Monetary Policy
in Korea

Foreword

In the early stages of economic development, the Bank of Korea
gave greater priority in its policy-making to the seamless supply of
resources for growth, rather than to price stability. It also relied
mainly on direct quantitative controls in the operation of its policy.
The system of monetary policy operation and monetary policy
practices have, however, witnessed constant progress toward a
more market-friendly orientation in line with the development of
the economy.
Notably, a paradigm change took place in the way the central
bank conducts its monetary policy under the revised Bank of Korea
Act that came into effect in April 1998. Inflation targeting was introduced whereby the central bank attempts to achieve an inflation
target selected and announced in advance. The operating target of
monetary policy was also shifted into an interest rate, and open
market operations came to take the most important place in the
monetary policy toolkit.
“Monetary Policy in Korea” has been written in order to introduce the transformed system of monetary policy operation. It
explains what the goals of monetary policy in Korea are and how
monetary policy is formulated and implemented in order to
achieve them. It also describes in detail how the Bank of Korea has
conducted its monetary policy in order to deal with the changes in
the economic environment that have taken place.
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There is a steady deepening of interest abroad in how Korea was
able to overcome the financial crisis in a well thought-out manner
while allowing an externally open economic model to become firmly established. It is hoped that the present work will be of great
help in fostering a deeper understanding of Korean monetary policy on the part of all of those with an interest in this field.

December 2002

Jae-Hwan Park
Director General
Monetary Policy Department
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I

Objectives
of Monetary Policy

3

The objectives of monetary policy differ over time according to
the economic situation of a country. Under the gold standard, many
countries stressed the resolution of balance of payments disequilibrium because money supply was determined by the inflow and
outflow of gold that occurred as a result of trade with other countries. Beginning in early 1930s, as a number of nations, hit by the
Great Depression, adopted a fiat currency or managed monetary
system, one of the major objectives of monetary policy came to be
recognized as to remove the possibility of monetary laxity and stabilize prices. Particularly with the global economy suffering from
inflation as a result of the two oil crises in the 1970s, this perception
became widely accepted.
Commencing in the 1980s as the instability of financial systems
mounted amid thorough financial liberalization and market opening, several countries actually experienced financial crises. As a
consequence, financial stability has emerged as a major concern of
monetary policy.
Although the objectives of monetary policy may vary as noted
above, price stability is nowadays regarded as the most important
objective of monetary policy. This stems from the conviction that
sustainable economic growth, which is the ultimate objective of
monetary policy, can only be achieved on the basis of price stability.
If inflation takes place, uncertainties over the future grow to dampen economic activities as a whole. Likewise, economic efficiency
declines as a result of the distorted distribution of income and
resources.
Like other central banks, the Bank of Korea takes price stability as
the most important objective of its monetary policy. The Bank of
Korea Act, which came into effect in April 1998 following its revision at the end of 1997, stipulates price stability as the purpose of
the Bank of Korea. In addition, the Act prescribes that the Bank of
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Korea should set an annual inflation target and strive to achieve the
target.
Although there is general agreement as to the importance of price
stability, it is not so simple to define, or to decide an appropriate
inflation level. If hyper-inflation, standing at an annualized rate of
more than 1,000% as was often registered in some of South
American countries in the 1980s, is brought down to less than
100%, or 10%, this can be said to represent the achievement of price
stability. However, in an environment where inflation registers
within an annual rate of 10%, as experienced by most countries in
the 1990s, the question can be raised of what percentage of inflation
is considered appropriate.
In Korea, from 1965 onwards and throughout the 1970s during a
period of rapid economic growth, the annual increase in consumer
prices stood at 14%. Then in the 1980s, as full-blooded stabilization
policies were pursued, annual inflation came to register single-digit
increases. During the 1990s, this pattern generally continued except
in 1998 when prices rose sharply due to the Korean won’s depreciation against major currencies following the currency crisis. In fact,
members of the general public who became used to the doubledigit inflation of the 1960s and 1970s, seem to view an inflation rate
of 5~6% as tolerable. In other words, they do not distinguish greatly
between an inflation range of 2~3% and one of 5~6%. However, if
this annual difference of 3 percentage points is allowed to accumulate for a number of years, it goes without saying that economic
fundamentals will eventually be weakened.
There is a general consensus that mildly positive inflation is more
desirable than zero inflation. Many argue that even though price
stability is important, inflation is inevitable to some extent due to
economic structural problems such as the downward stickiness of
wages; and that too tight a reining in inflation will only come at a
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high cost, e.g. the blunting of economic growth. In addition, since
most price indexes do not properly reflect qualitative improvement
of goods thanks to technological advances or shifts in demand to
substitutes depending on price changes, it is possible that the inflation measured by a specific index may be overestimated. In this
case, if zero inflation is set as the goal of monetary policy, deflation
may occur instead. Thus, those in favour of mild inflation maintain
that price increases within a certain range should be tolerated.
However, even if positive inflation is desirable, a problem arises:
what percentage of inflation can be considered appropriate. For
instance, the European Central Bank (ECB) regards inflation level of
2% as price stability, on the basis of its Harmonized Index of
Consumer Prices (HICP); for its part the U.K. takes 2.5%; Canada
2±1%; and New Zealand 1~3%. Compared to these countries,
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emerging markets tend to perceive a higher level of inflation as
indicative of price stability. This suggests that the appropriate level
of inflation can be determined by various country-specific factors,
including economic structure, previous inflation experience, sociopolitical environment and so forth. In Korea, the inflation target for
2002 was set at 3±1%, and the medium-term target at 2.5%.
Financial stability has become another important objective of
monetary policy. Financial development and stability are essential
constituents of sustainable economic growth. While an advanced
and stable financial system enhances the efficiency of the distribution of resources and bolsters economic development, financial
instability can trigger serious economic crises. Furthermore, considering the fact that the effects of monetary policy are transmitted to
production activities and prices through the financial sector, if the
financial markets suffer from instability or do not function properly,
then the transmission channel of monetary policy will not work
smoothly.
In this regard, the Bank of Korea also strives to achieve financial
stability in the actual operation of its policy, although it is not specified as such in the Bank of Korea Act.

II

Monetary Policy
Framework

1. History

1957~1996
A system for monetary policy operation in Korea began to form
in 1957 with the creation of the Financial Stabilization Program. The
program sought to hold down deep seated inflation which had
been caused by dramatic changes in the social and economic environments, and fiscal laxity since the foundation of the Republic of
Korea. Under the program, a supply ceiling for money (M1) was set
on either an annual or a quarterly basis; the ceiling for each sector,
i.e. fiscal, fertilizer(government agent), private, overseas and others,
was determined; and money supply was executed only within the
ceilings.
With the outbreak of May 16th’s political upheaval in 1961, the
program was suspended from 1961 until 1962. However, as the
new government implemented the first Five-year Economic
Development Plan, inflation accelerated and foreign exchange
reserves began to dry up, posing a threat to economic stability.
Under these circumstances, the Financial Stabilization Program was
revived in 1963 in close association with US financial assistance to
Korea.
Then in March 1965, Korea signed a Stand-by Credit Agreement
with the IMF in order to finance the chronic balance of payments
deficit. In accordance with the Agreement, Korea had to decide on a
specific target for the leading monetary indicator in consultation
with the Fund. The monetary indicators chosen for setting the
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target shifted from the initial M1 to the central bank’s net domestic
assets (1966~first half of 1969), reserve money (second half of 1969),
domestic credit of financial institutions (1970~1982) and to net
domestic credit (1983~1986). As such, the Financial Stabilization
Program was formulated and implemented, based on these indicators.1)
From 1976 when signs of an improvement in the balance of payments began to emerge, Korea set and publicly announced an M1
growth target independently of the Agreement with the IMF. Due
to irregular movement of M1, however, the gap between the actual
figures and the target widened. Thus from 1979, M2 was substituted for M1 as the leading monetary indicator, and the monetary policy framework took on characteristics of a fully-fledged monetary
targeting regime.
Korea maintained a monetary targeting regime up until the mid1990s, even though many countries had abandoned it in the 1980s,
with the relationship between monetary aggregates and inflation
starting to break down. This was because interest rate deregulation
commenced relatively late in Korea and, accordingly, financial
innovation occurred at a slow pace. M2 still continued to maintain a
close relationship with prices, and in general it stayed within its target range, thanks to the appropriate conduct of monetary policy by
the Bank of Korea.2)
The money supply target was set based on the European
Community (EC) method.3) In other words, the Bank of Korea
1) The IMF Stand-by Credit was suspended during 1978~1979 when Korea’s balance of payments improved
before being resumed in 1980. Thanks to a shift in the balance of payments to surplus in the latter half of the
1980s, all remaining borrowings from the IMF were fully redeemed in 1988.
2) M2 did not achieve its target level on some occasions due to the Second Oil Shock in the early 1980s and
the expanded money supply through the foreign sector in the late 1980s. Notably, in the late 1980s, the current account registered a large-scale surplus, led by the so-called three-lows (low oil prices, low interest
rates and low dollar or strong yen in international financial markets). As the economy showed a stable pattern of movement beginning from 1991, however, monetary growth stayed by and large within its target
range.
3) The method whose underlying theory was founded upon I.Fisher’s celebrated exchange equation (MV=PT)
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determined the money supply target, considering a number of
expected economic conditions including economic growth, the rate
of price increases, and the change of money velocity.
Meanwhile, the target rate of money growth was set on the basis
of the year-end outstanding balance when M2 was adopted as the
leading indicator. With the prevalence of irregular practices by
banks to make up the required year-end balance, however, the
monetary indicator became biased. From 1983 onwards, to solve
this problem, the target rate was set on the basis of the average
Tab. II--1

M2 Growth in Korea - Target and Actual Figures
(%)

1979
80

Target

Actual Figures

Computation

25

24.6

based on year-end

20 (25)

27.0

〃

81

25

25.2

〃

82

20~22 (25)

27.0

〃

83

18~20 (15)

14.7

based on average December balance

84

11~13

8.9

〃

85

9.5

13.9

〃

86

12~14(16~18)

17.4

〃

87

15~18

22.5

〃

88

15~18

18.8

based on annual average balance

89

15~18

18.4

〃

90

15~19

21.2

〃

91

17~19

18.3

based on average December balance

92

18.5

18.6

〃

93

13~17

17.3

〃

94

14~17

17.6

〃

95

12~16

13.7

〃

96

11.5~15.5

17.8

〃

Note: Figures in parentheses are revised target figures.
was called the EC method since the EC’s Council recommended the method’s adoption by all of its member
countries in 1972.
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balance during December. Then in 1988, to tighten monetary management, the Bank of Korea adopted the annual average balance as
a target before shifting back to the average balance during
December again in 1991.

