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KEY MACROECONOMIC 
DEVELOPMENTS

•  Global growth figures for the first quarter surprised 
 on the upside, but we do not think the 
 outperformance will last
•  Russia enjoyed a strong recovery from a deep 
 recession, but the economy remains heavily 
 dependent on energy
•  The South Korean won has, after years of 
 strengthening, weakened lately, and we expect this to 
 persist in the short run

This month, we review the year-to-date performance of 
the major developed and emerging market economies, 
coming to the conclusion that while first-quarter growth 
mostly exceeded expectations, the underlying dynamics 
of growth contributors suggests that this may have been 
a blip rather than the beginning of a trend. We also 
take a deep dive into the Russian economy, which has 
recovered smartly since its recession in 2014–15, and 
consider whether the almost year-long weakness of the 
Korean won might reverse anytime soon.

GLOBAL: BETTER THAN EXPECTED 
GROWTH, BUT THE STRENGTH 
MAY BE FLEETING

The second half of 2018 was fairly traumatic for 
financial markets, and many observers—ourselves 
included—were appropriately guarded about 
whether risk assets were predictively front-running 
the economy, or simply suffering from a bout of 
overdue correction from excess optimism. Assets 
are, ultimately, underpinned by a combination of 
valuation and macro fundamentals, of course, and 
insofar as the latter has been concerned, official data 
on economic activity for the first quarter of 2019 has 
displayed more vitality than many expected at the 
start of the year.

Indeed, if anything, most first-quarter prints have been 
positive surprises relative to analyst expectations. This 
is especially the case since nowcasts—which track the 
real-time status of economic activity—remained largely 
muted right up till the first data release. Yet with the 
caveat that first releases are always subject to revision, 
it would not be an exaggeration to say that GDP 
growth across the G4 economies all exceeded median 
forecasts. Even among the major emerging economies 
(EMs)— which we represent with the BRIC nations—
just-released full-year output growth figures for 2018
turned out to be stronger than anticipated (Fig. A)..

Source: Thirdrock calculations, from Thomson Reuters Eikon and 
Datastream.
Notes: Gross domestic product for DMs (EMs) are QoQ SAAR 
(YoY). Data for United States corresponds to gross domestic output, 
which is the average of income and product measures, except for 
the most recent quarter (where GDP is reported). Prior-year growth 
rates are the average of quarterly rates, not the annual rate. Official 
2019Q1 data for Brazil and India not available.

FIG. A: 2019Q1 GROWTH ACROSS THE MAJOR G4 
ECONOMIES HAVE SURPRISED UPWARD, AND 
FOR BRIC EMS, 2018 GROWTH WAS SOLID
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Looking more carefully at the growth print for the 
United States—3.2 percent quarter-on-quarter (QoQ), 
annualized—captures very well the overall story for 
the outperformance. Just prior to the release, a Dow 
Jones poll of economists placed expected growth at 2.5 
percent, which was already a solid revision from January 
and February, where nowcasts were suggesting a 
figure of between zero and one-plus percent. The initial 
pessimism had been justified by not only the dour mood 
of markets in December, but also by political events 
(most prominently, the extended government shutdown, 
but also ongoing trade frictions), policy factors (the fading 
of fiscal stimulus, along with unsupportive monetary 
policy as the Fed equivocated on whether the rate hike 
cycle should be paused), and technical reasons (the fact 
that first-quarter growth in the U.S. had repeatedly been 
weak, which most economists rationalize as inadequate 
adjustment for seasonal factors).

But after the Fed signaled an extended pause, markets 
swung rather abruptly in the other direction. This 
swing has since been corroborated by the macro data, 
although the extent of the upside currently priced into 
markets remains, in our view, somewhat excessive. 
While we appreciate the boost that easier credit 
conditions worldwide has played in preempting forces 
that would give rise to an even more severe slowdown 
(as discussed in our April Outlook), we remain cautious 
as to whether easy money alone—especially when 
extended in an environment where debt worldwide is 
already at record highs (as discussed in a previous 
Outlook)—would be sufficient to fully offset a much more 
challenging suite of global downsides emanating from 
the real side.

