trend. In the second haf, however, interest rates should rise dightly due to
an increase in demand for funds as a response to domestic demand recov-

ery.

With the weak dollar continuing due to expansion of the U.S. budget and
current account deficits, the won-dollar exchange rate is forecast to fal to
an annua average of 1,020 won to the dollar.
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GDP

Private consumption

Facility investment

Construction investment

Producer prices

Consumer prices

Current account balance
(US$100 million)

Commodity Balance
(US$100 million)

Exports (US$100 million)

Changes (%)
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Changes (%)

Services, income & transfer
(US$100 million)

Won/Dollar exchange rate
(average)

Corporate bonds (AA- %)

Unemployment rate (%)

External factors congtituting downside risks related to this projection are
the possible recurrence of ail price instability, a hard-landing of the Chinese
economy following geopolitical risk factors, substantia stagnation of the
globa economic recovery caused by an increase in U.S. interest rates, and
acceleration of foreign exchange rate gppreciation due to reinforcement of
U.S. efforts to resolve current account deficit. Meanwhile, interna risk fac-
tors include the continuation of socio-political conflicts centering on the
legidation of four reform laws, including the National Security Law, set-
back in the government's efforts to boost domestic demand, strengthened of
thereal edtate tax system including the comprehensive redl estate tax. These
would depress economic sentiments further and delay the expected recov-
ery in domestic demand. If dl of these risk factors materiaize, next year's
growth rate could fal to 2.8%, 1.3 percentage points lower than the basic
projection (4.1%).

KERI Economic Bulletin 9

d 3 M




GDP(%p) CPI(%p) Current Account(USD billion)
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Promote Expansionary Macroeconomic Policies

Korea needs to promote expansionary financia and monetary policies
consistently to prepare for risk factors including a possible export dow-
down in 2005. The planned expansion of fiscal expenditures must be fully
implemented and it is necessary to increase expenditures in specific sectors
that are conducive to expanding growth potential, in particular, such asthe
creation of employment and productivity enhancement. The government
should consider more proactive tax cuts. Since price-push factors are being
aleviated asssting price stabilization and the won's appreciation, the Bank
of Korea should consider an additional decrease in interest rates. The gov-
ernment's intervention in foreign exchange rates meanwhile should be held
to a minimum. The recent foreign exchange rate instability is due to a
strong externa impact and a weakening dollar, while government's stabi-
lization efforts since late 2003 had kept the level of immunity of the Korean
FX market very low. Therefore, there is a strong possibility that the foreign
exchange rate stabilization efforts may prove ineffective until the Chinese
yuan beginsto appreciate.
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Revive Economic Sentiment Through Resolution of Various
Uncertainties

The government should urgently resolve political and socid conflicts that
undermine socia cohesion and depress economic sentiments. Controversies
surrounding the legidlation of four laws, including the abolition of the
Nationa Security Law, temporary workers, excessive collective actions by
various interest groups, weakening of Korea-U.S. cooperation on the North
Korean nuclear issue among others further worsen. These factors could turn
out to be maor obstacles to economic recovery and stabilization of the
livelihood of ordinary citizens

Threat on management rights of korean businesses by foreign interest
appear to be asource of concern and to have negatively influenced business
capital spending. However, a cure proposed by some using the equity hold-
ing of the national pension funds to protect the extant management seems
worsethan the deseaseitsdf. Their type of a'white knight' could turn out to
bea' Trojan horse' of governmental control of the private business.

The socid atmosphere of aienating the high-income earners and socia
leaders should be addressed, as it has potentia to critically impact basic
economic vitality. Only when the society applauds the high achievers, the
number of people working hard to better their lives should grow, and the
economy become stimulated and opportunities should expand.

Establish Labor-Management Relationship Respecting Laws
and Principles

The neutra stance of the government in response to the summer and win-
ter labor disputes this year will contribute positively to the stabilization and
development of the labor market, as well as help establishment of legal
precedent, etc. However, labor-management relations in which laws and
principles are respected can be established only through strenuous, conss
tent efforts over time. In this regard, the government's management of the
illegal strike by the Labor Union of Government Civil Servants is expected
to become an important benchmark to gauge the government's resolve to
respect laws and principles.
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