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Recent  Economic Developments

Production, Consumption and Investment

Due to sluggish export performances by semiconductors, computers  and other key 

sectors,  real economic indicators for production, shipment and facility investment remain 

depressed. Production has continued its downward trend for three  consecutive months 

since March of this year  and facility investment declined  6.6% in May,  marking 

another  month of negative  growth which  began in November 2000 due to the overall 

slowdown in the economy.

On the other hand,  construction investment and  domestic wholesale and retail  sales 

have more  or less maintained a  recovery tempo. Thanks to order expansion,  

construction investment has rebounded  from negative growth to  a  posting of positive 

growth and domestic wholesale and retail sales have registered 4% growth. 

Against this backdrop, the overall economy, which had shown promising signs  of a 

recovery in February and March, has returned to the doldrums as of April.

The cyclical components of coincident  composite index, the  downward trend  of which 



halted in March, has continued to  decline since  April.  At  the same time,  the leading  

composite index,  having boasted continuous growth  for three  consecutive months from  

February, reversed  course to  negative growth in May.

Employment

The number of jobless  and the unemployment rate,   both of which  had shown upward 

movement  since November 2000, fell for three consecutive months from March.  In 

May, the number of individuals out of work reached 780,000 and the  unemployment rate 

was 3.5%, the lowest  levels since October 2000 at which time comparable statistics 

were 760,000 and 3.4% respectively.

However, recent improvement has been due to seasonal factors,  government employment 

policy and labor projects that created enhanced opportunities in the agriculture-fisheries 

and construction sectors.

Exports, Imports and Balance of Payments

The rate of  decline in import  growth outpaced the  decline in  export growth to  

power a greater  trade surplus in the second quarter than in the first.

Exports declined 2% in March  and continued to remain  sluggish due to stagnation in  

the Japanese and U.S. economies as well as export unit price declines. Second quarter 

exports fell 10.5%. With the decline in facility investments, imports fell 13.5% in the 



second quarter.

The current  account maintained  a surplus.  The  capital  account, however,  has  been 

mired in  the red  since September 2000 due to net foreign withdrawals of stock market 

investment and the repayment of overseas loans.

Prices

Prices, having demonstrated  a steady rise  through April, stabilized  in May. The  

consumer price index for the January-April period rose a monthly average of 0.6%. 

Essentially flat in May, it rose again by 0.3% in June.

Producer prices, which had maintained a steady growth trend since June 2000 before 

falling 0.1% in May, rose 0.1% in June.



Interest Rates and Foreign Exchange Rate

Since mid-February, interest rates have inched  upward amidst concerns about rising 

prices  and the hike in the won-dollar exchange  rate. With the  stabilization of the  

foreign exchange rate in  May,  however,  interest rates have declined slightly.

In early April, the won-dollar  rate, rose to a   peak of 1,365 (since October  20000) 

prompted by a  sharp rise in yen-dollar exchange rate. In May the tide shifted  and the 

won-dollar exchange  rate declined gradually due  to the stabilization of the yen-dollar 

trend as well as the government's strategic intervention in the FX market.



Economic Outlook for 2001/2002

Economic Growth

Projections of the economy's  expansion by 4.8%  in the second half  are based on  

anticipated growth of domestic consumption and a gradual increase in exports.  Combined 

with first-half results, GDP growth for 2001 is forecast to be 4.3%. Growth in 2002 is 

expected to climb to 5.4%.

From the  perspective of  relative contribution  to economic  growth, only  exports and  

consumption are expected to make  a positive   contribution this year.  In 2002,  

however,  overall investment, including inventory,  is expected to improve and therefore 

achieve a  balanced contribution,  with exports, to economic growth.  

Performance of exports in the second  half of this year is  the main source of a 

downside  risk from our current year projection. If exports falter, the GDP growth rate 

forecast will be lowered accordingly.



Balance of Payments

Commodity and current  account surpluses for  the current  year are expected  to 

outpace those  in 2000 despite the sluggish trend in both exports and facility investment, 

owing primarily to the substantial decline in import growth.  The commodity  and 

current account  surpluses for  2001 are projected  to be  US$18 billion and US$14.2 

billion, constituting increases of US$1.4 billion and US$3.2 billion respectively.

