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What is KERI?

Korea Economic Research Institute
(KERYI), 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
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The national economy in 2004 will likely record 5.0% GDP growth for
the year, despite a dower growth in the second half forecast at 4.6% due
to a slowdown in export growth and delayed recovery of domestic
demand.

In the second half of 2004, aweak recovery of consumption and facili-
ty investment is expected, while the construction sector is expected to
dow down sharply. Consumer prices are projected to register a 3.8%
annud rate, with a 4% increase expected in the second half propelled by
internationa oil price hikes.

Meanwhile, export growth is expected to decline in the second half of
this year as externa conditions turn less favorable. Risk factors are high
oil prices, Chinas retrenchment policies and increases in US interest
rates. The current account balance surplus is expected to record US$23
billion for the year.

Economic growth for 2005 is forecast at 4.4%. Although a gradual
recovery of domestic demand is expected with increased expansionary
government palicies, export growth is expected to decelerate, thus lower-
ing the overdl growth rate. Current account surplus is forecast to record
only US$10.3 hillion for the year. Consumer prices are likely to rise at a
3.3% annud rate owing to the dowdown in economic growth, foreign
exchange rate gppreciation, and stabilizing internationa oil prices.

As for future policy tasks, a little less political bickering is called for.
The very divisive current political strife on various issues including the
abolition of the Nationa Security Law, relocation of administrative capi-
tal, and investigation of historical issues is depressing broad business as
well as consumer sentiments. A more stable political and socid amos
phere appears to be a precondition for a sustainable economic revival. An
expansionary macroeconomic stance should be maintained in both fisca
and monetary policies. In addition to budgetary stimulus, tax cuts should
be considered as part of these measures. The efforts to establish hedlthy
labor-management relations based on the rule of law should be redou-
bled.
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Recent Developments

Together with the continuing dowdown in domestic demand, economic
recovery has been held back due to duggish export growth.

Poor progress in consumption demand has continued, registering a 0.6%
decrease in wholesdle and retail sales in July~August, following a 0.3%
decrease in the second quarter of this year. Fecility investment aso dis-
played weak recovery in the midst of acongtruction investment decline.

Export growth, which had gradually dowed since April when it reached
46.6%, recorded 23.5% in September, which is lower than the monthly
import growth of 25.2%.

The Cycle of coincident composite index, indicating the hedlth of the pre-
sent economic trend, was below the standard value (100) for four consecu-
tive months starting in May 2004.

2003

1/4 2/4 May June July | August | Sept.

The BSl (Business Survey Index) of the Federation of Korean Industries
(FK1) aso recorded below the standard value (100) for five consecutive
months since May, dong with the continued fdl in the consumer expecta
tion index. The BSl is the result of a survey taken early each month by
enterprises to obtain economic projection for the following month, and the
consumer expectation index reflects consumer sentiment for six months
ahead of month in which it is reported. Broadly speaking, we can expect a
delay in the recovery of economic sentiment.
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Affected by a sharp increase in internationa oil prices, producer prices
and consumer prices rose 7% and 4%, respectively,
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Thanks to strong export performance and alarge surplus in the commodi-
ty account balance, the current account for the January-August period this
year recorded aUS$ 17.5 billion surplus.
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"Outlook for 2004~2005

Growth for Second Half '04 Projected at 4.6%

In the second half of this year, economic growth is projected at 4.6%
given a number of unfavorable factors including export growth stagnation,
and delayed domestic demand recovery. The full-year economic growth
rate will likely be around 5.0%.

Export growth is expected to decline due to externd risk factors such as
the aftereffects of China's retrenchment policy, continued increase of U.S.
interest rates in the second half, the possibility of terrorist attacks before the
U.S. presidentid eection, and technical factors following the high export
growth rate recorded in the second half of 2003.

Private consumption will remain on adight recovery trend in line with a
technica rebound in the second half of this year and considering recent
poor consumption indices caused by a lack of significant improvement in
employment and excessive household dett.

Facility investment is expected to post a 7%-level recovery in the second
haf due to positive preceding indicators including a rise in machinery
orders, an increase in demand for facility investment, and improvement in
financid conditions of manufacturing businesses. Construction investment
however will likely continue its sharp downward trend for the time being
largely influenced by the dowdown in economic conditions in the red
edtate following the government's reinforced housing and real estate restric-
tions.
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Economic Growth for 2005 Forecast at 4.4%, Lower Than

2004

The economy islikely to grow 4.4% in 2005, dightly lower than in 2004,
particularly recording low growth in the first half followed by higher
growth in the second half.

With adight decline expected in the globa economy, export growth stag-
nation is expected to continue, while domestic demand is unlikely to recov-
er sgnificantly until after the first half of 2005. Consequently, economic
growth for thefirst half of 2005 is expected to fall to alow of 4%.

In the second hdf of 2005, economic growth is forecast to rise near to
5%, with growth in domestic demand playing a leading role. Recovery in
domestic demand is expected following the effects of the government's
expansion of financia expenditures and tax reductions.

The overdl shape of the possible future projection indicates that the con-
tribution of exports to economic growth will decline on a gradual bas's,
while that of domestic demand (private consumption + fixed investment)
will recover gradualy.
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Major Domestic and Overseas Risk Factors Related to
Projection

Amongst important potential negative oversess factors related to projec-
tion are ail price ingtahility, retrenchment of the Chinese economy, and con-
tinued U.S. interest rate increases.