1996~1997
With the reorganization of the trust account system in April 1996,
Korea’s leading monetary indicator, M2, began to show unstable
movement. The money-in-trust products that commercial banks
handled had expanded sharply compared to other products.4) This
expansion was attributable to banks’ irregular way of operating
trust account products. The products were originally supposed to
be long-term and performance-related. But they often had short
maturities and low penalty charges for cancellation prior to maturity, and they were handled as if they were a fixed interest rate product. Furthermore, since they were not subject to reserve requirements, their yields were higher than those of other bank products.
In view of this situation, the government reorganized the trust
account system as a whole to restore the original function of
money-in-trust. It extended the minimum maturity, raised the
penalty charge for cancellation prior to maturity, and prohibited the
handling of non-specific money-in-trust products, which had
exhibited a sharply rising trend.5)
4) In the ten years from 1986 to 1995, deposits placed with commercial banks’ trust accounts increased 33
times whereas there was only a six-fold expansion in deposits placed in regular bank accounts.
5) Extension of minimum maturity(one year → one and a half years).
Increase of penalty charge for cancellation prior to maturity of contract(0.5~1.75% → 2.0~3.0%).
In 1996, the ceiling on the net increase of development trust products was set at 5.6 trillion won, but in
1997 the ceiling was maintained at the level of the previous year-end.
Narrowing the range of money-in-trust products whose principal was guaranteed.
Prohibition of handling of non-specific money-in-trust products(starting January 1996).
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Accordingly, the pace of the upward trend of money-in-trust
products decelerated greatly. Meanwhile, a sizable amount of the
funds that were withdrawn from money-in-trust products flowed
into banks’ time & savings deposits, consequently pushing up the
growth rate of M2. Looking at the figures, money-in-trust increased
by 38.9 trillion won in the ten months from May 1995 to March
1996, just before the overhaul of the system. During the ten-month
period from May 1996 to March 1997, money-in-trust increased by
19 trillion won, less than half its increase during the same tenmonth period a year earlier. On the other hand, time & savings
deposits nearly doubled from 14.3 trillion won to 25.5 trillion won
during the same period.

Tab. II--2

Scale of Increase in Money-in-Trust and Time & Savings
Deposits before and after the Rearrangement of the Trust System
(billions of won)

May 95~Mar. 96
(A)

May 96~Mar. 97
(B)

B-A

Money-in-Trust

38,851.2

19,082.2

-19,769.0

Time & Savings
Deposits

14,347.7

25,511.0

11,163.3

With the expansion of time & savings deposits, M2 growth began
to accelerate remarkably from May 1996. Having remained stable at
around the 14% level until the first quarter of 1996, it registered
15.3% in May and 16.2% in June. Finally it rose to 18.3% in the
fourth quarter of the year, well above the upper bound of the 1996
target range (11.5~15.5%). As a consequence, although the Bank of
Korea maintained its monetary policy stance, the leading monetary
indicator increased sharply, affected by the realignment of the
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financial deposit system. This misled the general public into believing that the Bank was implementing an excessively accommodating monetary policy.
Under the circumstances, the Bank of Korea began to emphasize a
new monetary indicator that counteracts the effects arising from
flows of funds between financial assets. The new indicator was
MCT, which includes M2, certificates of deposit (CDs) and moneyin-trust. Thus when funds move from money-in-trust to time &
savings deposits, MCT is not affected even if M2 expands. An
examination of the time-series data of MCT proved that MCT satisfied the conditions necessary for a leading monetary indicator.6)
From 1997, the Bank of Korea introduced a double monetary targeting system, using M2 and MCT as the target indicators, and set
the M2 growth target (average December balance basis) at 14~19%
and MCT growth target at 15~20%. In fact, the Bank placed more
emphasis on MCT than on M2. Before long, however, another
financial system realignment made MCT less useful. As a part of its
realignment of the reserve requirement system undertaken in
February 1997 the Bank of Korea imposed a 2% reserve requirement on CDs. Consequently, yields on CDs fell and CDs at maturity were redeemed on a large scale rather than being rolled over.
Funds withdrawn from CDs flowed into cover bills that emerged as
a new investment instrument following the scrapping of the
issuance cap.7)
This subsequently brought about a sharp decline in MCT growth.
Cover bills, which had increased by only 236 billion won from
February to April 1996, expanded by 5,508 billion won from
February, to April 1997. Meanwhile, CDs shifted from a 2 trillion
6) Stable relationship with real economic variables (nominal GDP and prices), high degree of controllability
through reserve money manipulation, and externality.
7) Previously, the ceiling was 50% of the amount where bills sold to the public were deducted from discount
performance of commercial and trade bills during the previous month. As of February 17, 1997, however,
the ceiling was scrapped. Thus banks were able to issue cover bills up to their total outstanding bills held.
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won increase to a 2 trillion won decrease during the same period. In
consequence, MCT growth, having accelerated to 19% during
December 1996, dropped to 17.7% in March 1997 and 15.6% in May,
approaching the lower bound of the growth target. Although the
Bank did not change its monetary policy stance, the leading monetary indicator decreased excessively as if the Bank of Korea were
implementing an austere monetary policy.
Tab. II--3

Changes in CDs and Cover Bills before and after the Imposition
of Reserve Requirement on CDs
(billions of won)

CDs
Cover Bills

Feb. ~
Apr. 96 (A)

Feb. ~
Apr. 97 (B)

1,984.5

-2,053.9

-4,038.4

236.0

5,507.8

5,271.8

B-A

Most advanced countries have experienced the same phenomenon whereby the leading monetary indicator shows unstable movement when associated systems are rearranged, or financial innovation takes place, and its relationship with the ultimate goals breaks
down. Like other such countries, the Bank of Korea changed its
leading monetary indicator, shifting from M2 to MCT, which covers
a much broader range. But it soon had to decide whether it should
maintain the whole system of monetary targeting, whose effectiveness had been cast into doubt.

1998 onwards
With the decline in the effectiveness of monetary indicators, the
introduction of inflation targeting as an alternative to monetary
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Fig. II--1
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targeting came to be seriously considered from the mid-1990s.
Inflation targeting was officially adopted in accordance with the
revised Bank of Korea Act, which came into effect on April 1, 1998.
The Act stipulated that the Bank of Korea should determine the
annual inflation target in consultation with the government and
make public this target. According to the provisions, the Bank set
the 1998 inflation target at a rise of 9±1%, based on the Consumer
Price Index. In fact, however, it also followed the method of monetary operation recommended by the IMF as a part of the conditions
imposed on IMF credits.
This method is a form of monetary targeting in which M3, the
broadest monetary indicator in Korea, serves as a monitoring variable, and a supply ceiling is imposed on reserve money in proportion to M3 as an indicative limit. First, based on the EC method, an
appropriate rate of M3 growth is computed taking into account the
GDP growth rate, the inflation target and money velocity; then the
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scale of reserve money is set, based on the M3 money multiplier.
The supply channels of reserve money are divided into net international reserves (NIR)8) and net domestic assets (NDA)9). After the
lower limit of the target range for NIR has been determined, NDA,
which represents the reserve money target less NIR, is managed as
the upper limit of the target range. The management of the lower
limit of NIR was undertaken to maintain international reserves
above a certain level while that of the upper limit of NDA sought to
limit the domestic supply of money so as to achieve economic stability within a short period. This is the monetary management
method that the IMF usually applies in carrying out stabilization
programs.
Every quarter, the IMF and the Bank of Korea consulted together
and set these targets while keeping them under constant review. As
foreign exchange holdings grew rapidly, bolstered by a current
account surplus, NIR stayed above the lower limit recommended
by the IMF, and domestic credit also remained within its target
range, largely because of high interest rates. Meanwhile, it was
agreed during the fourth quarter consultation with the IMF in
October 1998 that the indicative limit of reserve money should be
removed. Thus only indicative target ranges for NIR and NDA continued to be recommended from 1999 until September 2000, when
Korea graduated from the IMF’s tutelage.
From 1999, it was no longer necessary to consult with the IMF
concerning the appropriate level of M3. Even so, the Bank of Korea
set an average growth target for M3 of 13~14% alongside the inflation target in a twin target system resembling that of the European
Central Bank. This was because the financial markets could have
been thrown into confusion if the monetary targeting that had been
8) The Bank of Korea’s disposable foreign exchange reserves [total foreign exchange reserves less foreign currency deposits placed in overseas branches of domestic banks]- external debts.
9) Reserve money - NIR.
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Tab. II--4

Operation Status of the IMF Monetary Program
Lower Limit of NIR Upper Limit of NDA
(billions of dollars) (billions of won)
end of Dec. 98
end of Mar. 99
end of Jun. 99
end of Sep. 99
end of Dec. 99
end of Sep. 00

agreed

23.7

-5,170

performance

31.2

-19,857

agreed

31.8

-17,341

performance

39.2

-28,548

agreed

40.3

-25,787

performance

48.4

-36,646

agreed

55.2

-42,540

performance

58.5

-45,361

agreed

62.4

-47,917

performance

67.0

-51,913

agreed

84.0

-71,794

performance

86.5

-77,111

utilized during the past 30 years were to be scrapped all at once. In
addition, considering the fact that inflationary expectations were
still affected by monetary indicators, it was judged desirable to
lower them through the announcement of an appropriate growth
rate of M3. It was also intended that both systems should be
employed during the period of transition until inflation targeting
took root.
From 2001 onwards, however, M3 was utilized as a monitoring
variable rather than an intermediate target. Accordingly, even if the
broadest monetary aggregate did not stay within its range, measures were not taken immediately as they had been when it formed
the intermediate target. Therefore, the system of Korea’s monetary
policy operation had completed the transition to inflation targeting.

2. Current Framework

Operating System-Inflation Targeting
Inflation targeting is, as noted earlier, the basic system of operation for Korean monetary policy.10) Inflation targeting can be
explained in greater detail by breaking down the system into three
main elements: target indicator, target level and target achievement
period.

Target Indicator
In the early stage of inflation targeting in Korea, i.e. during 1998
and 1999, the rate of increase in the Consumer Price Index (CPI)
was used. This was mainly because of its familiarity to the general
public. It was also considered that if another indicator were used, it
could lead to public confusion in that the government also
announced a forecast for rises in CPI in consultation with the IMF.
After a series of exhaustive studies on matters of compilation of
core inflation, this was eventually adopted as the target indicator in
2000. Then the issue became which items should be excluded from
the CPI to calculate core inflation. Following in-depth discussions, it
was decided that those items whose prices were subject to very
large short-lived shifts that resulted from unexpected external
shocks, and were independent of the movements of other prices
10) Article 6 of the Bank of Korea Act (Formulation of operation plan of monetary policy)
① The Bank of Korea determines the annual inflation target for each year in consultation with the government, and it formulates and announces its plan for the operation of monetary policy inclusive of the target.
② The Bank of Korea should strive to achieve the inflation target in compliance with Clause 1.
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should be excluded from the CPI. This decision was based on the
fact that external shocks on the supply side could not be controlled
by the monetary policy of the central bank which principally influenced aggregate demand with its policy instruments. Specifically,
the items excluded consisted of certain non-grain agricultural products,11) whose prices are greatly affected by weather conditions, harvests and so forth. Also excluded were petroleum products, whose
prices are likely to fluctuate depending on changes in international
oil prices. A total of 49 items were stripped from the 516 items comprising the Consumer Price Index, or 11.7% of the Index in terms of
Tab. II--5

Weights1) of Items Excluded when Calculating Core Inflation (shaded)
(As of October 2002)
Agricultural, livestock and fisheries
products
Grains

107.4
26.0

Vegetables

16.4

Fruits

16.6

Other agricultural products

7.0

Livestock products

23.8

Fisheries products

17.6

Industrial products

361.52)

Processed products

65.7

Textile products

52.6

Durables

73.9

Publications

19.5

Petroleum products3)

76.5

Medical supplies and cosmetics

28.3

Other industrial products

45.0

Notes: 1) CPI=1,000.0.
2) Includes piped gas (18.6) classified as public service.
3) Gasoline, diesel, kerosene, butane, LPG and piped gas.
11) Stripped out from the index were a total of twenty-three types of vegetables, including radishes and cabbages (price index weighting: 16.4), twelve types of fruit, including apples and Korean pears (weighting:
16.6), and seven other agricultural products, including red peppers and garlic (weighting: 7.0).
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weight. Core inflation, which represents the basic trend of changes
in prices rather than wide short-term swings, was viewed as the
most desirable indicator for the operation of monetary policy.
The difficulty in utilizing core inflation lies in the possibility of a
divergence between the public’s perception of inflation and core
inflation. People are sensitive to changes in prices of agricultural
products that they consume daily and of petroleum products used
for automobiles and heating. Thus if they see the central bank
stressing prices that do not include those of concern to them, it may
impair the public credibility of the central bank’s monetary policy.
However, prices of the excluded items tend to return to their previous levels within a relatively short period of time, even though
their prices may fluctuate sharply. For instance, prices of agricultural products may spike in the wake of a typhoon or drought, but
they return to their original price levels promptly after weather conditions take a turn for the better. Under such circumstances, if monetary policy shifts whenever these short-lived changes occur, it will
only have a perverse effect. In September 2002, for example, the
prices of agricultural products surged, affected by typhoons. As a
result, the rate of increase in the CPI rose to 3.1% from August’s
2.4% before declining to 2.8% in October when the factor driving
the price increases had disappeared. Hence, if the central bank had
tightened monetary policy in September and shifted to monetary
easing within a month, the public would have been confused by the
inconsistency of the central bank’ s operation of monetary policy.