With the fulfillment of an anticipated  full-dress economic recovery in 2002 and  greater 

demand for facility investment, the   import growth  rate is   expected to  exceed  the 

export   growth rate.   Consequently commodity and current  account surpluses  are 

expected  to shrink  to US$10.1  billion and  US$6 billion respectively.

Prices

Public utility rate  increases, in conjunction with swollen imported product prices due  

to the  weaker foreign exchange rate,  pushed inflation  to 4.3%  in the  first half,  

threatening to  exceed the  Bank of  Korea's inflation target (3±1%). With further 

utility rate increases unlikely in the second half of 2001 and a stable won-dollar foreign 

exchange rate forecast, inflation pressures  are expected to abate.  Inflation is projected 

at 3% for  2002  as we expect little inflationary pressure from the aggregate demand in 

the remainder this year and early next year.

Interest Rates and Foreign Exchange Rate

Long-term interest rates are expected to climb in the second half of 2001 and into 2002. 

Despite enhanced liquidity, the  maturation of 40 trillion  won in corporate debentures  

in the second half coupled with a projected 4% inflation rate are likely to push up yields 

on long-term government bonds as well as the corporate bond yield rate. The upward 

trend in interest rates will continue into  2002 based on the  anticipated economic 

recovery and associated increases in corporations' demand for capital in the facilities 

investment arena.

Aided by a substantial current account surplus, the won-dollar rate is expected to 

decline in the second half from its second-quarter peak and finish the year at 



approximately  1,250.  In 2002, the rate is  forecast to stabilize in the range of 1,200 won 

to the dollar.

We also expect net inflow of foreign capital to increase as the Korean economy 

gradually recovers in the second half of this year.  This will provide additional support 

for the exchange rate.



Policy Issues 

Review of Macroeconomic Policy Stance and Recommendations

As sluggishness persists....

Recent trends in a  number of economic  indicators continue to  point to a  sluggish 

economy. Given  this backdrop, policy  makers have  stated that  a limited  

expansionary policy  has been  in effect  since the beginning of  the year.  These 

claims  notwithstanding, the  government's stance  on its  macroeconomic policies has 

not been clear to observers.

Monetary policy has been effectively tight....

Beginning our  analysis with   monetary policy,   the Bank  of  Korea has   pursued its  

policy of maintaining interest rates at a  fixed level until its recent rate reduction of a 

quarter percent. The BOK claimed that it was maintaining a neutral policy stance, thus 

not unduly affecting the economic environment. This, however, is  quite misleading. Due  

to continued sluggishness since  late last year,  the gap between the actual and  

potential GDP continues to widen.  Under such contractionary circumstances, holding the 

policy interest rate constant,  in fact, amounts to a  deliberate tightening of policy.  

Given that the surge in CPI inflation  so far this year  has been mainly  due to factors 

that  have little to  do with the aggregate demand, such as hikes in public service rates, 

the thought of policy easing should have occurred to the BOK several months ago.

While fiscal policy has been more contractionary than expansionary.......

Second, turning to fiscal  policy, the Ministry of  Finance and Economy (MOFE)  has 

continued to  insist that it has maintained  a limited  expansionary fiscal  policy stance  

by front-loading  this year's spending. However, according to a  recent  accounting of 

actual government expenditures and  tax receipts through the end of May,  it  turns out 



that the government's inflow  was about 14 trillion won higher  than its outlay within 

that period. If  this indeed constitutes limited  expansionary  fiscal policy,   one shudders  

to contemplate the scenario in which the government starts to tighten fiscal policy!

True policy stimulus is needed now.

The current  sluggish economy   requires more accommodating   monetary and fiscal  

policies.  Domestic demand needs further attention to prevent the Korean economy from 

lapsing into a  prolonged downturn in the absence of  rapid rebound  of Korea's exports  

sparked by  a rapid recovery  in the  U.S. and  other advanced countries.  If a prolonged 

downturn takes hold in Korea, a plethora of major and minor structural problems will 

surface  and risk putting  the Korean  economy on the  same slippery slope  the 

Japanese economy stumbled onto more than ten years ago.

Along with   conventional macroeconomic  policy  stimuli,  the  government needs   to 

consider   various deregulatory measures to boost business activities.  Providing an 

environment in which enterprises are better able to concentrate  on their  core business 

activities  would be  an effective way  to hasten  economic recovery in Korea.