High oil prices are aready creating a heavy burden on domestic prices,
with effects resulting in a worsening of corporate profitability and afdl in
household disposable income. Although the sharp increase seems to have
dowed recently, thereis till the possibility that oil price problemswill like-
ly re-appear asingtability in the Middle East persist.

It iswidely believed that Chinds retrenchment will not led to a hard-land-
ing of its economy. Nevertheless, if symptoms of overhegting such as price
hikes and fixed investments increases appear again, China will most likely
opt for broader and stronger retrenchment policies to cause a more rapid
reduction in the growth of its economy.

Further increase in U.S. interest rates seems possible while avoiding an
economic recession. However, on the international scene, the larger the
increase in U.S. interest rates, the more the negative impact on the globa
economy.

Various domestic factors that could make consumption and investment
recovery difficult include corporate management hardships, strong labor
unions, business redtrictions, and anti-entrepreneuria sentiment, as well as
the possibility of continued political strife over issues related to the National
Security Law, relocation of the administrative capital and investigation of
historical issues.
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Consumer Price Increase: 4% Level in the 2nd Half - Annual

3.3%

The combined impact of high-level increasesin international oil and raw
material prices, as well as the won-currency appreciation serving as the
main domestic inflation pressure factor, consumer prices in the second half
of 2004 is expected to soar about 4.3% resulting in an annual increase of
3.8%.

Import prices sharply rose by about 16% year on year in the July-August
period this year. Subsequently, producer prices also rose to 7%, which will
add pressure to consumer price increases with atime lag.

Prices in 2005 are expected to return to a comparatively stable trend,
recording an annud rate of 3.3%. With amild recovery in domestic demand
coupled with awon-currency appreciation, inflationary pressure will not be
asgreat, and could a so benefit if internationa oil prices stabilize next year.

Current Account Balance: US$23 Bil. in '04 and US$10.3 Bil.

in '05

With the gap between export growth and import growth narrowing in the
second half of 2004, the current account is expected to record about a
US$9.8 hillion surplus, which is smaller than the US$13.2 billion surplus
redized in thefirg half of the year.

In 2005, the scde of the current account balance surplus will likely regis
ter about US$10.3 hillion, less than the half that of 2004. Whereas the dug-
gish trend in export growth, which started in the second half of thisyear, is
expected to continue next year, the decline in import growth will not be as
great owing to agradual recovery in domestic demand.

Long-Term Interest Rates to Continue Decline Until 1st Half of

2005

Based on the yield rate of 3-year-maturity corporate bonds, market inter-
est rates in 2005 is expected to increase 4.2% in the firgt haf and 4.8% in
the second half, thereby registering an annual average of 4.5% for the year.

Due to export growth dowdown, mild domestic demand recovery, and
continuation of geopolitical risks, improvement of investment sentiment
will remain weak and with an additional decrease in the call interest rate,
low-interest ratesis expected to prevail.

However, a gradual domestic demand recovery over the course of 2005
should help raise interest rates in the second half.
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Won-Dollar Exchange Rate to See a Slow Decline

The won-dollar exchange rate is projected to continue on its declining
trend from this year's average of 1,155.1 won per U.S dollar to an annual
average exchange rate for 2005 at 1,114.5 won per U.Sdallar.

Influencing the won-dollar exchange rate are the narrowing difference
between domestic and overseas interest rates and slowdown in export
growth, aswell asthe inflow/outflow of foreigners stock investment funds.
However, adow decline in the won-dollar exchange rate is likely owing to
the current account surplus which is expected to continuein 2005.

Ww o u o 2 3

Furthermore, due to expansion of U.S. budget and current account bal-
ance deficits, amongst other factors, there is strong possibility that the
weakening trend of the U.S. dollar may continue in the near future. With
expectations regarding an increase in U.S. economy's growth trend and U.S.
policy interest rates, the dollar isunlikely to weaken significantly. o
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1. Economic Recovery First, Please

D
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espite repeated pledges to focus on economic revival, the government
political leaders are ever increasing intensifying of politicizing very
sive issues. Thus, a top priority should be the resolution of political

uncertainties, which are dividing nationa opinion in matters related to the
Nationa Security Law, relocation of the administrative capital, and investi-
gation of nationd historica issues. Meanwhile, continued effort for consoli-

dati

ng the Korea-U.S. cooperation system remainsimportant.

2. Continue to Promote Economy-Boosting Policies for Job

Creation

The government should be active in the crestion of more jobs through
expansionary macroeconomic policies, especialy if domestic demand
dowdown should continue. Tax policy should aim at reduction in income
tax and specia excisetax rates, a least for alimited period, while monetary
policy could consider an additional decrease in interest rates, particularly
with the price-push pressure from total demand remaining low. Flexible for-
eign exchange rate policy should be maintained, and only if necessary
should the government intervene to the level of mitigating any sharp fluctu-
ations.

3. Establish Labor-Management Relations Respecting Laws

and Prin

ciples

The government and political circles must seek a viable resolution of
labor-management problems and conflicts among interest groups based on
the rule of law. The neutral position taken by the government following
labor strikes last summer as well as the disputes between credit card firms
and discount stores this year has been positively judged. Enterprises should
try convert temporary jobs into permanent ones to help dleviate the exces
sive working conditions of regular workers. A new layoff system based on
the notion of "productivity gap' could be introduced and applied in the event
of a'serioudy worsened management situation.’
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