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. Socio-Political Risk Dynamics

A. Direction of change in socio-political risks:
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favorable. One of the most
important recent positive developments that underscore how much Korea’s political system is
maturing is the smoothness with which the presidential transition has taken place. It is not simply
that Mr. Lee has given his predecessor, Roh Moo-hyun, considerable respect but that Mr. Roh is
leaving office without fear of punishment or prosecution. This is something virtually none of his
predecessors could say, and it shows how Korean politics is developing a healthy multi-party
structure. The individual parties are not as durable as in more established democracies like the
US, Australia and the UK, but they are increasingly focusing on issues rather than individual
personalities.

President Lee is coming to office with a great deal of public support for most of his policies.
Although he is nicknamed “The Bulldozer” for his forcefulness, so far he has not been very
successful in getting his way. His first policy reversal was to retain the unification ministry that
deals with Pyongyang despite his initially announced intention to shut the department. He has also
quietly backed off from his proposal to push English at all levels as hard as he said he would do.
This retreat was in response to a negative public reaction to his initial plan. He has also lowered
his growth target for this year to 6% from 7%, and although he has not abandoned his plan to push
real GDP growth back up to 7% during his term of office, economists are increasingly doubtful that
this goal has a realistic chance of being reached.
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It remains to be seen how well he will implement his other policy goals. He says he would
like to have a Free Trade Agreement with the US, but this is almost certain not to happen this year,
and if either Hillary Clinton or Barack Obama win the presidency, current indications are that the
new US president would oppose such an agreement. Mr. Lee will be traveling soon to the US,
where he will try to create the impression that he is mending fences with the US. The fact is,
however, that Korea’s relations with the US were never really very bad. Personally he might well
develop a better relationship with President Bush and with other senior US political leaders, but
when it comes to Korea-US relations they are likely to remain very consistent.

Domestic politics in Korea will remain a bit up in the air until after the National Assembly
elections are held. The opposition United Democratic Party (UDP) still has a majority in the
legislature and is using this voting power to prevent Mr. Lee from appointing all he would like to his
first Cabinet. This has slowed down the process of setting up a new government and gotten Mr.
Lee off to a relatively weak start. Because of the need for a quorum, Mr. Lee had to retain four of
former President Roh’s ministers when he held his first Cabinet meeting earlier this month. The
opposition is also scoring points that could help them in the National Assembly elections by arguing
that many of Mr. Lee’s initial choices to fill certain key cabinet positions showed he is more
interested in helping the rich than the underprivileged and also perpetuating practices of
regionalism (Mr. Lee is from Gyeongsang) that have divided society in the past.

Once the National Assembly elections are over, the government should start running more
smoothly. This is when Mr. Lee might introduce some new privatization ideas. He has indicated
that he wants to turn over certain organizations like Korea Development Bank from the public
sector to the private sector. Another possibility being discussed is to fold a number of wholly-
owned government companies into a single holding company, while the government is likely to sell
to the private sector its sizable stakes in firms like Hynix Semiconductor and Hyundai Engineering
& Construction that it took on its books during previous economic crises periods.

As we have already noted, the US presidential elections pose risks for Korea. It remains to
be seen if the protectionist rhetoric of both leading Democratic candidates will actually be
implemented if either is elected, but neither Mr. Obama nor Mrs. Clinton have shown any inclination
to pursue a Free Trade Agreement with Korea and they might push even harder for measures that
would help the US automobile, beef, and agricultural sector than the Bush administration has done.
This would make those vested interest groups in Korea like farmers’ organizations even more
opposed to an agreement too.

The main immediate external risks to Korea are economic. The US economic slowdown
and sub-prime crisis will have negative fallout for Korea, while the sharp rise in oil and other
commodity prices hits Korea even harder than most other Asian countries due to its heavy reliance
on imports. One of the new government’s top initial priorities is to develop a new energy policy.
This is likely to include new initiatives to develop relations with the Central Asian republics, as well
as with other emerging markets in Africa and Southeast Asia that have the resources Korea needs.

Korea stands to benefit from the Beijing Summer Olympics provided the Games come off
smoothly. Many foreign tourists are likely to travel through Korea on their way to and from the
Games, giving Korean companies an opportunity to show off their wares and Korea as a whole the
chance to shine in the Games. However, if the ongoing riots in Tibet, China’s commercial
involvement in places like Sudan, and negative publicity from China’s environmental problems
politicize the Games and turn them into an embarrassment for China, Korea will be less able to
realize any opportunities and more likely to be hurt by the negative economic and political fallout.
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B. Grades and weights of key socio-political risk variables:

Mar. 2007 | Feb. 2008 | Mar. 2008
Wgt Grade | Wgt Grade | Wgt Grade

1 Domestic political risks 20 4,94 20 3.31 20 3.39
l.a Change of government and key leaders 25 6.60 25 4.75 25 5.00
1.b Inability of the government to implement its policies | 20 4.25 20 3.00 20 3.50
1.c Adverse policy changes 35 5.25 35 3.50 35 3.25
1.d Disruptive political transition 20 3.00 20 1.50 20 1.50
l.e Other 0 0 0
2 Social disorder risks 30 5.95 30 4.93 30 4.93
2.a Labor activism 40 6.90 40 6.00 40 6.00
2.b  Social activism/unrest 35 5.00 35 4.00 35 4.00
2.c Regionalism 25 5.75 25 4.50 25 4.50
2.d Other 0 0 0
3 External risks 20 5.51 20 5.18 20 5.30
3.a Risk of a change of leadership / government 15 5.50 15 5.50 15 5.75
3.b Risk of unfavorable external policy changes 35 5.25 35 5.50 35 5.75
3.c Risk of external social unrest 15 5.00 15 4.50 15 4.50
3.d Military risks 35 6.00 35 5.00 35 5.00
3.e Other 0 0 0
4  Systemic risks 30 6.53 30 5.81 30 5.81
4.a Corruption 30 6.30 35 6.30 35 6.30
4.b Nationalism and other cultural risks 45 7.25 40 6.50 40 6.50
4.c Institutional weakness 25 5.50 25 4.00 25 4.00
4.d Other 0 0 0

RISK INDEX 100 5.83 100 4.92 100 4.96

Grades are scaled from zero to 10, with zero being the best grade possible and 10 the worst.

Economic Dynamics

A. Macroeconomic data and forecasts

(all units are in U.S. dollar billion unless otherwise specified)

2002 2003 2004 2005 2006 2007 2008
GDP (current US$ prices) 546.71| 608.17| 679.98| 787.57] 877.19] 929.74| 990.18
GDP (real growth rates) 7.00 3.10 4.60 4.00 5.00 4.90 4.70
Population (million) 47.68 48.02 48.41 48.85 49.20 49.40 49.60
Inflation (% change) 2.70 3.60 3.60 2.80 2.20 3.60 5.00
Exports 162.82( 194.30] 253.80{ 284.70] 325.90/ 371.80] 415.00
Imports (c.i.f.) 152.02( 178.80| 224.47| 261.15| 309.30/ 356.70| 402.00
Current Account Balance 5.39 11.95 28.17 14.98 6.09 6.00 7.00
Foreign Exchange Reserves 120.81] 155.00{ 184.00f 210.39] 238.96| 280.00{ 320.00
Total Outstanding Foreign Debt 141.47| 157.39| 172.26( 187.88| 263.39] 350.00{ 400.00
Exchange Rate vs. US$ (end year) 1,200.4] 1,192.7| 1,035.2] 1,007.5 930.0] 936.00{ 900.00
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B. Comments on economic trends and developments

It is probably no coincidence that the Korean won has reversed direction in the foreign
exchange market and has been weakening quite sharply against the US dollar at the same time
that world oil prices have topped US$100-per-barrel and are still moving higher. The Korean
government considers rising oil and other commodity prices to be the biggest threat to the
economy in the coming year. Confidence in the external outlook was not helped any when it
was announced that the current-account BoP showed a deficit of US$2.6 billion in January, with
the annual growth of imports running at double the pace of exports (31.1% vs. 15.4%). One of
President Lee Myung-bak’s first initiatives is likely to be to formulate a new energy policy for the
country, including a push to secure supply lines through foreign investments.

The weakening of the won will also make it more difficult for the government to contain inflation.
Since President Lee campaigned on a platform of stimulating the economy, government
spending will remain aggressive, and the Bank of Korea is likely to come under greater pressure
to cut interest rates in order to boost economic growth. This doesn’t leave the government with
many tools to fight inflation. It is trying to provide quick relief by cutting domestic sales taxes on
fuel for 10 months from March, and there is also some room to reduce import tariffs on other
commodities like grains and power tariffs for households and self-employed businesses.
However, these are one-off measures that will not have a lasting impact. Unless there is a
reversal in the current trend in fuel, metal and foodstuff prices, Korea’s actually rate of both
producer and consumer inflation this year could be much higher than current official forecasts
indicate (3.3% according to the Bank of Korea). Consumer price inflation in February-over-
February was only 3.6%, but the rate could accelerate in the coming months.

Although opposition is growing to President Lee’s idea to build a network of canals as part of an
aggressive infrastructure building program to raise economic growth, the President himself is
still pushing the idea. However, if he is to avoid having the economy slow sharply in the initial
months of his term of office, he will have to take measures that can be implemented faster. For
example, on almost the same day that Mr. Lee was inaugurated the government announced
that it will extend tax concessions for new corporate investments. Still, is looks increasingly
unlikely that Korea will be able to grow by 6% in real terms this year as Mr. Lee is targeting or
even if it will be able to differ from the decelerating trend in growth that all of Asia’s other
developed economies are forecasting for this year.