This is especially the case given how the evidence in 
favor of a substantial slowdown in the United States 
has moved from being somewhat mixed to being 
much more decisive. The latest knock comes from 
Markit’s purchasing manager indices (PMIs), for both 
the manufacturing and services sector (for those less 
familiar with such metrics, PMIs are among the most 
reliable leading indicators of impending economic 
activity, and for the United States, these come in two 
main flavors, those produced by Markit and the Institute 
of Supply Management, or ISM). After defying the 
manufacturing slowdown that began in February, there 
was a concerted plunge in the two series, and both 
measures currently rest barely above expansion territory 
(Fig. B).

Manufacturing, in particular, has struggled in this 
year. Industrial production began shrinking late last 
year, and aggregate hours likewise rolled over this 
year. Even employment growth, which has remained 
healthy for the overall U.S. labor market, has now 
come under stress in the sector, barely scraping an 
expansion over the first couple of months of 2019. Two 
other reliable gauges of economic vitality—residential 
investment and energy prices—remain a concern. 
A recent uptick in new home sales belies the fact 
that single-family housing starts have stopped rising, 
and the peak in residential investment share of GDP 
occurred sometime in the middle of last year. Even the 
growth rate of the Economic Cycle Research Institute’s 
weekly leading index, which was on a road to recovery 
from negative territory since the start of the year, is 
once again tilted down, and keen market observers 
will no doubt be aware that more and more long-short 
Treasury yield spreads have now inverted (the 5 year-3 
month rate went negative in February—and stayed that 
way—and the 10 year-3 month rate has likewise
reverted to an inverted state).

On balance, economic momentum has slowed 
dramatically, notwithstanding the impressive headline
number. This is because the impressive print was 
flattered by transitory factors; underlying dynamics
of growth remain wobbly. In particular, inventory 
accumulation accounted for about 0.7 percentage
points, and government expenditures clocked in at 0.4 
percentage points, an addition much closer to

FIG. B: LEADING INDICATORS BASED ON 
PRODUCER CONFIDENCE PLUNGE FOR BOTH THE 
MANUFACTURING AND SERVICES SECTORS
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Source: Thirdrock compilation, from Markit/Datastream.
Notes: ISM manufacturers and nonmanufacturers composite 
indexes, both seasonally adjusted. A number (above) below 50 
indicates expansion (contraction).
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stimulus-high contributions than what one would expect 
from a waning fiscal impulse. If both of these
were to revert back to their recent means (of closer to 
zero), growth would be closer to 2.1 percent. We would 
reiterate our belief that no recession is likely this year, 
but retain our guess that the odds of one next year is 
around that of a coin flip.

Perhaps the biggest surprise among the first-quarter 
estimates was growth in the Euro Area: a 1.5 percent 
QoQ annualized rate, doubling the previous quarter’s 
0.8 percent rate, and above the Bloomberg consensus 
of 1.1 percent. The growth pickup among member 
states were also heartening, with major states all 
posting improvements: Spain accelerated by 0.1 
percentage points to 0.7 percent QoQ (2.4 percent 
year-on-year, YoY), France retained its 0.3 percent 
QoQ from the previous quarter, and both German and 
Italy escaped near-recession (0 and -0.1 percent QoQ, 
respectively) with a ramp up in growth to 0.4 and 0.2 
percent.

Much like the case of the United States (and as we 
will see below, for Japan), imports netted out a much 
smaller portion from domestic absorption (that is, from 
either public and private consumption, or investment), 
with private consumption numbers for most national 
economies growing robustly. This implies a shift toward 
domestic demand as the key growth driver—likely 
instigated by the global reduction in international 
trading activity—and whether this substitution effect 
holds out for the rest of the year remains to be seen. 
But with estimates of underlying potential growth still 
muted, caution is likewise warranted before proclaiming 
any lasting improvement in the growth trend.

Japan’s 2.1 percent annualized QoQ expansion in Q1 
was bolstered by a sharp upward revision in its 2018 
Q4 figure: to 1.6 percent annualized, from the initial 
0.3 percent estimate. This welcome surprise was 
even more amazing in the context of how Japanese 
nowcasts had pointed to a severe weak patch in 
February (a development we discussed in last month’s 
Outlook), but forecasts of a recession now appear to 
have completely misfired.

