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Summary

e We spent two days in Seoul last week, meeting with people from government, quasi-government, research institutes
and the banking sector. Opinions and information gleaned corroborate our outlook for a soft landing in the economy
this year. There is clear consensus that: Korea’s GDP growth will likely slow to 4-4.5% this year from 5.0% in 2006, a tad
below potential (widely believed to be about 4.5%). Most do not think that monetary or fiscal policy needs to respond
aggressively to such a soft landing scenario. However, most are of the view that once property prices stablise, policy will
shift towards supporting economic growth. Thus, confidence in our forecast of one 25bps rate cut this year (regarded as
fine tuning) has been bolstered.

Exports: cooler but still resilient

¢ Amongst the people we spoke with, concerns are widespread about the slowdown of exports due to softer global
demand. It was nevertheless generally conceded that Korea’s export mix is diversified both in terms of markets and
products, and thus the export slowdown should be modest.

e During our meetings, we sought feedback about the double-digit export growth that was maintained throughout 2006,
despite evident KRW appreciation. Some felt that Korean exporters were reluctant to raise product prices in the face of
KRW appreciation due to the tough global competition. This however has depressed the profitability of Korean
exporters. Some are more optimistic, pointing out that the pricing power of Korean exporters may not be so weak, as
industries have been actively moving up the value chain. The surprisingly strong exports performance may also be
indicative of the non-price competitiveness of Korean exports.

Domestic demand: seeking growth drivers

e We attempted to assess whether there domestic demand will be able to pick up the slack from weaker export growth. Most
believe that public works should take up some slack, as the government intends to boost property supply in order to tackle
the property price inflation issue.

e Other domestic demand components will likely come off slightly or remain stable this year. Facilities investment should stay
in the same trend as exports, which is projected to show a mild slowdown. Apart from spill-over effects from softer external
demand, short-term concerns over domestic demand also include the curbs on the property market (if there is over
tightening) as well as the political uncertainties ahead of president election in Dec07. The former would dampen both
investment in private construction and private consumption, while the latter may depress business and consumer sentiment.
We also heard about structural issues, for instance, the worsening in the terms of trade, the rising number of job-seekers who
have decided to exit labour market.

¢ Inshort, domestic demand is unlikely to rise and effectively offset an expected slowing in exports, but few seemed concerned
that domestic demand would weaken sharply this year.

Tame inflationary pressure

e There is clear consensus on the inflation outlook. It is widely believed that inflation should stay tame — between 2%-3% this
year (at the low end of BOK'’s target of 2.5-3.5%), so long as oil prices remain stable. Nevertheless, people still believe that
headline CPI reading will likely be slightly higher than the 2.2% registered in 2006, mainly due to the widespread expectation
of aslower rate of KRW appreciation this year.

Property inflation: wait-and-see

e We tried to figure out the factors leading to the property market boom in Korea. Answers offered to us include rising
real demand due to economic recovery, Korea’s transformation into a society of nuclear families, a mismatch between
housing supply and demand, lax lending policies and speculation from short-term capital inflows (though there has
been limited data to prove the latter case).

e As for solutions to the property market problem, people generally think that increasing property supply (the recent
policy focus) should be a more effective and lasting solution, compared to previous measures which depended solely on

Ma Tie Ying ¢ (65) 6878 2408 * tieyingma@dbs.com ¢ Wong Keng Siong ¢ (65) 6878 6450  kengsiong@dbs.com




KR: field trip report — March 06, 2007

curbing property demand (mainly tax measures). Nevertheless, people are not very confident that the recent set of stabilization
measures would be effective, with policymakers themselves expressing that the need for a review in the coming months.

Nevertheless, our impression is that there is general relief over the recent easing in property prices, though it is merely on
margin. In our view, the government’s target might be preventing property prices from surging rather than pushing down
property prices into a sharp decline. This also supports the view that there will not be over-tightening on the property
market, which in turn would lead to a deterioration in domestic demand.

Monetary policy: neutral, in the near-term

There is broad consensus that there will be no policy rate change from the BOK this year. The major factor hindering
rate cuts remains property price inflation, as people are worried that interest rate cuts will fuel a resurgence in the
property bubble, repeating what happened in credit card market in 2002. However, people also agree that policy
priority will gradually shift towards supporting economic growth, once the property market has stabilised. Our view of
a fine-tuning in monetary policy through one 25bps rate cut remains intact. The risks on our call lie in better-than-expected
export performance and a rebound in property prices, which will mean that the rate cut would be delayed.

During the meetings, we also tried to seek the view about the rationale of raising the reserve requirement ratio (RRR)
instead of interest rate by BOK in Nov06, as the former should lift market interest rates eventually albeit indirectly. The
explanation we got is that RRR hike should generate more direct impact on freezing liquidity and curbing bank loans,
but indirect impact on fuelling KRW appreciation (which is a concern of policymakers, obviously). Given that continuous
RRR hike will require BOK to raise call rate target eventually, people believe that RRR is unlikely to be used as a regular
monetary instrument in future.

Fiscal Policy: neutral with mild expansionary bias

The people we met generally think aggressive fiscal expansionary response is unlikely this year (for instance, tax cuts),
even though this is an election year. Fiscal spending will likely expand moderately and be channelled to public construction,
as a win-win strategy to both support economic growth and curb property prices.

KRW: less appreciation pressure

There is also clear consensus on the KRW outlook: that it should appreciate less than the 8% it rose agains the dollar last year.
First, the current account surplus is likely to narrow, as services receipts are shrinking due to the KRW'’s appreciation (rising
overseas travelling and education, etc) even though the merchandise balance is still holding up well. Meanwhile, the
government is obviously trying to ease pressure on KRW appreciation, for instance, through encouraging portfolio capital
outflows to overseas markets. When asked whether such measures will be effective against the expectation of rising gains in
KRW-denominated assets, policymakers mentioned that promoting capital outflow to undervalued emerging markets
might be a solution.
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