Target level
The target level is determined largely by normative and positive
methods. The normative method is to set a target level that should
be achieved over the long term. The Deutsche Bundesbank had
fixed its normative rate of price increases at a range of 1.5~2% from
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1986. The positive method is to set an achievable target, based on
price forecasts, taking into consideration overall economic conditions within the foreseeable future, the status of the financial markets, and the domestic and overseas economic conditions. This is
the method used by most countries that have adopted an inflationtargeting regime.
Similarly, Korea has also adopted the positive method. During
1998, the first year of the new regime, the inflation target was set at
9±1% (annual average basis), reflecting the sharp depreciation of
the won following the outbreak of the currency crisis. Afterwards, it
was downwardly adjusted, being set at 3±1% in 1999 and 2.5±1%
in 2000. In 2001, it was set at 3±1%, slightly higher than the previous year’s target. A one-percentage point band around the midpoint of the target range was allowed to take into account various
uncertainties surrounding the economy.

Fig. II--2
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The actual rate of inflation in terms of the CPI registered 7.5% in
1998 and 0.8% in 1999, in both cases below the lower limits of the
inflation target range as the exchange rate, wages and other major
production cost factors were more stable than had been expected.
In 2000, core inflation stood at 1.8% (2.3% rise in CPI), remaining
stable within its target range. It rose to 3.6% (4.1% rise in CPI) in
2001, reflecting the depreciation of the Korean won and increases in
public service charges. However, its level was still within its target
range for that year. The inflation target for 2002 was kept at 3±1%,
which was the same range as the previous year.

Target achievement period
The Bank of Korea determines the annual inflation target in consultation with the government each year. It deliberates with the
government each December on the inflation target for the following
year and announces it together with the annual direction of monetary policy early in the new year. But annual inflation targeting of
this kind has some problems.
First, there is a considerable time lag until monetary policy affects
prices. Some researchers suggest that when a central bank changes
its policy interest rate, it takes six to twelve months to have an
effect. Suppose the time lag of policy effects is twelve months. In
this case, if the target achievement period is set for one year, then,
theoretically, no policy options can be adopted to achieve the target
in the year concerned since the current round of policy determination does not influence target achievement of the current year. To
take into account this problem, the time horizon for target achievement should be longer. Most nations that have adopted inflation
targeting before Korea announce only an inflation target that will
form the basis for the operation of monetary policy for some years
to come.
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Second, considerable external uncertainty affects prices directly.
Prices in a small open economy such as Korea’s are greatly affected
by factors beyond domestic control such as changes in international
exchange rates and raw material prices. If inflation targets are
pitched at different levels each year in line with the emergence of
these factors, public confidence in the consistency of monetary policy naturally weakens. Therefore, it is desirable to propose a target
to be achieved by the central bank for some years to come, helping
give the central bank scope to operate policy on a consistent, longterm basis despite price fluctuations dependent on uncertain factors.
In order to make up for shortcomings in the current method of
setting an annual target every year in its inflation targeting, the
Bank of Korea has, since 2000, set a medium-term target, announcing that it will strive to hold core inflation at the 2.5% level. This
level was set considering the mid-term inflation target needed to be
lower than the 3% level of inflation that was registered during those
periods of the 1970s~1980s, when prices were stable amid rapid
economic growth. It was also kept in mind that the inflation targets
of other advanced countries that currently operate inflation targeting are generally pitched at around the 2~2.5% level. However, this
is not a rigid target, and it can be modified in accordance with
changes in economic structure and external conditions.
Tab. II--6

Consumer Price Inflation in the 1970s and the 1980s
(annual average basis)
(%)

Throughout the Period
Periods of Price Stability
Notes: 1) 1973.

2) Average of 1983~1987.

1970~79

1980~89

15.1

8.1

3.31)

2.82)
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Method of Operation
Now we will explain how the Bank implements monetary policy
to achieve the inflation target.

Operating Target: Overnight Call Rate
Under the monetary targeting system before 1997, the intermediate targets were M2 and MCT, and the operating target used to
achieve these intermediate targets was reserves. Monetary policy
was operated based on the assumption that there was a stable relationship of the multiplier between reserves and monetary aggregates. Monetary targets were converted on this basis into reserves,
and then the scale of reserves was achieved through open market
operations. For instance, if the outstanding balance of M2 to be
achieved by the end of this year was 300 trillion won and the M2
money multiplier was 15, all that needed to be done was to adjust
reserves to reach 20 trillion won by the year-end. It was relatively
easy to compute the scale of reserves required in order to achieve
the preset monetary target and then to follow the computation,
regardless of the relationship between money and prices.
As the effectiveness of monetary aggregates as an intermediate
target continued to weaken, the importance of reserves as an operating target also declined. However, the shift of operating target
from reserves to the overnight call rate was not undertaken at a
specific point in time. Although there had been constant discussion
starting in the mid-1990s over whether Korea should adopt a monetary policy regime that targeted interest rates, in other words,
whether monetary policy should consider interest rates as its operating target, the dominant view was that the time was not yet ripe. It
was only after the currency crisis in late 1997 that the adjustment of
interest rates emerged as a major policy instrument.
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Following Korea’s receipt of initial Stand-by Credit from the IMF
in early December 1997, the Bank of Korea induced a dramatic hike
in the call rate, acting in close consultation with the Fund, as a
means of bringing stability to the exchange value of the Korean
won, which had depreciated sharply since the outbreak of the currency crisis. The Bank of Korea raised interest rates offered in its
open market operations and pushed up the overnight call rate to
the upper limit of 25% specified in the Enforcement Decree of the
Interest Restriction Law.12) Afterward, when the upper limit of
interest rates was adjusted upwards to 40%, the overnight call rate
rose above 30%. Accordingly, both yields on corporate bonds and
banks’ lending & deposit rates registered sharp increases. As the
age of high interest rates had arrived, a number of people paid
close attention to their movements. It can be said that it was from
this point of time onwards that the Bank of Korea began to use
interest rates as its implicit practical operating target.
As the foreign exchange market rapidly recovered stability, the
Bank of Korea gradually eased its tight monetary policy. As a result,
the overnight call rate and other interest rates showed a simultaneous decline. The reduction of the overnight call rate target on
September 30, 1998 was the first case of the Bank’s making use of
interest rates as its official operating target. To revive the depressed
real economy and to soothe the severe credit crunch, the Bank
announced that it would cut the interest rate offered in its open
market operations to 7% level from the previous 8.1%, keeping with
interest rate reductions announced by the central banks of the U.S.
and other advanced nations. This was viewed as a fundamentally
new departure in that a specific interest rate target was announced.
12) The Interest Restriction Law stipulated the upper limit of interest rates at 40%, and its Enforcement Decree
set the upper limit of legal interest rates within the stipulated upper limit of the Law. Following the currency crisis, the upper limit of legal interest rates under the Enforcement Decree was raised from 25% to the
maximum permissible 40% from December 22, 1997. The Law itself along with the limit on legally permitted interest rates, however, was repealed on January 13, 1998.
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Fig. II--3
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Taking into account the fact that the overnight call rate closely
tracks the rate applied in open market operations, this measure represented a big step toward a monetary policy regime that used the
overnight call rate as its operating target.
From early 1999, the overnight call rate consolidated its position
as the operating target of monetary policy. More stress began to be
placed on the level of the overnight call rate in the “Monetary
Policy Direction”, which was decided at the monthly meeting of the
Monetary Policy Committee. Furthermore, a specific figure for the
overnight call rate began to be suggested as a target from May 1999
onwards. Hitherto, a vague expression such as “the downward stability of the call rate is to be induced” had normally been
employed. However, a clearer statement that “the call rate will be
stably operated at around the present level” was made at the
Monetary Policy Committee Meeting in May 1999. That statement

28

II. Monetary Policy Framework

meant that call rate target was set at 4.75%, because the call rate had
been moving at around the 4.75% level. Ever since, when the
overnight call rate target was adjusted, a specific range of adjustment was also announced.

Tab. II--7

Adjustment of Call Rate Target Since 1999
Policy Direction

Range of Adjustment

Call Rate Target Level

1999 Jan.~Apr.

downward stability

-

-

May

maintaining current level

-

4.75%

2000 Feb.

increase

0.25%p

5.00%

Oct.

increase

0.25%p

5.25%

2001 Feb.

decrease

∆0.25%p

5.00%

Jul.

decrease

∆0.25%p

4.75%

Aug.