As is the case for the U.S. and EU, however, the devil 
is in the details. Remarkably, almost all components 
contributed negatively to output growth, with the 
exception of inventories, public investment, and a 

massive 0.8 percent QoQ boost due to net exports (Fig. 
C). But this was not from increases in exports, per se—
exports actually subtracted 0.6 percent—but rather, 
from a massive dip in imports (of 1.5 percent). Here, the 
substantial shift toward domestic consumption echoes 
that of its other G3 counterparts (excluding the UK), 
and it remains to be seen whether this expenditure
switch turns out to be long-lasting.

FIG. C: SIMILAR TO THE U.S. AND EU, GDP 
GROWTH IN JAPAN ENJOYED A LARGE BOOST 
FROM A REDUCTION IN IMPORTS

Source: Thirdrock calculations, from Japan Cabinet Office.
Notes: Gross capital formation is the sum of (private) residential 
and nonresidential investment, the change in inventories, and public 
investment. Consumption is the sum of household consumption and 
government expenditures. Net exports are the difference in export 
and imports.
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With so much flux going on in the UK economy, we 
are hesitant to place too much stock in performance 
for just one quarter. Yet even here, even the most 
pessimistic forecasters found something to cheer 
about, as the economy recorded a 2 percent QoQ 
annualized expansion. This represented a more than 
doubling of the rate from the final quarter of 2018, 
and were it not for a widening of its trade deficit—in 
marked contrast to the other G4 economies—the 
headline figure might have surprised even more. 
But the specter of Brexit continues to hang over the 
economy—capital formation was bolstered by a large 
outlay in public, rather than private, investment—and 
with Britain’s political future thrown into another loop 
by Theresa May’s recent resignation, it is difficult 
to see how this cloud of uncertainty over private 
investment might lift anytime soon.

This leads us, naturally, to the largest of the EM 
behemoths, China. In our April Outlook, we had
discussed how the arresting of China’s credit 
tightening cycle, along with announcements of a wide 
range of fiscal stimulus plans, had likely led to a much 
softer landing for its economy than otherwise. This 
managed slowdown has now been verified by the 
data: year-on-year growth slowed only marginally, 
from 6.6 to 6.4 percent on a YoY basis (recall, we tend 
to report growth for emerging economies relative to 
figures a year ago, as opposed to annualized QoQ 
terms, since seasonal adjustment is not routinely 
implemented by EMs). On its face, it is clear that we 
are not in the sort of five-ish growth rate that many 
analysts have been calling for (which, in all honesty, 
includes us).

Beijing has evidently decided that the current policy 
environment is too risky to accommodate a less
controlled deceleration. As much as Chinese seeks 
a rebalancing—and this process is indisputably 
underway, with an almost complete erasure of 
the economy’s enormous trade surplus in recent 
quarters—it has decided that a total reliance on 
the consumer as a driver for growth is insufficient. 
It is hard to blame them; even the far more 
advanced economies of the Euro Area have not 
fully embraced consumer-led growth, and China’s 
level of development lags significantly behind that of 
Europe, with its much more sophisticated welfare and 
pension systems (both of which are more supportive 
of consumption).

Other indicators point to a nascent recovery of the 
economy, even in the beleaguered manufacturing
sector. The official manufacturing PMI just broke 
into expansionary territory in March, and the 
nonmanufacturing PMI has remained buoyant even in 
the face of the recent slowdown (Fig. D). The
question remains of whether this bounceback will 
consolidate: more recent hard data on firm profits
suggests that firms are struggling in the face of a tough 
external environment. For instance, industrial
enterprise profit growth plunged by -3.7 percent (YoY) 
in April, in contrast to the 13.9% rise recorded
in March. Part of the March rise has been attributed to 
front-loading in order to accommodate the VAT cut in 
April, and strong growth over a high base was always 
going to be unlikely; still, tightening profit margins do 
not bode well for aggregate economic performance.

