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KOREA ECONOMIC FOCUS

	 Weaker than expected  GDP growth in 2014 

· The 2014 GDP growth rate slightly improved in 2013, rising 3.3% yoy.  However, this was less than the target growth forecast of 3.5%.

· Weak private consumption and slow business investment were the main reasons. Private consumption only grew 1.7% in 2014, while construction investment slowed further in 2014.

· The Bank of Korea’s revised-down 2015 GDP growth forecast of 3.4% reflects the weaker than expected 2014 GDP.  

· We look at the main economic indicators for 2015: 

· Exports: slowdown in the Eurozone and China, coupled with the weak Japanese Yen hit exports

· Private consumption: still constrained by high household debts

· Inflation: likely to remain around 1% level. However, price rises in agriculture products and cigarettes slightly push up overall prices

Economic Policy Direction for 2015

· The Korean government has chosen structural reform as its top economic policy priority for 2015 reinforcing the aims of the three-year economic plan. In particular, it emphases structural reform in four major areas – education, labour, finance and the public sector.


Gloomy outlook for 2015
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The Korean economy is struggling to maintain its growth momentum. The 2014 GDP growth rate slightly improved, rising 3.3% yoy, compared to 3% in 2013. However, this growth rate was slower than the target growth forecast of 3.5%, mainly due to weak private consumption and slow business investment. 

In particular, growth took a dip after April’s Sewol Ferry disaster which caused a drop in private spending by households and businesses. Private consumption grew 1.7% in 2014, lower than the 2% in 2013, while construction investment slowed further in 2014, with the growth rate falling to 1.1% yoy from 6.7% yoy in 2013.
The central bank already warned that it would be difficult to maintain an outlook of 4% GDP growth for 2015, so it cut its forecast to 3.9%, and then again to 3.4% on 15 January, following their estimation that Q4 GDP growth in 2014 would be much lower than the expected. GDP growth in Q4 slowed to 0.4% qoq (2.7% yoy) from 0.9% qoq (3.2% yoy) in Q3. The BoK’s forecast is now more aligned to that of private investment banks which average around 3.5%, with some forecasting a growth rate around the low 3% level.

Nevertheless BoK maintained its policy interest rate at 2% in January. Meanwhile Finance Minister Choi said that the government plans to maintain its expansionary policies, increasing spending by 5.7% in 2015, the biggest increase in 5 years. 

Choi also emphasised in his New Year message that the economy would face more difficult conditions in 2015. The Ministry of Finance has revised down its economic growth forecast for 2015 to 3.8% from 4%, in light of the Bank of Korea’s (BoK) pessimistic assessment for 2015. However, this forecast is still considered by many analysts to be too optimistic. 

Exports

Exports are expected to increase 3.7% yoy in 2015. Korea’s exports, trade volume and trade surplus all hit record highs in 2014. The Ministry of Trade said that exports in 2014 recorded $573.1 bn, up 2.4% from the previous year while imports grew 2% yoy.  Total trade volume came to $1.09 trillion in 2014, exceeding $1 trillion for four consecutive years. 
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However, there is some scepticism over the export growth forecast for 2015. The main concerns are around the slowdown in the Eurozone and China, coupled with the weak Japanese Yen. As China’s exports have reduced, so has their demand for Korean supply chain items, hurting Korean manufacturers. Exports to China lost growth momentum with a 0.4% drop in 2014. Korea hopes to conclude a Free Trade Agreement with China in the first half of 2015 and expects the deal will strengthen both countries’ position in the wider Asian supply chain for electronic and other products. 
Private Consumption


A headline objective of President Park’s three year economic plan is to rebalance the economy from dependence on exports to increased domestic demand. Private consumption has continued to improve, in part due to the government’s expansionary policies. However, a full recovery in consumption is likely to be constrained by high household debts. 

The Bank of Korea (BoK) said in its 2015 monetary policy direction report that it would maintain an accommodative stance (analysts interpret this as further interest rate cuts before the summer) as inflation is expected to remain low for a considerable time and the economy will not recover.  There are also concerns that any rise in interest rates will harm homeowners, the majority of whom are on flexible rate mortgages, and that higher interest rates would lead to capital flight from Korea. Conversely, there are worries that a drop in the interest rate will encourage further household debt, and only provide a sticking plaster on a longer term growth challenge. 

Inflation

The falling oil price has put downward pressures on consumer prices. However, overall prices are expected to rise due to possible price increases in agriculture products (due to a decline in cultivated land area) and a near-doubling in the price of cigarettes (which came into effect on 1st of January 2015), coupled with modest improvements in domestic demand. 

The Bank of Korea’s 2015 CPI inflation forecast was revised down to 1.9% from its previous forecast of 2.4%, but this did not take account of the price hike on cigarettes.

Economic Policy Direction for 2015

The key phrase for the Korean economy in 2015 is ‘structural reform’. The Korean government has chosen structural reform as its top economic policy priority for 2015 reinforcing the aims of the three-year economic plan. In particular, it emphases structural reform in four major areas – education, labour, finance and the public sector with the aim of driving economic recovery and strengthening Korea’s economic fundamentals. 

We look at the main plans for structural reform:

Finance sector – Korea’s financial services sector has not been strong in the area of financial technology known as fintech, so the government plans to promote the fintech sector by improving relevant regulations and taking best practice from other countries, with the UK being identified as world leaders on fintech. It plans to relax regulations preventing companies investing into the banking sector, which can make it difficult for tech firms to enter the financial industry. In addition, regulations on foreign exchange transactions and venture capital will be revised to increase efficiency and expand venture capital opportunities.

Public sector – The Korean government will continue to push state-owned enterprises to reduce their debt, re-organise public institutions to avoid their overlapping functions, and enhance their efficiency and productivity. It also plans to reform the government employee pension program and payroll system. 

Labour sector – Regulations on the labour market, including for part-time contracted workers, will be revised to strengthen the flexibility of the labour market and promote female employment.  The Korean government will also aim to increase the economically active population by attracting foreign professionals through improved visa regulations and long-term immigration policies.  

Education sector – Korea’s education system will make a number of reforms including raising the number of vocational colleges, and by moving the start of the education year from spring to autumn to make it compatible with the global system and encourage overseas study.
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