decrease

∆0.25%p

4.50%
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∆0.50%p

4.00%

2002 May

increase

0.25%p

4.25%
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Method of Operation
As explained earlier, the Bank of Korea determines an inflation
target on an annual basis and a call rate target on a monthly basis.
The decision-maker is the Monetary Policy Committee, the
supreme policy setting body of the Bank of Korea.
In most central banks, monetary policy is set by a committee comprising a number of members.13) Examples are the Federal Open
Market Committee (FOMC) of the U.S. Federal Reserve, the
Monetary Policy Committee (MPC) of the Bank of England, the
Policy Committee of the Bank of Japan and the Governing Council
of the European Central Bank.
The effective independence of a central bank rests greatly on the
composition of the committee and the terms served by its members.
These factors affect the committee’s capability to determine monetary policy autonomously from a position that is shielded from outside influence. The policy setting body of the Bank of Korea before
April 1998 was the Monetary Board, which was made up of the
Minister of Finance and Economy and the Governor of the Bank of
Korea ex-officio; plus seven appointed members. This composition
made it difficult for the central bank to carry out its monetary policy independently. Above all, since the Minister of Finance and
Economy served as the chairman, most decisions on policy matters
were greatly influenced by the government. Furthermore, of the
seven appointed members, five were selected by recommendation
of the government.14) All of these circumstances combined to render the Monetary Board’s independence in its policy setting that
13) Monetary policy is a macroeconomic policy that exerts a wide-range of influences across the economy, in
contrast to microeconomic policies which affect a specific area. Thus, the committee system, whereby
individuals of various backgrounds and interests participate in the decision-making process, can reduce
errors in setting policy and enhance policy effects.
14) One member was appointed on the recommendation of the Minister of Finance and Economy, two on that
of the Minister of Agriculture, Forestry and Fisheries and two on that of the Minister of Trade, Industry
and Energy.
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much less.
Under the revised Bank of Korea Act, however, there was a great
change in the composition of the policy-setting body. Its name was
changed to the Monetary Policy Committee with the word “operation” being omitted from the Korean version of its name (directly
translated as the “Monetary Policy Operation Committee”), which
had given the impression that it was a passive agent, and the
Governor of the Bank of Korea took over chairmanship of the committee. In addition, the number of appointed members was
reduced to six, and only two members are now recommended by
the government (one by the Ministry of Finance and Economy and
one by the Chairman of the Financial Supervisory Commission) in
order to minimize government influence.15) These six appointed
members are required to serve full time so as to make the most of
their expertise in deliberation and decision-making concerning
monetary policy. Following these legal changes, the Monetary
Policy Committee now determines monetary policy independently
without prior consultation with the government.
Initially, the Monetary Policy Committee did not determine its
operating target for the call rate on a monthly basis. Even in April
1998, when the revised Bank of Korea Act came into effect, the
Committee decided the basic direction of its open market operations on a quarterly basis with an emphasis on monetary aggregates. From the third quarter of 1998, the Committee began to
determine the monetary policy direction for the quarter including
the basic direction of open market operations. In the “Monetary
Policy Direction,” the thrust of operation of interest rates was set
out and, notably, for the first time the target call rate was clearly
15) The Governor of the Bank of Korea, the Minister of Finance and Economy, the Chairman of the Financial
Supervisory Commission, the President of the Korea Chamber of Commerce and Industry, the Chairman
of the Korea Securities Dealers Association and the Chairman of the Korea Federation of Banks each recommend one member of the Monetary Policy Committee.
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specified.16) In the past, the Committee had only been briefed on
monetary policy direction for each particular month that had been
set within the parameters of its quarterly monetary direction. From
September 1998 onwards, however, monthly direction was included within the Committee’s direct sphere of decision-making.
Furthermore, with the scrapping of its setting of quarterly policy
direction from the beginning of 1999, the Committee came to establish the framework for its setting of monetary policy direction on a
monthly basis.
Let us now see how the Committee goes about determining the
call rate target. As explained earlier, the Bank of Korea’s ultimate
goal is price stability and its short-term objective is to achieve the
inflation target set for the year. Accordingly, in setting the level of
the overnight call rate target for the month, it is very important to
judge what influences would be exerted on prices by changes in the
call rate and the extent of those changes. However, monetary policy
influences prices and economic activities through long and variable
transmission channels. Moreover, prices are affected by a number
of factors including international oil prices, foreign exchange rates,
changes in public service charges and so forth, quite apart from
interest rates. In other words, there is a high degree of uncertainty
surrounding prices. Thus the central bank should clearly understand the effect of each of these factors on economic activities and
price changes, prior to its determination of policy.
16) Direction of monetary policy during the third quarter of 1998 (July 12, 1998).
During the third quarter, the downward stability of interest rates will be pursued insofar as this does not
detract from the stability of the foreign exchange market.
The interest rates offered in open market operations and the scale of liquidity adjustment will be determined so as to induce a progressive reduction of the call rate based on the monthly prospects of reserve
money by sector.
Under the agreement with the IMF, however, since the conduct of monetary policy is to be linked with foreign exchange market stability, the level of interest rates will be determined at an appropriate level, taking
into full consideration foreign exchange rate movements.
In addition, measures to stabilize the financial markets will be formulated and implemented so as to avoid
financial market instability during the process of corporate and financial restructuring.
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The policy making process may be summarized as follows.
Suppose the previous month’s call rate target was set at 5%. Now
after a month, the factors affecting prices have changed greatly;
international oil prices have risen, and the Korean won has depreciated in value with a high possibility of financial crises occurring in
developing countries. Under these conditions, the pace of price
increases will accelerate unless appropriate measures are taken.
Suppose that the inflation projection for the year of last month had
stayed at 3.8%, below its annual target level of 4%, but that of this
month rose to 4.3%, there is a high possibility that the Bank will
have to raise interest rates to keep inflation within its annual target
level. If the scale of the interest rate increase that would enable
inflation to be held within its target is calculated as half a percentage point, the call rate target for this month should be set at 5.5%.
This may appear relatively simple, but there are a number of difficulties. During the process described above, the Bank of Korea
should make three judgments.
First, it should forecast what effects the change in various conditions will have on inflation. To this end, an econometric model is
initially employed. If such a model, composed of numerous variables and equations, is used, it allows influences on prices to be calculated with relative ease. But the problem lies in the credibility of
the model. Estimations of econometric models based on past data
do not accurately reflect changes in the economic structure, which
is subject to constant variation over time. In addition, because the
patterns of the past do not necessarily repeat themselves in the present where numerous uncertainties exist, it is difficult to be confident in figures generated by the model. Hence, to make up for
these shortcomings, central banks use various indicators that signal
inflationary pressures, rather than being wholly dependent on
econometric models. The Bank of Korea also utilizes primary data
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that are considered to be closely linked to future inflation as well as
many other indicators compiled by processing statistics.17) This is
dubbed the “Look-at-Everything approach,” where as many indicators as possible are used to measure inflationary pressure.
Second, even if expected inflation is judged to exceed the target
level, should there be problems with the real economy or the financial markets, the central bank must decide whether it should raise
interest rates solely for the sake of price stability. Although the central bank’s fundamental task is clearly that of ensuring price stability, that does not mean that it can ignore other policy goals. Even if
future price increases are expected to be high, provided they remain
within the target range, the central bank may not need to raise
interest rates, basing its decision rather on the state of the financial
markets or the real economy. However, if prices are expected to
exceed the target range, and at the same time, an economic slowdown or financial market instability occurs, the central bank will
face difficulties in selecting the appropriate policy direction. In such
a scenario, since interest rate adjustment is the central bank’s only
policy instrument, it should set up an order of priorities among its
multiple goals to cope with the situation. Appropriately, this is
called taking an eclectic approach, in which choosing policy direction depends wholly on the central bank’s judgement of the economic situation.
Third, once it has been decided to adjust interest rates, the central
bank should determine the scale of the adjustment. To this end, it
cannot but rely on econometric models, even if to a limited extent,
because it needs to calculate the specific figures involved, rather
than to determine the direction of the adjustment. However, thanks
17) They include the GDP gap, the non-accelerating inflation rate of capacity utilization (NAIRCU), the nonaccelerating inflation rate of unemployment (NAIRU), the liquidity gap, the P* ratio, the monetary thrust
index (MTI), indicators of corporate funding conditions, the rate of increase of the long-term equilibrium
price of real estate, current account trends, spreads between long- and short-term interest rates, surveys of
inflationary expectations and so forth.
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to the U.S. Federal Reserve, this problem has been solved to a certain extent. Since the beginning of the 1990s, the Federal Reserve
has adopted the so-called “Greenspan’s babystep”, adjusting interest rates in quarter of a percentage point steps when adjustment is
advisable but not absolutely essential and in steps of half a percentage point when adjustment is deemed crucial. This method has
been transmitted to central banks whose operating target is interest
rates; and in fact, it is now viewed as a rule. The Federal Reserve
raised or cut interest rates on a total of 49 occasions from 1990 up
until November 2002. Of these, interest rates were adjusted by a
quarter of a percentage point on 32 occasions, by half a percentage
point on 16 occasions, and once by three quarters of a percentage
point, on November 15, 1994.
As may be seen from Table II-7, the Bank of Korea adjusted its target policy rate on seven occasions from January 1999 to November
2002. Of these, the size of adjustment was by one quarter of a percentage point on six occasions, and by half a percentage point on a
single occasion. The half-a-percentage point cut in the overnight
call rate target was undertaken on September 19, 2001 as an emergency measure in reaction to greatly heightened financial market
instability and increased likelihood of economic recession following
the terrorist attacks on the U.S., which occurred when the world
economy already showed clear signs of sliding into a synchronized
slowdown.

Transparency of Monetary Policy
Previously, it was taken as a matter of course that the monetary
policy decision-making process should not be publicized. However,
great emphasis is now put on transparency. This is attributable to
changes in the environment as financial markets have enjoyed
rapid growth thanks to financial liberalization and innovation.
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Under these conditions, central banks now have to carry out their
monetary policy by maintaining a close partnership with financial
markets rather than dictating to them. To maintain a good partnership, mutual confidence should be developed between the central
bank and the financial markets; and to this end, the process of monetary-policy formulation and implementation should be made
known to the market in a transparent manner. In addition, with the
widespread adoption of inflation targeting, whose key element lies
in communication with economic participants, transparency has
been emphasized as a means of seamless communication.
Only a few years ago, the Federal Reserve, for instance, did not
announce its policy decisions immediately after the meeting. The
Federal Open Market Committee (FOMC) meetings were held
under tight security; and the decisions made there were released to
the public after the following FOMC meeting approximately 6
weeks later. Thus, the financial market had no choice but to form its
own estimate of the policy direction taken by the Federal Reserve,
gauging it from observations of actual conduct of monetary policy.
The term “Fed-watchers” was coined for such observers. The
Federal Reserve later made an about-face in 1994. Subsequently, it
issued a public statement immediately after the FOMC meeting
whenever it raised or lowered the federal funds rate.18)
The Bank of Korea also gives special attention to heightening
transparency under the provisions of the revised Bank of Korea
Act. The Monetary Policy Committee deliberates and resolves its
monetary policy stance at meetings held on the Thursday of the
second week of each month and makes public announcements
immediately afterwards. Notably, the Governor of the Bank, in his
or her role as the Chairman of the Committee, holds a press
18) Since 2000, the FRB has issued a statement immediately after all FOMC meetings, even when there was
no policy change, i.e. it decided to take no action.
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conference to announce its decisions and explain the detailed background to them. The decisions made at the meetings are announced
along with a detailed explanation not only when the interest rate
target is changed but also when it is left unchanged. This is because
inaction itself sometimes sends a strong policy signal.19)
In addition, discussions among members of the Committee in the
policy deliberation process are noted and published in the “Monthly Bulletin” three months later. Besides this, the Governor, the
members of the Monetary Policy Committee and the senior executives of the Bank help acquaint the public with major issues currently facing the Bank and its future policy direction through speeches,
lectures, interviews and seminars. The Bank draws up and submits
the Monetary Policy Report, which describes the rationale for the
course of its monetary policy implementation during the year
under review, to the National Assembly at least once a year in order
to carry out the Bank’s duty to the public. This report specifies
whether the inflation target has been achieved along with reasons
for success or failure, an exposition of the implementation of monetary policy during the period under review, and future policy direction. From the first publication of the report in October 1998 up
until September 2002, the Bank has submitted reports to the
National Assembly on nine occasions. The Governor of the Bank of
Korea attends the Finance and Economy Committee of the National
Assembly to testify concerning the operating stance of monetary
19) One example is the Bank’s making no further adjustment at its policy meeting on October 11, 2001. After
the terrorist attacks on the U.S. on September 11, 2001, the Bank of Korea held an extraordinary meeting
on September 19, at which it took measures to prevent an abrupt contraction of business activities by cutting the overnight call rate target by half a percentage point. Before the monthly Monetary Policy
Committee meeting in October, expectations of another call rate cut by the Bank were running high in the
financial markets. Reflecting this, long-term interest rates, including yields on Treasury bonds, had been
falling sharply. However, the Committee decided to maintain a neutral stance, judging that it had already
cut the rate on four occasions since the beginning of that year and that it now needed to observe the impact
of U.S military action on the domestic and overseas economies. As a result, long-term interest rates
showed a temporary recovery. Since the financial markets interpreted the Bank’s abstention from action as
a bias toward tightening, it had to explain the background of its decision in adequate detail so as to apprise
the markets of its intention.
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policy and the economic outlook.20)
Many people agree with the idea that monetary policy should be
carried out in a transparent manner, but may differ when it comes
to the scope and the depth of disclosure. Some say that marketfriendly monetary policy can be viewed as a sort of a game played
with financial markets and thus, if a central bank fully reveals its
intention, it is as if it showed all its cards while playing poker.
Others take the position that for the maintenance of orderly markets, it is not desirable for the central bank to release market-sensitive information.