While we do not have first-quarter results for 
India, couple of comments are worthwhile, 
especially in light of the surge equity prices that 
followed the better-than-expected results secured 
by the Modi government in the recent elections 
(this, of course, followed a 5 percent retreat in 
the fortnight prior to the results announcement, 
so in reality gains would have been more 
limited unless one were skilled enough to 
have called the bottom). Regardless, markets 
were indisputably elated by the return of an 
administration that is (ostensibly) committed to 
deregulatory and pro-business policies.

JAN-05 MAR-08 MAY-11AUG-06 OCT-09 DEC-12 JUL-14 FEB-16 SEP-17 APR-19

Growth

FIG. D:  CONFIDENCE IN THE MANUFACTURING 
SECTOR WAS HIT BY TRADE FRICTIONS, BUT 
NONMANUFACTURING HAS REMAINED BUOYANT
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Source: Thirdrock compilation, NBS/Datastream.
Notes: NBS manufacturers and nonmanufacturers composite 
indexes. Nonmanufacturing index not seasonally adjusted.
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We are less certain that this will be the case. India’s 
performance under Modi has been far from
impressive. While it is true that growth averaged 7.6 
percent over the course of the Modi administration—
the best among large economies worldwide—this 
fell far short of the administration’s own expectations 
(and promises), of around 10 percent. What’s more, 
this high growth rate occurred in the context of a 
favorable global environment, along with tailwinds 
due to an expanding labor force. Modi also oversaw 
a disastrous demonetization policy in 2016, which 
short-circuited the upward growth trajectory and 
shaved off at least 2 percentage points from GDP 
(although studies also acknowledge that the exercise 
may have accelerated the adoption of non-cash 
payment mechanisms), and even GST unification—a 
trademark economic policy effort—was blighted 
by exemptions that resulted in a less streamlined 
result than desired. And to top it off, the ongoing 
fragility of the banking system demonstrates how 
little progress there has been in dismantling the 
influence of the country’s large business houses. 
It is thus little wonder that Modi’s Bharatiya Janata 
Party campaigned on a platform focused less on its 
historical economic accomplishments, than on Hindu-
nationalist sentiment.

We close with a return to Brazil, which we looked 
at in detail in our February Outlook. Then, we had 
suggested that the Bolsonaro administration might 
portend a new dawn for the country. Here, we have 
been disappointed; Brazilian growth has struggled, 
and recent monthly real output has even tested 
negative waters. Concomitantly, unemployment has 

Overall, as we mentioned in our introduction, a better 
than expected set of GDP growth numbers, but one 
that we do not quite expect to last, given the nontrivial 
weaknesses in the underlying growth drivers once one 
peeks under the hood.

“ Overall, a better-
than-expected set 
of GDP growth 
numbers, but one 
that we do not quite 
expect to last. ”

FIG. E:  POST-ELECTION OUTPUT GROWTH HAS 
BEEN DISAPPOINTING, LEADING TO AN UPTICK IN 
THE UNEMPLOYMENT RATE
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Source: Thirdrock calculations, from BCB and IBGE/Datastream.
Notes: Real growth rate calculated as the annualized MoM change 
in 12-month accumulated nominal GDP, deflated by broad national 
CPI, neither seasonally adjusted.  
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RUSSIA: A SOLID MACRO RECOVERY, 
BUT CAVEAT EMPTOR

Since the beginning of the year, oil prices have once 
again gradually ground back up, growing by close
to 50 percent to blast past, most recently, the post-
shale trading range of $60–$65 a barrel to settle
at around $70 (for Brent) (Fig. F). This amount is 
elevated, for sure, although it is probably worth
noting that it remains below the peak attained around 
October of last year (when Brent crude cracked
$86 a barrel).

