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Abstract

Changes in the Composition of Goods and Services

and Policy Implications

Jongkyu Park

In the second quarter of 2008, household consumption in Korea decreased
0.16% in real terms from the previous quarter, The magnitude of the decline
was not severe, yet it was ominous in that it is a rare event in Korea and once
occurred it tends to be accompanied by consecutive declines,

Over the last 30 years, or 120 quarters, households reduced their real spending
only 13 times, Out of these 13 quarters, setting aside 2008Q2, only two were
temporary declines, i,e, followed by positive growth in the next quarter, A
back of the envelope calculation suggests that the probability of a temporary
decline of consumption is just 1,7%(=2/120). All of the other 10 quarters fell
into periods of consecutive declines of consumption, Conditioning that a decline
occurs, the probability that it would turn out to be temporary is 15,4%(=2/13).
These calculations strongly suggest that the consumption decline in 2008Q2
will be followed by further declines in near future,

In the last 30 years, there were three periods of consecutive consumption
decline, The first came in 1980 when the economy suffered from the aftermath
of the second oil shock, The second was from 1997Q4 to 1998Q1 when the
economy was in the middle of the Asian financial crisis, The third was from
2002Q@4 to 2004Q2 which represents the longest consumption decline since the

end of the Korean War, during which consumers had to struggle with shedding
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off their excessive debts and rebuild credit worthiness, Each and every period
of these consecutive consumption decline overlaps periods when consumers had
to endure almost unbearable economic hardships,

Another feature of the consumption decline in 2008Q2 that deserves our
attention was the way the composition of goods and services changed, When
households determine the amounts of goods and services they want to consume,
they are affected by macroeconomic, psychological, social, cultural, and personal
factors, These various factors are presumably reflected not only in the aggregate
amount of household consumption but also in the composition of relative amounts
of goods and services, Therefore, reversing the arrow of causation, we may
obtain some informations about those various factors from analysing the
composition of household consumption, We are particularly interested in gai
ninging some insights that macroeconomic data cannot provide, i,e, insights about
micro—economic or psychological environments where consumers are situated,

In 2008Q2, consumers cut down on out-of-home spending and, at the same
time, spent more on in-home consumption, This type of compositional revision
has been an extremely rare event in the last 30 years of Korean economic
history, and reveals unmistakably that consumers' sentiment had soured
dramatically in 2008Q2,

The National Account publishes seasonally adjusted data of 14 subcategories
of household consumption, In 2008Q2, according to the National Account,
consumers reduced their out-of-home spending such as on ‘purchases abroad
by residents’, ‘transportations’, Tleisure, entertainment and culture’, ‘clothing
and footware’, and ‘hotels, cafes and restaurants’, On the other hand, amid a

mild decline of aggregate consumption, households increased their in—home
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spending which includes food and non-alcoholic beverages’ and ‘communications’.
This singular pattern implies that consumers cooked their own meals in their
kitchen instead of visiting restaurants, Instead of music performances, exhibitions,
or package tour, they chose internet surfing in their home, Consumers' radius
of action shrank form the abroad to the inside the national borders, from away
from the home to inside it,

Among the past 120 quarters, 1997Q4 stands out for sharing with 2008Q2
the transition from out-of-home spending to in-home spending, Five subcate-
gories which decreased the most in 1997Q4 identically coincide with the five
most decreased items in 2008Q2, Two out of three sub-categories which
increased the most in 1997Q4 were among the most increased in 2008Q2,

The winter of 1997 was very gloomy because the Korean financial crisis was
unfolding and consumers had to face an unprecedented economic hard-landing
looming large on the horizon, Consumers' sentiment in that period was severely
damaged and a precautionary savings motive was unusually predominant, As a
result, personal net savings rate jumped up 8,3%p in the following crisis year
of 1998,

Considering the striking similarity between consumption patterns of 2008Q2
and of 1997Q4, and recollecting what happened in 1997Q4, we can make an
inference that in the spring of 2008, consumers began to have a sense of crisis
similar to what they had 10 years ago, In 2008, furthermore, consumers were
overwhelmed by a precautionary savings motive which may not be as strong
as, yet is qualitatively similar to, what prevailed in the initial phase of the
Korean economic crisis,

In order to counter the upcoming recession, the government has employed
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various policy measures such as aggressive cuts in the target interest rate and
expansionary fiscal programs including a personal income tax cut, However,
when consumers are obsessed with precautionary savings motive, the expan-
sionary effects of a personal income tax cut tends to be diminished as consumers
would save the windfall from the tax cut rather than to spend it away,
Therefore, in the period of economic uncertainty, a spending increase is more
effective than a tax cut in terms of both the magnitude and swiftness in
delivery of policy effect,

The personal income tax cut passed by the National Assembly at the end of
the last year was designed in such a way that a high income household with
low propensity to consume receives disproportionately more benefit than a low
income household with high propensity to consume, With such design, thec

stimulative effects of the tax cut are to be furthermore diminished,
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