20) The Bank of England conducted a survey in June 1999 of 77 central banks concerning the operation of
monetary policy. The survey results showed that the Bank of Korea ranked fourth in terms of transparency.
The criteria for measurement of transparency that the Bank of England applied are set out below.
① Degree of transparency of explanations to the public concerning policy decisions: time of public
announcement of policy decisions after monetary policy meetings (timeliness) and the frequency and
scope of such announcements;
② whether public announcement is made of the central bank’s economic outlook and, if so, by what
method: public announcement of the degree of confidence of estimates, assessment of the previous estimations and so forth; and
③ whether its policy assessments and economic analyses are published (periodicals, speeches and so
forth).

III
Tools of

Monetary Policy

1. Overview

The monetary policy instruments that can be used by central
banks are largely divided into those for indirect and direct adjustment. Indirect adjustment instruments, which are market-friendly
in that they correspond to the natural movements of the market,
include central bank lending policy, reserve requirement policy and
open market operations. Direct adjustment instruments are
employed under the regulatory powers granted to the authorities,
rather than by making use of the market mechanism. The setting of
commercial banks’ deposit and lending rates and the control of the
scales of their lending falls into this category.
From the time of its establishment in 1950, the Bank of Korea was
legally endowed with indirect adjustment instruments, but in
practice it long had to rely on direct regulatory instruments
because direct regulation was more effective in manipulating the
money supply under the situation in which the financial markets
remained underdeveloped and there was a chronic excess demand
for funds. In this respect, direct regulation was to some extent
inevitable.
From the early 1980s, however, as the scale of the Korean economy expanded and its structure became even more complex, there
was a growing need for it to be operated on the basis of market
principles. Accordingly, a wide-ranging easing of regulations was
undertaken, and the operation of policy on the basis of market
mechanisms began to take hold. In this vein, the gradual deregula-
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tion of interest rates was pursued1) along with the securing of
greater managerial independence for financial institutions, while
monetary policy shifted to a reliance on indirect adjustment instruments. In the late 1980s, as money supply expanded through the
foreign sector following the shift of the current account balance
into surplus, orthodox monetary policy tools, including lending
policy, reserve requirement policy and open market operations,
came to be widely used to sterilize the monetary expansion. In particular, the revised Bank of Korea Act, which came into effect in
April 1998, stipulates2) that it is a basic responsibility of the Bank of
Korea to implement monetary policy in a market-friendly manner.
At the present time, the Bank of Korea depends solely on indirect
adjustment instruments in implementing monetary policy.

1) From the mid-1980s, the regulation of interest rates began to be gradually eased in Korea. In December
1988, the deregulation of most lending rates and some long-term time & savings deposit rates was carried
out. Subsequently, however, general economic conditions worsened amid rises in prices and market interest
rates, labor disputes, and lackluster export growth. Under these circumstances, interest rate controls were
reimposed through the use of moral suasion from the latter half of 1989. Then, in August 1991, a four-stage
interest rate deregulation plan was initiated and promoted. Following the first stage of deregulation launched
in November 1991, the second and the third stages were completed in November 1993 and 1995, respectively. In July 1997, some elements of the fourth stage of interest rate deregulation were put in place. Currently,
all deposit and lending rates are deregulated apart from those on demand deposits.
2) The Bank of Korea Act, Article 4 Clause 2, stipulates that, in implementing monetary and credit policies,
the Bank of Korea shall emphasize the market mechanism.

2. Lending Policy

Purpose and Functions
Just as banks lend money to businesses or households, central
banks lend money to financial institutions. Ever since central banks
came to be established, the central bank loan system has been commonly referred to as a rediscount system because central banks provide money to banks by rediscounting bills already discounted by
them. The Bank of England, which was the first to develop a central
bank loan system, mainly supplied money by the rediscount of bills
and ensured that liquidity flowed into productive sectors of the
economy by strictly controlling the eligibility of bills. This system
was based on the real bills doctrine3), according to which not only
could money supply be flexibly adjusted along with overall economic activities4), by rediscounting only real bills arising from real
transactions, but also the types of loans banks made could be controlled by changing the eligibility requirements. Ever since that
time, central banks have extended loans to financial institutions
against securities put up as collateral, in addition to bill rediscounts.
3) The real bills doctrine based on Classical economics, however, came under criticism. The adjustment of the
money supply on the basis of the real bills doctrine is performed passively, in accordance with the loan
behavior of financial institutions, which constrains the role of monetary policy in moderating fluctuations in
the economic cycle. Also, this doctrine overlooks the fact that an increase in the reserve money by way of
rediscounts can change the money supply as much as the money multiplier does through credit creation, and
the consequent excess can then flow into unproductive sectors of the economy.
4) This implies the automatic adjustment of money supply to the real economy through the following mechanism: in times of economic upswing, increase in financial institutions’ bill discounts → increase in the central
bank’s rediscounts → increase in money supply; in times of economic downturn, decrease in financial institutions’ bills discounts → decrease in the central bank’s rediscounts → decrease in money supply.
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When the central bank supplies banks with funds, it usually limits
the collateral only to government bonds or other highly-rated
bonds. This is a safety device that takes into account the detrimental effect on the overall national economy that would occur if loans
made by the central bank were to turn sour.
For some time after its adoption, the central bank loan system
was utilized by banks as a means to raise ordinary operational
funds. Recently, however, its characteristics have changed to one in
which the central bank serves as lender of last resort to which cashstrapped banks incapable of raising the necessary funds elsewhere
must turn. In most advanced countries, this loan system is, in practice, employed only to a limited extent. A financial institution experiencing financial difficulties could borrow funds from a central
bank, but this would be interpreted as meaning that the financial
institution in question had acknowledged its shortcomings in funding and management capabilities, thus damaging its reliability.
Financial institutions therefore do their best to avoid borrowing
funds from the central bank. The central bank loan system has thus
come to mainly focus on the announcement effect, signalling the
monetary policy stance to the financial markets through the flexible
adjustment of interest rates on loans, and on the central bank’s exercise of its role as the lender of last resort by pumping sufficient liquidity into the markets in times of financial crisis.
In the case of developing countries, on the other hand, the central
bank loan system has been frequently used as a principal channel
for the supply of money in support of rapid economic growth. It
has also often been employed as a selective financing instrument
for industrial policy involving, for example, the provision of preferential interest rates or ceilings on loans to particular industries.
Following the emergence of side effects such as monetary expansion and increased inflationary pressures, however, most countries
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have been removing the policy financing character of their central
bank loan systems.5)

Lending Policy in Korea
History
During the period of rapid economic growth, the lending policy
of the Bank of Korea was used as a means of policy financing to
support particular industries, rather than as a tool for liquidity
adjustment. In other words, when banks provided financial support for a strategic industry amid the chronic excess demand for
funds, the Bank of Korea refinanced a certain ratio (30-60%) of the
funds extended at rates lower than market interest rates. This system led to an oversupply of liquidity, bringing about inflation. It
also made it difficult for the Bank’s lending facilities to play an
active role as an instrument of monetary policy, because interest
rates stayed at a low level for long periods and the scale of lending
was decided irrespective of its policy intentions. Furthermore, as
the Bank absorbed excessive liquidity by issuing Monetary
Stabilization Bonds (MSBs), an overhang of MSBs resulted. If the
quantities of MSBs issued were too large, the interest expenses of
the Bank of Korea would increase; if additional MSBs were issued
5) Since policy financing, including funds for small and medium-sized enterprises and funds for support of
agriculture, which are provided through the discount window of a central bank, partakes of the character of
a fiscal disbursement, these loan activities of the central bank are termed quasi-fiscal activities. The reason
that the governments of developing countries authorize their central banks to perform these quasi-fiscal
activities is that government fiscal expenditure should obtain the approval of the national legislature, and a
compromise has to be effected among the various conflicting economic sectoral interests concerning the
allocation of fiscal funds. Quasi-fiscal activities, on the other hand, do not require the approval of the
national legislature, and the potential for sectoral infighting is small because the details of the activities are
not fully exposed to the public gaze. However, if the quasi-fiscal activities of a central bank exceed a certain
order of magnitude, they give rise to undesirable side effects such as monetary expansion, distortion of the
money supply channels and turmoil in the financial market. Also, since funds which are provided through
quasi-fiscal activities cannot easily be withdrawn, and they automatically increase in keeping with the
expansion of the economy, the reduction of their size has become an important task for central banks in
developing countries since the 1990’s.
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to cover these payments, the overhang of MSBs outstanding would
expand further, causing the continuation of the vicious cycle.
Tab. III--1

Loans of the Bank of Korea until 1993
(billions of won)

Loans against Bills
Rediscounts
of
YearAgriculture,
end Commercial Trade Fisheries and Defense
Industry
Financing
Bills
Livestock

Total

Other Bills

General
Loans

1980

297.4

1,291.3

121.1

16.7

267.4

451.0

2,445.0

1985

1,320.8

2,039.2

173.6

6.3

67.9

5,463.2

9,071.0

1990

3,819.6

891.9

348.2

6.3

0.4

5,968.4

11,034.8

1993

5,178.1

1,054.9

507.8

5.8

1.1

9,170.2

15,917.8

As the deregulation of interest rates and financial market opening
progressed rapidly from the early 1990s, management of the money
supply using indirect methods of adjustment based on market principles emerged as an important task. Meanwhile, an increasing
number of people began to criticize the central bank’s lending policy for placing too much emphasis on policy financing. In this environment, the Bank of Korea completely reorganized its lending policy for March 1994, by reducing policy financing and strengthening
its function of management of the money supply. To summarise the
changes, an Aggregate Credit Ceiling System was introduced and
the rediscounts of commercial bills, trade financing, and loans for
the production of basic materials and parts were incorporated into
this system. Most policy funds, meanwhile, were either shifted over
onto the fiscal budget or were discontinued. The Aggregate Credit
Ceiling System, under which the Bank of Korea sets a ceiling on its
overall refinancing provided to banks, is meaningful in that it is not
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Tab. III--2

Reorganization of the Bank of Korea’s Rediscount System
(March 15, 1994)
Before

- Rediscounts of commercial bills
- Trade financing
- Loans for the production of basic
materials and parts
- Funds for small and medium-sized
enterprises (SMEs) in the province

After
Absorbed by the newly introduced
Aggregate Credit Ceiling System
- Rediscounts of commercial bills, trade
financing, and loans for the production
of basic materials and parts were operated within the Aggregate Credit Ceiling
quotas for individual financial institutions
- Funds for small and medium-sized
enterprises (SMEs) in the province
operated within the quotas set for BOK
branches

- Loans to meet temporary shortages of
funds

Operated as before

- Loans for agriculture, fisheries and
livestock

Gradually transferred to the fiscal budget

- Equipment funds for export
industries
- Funds for the technology development
of SMEs, equipment funds for pollution
prevention for SMEs, purchasing loan facilities for enterprises buying goods manufactured by SMEs
- Loans for the defense industry

Discontinued

- Funds for liquidity adjustment
- Loans whose fresh extensions were
discontinued: industrial structural
adjustment funds, funds for energysaving equipment, and industrial rationalization funds
- Funds for managerial stabilization of
investment trust companies

Reviewed every 6 month for the rollover
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a system of automatic rediscounts. Thus, the Bank of Korea is able
to take the lead in determining the scale of its loans and the objects
eligible for refinancing support. This represents a large step forward from the Bank’s previous practice of passively supplying
funds.
Besides the Aggregate Credit Ceiling System, the Bank of Korea
also introduced the Liquidity Adjustment Loan System in June
2000 to stabilize the financial market by providing prompt access to
funds for applicant banks facing temporary shortages of liquidity.
Another purpose of this system is to enable the central bank to publicly signal its monetary policy stance to the financial markets
through the flexible adjustment of lending rates, just as is done in
advanced countries.
In September 2000, the Intraday Overdraft System was adopted
to provide financial support to banks experiencing short-lived
shortages of funds for payments settlement within the course of
the day. In order to provide an alternative to the bill-based settlement practice, whereby commercial bills in the form of post-dated
promissory notes are used in commercial transactions, the Bank
introduced Corporate Procurement Loan System in May 2000 and
Electronically-Processed Secured Receivables Loan System in
February 2001. To encourage their active use, the Bank makes
available a certain part of its refinancing under the Aggregate
Credit Ceiling System for commercial banks extending funds in
the form of these facilities.