steadily ticked up. In the meantime, the government 
has struggled with a loss of confidence in its ability to 
deliver the sort of decisive reform necessary to break 
free the uncertainty engendered by Lava Jato—the 
ongoing corruption investigation—while renewing 
confidence in the currency. All said, we have been 
disappointed by Brazil’s performance thus far this year. 
Perhaps the agricultural sector, through substitute soy 
exports to China as a result of the ongoing trade war, 
may give the economy a much needed boost. But we 
are no longer holding our breath.
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Longtime readers of our Outlook will undoubtedly 
be familiar with our thinking on this one: oil prices 
are extremely sensitive to even mild demand-supply 
imbalances, and its status as a traded speculative
asset amplifies the difficulty of drawing strong 
conclusions about short-term directions. Our
impression is that some of the imbalances that have 
plagued the market since the beginning of the year 
will gradually sort themselves out, returning oil to the 
$60/65 range, although very short-run pressures are 
likely to be elevated in light of the upcoming summer 
travel season, along with trade induced uncertainty.

Stepping back from the vagaries of day-to-day 
changes in oil prices, though, we can rest in more
comfortable macro territory by adducing what an 
extended period of supportive energy prices for
major energy exporters, in particular Russia. The 
Russian economy is undoubtedly heavily dependent
on the fortunes of energy prices, with petroleum, gas, 
and coal accounting for the significant majority
of its export basket (around $191 billion at last count, 
or around 56 percent of total export value). Such 
fluctuations in its terms of trade explain much of 
the economy’s more recent performance, not least 
providing a solid foundation for the recovery of the 
economy from the recession of 2014/15.

And that recovery has, by and large, been solid, with 
the latest real quarter-on-quarter (QoQ) annualized 
growth rate registering 3.4 percent (corresponding 

FIG. F:  WHILE OIL PRICES HAVE CLIMBED 
DRAMATICALLY SINCE THE START OF 2019, THEY 
REMAIN BELOW PEAKS ATTAINED IN LATE 2018
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Source: Thirdrock calculations, from Thomson Reuters Eikon.
Notes: Spread is the difference of Brent and WTI prices per barrel.
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to 2018Q4; the equivalent year-on-year rate was 
a lower but still-respectable 2.8 percent). Perhaps 
just as important, that growth was more or less 
evenly distributed across the different expenditure 
components, with consumption leading the charge but 
fixed investment and exports combining to contribute 
to around half of the total QoQ print (Fig. G). So long 
as energy price—and hence Russia’s terms of trade—
remain favorable for the rest of the year, it will be 
unsurprising if the economy continues to power along 
the trajectory set by recent growth numbers.

After all, looking at the economy’s post-Soviet history, 
fluctuations in response to volatility in global
energy prices has hardly been unusual, and even by 
that token, the economy has often bounced back
comfortably from contractions, with even very large 
output gaps seldom persisting much longer than
a couple of years (Fig. H). Indeed, the most recent 
downturn has been somewhat extended by Russian
standards, and—on our part at least—we anticipate a 
return of output levels to its longer-run potential
by next year at the latest.

Source: Thirdrock calculations, from Russia FSSS/Datastream.
Notes: Contributions to seasonally-adjusted annualized real QoQ 
GDP growth. Government comprises government consumption and 
investment. Final GDP growth given by solid navy line.
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FIG. G: FOLLOWING THE SEVERE RECESSION IN 
2015, RUSSIAN GROWTH HAS REBOUNDED, LED 
BY CONSUMPTION AND EXPORTS
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This positive picture masks a number of structural shifts 
that have emerged, however, and will continue to play 
out in the months and years ahead. Perhaps foremost 
among these is the economy’s increasing reliance on 
external conditions as a driver of growth. Now, as a 
commodity export dependent economy, this is hardly 
surprising, but our point here is that it appears that 
growth dynamics have become more reflective of large 
surpluses than ever. This has become so prominent 
that the most recent current account surplus (as a 
share of GDP) topped out at an estimated 7.5 percent, 
and if this number holds over incoming data revisions, 
it would exceed the surplus contribution of even China, 
which, to be fair, has moderated substantially from pre-
global crisis excesses (Fig. I) (see last month’s Outlook 
for more on the global imbalance picture).

Whether this bias toward large net exports persists 
remains an open question. But even if there is some 
degree of mean reversion in external imbalances, 
the economy does face other structural buildups that 
hint at the need for caution in extrapolating the recent 
economic experience.

