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Wat 1s KER?

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
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Production,
Consumption
and Investment

Despite diminished private consumption, the Korean economy in 2002
recorded 6.3% annua growth, largely attributable to export expansion
and, to a lesser extent, a recovery in facility investment. Entering 2003,
however, the economy on the whole has been aggravated by the after-
math of the Irag crisis and the North Korean nuclear problem. Nearly dl
real economic indicators are in decline, except for construction invest-
ment, which has been helped by government spending to address the
typhoon damage last summer. Both consumption and facility investment
went into decline in the first quarter of this year. Industrial production in
thefirst quarter of this year dowed to 5.9% growth, as compared to 9.5%
growth witnessed in the fourth quarter of last year, with inventories also
ontherise
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Of particular note, February's wholesale and retail sales declined quite
steeply, worst since the foreign exchange crisis period, indicating general-
ly worsening economic conditions and consumer sentiments. Asaprime
example, the financia asset/debt ratio in the household sector fell to a
level lower than that of the foreign exchange crisis. Such data suggest a
significantly weak purchasing power at present in the private sector.
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Also amatter of concern, facility investment, in a continued slump since
2001 (though its rate of declineis not high), islikely to contribute to further
deterioration of the economy's future growth potentia. In fact, the pace of
production capecity growth has dackened consderably to the 2% level as
of the second half of 2002.

In 2003, the trade balance has recorded deficits for three consecutive
months, tied to a dowdown in exports and import expansion. But the trade
balance in April swung to asurplus of US$1.0 billion from its three consecu-
tive months of trade balance deficit, owing to a reduction in oil import

charge.
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Consumer price hikes exceeded the 4% level in March of this year as
compared with the same month last year. Producer prices this year also

were a the 5% leve for three consecutive months, reflecting strong exter-
nal pressures of internationa oil price increases and the rise in won-dollar
exchange ratesin the stimulation of prices. But CPI in April dowed to 3.7%
growth, compared with 4.5% in the previous month as prices of oil products
and won/dollar exchangeratefell.
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Interest Rates
and Foreign
Exchange
Rate

Long-term interest rates continued to decline as deep-seated uncer-
tainties over economic conditions persisted. Subsequently, long-term
and short-term interest rates reversed course since March.

The won-dollar exchange rate rose up from February 2003 due
largely to the full-blown impact of North Korean nuclear problem.
But in April, it fell to approximately 1,220 to 1,230 won on expecta:
tions that the North Korean nuclear problem would be solved peace-
fully.
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If North Koreas nuclear problem remains unsolved by the second half of
2003 despite the relatively swift end to the U.S. war on Irag, Korea's annu-
a economic growth thisyear is projected to remain a 3.5% due to delayed
economic recovery. A continuation of the North Korea's nuclear problemiis
likely to further weaken confidence in the Korean economy. Thiswill lead
to a withdrawal of foreign investors from the Korean stock market and
decrease in FDI (foreign direct investment), foreign exchange unrest, a
withering of both consumer and entrepreneura sentiment, thereby resulting
adowdown of consumption and investment. Should North Korea's nuclear
problem show a visible sign of resolution in the first half, however, the
nation's economic growth rate might surge to as much as the mid-4% level.

Private consumption is expected to post 2.7% growth, far below the 6.8%
of year 2002. Negative factors for private consumption include a heavy
interest burden due to household debt incresse, household credit decline,
reverse effect of assets caused by redl estate and stock price declines and
contraction of consumer sentiment.

Fecility investment is likely to continue its negative growth that com-
menced in 2001, with an anticipated delayed recovery of enterprises
investment sentiment. A growing labor union militancy is likely to hurt
business sentiment further.

Exports are widely expected to record an annual 10% level of growth
with expansion of the world trade volume on the heels of recovery trends
of advanced economies, including the United States, as well as a continua-
tion of recent strong progress in exports to China. Nevertheless, the export
growth rate is expected to gradually become more duggish in light of the
high growth rate realized in the second half of last year in addition to a
number of unstable factors, such as import restrictions by advanced coun-
tries and an anticipated delay in the recovery of semiconductor prices.

Imports are expected to experience rapid growth, outpacing export
growth in the first half, owing to raw material price hikes, including
international oil prices. However, in the second half, the brisk rate of
growth will likely subside, affected by alikely internationd oil price drop
and the scaling back of domestic demand.

The surplus in the current account balance is projected to shrink to about
US$1.3 hillion this year, asignificant decline from US$6.1 billion in 2002.
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2003 2003
(North Korean
(North Korean nuclear issue nuclear issue
continues) solved)
1/4 | 2/4 | 3/4 | 4/4 Year
41 37/ 33 31 . 4.4

Won/US$ (average)
Corporate bond (Avg.,%)

In line with the cessation of combat operations in the Iraq war, a good
possibility exigts that oil prices will stabilize downward, defusing the price
push pressure. Yet, some time will likely be required for the complete
removal of the price increase factors that have occurred. Therefore, CPI
inflation this year is projected at 4%. Since duggishness in total demand
may continue, prices are expected to stabilize downward on agradual basis
in the event price push factors can be resolved.
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With an end to the U.S--Iragi war now aredlity in the first half of the year,
economic uncertainties are predicted to clear up to a certain extent. This
said, it should be added that a rapid economic recovery is unlikely in the
second haf. Accordingly, long-term interest rates this year are expected to
remain a their present level. The corporate bond yield rate is projected at
5.6% in the second half, with the annual rate expected to average 5.5%.

The won-dollar exchange rate is expected to maintain an upward trend this
year, a reflection of internal and external economic conditions. If North
Koreds nuclear problem festers to the point of becoming akey issuein the
international community, foreign investment is expected to be cut back sig-
nificantly. Such a development coupled with a sharp decline in the current
account surplus would contribute heavily to a weakened won amid an eco-
nomic recession triggered by duggish aggregate demand.

Despite an early end to the war in Iraqg, if the economiesin the U.S. and
other major advanced countries do not recover relatively quickly, the
expansion of Koreas exports, its domestic economy's driving force, will
facedifficulties.

With the spread of SARS, the economic growth of China, Kored's sec-
ond largest export market, may diminish somewhat adversely affecting
Koredls exportsto that country.

The possibilities that either expanding worries over domestic financia
markets, due to the SK Global scanda cannot be ruled out or fatering
credit card firms, may delay the nation's economic recovery.

KERI Economic Bulletin 9




Revitalization Measures Needed

A prolonged economic recession may well weaken the nation's growth potentia. To
prevent this outcome, a boost to the economy is deemed necessary. With the end of the
war in Irag, the ability to adopt a flexible monetary policy has become comparatively
tenable due to stabilizing international oil prices and significantly reduced price pressure.
Cutsin interest rates may have to be weighed. In terms of fiscal policy, additiond fisca
expansion will be required, in addition to an early execution of the budget in the first half
currently underway.

Various measures conducive to the invigoration of enterprise activities should be active-
ly pursued. The first of such measures should be areduction in corporate tax, adesirable
action in view of the recent economic situation as well as from the perspective of
improving the business management environment in the mid and long terms. To further
enhance the economic growth potentia through its stimulus of enterprise investment, tax
benefits for facility and R&D investments need to be expanded. To accomplish this, the
government should consider converting the current temporary investment tax deduction
system into a permanent system.

It is recommended that the government exert continued efforts to stabilize the confi-
dence leve in the Korean economy through the pursuit of a peaceful settlement of the
North Korean nuclear standoff.
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