Current System and Operation
The Bank of Korea either rediscounts bills that banks have received
from corporations in return for loans, or itself extends loans to banks
against the collateral of eligible securities. Securities classed as eligible
for collateral comprise credit securities (including bills eligible for
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rediscount), Treasury bonds, government-guaranteed bonds and
MSBs. When shortages of liquidity occur due to financial market
instability or incidents such as computer system failures, eligibility
may be temporarily extended to other assets apart from those mentioned above. A good example of this was when, in order to support
the managerial stabilization of Hankook, Daehan and Kookmin
Investment Trust Companies (ITCs), temporary eligibility was granted in 1992 to bills that seven commercial banks, including Choheung
Bank, had received in return for lending to the three ITCs. In the
event of an emergency where chain bankruptcies are likely to occur
due to a serious credit crunch, the Bank of Korea may extend loans
directly to non-bank financial institutions and corporations. An
instance of this was the Bank’s financial support for the Korea
Securities Finance Corporation and the Korea Non-Bank Deposit
Tab. III--3

Funds for Financial Market Stabilization
Loan
Recipients

Method

Korea Securities Finance Corporation

Korea Non-Bank Deposit Insurance
Corporation

The Korea Non-Bank Deposit
The Korean Securities Finance
Corporation lent on its borrowings from Insurance Corporation lent on its borrowings from the BOK to
the BOK to securities
merchant banks
companies

Conditions
Credit
Ceiling

2 trillion won
(1,127.5 billion won for 26 securities
companies)

1 trillion won
(871 billion won for 13 merchant
banks)

Interest
Rate

Overnight call rate

Overnight call rate

Maturity

6 months

6 months

─
(fully redeemed on July 6, 1998)

─
(fully redeemed on July 6, 1998)

Outstanding
Amount
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Insurance Corporation in late 1997.
The Bank limits its lending period to a maximum of one year, and
specifies conditions under which it may reject loan applications or
apply penalty rates to restrain excessive use of the facility.
Tab. III--4

The Bank of Korea’s Lending Facilities
(As of Nov. 2002)
Function
Aggregate
- Inducing banks to expand loans to
Credit Ceiling
small and medium-sized firms
Loans

Ceiling

Rates

Maturity

9.6 trillion
won

2.5% per
annum

One month

- Signalling of policy direction by
flexibly adjusting lending rates in
accordance with monetary policy
direction

3.75% per
annum
(4.75% per
annum for
Liquidity
No more than
Adjustment - Stabilization of the financial mar- 3 trillion won consecutive
one month
borrowings
Loans
ket by promptly providing financial
of more than
support in cases where banks facthree
ing temporary shortages of liquidimonths)
ty apply for borrowings
Loans to Meet - Supporting banks in meeting
Within the
Target call One business
shortages of funds for payment
Temporary
range of fund
Shortages of and settlement or reserve requirerate + 2%p
day
shortages
Funds
ments

Intraday
Overdrafts

Special
Loans

200% of average reserve
- Supporting banks having tempodeposits bal- interestrary shortages of funds for payfree
ance
ment and settlement in the course
with the Bank
of the day
of Korea

- Extension of loans as the lender of
the last resort

Close of the
business day

Determined in each case
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Under the regulations, the lending facilities of the Bank of Korea
available to financial institutions consist of Aggregate Credit Ceiling
Loans, Liquidity Adjustment Loans, Loans to Meet Temporary
Shortages of Funds, Intraday Overdrafts and Special Loans.

Aggregate Credit Ceiling Loans
The Bank of Korea operates its Aggregate Credit Ceiling by setting a ceiling on its refinancing credits to banks and allocating quotas under this to individual banks in accordance with prescribed
criteria. Banks may then borrow funds from the Bank of Korea
within their quotas.
This represents a transitional stage in the evolution of the central
bank lending facility from its former function of policy financing to
a situation where it carries out the function of liquidity adjustment
solely. Considering the fact that the Bank is able to set a ceiling, this
system clearly represents a step toward advanced lending practices.
However, the fact that allocation criteria are linked to commercial
banks’ lending to SMEs, and that lending rates are lower than market interest rates, still echoes previous policy financing arrangements. This halfway house status resulted because preferential support for SMEs could not be rolled back all at once under the financial and economic conditions prevailing in Korea. Thus, the medium- and long-term goal toward which the Bank was working in its
lending was to normalize its function by gradually ratcheting down
the Aggregate Credit Ceiling and adjusting its interest rate to a realistic level. In fact, the Aggregate Credit Ceiling was lowered steeply
from 8.8 trillion won in March 1994 when the system was adopted
to only 3.6 trillion won, in keeping with the reductions of reserve
requirements undertaken in November 1996 and February 1997.
After the 1997 currency crisis, however, the Aggregate Credit
Ceiling Loans were extensively used as means to overcome the
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ensuing severe credit crunch. In the period between December 1997
and September 1998, the Aggregate Credit Ceiling was raised by a
total of 4 trillion won on three occasions. It was then increased by a
further 2 trillion won in January 2001. The reason for the increase
was that SMEs were facing difficulties in raising funds, owing to
the suspension of operation of some mutual savings and finance
companies as well as the cautious attitude of financial institutions
to lending in response to the economic downturn. In September
2001, the Aggregate Credit Ceiling was again raised by 2 trillion
won, as it was felt there was a strong possibility of a global economic slowdown following the terrorist attacks on the U.S. In
September 2002, however, the Bank lowered the ceiling to 9.6 trillion won again in order to absorb excess liquidity.
Lending rates under the facility had been maintained at an annual rate of 5.0% from the adoption of the system, but they were
reduced to 3.0% per annum in September 1998 and to 2.5% in
September 2001.
Fund allocation criteria for the Aggregate Credit Ceiling were also
adjusted in order to contribute to the achievement of policy objectives. As a result, Aggregate Credit Ceiling Loans have served more
as a microeconomic policy tool rather than an orthodox instrument
for liquidity adjustment.
The amount available under the Aggregate Credit Ceiling is
divided into two parts: the first for financial institutions and the
second for branches of the Bank of Korea.6)
The refinancing credit for financial institutions under the ceiling is
further subdivided into two types. The first are preferential support
facilities whereby, within a certain range, the specific funds that are
extended by banks are refinanced before all others. At present, the
6) As of November 2002, the Aggregate Credit Ceiling of 9.6 trillion won consisted of 6.0 trillion won for
financial institutions and 3.6 trillion won for BOK branches.
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Tab. III--5

Changes in Aggregate Credit Ceiling and its Interest Rate
(trillions of won, % per annum)

1994
1995
1996 1997
1998
2001
2002
Mar. Apr. Oct. Jan. Apr. Nov. Feb. Dec. Mar. Sep. Jan. Sep. Oct.
Credit
Ceiling
Interest
Rates

8.8

9.3

9.5

9.1

9.2

6.4

3.6

4.6

5.6

5.0

7.6

9.6 11.6 9.6

3.0

2.5

funds extended by banks in the form of Corporate Procurement
Loans are refinanced within a ceiling of 4.3 trillion won, in order to
encourage bank loans of this kind to corporations.
The second type of refinancing credits are those in which funds
are allocated for individual banks in proportion to their recent
increments and total outstanding balances of eligible loans. Loans
which are eligible here include discounts on commercial bills, trade
financing, funds for the production of basic materials and parts,
and Electronically-Processed Secured Receivables Loans.
Meanwhile, that part of the Aggregate Credit Ceiling available for
branches of the Bank of Korea around the country is allocated and
operated taking into account regional economic conditions with a
view to galvanizing regional economies. Each branch proportionally
allocates over 30% of its ceiling to region-based banks including
branches of nationwide banks, in accordance with their performances in extending general loans for corporate working capital to
regional SMEs, and allocates the remainder on the basis of criteria
set up by the general manager of the BOK branch. In allocating that
portion of the Aggregate Credit Ceiling within their discretion, the
general managers of the BOK branches designate priority support
for new technology start-ups, and for promising, technology-inten-
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sive SMEs that contribute greatly to the regional economy. At the
same time, the Bank imposes sanctions, such as cutting the applicable allocations of refinancing credits, on those banks which violate
relevant regulations by inflating the figures on their loans eligible for
the Aggregate Credit Ceiling.

Tab. III--6

Allocation of Aggregate Credit Ceiling
(as of November 2002)
Aggregate Ceiling Credits (100%)
Ceiling for Financial Institutions (63%)

Ceiling for BOK Branches (37%)

Preferential sup- Proportional allocation
ceiling in accordance
port
ceiling (45%) with eligible loans (18%)

Allocation ceiling based
Proportional allocation
on criteria
ceiling in accordance
set by the general
with eligible loans (11%)
managers
(26%)

Liquidity Adjustment Loans
As explained above, the Aggregate Credit Ceiling Loans, the
mainstay of the Bank of Korea’s credit framework, have since the
currency crisis been used on a large scale to cope with emergency
situations. Under these circumstances, it has not been possible to
expect them to fulfill their signalling function to the full extent, even
though this is one of the important roles of a central bank’s lending
rates. With the persistence of financial instability, moreover, the
introduction of a new facility was also required, so that the situation could be dealt with more promptly.
In this context, the Bank of Korea introduced and put in place the
Liquidity Adjustment Loan System in June 2000. This system is
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designed to facilitate the central bank’s clear signalling of its policy
intentions to the financial markets by flexibly adjusting the lending
rates in accordance with monetary policy direction. In addition, it is
used to provide prompt access to funds for applicant banks facing
temporary shortages of liquidity, which open market operations
alone cannot resolve. Therefore, the system has made it possible to
reduce financial instability and helped to prevent the liquidity risk
at individual financial institutions from escalating into system risk
at a relatively lower cost.
The ceiling on Liquidity Adjustment Loans is set quarterly by the
Monetary Policy Committee. Within this ceiling, the extension of
loans to applicant banks and the scale of support are decided, in
consideration of banks’ liquidity positions, the status of their funding and operations, their management soundness, and so forth. The
interest rates applicable to these loans are decided and announced
together with the monthly target for the call rate following discussions on the stance of monetary policy in the Monetary Policy
Committee.7) Meanwhile, an additional rate of 1% is levied on those
banks that borrow for three consecutive months, in order to prevent
moral hazard such as too frequent use of the facility. The Bank of
Korea closely reviews the financial conditions of banks that use
Liquidity Adjustment Loans. Through the inspection accompaning
the extension of liquidity adjustment loans, the Bank can achieve
some of its policy objectives that may be difficult to attain by open
market operations, e.g., checking the management soundness of
banks and improving liquidity conditions.
The overall ceiling on Liquidity Adjustment Loans stood at 2 trillion won at the time of their introduction. That ceiling, however,
was raised to 3 trillion won in January 2001 to cope with latent fac7) If there is very much need to change the monetary policy stance, both the target call rate and the Liquidity
Adjustment Loan rate are adjusted; if there is a comparatively smaller need, the target call rate alone is
adjusted.
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tors creating instability in the financial markets following implementation of the Partial Deposit Insurance System and the second
phase of financial restructuring. This expansion was also carried
out to publicly demonstrate the central bank’s efforts to stabilize the
financial market. The lending rate, which had been maintained at
4.5%, was lowered to 4.25% on August 9, 2001 to keep pace with
the call rate cut, and to 3.75% on September 19 together with the
target call rate cut in the wake of the terrorist attacks on the U.S.
The Bank of Korea sets the interest rate on its Liquidity
Adjustment Loans at a rate lower than its call rate target. The
Federal Reserve does the same thing, setting the rate on
Adjustment Credit it provides to cover temporary shortages of liquidity usually at a rate slightly lower than its federal funds rate.
This is because central banks need to offer banks a minimum incentive to borrow so as to take the lead in liquidity adjustment and
achieve the additional objectives of monetary policy in qualitative
aspects, including ensuring financial institutions’ management
soundness and improving liquidity conditions.
Viewing performance since the adoption of the system, the Bank
of Korea provided a total of 270 billion won to two banks during
December 2000, and these loans were rolled over once and fully
redeemed in February 2001 at maturity8); the lending rate was 4.5%
Tab. III--7

Changes in Ceiling and Interest Rate of Liquidity Adjustment Loans
(trillions of won, % per annum)

2000 Aug.

2001 Jan.

Aug.