One other buildup, then, concerns private debt, 
especially on the corporate front. Between mid-2006
and the third quarter of last year, private debt expanded 
from 37 percent of GDP to 64 percent—this after 
peaking at around 74 percent in the depths of the 
recession (Fig. J). While the 10 percentage point
reduction in debt is certainly welcome, corporate debt 
remains elevated (at around 47 percent of output). 
Russia is not alone in this post-global crisis expansion 
in leverage, of course; as we have noted in an earlier 
Outlook, many firms have paradoxically not retrenched 
on debt exposure after the worst debt-led financial 
crisis of our lifetimes (most notably in China, but the 
problem is chronic across the entire EM space).

FIG. H: RUSSIA'S OUTPUT HAS ALWAYS BEEN 
VOLATILE, BUT PROLONGED OUTPUT GAPS ARE 
GENERALLY UNUSUAL
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FIG. J: DEBT LEVELS IN RUSSIA REMAIN LARGELY 
UNDER CONTROL, AND IN CONTRAST TO MANY 
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FIG. I: BUOYED BY FAVORABLE TERMS OF TRADE, 
RUSSIA'S CURRENT ACCOUNT SURPLUSES HAVE 
BALLOONED, AND NOW EXCEED CHINA'S

Source: Thirdrock calculations, from Datastream.Notes: MA(4) of 
non-seasonally-adjusted current account shares of GDP.
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In Russia’s case, much of this corporate debt is owed to 
state-owned enterprises (SOEs). While we do not hold 
the position that SOEs need be more systematically 
inefficient relative to private corporations, it is 
nevertheless the case that greater SOE borrowing 
means that the modest increase in Russian government 
debt—growing by only around 2 percentage points 
of GDP over the past half-decade—may turn out to 
understate the true liabilities of the Russian public 
sector.

Whether such imbalances prove to be detrimental 
over the medium run probably depends on how long 
the favorable global environment for energy prices 
(and also world aggregate demand) can persist. 
Unfortunately, Russia will not be assisted by any 
tailwinds from impending structural changes in its labor 
force. In particular, the size of the Russian labor force 
had already peaked, in absolute terms, back in 2008 
(Fig. K). Now, even if we take into account the offsetting 
effects of additional schooling as a means of bolstering 
human capital, the diminishing contribution from an 
already relatively-highly-educated workforce further 
meant that the overall contribution from human capital
accumulation likewise peaked back in 2016.

Source: Authors' calculations, from Barro & Lee (2015, 2016), IIASA 
(2010), ILO (2014), UN (2013, 2017), World Bank (2019).
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FIG. K: THE CONTRIBUTION FROM AN EXPANDING 
LABOR FORCE HAS BEGUN THE PROCESS OF 
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Demography need not be destiny, of course. The most 
obvious way for Russia to smooth (or, at the least, 
take the edge off) this demographic drag is to allow for 
greater immigration, especially from somewhat more 
populous EMs. Historically, this has been possible, 
especially in the context of the relatively more sparsely-
populated central Asian Soviet satellite states. Whether 
potential migrants would be as inclined to move to 
the Russian heartland, given the smaller disparities 
between per capita incomes today, remains an open 
question. Admittedly, the catchup process has been 
more pronounced in Kazakhstan, with the substantial 
remaining gaps vis-à-vis states such as Uzbekistan
or Kyrgyzstan likely remaining sufficient to induce 
migrant flows).

What does all this mean for Russia’s longer-run 
prospects? With all economies, this exercise is hard,
but it is especially so for Russia. Our understanding of 
future plans—in this case with regard to immigration 
policy—is cloudy, and exacerbated by a relatively 
opaque policymaking apparatus. This makes even 
the most stable contributor to future growth far less 
predictable than average.

Moreover, the historical pattern of total factor 
productivity (TFP) is muddied by the fact that output
growth bounces around so much due to volatile terms 
of trade. This is further complicated by the fact that 
we only have a short series for Russia-ex-USSR data, 
beginning only in the early 1990s. Consequently, 
TFP growth projections can vary wildly, from close 
to zero if we assume the historical average persists, 
to as high as 7 percent per annum, if we accept a 
more time-based loglinear projection. And all this is 
even discounting the complicating effects of political 
economy factors, such as the erosion in the rule of law 
over time, and an increasingly authoritarian leadership 
in the form of the twice-again President Vladimir Putin.

