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South Korea’s Economic Outlook

e Economic recovery is underway in South Korea as the country’s
COVID-19 situation remains manageable.

e South Korea’s pandemic-related economic fallout is set to be smaller
than in most other large economies, reflecting swift management of the
virus outbreak combined with speedy implementation of expansionary
fiscal and monetary policies.

e Near-term policy efforts will likely focus on fiscal stimulus as monetary
policy space is rather limited.

ECONOMIC GROWTH OUTLOOK

The South Korean economy is showing signs of recovery after dipping into a brief
recession caused by the COVID-19 pandemic. South Korea has so far been able
to avoid large-scale virus-triggered lockdowns and its economy is set to emerge
from the crisis less damaged than many of its regional peers. High frequency
indicators—such as consumer and business confidence and exports—have
started to improve over the past few months. Nevertheless, still-weak labour
market conditions and soft global demand imply that economic activity will take a
while to reach pre-crisis levels.

The South Korean economy has recorded two consecutive quarterly contractions
in real GDP, meeting the technical definition of a recession. According to
preliminary data, real GDP declined by 3.3% q/q (non-annualized) in the second
quarter, following a 1.3% drop in the January—March period (chart 1). In year-over-
year terms, output contracted by 2.9% in Q2 after a 1.4% gain in the first quarter.
We expect the economy to rebound in the second half of 2020 and into 2021. We
assess that South Korea’s real GDP growth for 2020 as a whole will remain in
negative territory of around 12%. In 2021, the economy will likely bounce back by
3.1%, underpinned by stimulative policies, pent-up demand and a revival in
international trade as the global economy gets back on its feet.

The biggest uncertainty surrounding South Korea’s recovery dynamics relates to
the country’s external sector. As the economy is highly export-oriented—exports
of goods and services account for 40% of GDP, one of the highest ratios in Asia-
Pacific—still-subdued demand conditions around the world will likely be a drag on
the South Korean economic rebound. Moreover, potential new large waves of
COVID-19 infections add to the uncertainties. South Korea’s exports bottomed out
in April and have been on a recovery path since, yet they still remain below year-
earlier levels (chart 2).

Domestic demand will be a crucial factor for lifting the economy out of recession.
Household spending will likely strengthen over the coming months as consumer
confidence continues to recuperate gradually along with a stabilizing labour
market (chart 3). Nevertheless, new virus outbreaks can quickly reverse recent
improvements in sentiment. Similarly, we expect fixed investment to recover in the
second half of the year, responding to loose monetary conditions and the
government’s investment incentives, such as tax deductions.
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South Korea's Real GDP Growth
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Chart 2

South Korean Exports and
Manufacturing Sector Confidence
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Public outlays will provide notable support to South Korea’s economic activity. Fiscal
policy has become increasingly expansionary; the government has promptly unveiled
three supplementary budgets this year to offset some of the adverse impacts of the
pandemic. According to the Ministry of Economy and Finance, the government’s

COVID-19-related policy measures total KRW277 trillion, equivalent to 14.4% of GDP.

Announced measures include cash handouts to households, labour market support,
incentives for private sector facilities investment, public construction projects, as well
as financial aid, loans and loan guarantees for businesses. As the latest policy
announcement, the government unveiled the “Korean New Deal” in mid-July, which is
an economic transformation plan worth KRW 160 trillion—to be spent through 2025—
that will seek to create jobs and underpin the economy. The package focuses on
boosting longer-term growth drivers related to the digital and green economy as well
as on building a stronger social safety net.

We assess that policy efforts through the rest of the year will focus on the
implementation of announced fiscal stimulus measures, rather than on additional
monetary easing. In our view, the country has fiscal space left should the economy
need an additional boost. South Korea entered the COVID-19 crisis in a stronger
fiscal position than many of its peers. According to the International Monetary Fund,
the nation’s general government balance recorded a surplus of 0.9% of GDP in 2019.
Its public debt level—of 40% of GDP in 2019—is relatively low in global comparison.
Despite higher debt and deficits this year and beyond, South Korea'’s public finances
remain sustainable.

MONETARY POLICY, INFLATION AND WON OUTLOOK

Accommodative monetary policy will complement the government’s fiscal stimulus
efforts. The Bank of Korea (BoK) has cut the benchmark interest rate by a total of

75 basis points this year. The latest cut took place following the monetary policy
meeting on May 28, when the BoK lowered the Base Rate by 25 bps to 0.50%

(chart 4). Since then, the BoK has left monetary policy on hold. We do not expect any
further rate cuts over the foreseeable future; indeed, BoK Governor Lee Ju-yeol has
pointed out that the benchmark interest rate is now close to the effective lower bound.
Nevertheless, should the economic recovery come to a halt, the BoK could opt to use
unconventional policy tools, such as quantitative easing to keep long-term interest
rates low. Since March, the central bank has been buying government bonds through
open market operations to improve liquidity in the financial system.

South Korean inflationary pressures are virtually non-existent. The consumer price
index rose 0.3% y/y in July, far away from the BoK’s inflation target of 2% y/y. Soft
demand-driven price pressures will likely persist in the near term with headline inflation
expected to close the year at 0.1% y/y. Base effects and the anticipated economic
revival will likely lift the inflation rate higher next year, yet we expect it to remain below
the 2% mark through 2021, giving a further incentive to the BoK for keeping an
accommodative monetary policy stance in place for the foreseeable future.

The Korean won (KRW) will continue to be influenced by changes in global risk
appetite, equity portfolio flows, and trade-related developments (chart 5). The won
remains highly susceptible to the US-China conflict. We assess that there is a risk of
an escalation in the US-China tensions ahead of the US presidential election in
November. Accordingly, we expect the KRW to depreciate somewhat against the US
dollar (USD) before year-end, with USDKRW likely to close the year at 1,220.
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Chart 4

The Bank of Korea's Benchmark
Interest Rate and Inflation
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