Sep.

Ceiling

2

3

3

3

Interest
Rate

4.5

4.5

4.25

3.75

8) The Liquidity Adjustment Loan System is designed to provide financial support for applicant banks experiencing temporary shortages of liquidity. If there are no or few such financial institutions, or if they have
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per annum and the lending period was one month.

Loans to Meet Temporary Shortages of Funds
Loans to Meet Temporary Shortages of Funds were first introduced in March 1984 to support banks suffering from shortages of
reserves or settlement funds. Shortages of reserves are automatically provided within 100% of the average reserve requirements balance held in the last but two half-month period9) by the bank applying for a loan. If necessary, special approval can be given for provision of funds beyond the celing to be provided up to the extent of
the shortfall of reserve requirements. In the case of shortages of settlement funds, meanwhile, daily shortages of settlement funds of
applicant banks can be covered in full. The period of such loans is
one business day, and they can be rolled over. To induce effective
management of liquidity by banks, the Bank of Korea applies a
penalty rate (target call rate + 2% points). It screens the status of the
applicant banks’ financial conditions as well as their measures to
improve liquidity conditions. Since January 1995, however, no
banks have applied for Loans to Meet Temporary Shortages of
Funds.

Intraday Overdrafts
The Intraday Overdraft System was introduced in September
2000 to extend financial support to banks experiencing transient
shortages of settlement funds in the course of a day. It thus serves to
stimulate fund transactions between financial institutions and, as a
more favorable means of obtaining funds than by borrowing from the Bank of Korea, naturally the Bank of
Korea’s lending under this system stays low. It is more desirable, indeed, in terms of financial market stability, for financial institutions to raise funds at their own initiative.
9) The scale of reserve requirements is calculated by multiplying the balance of deposits subject to reserve
requirements (semi-monthly average basis) in the last but two half-month period (for which fixed numbers
can be obtained) by the reserve requirement ratio applicable to the current half-month. Suppose we are now
in the second half-month of October (Oct. 16~31), the “last but two half-month period” means the first halfmonth of September (Sept. 1~15).
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result, between corporations using those institutions. The adoption
of the system came about because of the increasing incidence of
payment settlement being temporarily delayed, a frequent phenomenon that occurs as the scale of settlement between financial
institutions increases.
Under this facility, banks automatically receive the funds necessary for settlement from the Bank of Korea before the close of the
business day (17:30 on Mondays-Fridays) on a real time basis for up
to the equivalent of twice their average reserve deposits balance
with the Bank of Korea.10) These loans are provided on an interestfree basis.
Eligible collateral for the loans is confined to government bonds,
Monetary Stabilization Bonds (MSBs) and government-guaranteed
bonds,11) all of which are risk-free and allow prompt collection of
the credit through their disposal in the open market. In cases where
banks fail to redeem their borrowings by the close of the business
day, the Bank of Korea converts the Intraday Overdrafts to Loans to
Meet Temporary Shortages of Funds, on which a penalty rate
applies. In this case, the Bank limits access to intraday overdrafts by
the bank that has failed to redeem its borrowings,12) and screens its
financial condition and the measures it has taken to improve its liquidity conditions.
As of the end of October 2002, financial institutions utilizing the
Intraday Overdraft System comprised seven commercial banks,
three special banks, two local banks and fourteen branches of foreign banks. Although the scales of their borrowing vary depending
10) Since July 2001, the Intraday Overdraft ceiling was raised from the equivalent of a bank’s average reserve
deposits balance with the Bank of Korea to the equivalent of twice that amount.
11) Since July 2001, government-guaranteed bonds have been recognized as eligible collateral, in addition to
government bonds and Monetary Stabilization Bonds.
12) The Bank of Korea reduces by half the Intraday Overdraft ceiling for a certain period of time for those banks
applying for Loans to Meet Temporary Shortage of Funds; it also bans access to Intraday Overdrafts for a certain period if banks have had recourse to Loans to Meet Temporary Shortages of Funds for more than two
business days within the same month, or for more than three business days within the preceding three months.
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on market liquidity conditions and the demand for settlement
funds, the daily average balance of Intraday Overdrafts stays at
above 300 billion won.
Tab. III--8

Utilization of Intraday Overdrafts
(based on daily average balance, billions of won)

2000 2001 2002
Dec. Dec. Jan. Mar.

Apr.

May

Jun.

Jul.

Aug.

Sep.

Oct.

Nationwide
Commercial 67.6 142.6 184.4 150.5 148.5 130.2 136.3 114.6 133.3 185.1 145.0
Banks
2.0
0.6
0.6
1.0
0.6
0.1
0.4
1.4
0.3
1.7
0.4
Local Banks
Specialized
Banks
Branches
of Foreign
Banks
Total

32.6

21.1

10.2

14.2

13.6

9.2

5.8

7.7

56.9

76.5

63.4

73.5

79.6

66.6

8.4

4.5

28.6

5.9

87.1 103.7 131.1 155.5

110.0 220.9 274.0 229.1 236.2 219.1 209.1 211.6 241.8 316.5 306.8

Special loans
Special loans are those that the Bank of Korea extends as the
lender of last resort in order to secure financial market stability,
after obtaining special approval from the Monetary Policy
Committee.
The Bank of Korea provided a total of 10.8 trillion won in special
loans during the latter half of 1997 when the financial market was
extremely unstable. These loans, extended to resolve financial institutions’ liquidity shortages, differed from previous low-interest rate
special loans13) to make up for balance sheet losses in that they were
13) The Bank of Korea extended a total of 1.7 trillion won at 3% per annum during 1985~1987, in the process of
industrial rationalization relating to the overseas construction and the shipping industry. This was to boost these
sectors, which had weakened following the Second Oil Crisis and the slowdown of the construction business in
the Middle East. Meanwhile, the Bank provided 250 billion won in March 1987 to agricultural, livestock and
fishing cooperatives at 3% per annum, so that they could extend long-term loans to low-income farming and
fishing households at very low rates. In August 1992, the Bank of Korea also extended a total of 2.9 trillion won
at 3% per annum to investment trust companies (ITCs) that were experiencing management difficulties.

60

III. Tools of Monetary Policy

provided at market interest rates.
Viewing these special loans in detail, the Bank of Korea provided
one trillion won in September 1997 to Korea First Bank, which was
suffering from shortages of liquidity. The interest rate was 8% per
annum, the level of the average cost of funds for commercial
banks14). In October 1997, the central bank also extended, through
their creditor banks, a total of one trillion won at 8% per annum to
16 merchant banks whose credits to corporations under the
Bankruptcy-Prevention Accord exceeded 50% of their equity capitals. In December of that year, the Bank of Korea provided 6.8 trillion won to banks at a rate one percent lower than the overnight
call rate, and then 1.1 trillion won to securities companies and 0.9
trillion won to merchant banks at the overnight call rate through
the Korea Securities Finance Corporation and the Korea Non-Bank
Deposit Insurance Corporation, respectively. The financial and capital markets faced a crisis at that time, including the lackluster state
of fund transactions through the interbank call market following
the suspension of business of 14 merchant banks and securities
companies. Once the financial market had largely begun to regain
stability from the latter half of 1998, however, the Bank of Korea
progressively called in these loans, leaving a zero balance on special
loans outstanding at present.
Meanwhile, in order to prepare against the possibility of banks’
shortages of settlement funds due to the Y2K problem, the Bank of
Korea put in place a Y2K Special Lending Facility for the six
months from November 1999 to April 2000. However, since the
much-feared Y2K problem passed without major incident, no special loans were extended under this facility.

14) Although the maturity of the loan fell due in September 1998, the Bank of Korea re-extended it at the
overnight call rate, taking the view that Korea First Bank, which faced the prospect of its disposal to a foreign buyer, was continuing to suffer shortages of liquidity.
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Tab. III--9

Loans of the Bank of Korea since 19941)
(billions of won)

Loans
Liquidity
Adjustment Loans

1994

1995

-

-

1996
-

1997
-

1998
-

1999
-

2000
270.0

2001 20023)
-

-

Aggregate Credit
8,832,1 9,067.8 5,672.7 4,266.4 6,361.6 7,597.1 7,360.1 10,710.2 9,038.3
Ceiling Loans
Loans to Meet
Temporary
Shortages of
Funds

-

-

-

-

-

-

-

-

-

467.7

668.4

187.2

115.5

-

-

-

-

-

Outstanding
balance of
2,855.4 1,343.0
previously
2)
extended loans

878.5

496.0

241.7

76.6

25.8

4.9

-

-

-

Loans for
Agriculture,
Fisheries &
Livestock

Funds for
Managerial
Stabilization
of ITCs

1,300.0

-

-

-

-

-

-

Special
Loan to Korea
First Bank

-

-

- 1,000.0 1,000.0 1,000.0

-

-

-

Special Loans for
Merchant Banks

-

-

- 1,000.0

-

-

-

-

-

Funds for
Financial Market
Stabilization

-

-

- 5,938.9 6,247.0

-

-

-

-

Total

13,455.211,079.2 6,738.4 12,816.8 13,850.3 8,673.7 7,655.9 10,715.1 9,038.3

Notes: 1) Based on period-end.
2) Loans whose fresh extensions were discontinued when the rediscount system was reorganized in
March 1994.
3) The outstanding amount of October.
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Introduction of Bill Substitution System
In Korea, many commercial transactions between corporations were
for a long tme settled in promissory notes. This practice aggravated
the financial burdens of small and medium-sized companies that
received bills in payment because of the length of time needed for
their settlement. In addition, there was the possibility of chains of
defaults being triggered in the event of issuers’ failing to meet their
financial obligations. Accordingly, the abolition of the practice of payment by promissory notes was necessary in the long run; however, its
abrupt elimination could have caused confusion in the financial market. It was against this background that the Bank of Korea introduced
and brought into operation the Corporate Procurement Loan System
from May 2000, in order to induce reduction in the use of bills and
expand cash settlement.
This new lending facility operates as follows. After supplying
goods, the supplier issues a bill of exchange, whose payer is the purchaser and of which the sum payable represents the value of the
goods supplied. The supplier then requests a bank to collect money
for the bill, and the purchaser may make settlement by means of a
loan from its prime bank, should it lack the liquidity to pay the
advised bill of exchange. In other words, the purchaser settles the supplier’s accounts in cash rather than by the use of bills. In order to
encourage the active use of this facility, the Bank of Korea refinances
banks’ loans extended for settlement under the Aggregate Credit
Ceiling System at a low interest rate, while the government provides
tax benefits, including the reduction of corporate and income taxes, to
companies that use the facility.
Meanwhile, companies belonging to the top 30 business groups,
which frequently issue bills, had difficulties in accessing Corporate
Procurement Loans, being restricted by the single borrower loan ceiling. Taking this problem into account, the Bank of Korea devised and
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put in place from February 2001 an Electronically-Processed Secured
Receivables Loan System that allows suppliers to receive prompt payment for goods supplied. This system is a lending facility whereby
suppliers obtain cash in the form of loans from their prime banks
against the collateral of sales on credit receivables due from purchasers. These loans are then redeemed within a certain period by the
purchasers in lieu of direct settlement. In order to promote its use, the
Bank of Korea includes loans made under this system within the
scope of eligibility for refinancing under the Aggregate Credit Ceiling
System.
Use of these two bill substitution systems is continuing to grow
rapidly while that of commercial bill discounts is on the decline. Cash
settlement is thus replacing bill-based settlement at a rapid pace.