All of which to say that we really do not have any 
strong handle on the future of Russian growth. Our 
best guess is a long-run rate closer to between 1 and 
2 percent, although anything from a wild collapse to 
an unprecedented acceleration is possible (Fig. L). 
We truly have few countries for which even a modest 
prediction about the likely path of the macroeconomy is 
so fraught with potential error.

Human capital-
adjusted labor force

Years of schooling
(right axis)

Labor force
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What, then, is an investor to do? We think the most 
prudent course is to explicitly recognize that taking 
on exposure to Russian assets is, first and foremost, 
a punt, and second, one that is heavily dependent on 
energy prices. Which leaves one to wonder: why not 
simply take on energy exposure more directly, either 
from commodity futures, or from ETFs of energy 
stocks? That is a valid question, and our only
response is: because Russia isn’t just a gamble, it is a 
levered play. And such leverage may offer rich payoffs, 
especially if one is inclined to diversify from more 
concentrated holdings among energy importing
nations. Still, we would encourage an abundance of 
caution, along with one’s eyes open to the possibility—
just like so many who have wandered into the murky 
depths of Russian business and politics—of losing 
one’s shirt, and then some.

FIG. L: ALTERNATIVE PROJECTION PATHS FOR 
GDP SHOW WILDLY DIFFERENT FUTURES, 
DEPENDING ON TFP GROWTH

Source: Thirdrock calculations.
Notes: GDP levels according to distinct TFP path assumptions, 
based on average of TFP growth over its full or partial history, or 
forecasts based on loglinear or weighted least squares (WLS).
Naive assumption of average GDP growth over 2000-17 shown in 
dotted gray line. 
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SOUTH KOREA: HOW THE SOUTH 
WAS WON

One has to admire the ability of the South Korean 
economy to constantly redefine and reinvent itself.
Born out of the ashes of the Second World War—
when the division of the North and South along 
the 38th parallel resulting from separate Soviet-
U.S. occupation zones solidified in the iciness of 
the Cold War—the South was, at independence, 
the weaker of the two states, being both less 
industrialized and poorer (in per capita terms) than 
its Northern neighbor (the North having benefitted 
from the transfer of technology during Korea’s 
colonization experience under the Japanese).

The fateful decision by the South to embrace 
export-oriented industrialization (with some 
backsliding) saw the economy gradually accelerate 
and subsequently overtake the North, which instead 
pursued development via import-substituting 
industrialization—a strategy consonant with the 
revolutionary ideals of juche, but, alas, one that has 
been largely detrimental for economic progress. 
Today, South Korean industrial juggernauts—
known as the chaebol—export globally-recognized 
brand names, ranging from Samsung consumer 
electronics to Hyundai sedans to Lotte food 
products. And, more recently, the country has 
taken a leaf from Japan’s successful export of its 
pop culture to inject K-pop and saranghae into the 
playlists and lingo of a whole new generation of 
consumers worldwide. 

Yet the shadow of the North—and the potential of a 
disruptive reconciliation—has always hung over
the South Korean economy. Historically, this has 
not been unduly detrimental to the performance 
of Korean assets in the long run, with the 
compounded annualized return on the benchmark 
KOSPI equity index clocking in at an admirable 8.4 
percent since the end of the Asian financial crisis in 
1998 (by way of contrast, the S&P returned about 
5.7 percent over the same period). Still, the more 
recent fluctuations of the KOSPI may well have 
been exacerbated by the alternately optimistic, 
then disappointing, developments associated with 
the on-off Korean peace process. Coupled with 
the dependence of the trade-reliant economy 
on external conditions, and the well-publicized 

“ We think the most 
prudent course is to 
explicitly recognize 
that taking exposure 
on Russian assets is 
heavily dependent on 
energy prices. ”
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legal woes of the most immediate past president 
(Park Geun-hye) along with high-level chaebol 
executives, the benchmark index has climbed 
down substantially since, shaving 25 percent off 
the most recent peak attained in late January last 
year (Fig. M).

Risk assets have not suffered uniformly through the 
macroeconomic weaknesses of the past few years, 
however. Korean bonds posted the best returns in Asia 
in 2018, and have maintained a much appreciated 
negative correlation vis-à-vis equities through the 
period (a feature that used to be taken for granted, but 
has been conspicuously absent from a number of DM 
markets in recent years). Furthermore, after a scare 
at the start of this year, the market has largely held up 
since, even as equities have continued to struggle.

The ambivalent behavior of risk assets has also 
translated into a fairly lackluster outcome for the won. 
While the currency had appreciated fairly steadily 
against the major G3 currencies since 2016, the won 
appears to have since transitioned to a depreciating 
trend, losing ground against the dollar and yen and, to 
a lesser extent, the euro (Fig. N). Regular readers of 
this Outlook will know that we tend to eschew making 
strong calls on the short-term direction of foreign 
exchange, but even casual observers will not be 
ignorant of the pressure that the won has been facing 
of late.

All this leaves open the question of whether 
anticipated macro-political developments will have 
any significant bearing on South Korean assets in the 
months and years ahead. It is probably worth noting,
at the outset, that the trajectory of the economy will no 
longer follow the impressive 9 percent average annual 
growth rates that prevailed prior to the 1997 Asian 
crisis. Indeed, output growth this decade
had already slipped to an average of around 3.4 
percent, and future potential growth—owing to 
sharp demographic changes from a shrinking and 
aging labor force—will likely shave that number to 
around half that. Even in the shorter run, the deep 
integration of the economy into East Asian supply 
chains suggests that it would be hit disproportionately 
by the ongoing (and some would say escalating) trade 
war, even if its exports to the United States have not 
subject to excessive punitive tariffs. It is therefore no 
surprise that we expect the growth rate for the rest of 
the year to muted, albeit better than the -
1.2 percent QoQ annualized contraction recorded 
in the first quarter. Importantly, we expect an 
accommodative policy stance, with fiscal policy easing 
substantially in 2019, and monetary policy on
hold as inflationary pressures evaporate. The IMF 
has essentially reiterated this view in its most recent 
country assessment report.

Source: Thirdrock compilation, from Datastream.
Notes: Equities represented by the KOSPI composite index, and 
bonds by the S&P South Korean sovereign bond index.
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INVESTMENT TAKEAWAYS

Overall, the global macro environment in the first 
quarter has demonstrated a lot more resilience than
many would have thought, given the multiple 
headwinds. Yet the divergence in the implicit forecasts 
embedded in risk asset prices—bonds more guarded, 
equities more sanguine—requires, eventually, that 
one of these two be wrong. On our part, we will hang 
our hat on the side of fixed income, and retain our 
recommendation for protection (dollar-yen exposure or 
equity puts remain our go-to). Careful exposure to high-
quality, export-oriented firms in Asian EM, including 
those that could exploit new trading opportunities due 
to a prolonged trade conflict between the United States 
and China (think Thailand and Vietnam, but South 
Korea may also be an unlikely beneficiary).

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the World 
Bank, Jamus is also currently an Associate Professor at 
ESSEC Business School in Singapore.

Consequently, even though structural factors remain 
in place for the won to continue its longer-run 
strengthening against the majors—per capita growth 
rates for South Korea will, through the process of 
convergent catch-up, come in at between half to one 
percentage points higher than for the G3 economies, 
which will be supportive of continued real exchange 
rate appreciation—its short-run direction will be 
dictated more by the deteriorating macro picture, 
and perhaps even exacerbated by trend-following 
dynamics. We expect the recent depreciation trend to 
continue for a while yet.

“ The global macro 
environment in the 

first quarter has 
demonstrated more 

resilience than many 
would have thought 

[but we] retain  
our recommendation 

for protection. ”
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publication.
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disclosures.  If you do not wish to seek financial advice, please consider 
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merchantability or fitness for a particular purpose or use.  Third-party 
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