Loans Relating to Commercial Transactions between Companies1)
(billions of won)

2001 Jun.

Dec.

2002 Mar.

6,393

8,243

469

Total (C=A+B)
Commercial Bill
Discounts (D)2)

Corporate Procurement
Loans (A)
Electronically-Processed
Secured Receivables
Loans(B)

C / D (%)
Notes: 1) Based on period-end.

Jun.

Sep.

9,560

10,972

11,799

1,276

1,695

2,323

2,829

6,862

9,520

11,255

13,295

14,628

15,403

15,153

14,415

14,247

13,216

45

63

78

93

111

2) Based on SMEs.
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Purpose and Functions
Financial institutions operate funds raised from their customers in
various types of assets. Due to the fact that these assets include longterm bonds or loans which can not be quickly converted into cash, a
bank needs to also hold liquid assets, in anticipation of future payments or obligations. These current assets that financial institutions
keep in readiness to satisfy their customers’ demand for withdrawals
are called reserves. Reserves comprise the cash held by banks (vault
cash) and the funds of financial institutions deposited in their
accounts with the central bank. These latter are counted as reserves in
view of the fact that deposits at the central bank can be converted
into cash at any time, since the central bank is entitled to issue money.
However, in order to raise their profits, financial institutions tend to
minimize their holdings of low-yielding current assets. Suppose, then,
that 99% of the deposits received by a financial institution are operated in the form of long-term bonds or loans. In this case, profitability
will be increased. However, if many depositors demand withdrawal
all at once, their demands may not be met with only 1% of the funds
being held as current assets. The financial institution will then need to
borrow funds from other financial institutions, even at high interest
rates. This will result in a rise in interest rates and market instability.
Therefore, it is necessary to impose a minimum level of reserves that
financial institutions must hold. This is the background to the birth of
the central bank reserve requirement policy.
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The reserve requirement system is one under which financial
institutions are legally obliged to hold a certain ratio of their
deposits as reserves. Historically, this system began with the U.S.
National Bank Act of 1863, which imposed legal reserve requirements on notes issued by national banks and on deposits, in order
to ensure that the notes would be circulated and to protect depositors. From the 1930s, when it was found that controlling reserve
money by changing the reserve requirement ratio could affect monetary aggregates through the multiplier effect, the reserve requirement system came to play a more important role as a liquidity
adjustment instrument. Notably, as the U.S. Congress in 1933 granted the Federal Reserve the authority to change the reserve requirement ratio within a certain range, reserve requirement policy consolidated its position as one of the orthodox monetary policy instruments of the central bank.
Since then, a reserve requirement system has been adopted by a
number of countries. In fact, most central banks established after
the Second World War have utilized this system as part of their
monetary policy toolkit. Developing countries, in particular, used to
keep reserve requirement ratios high in order to manage monetary
aggregates at appropriate levels. This was because too much liquidity was supplied at times due to expansion of the money supply for
economic development or through inflows of foreign capital in
periods of rapid economic growth. Moreover, in circumstances
where financial markets were not fully developed, developing
countries were attracted by reserve requirement policy, which only
required the enactment and amendment of regulations in order to
make significant monetary adjustment effects possible.
With the financial opening and deregulation since the 1980s, however, the need has grown for monetary policy based on market
principles rather than on legal force. In this context, open market
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operations have emerged as a major monetary policy tool, while
the role of reserve requirement policy has been relatively on the
decline. Accordingly, many countries have reduced their reserve
requirement ratios, with some even scrapping the reserve requirement system itself. There are three main reasons for this downgrading of reserve requirement policy.
First, in an environment in which various restrictions and regulations formerly imposed on financial institutions have been eased or
lifted, reserve requirement policy, being applied to financial institutions, has come to be seen as a form of regulation that restricts
banks’ discretion in the operations of their funds in that it is applied
to them forcibly and indiscriminately.
Second, central banks have come to place priority on interest rates
rather than reserves as the operational target of their monetary policy, because greater fine tuning is possible using interest rates. Even a
slight adjustment of the reserve requirement ratio has a strong and
enduring effect on the level of liquidity of the market as a whole,
and the earnings of financial institutions. Accordingly, this instrument is not suitable for frequent use. The attempt to adjust monetary
aggregates through changes in reserve requirements has been compared to cutting a diamond with a hammer.
Third, it poses problems of equity. The obligation of holding
reserve requirements is not imposed on all financial institutions, but
mainly on banks, which are the major objects of the central bank’s
monetary policy. Since reserves are in general non-profit assets,
financial institutions that must place them with the central bank
are, as a matter of fact, having to pay an indirect tax, namely, a
reserve tax. This serves as a factor hindering fair competition
between them and other financial institutions. In order to tackle this
problem, some countries have increased either the numbers of
financial institutions or the types of liabilities subject to reserve
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requirements. However, such a stopgap solution soon ran into limits because, thanks to financial innovation, various new forms of
financial institutions were established and new financial products
came onto the market.
While it is true that the status of the reserve requirement system as
a monetary policy instrument has in effect been weakened compared with the past, its role should not be underestimated. It must
still be considered important, in that it provides the conditions that
allow the frictionless utilization of other monetary policy instruments, including open market operations.

Reserve Requirement Policy in Korea
History
In accordance with the Bank of Korea Act passed into law in 1950,
a system of reserve requirements was introduced, representing a
form of variable cash reserve system. Reserve requirement policy
merely served to supplement direct control measures up until the
mid-1960s. With the adjustment of interest rates to realistic levels in
September 196515), however, it took its place as a means of liquidity
adjustment. From the mid-1980s, when the shift of the current
account into surplus led to monetary expansion through the foreign
sector, reserve requirement policy was aggressively used as a major
instrument to adjust liquidity conditions. From the early 1990s,
however, with the progress of financial liberalization and the rapid
development of financial markets, open market operations
15) In order to bring about a considerable expansion of savings and restrain inflationary pressures, the Interest
Restriction Law was revised on September 24, 1965 and the upper limit of legal interest rates was raised from
20.0% per annum to 36.5%. On September 30, the upper limit of interest rates on time deposits was raised
from 15.0% per annum to 30.0%, and that of lending rates on general loans from 15.0% per annum to 26.0%.
As this high interest rate policy caused a weakening of the competitiveness of export industries and hindered
the development of the securities market, however, the upper limits on financial institutions’ lending and
deposit rates were downwardly adjusted on several occasions from April 1968.
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emerged as the major monetary policy instrument, and reserve
requirement ratios were reduced on a large scale. As a consequence,
the role of reserve requirement policy as a liquidity adjustment
instrument has declined.

Current System and Operation
Reserve Requirement Ratios
As expansionary pressures of reserve money increased with the
heightened inflows of foreign capital and the rapid growth of
exports following the upward adjustment of banks’ interest rates in
1965, the Bank of Korea sharply increased reserve requirement
ratios from the 10-15% range to the 18-35% during 1966 and 1967,
before bringing them down to 12-18% in late 1971. Subsequently,
because liquidity adjustment was carried out largely through the
issue of Monetary Stabilization Bonds and the use of the Monetary
Stabilization Account, changes in reserve requirement ratios were
made within the 15-25% level. In the 1980s, meanwhile, as many
argued that the high reserve requirement ratio acted as one of the
factors undermining the profitability of banks, the reserve requirement ratio was lowered to 4.5% in 1984. However, in the latter part
of the 1980s, when the nation basked in the “three lows,” namely,
low oil prices, low interest rates and low dollar or strong yen, the
reserve requirement ratio was raised to 10% in 1988 in order to cope
with monetary expansion through the foreign sector. From May
1989, a marginal reserve requirement system, which imposed an
reserve requirement of 30% on the increment of deposits, was
brought into operation. In February 1990, the use of marginal
reserve requirements was abandoned, and instead, the reserve
requirement ratio was raised to 11.5% and maintained at that level
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for a long period. From April 1996, in line with financial liberalization and the greater sophistication of monetary policy instruments,
the reserve requirement ratio was brought down on three occasions. Thus, the average reserve requirement ratio has now sharply
declined to less than 3%.

Fig. III--1

Reserve Requirement Ratio and Monetary Growth
since the 1980s
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The current minimum ratio of reserve requirements is stipulated
by the Monetary Policy Committee within a range not exceeding
50% for different kinds of deposits, but in periods of pronounced
monetary expansion, the Monetary Policy Committee is also authorized to impose marginal reserve requirements of between 50% and
100% on the increment of deposits. Current reserve requirement
ratios vary from 1% to 5%, depending on the type of deposits, and
the average ratio stood at 3.0% as of October 2002.
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Tab. III--10

Reserve Requirement Ratios by Deposit Type
(as of October 2002)

Type of Deposits

Reserve
Requirement
Ratio (%)

Worker’s property formation savings, worker’s long-term savings, longterm savings deposits for housing, worker’s savings for housing loans,
long-term household savings deposits, worker’s preferential savings
deposits

1.0

Time deposits, installment savings, mutual installments, housing
installments, CDs sold to customers

2.0

Demand deposits, savings deposits, company savings deposits

5.0

Financial Institutions and Liabilities Subject to Reserve
Requirements
Currently, the financial institutions subject to reserve requirements consist of commercial banks, special banks and the Korea
Development Bank. The Bank of Korea Act stipulates that the
financial institutions16) to which the Banking Act applies should
deposit a certain ratio of their deposit liabilities as reserve requirements in their accounts with the Bank of Korea.17) The liabilities
subject to reserve requirements initially included demand deposits
and time & savings deposits; however, certificates of deposit (CDs)
were also included when the ceiling on their issuance was lifted in
February 1997.

16) In accordance with the Korea Development Bank Act, that institution is subject to the provisions concerning reserve requirements specified in the Bank of Korea Act.
17) Non-bank financial institutions also should hold a certain ratio of liquid assets as reserves in compliance
with their respective regulations. However, this is to prepare against ordinary withdrawals by depositors,
and is not related to monetary policy. Additionally, these reserves are mostly held in the form of profit
yielding assets.
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Method of Maintaining Reserve Requirements
Up until 1977, the Bank of Korea adopted a simultaneous reserve
requirement rule whereby reserve requirements (calculated by multiplying the average half month balance of deposits subject to
reserve requirements by the reserve requirement ratio) were to be
maintained within the period of reserve calculation itself. The base
period for reserve requirements is calculated twice a month, for the
first half of the month (1st to 15th) and the second half of the month
(16th to the end of the month). However, considering the difficulties
in maintaining the required reserves against deposits during this
same period, the Bank has since 1978 adopted a semi-lagged
reserve requirement rule, so that banks should maintain reserve
requirements lagged by seven days from the period of reserve calculation. Therefore, the reserve requirements for the period from
the first of each month to the 15th should be maintained with the
central bank during the 8th to the 22nd of that month, and those for
the period from the 16th to the end of the month should be maintained from the 23rd of the same month to the 7th of the following
month.
Fig. III--2

Maintenance of Reserve Requirements in Korea (first half-month)

1st

reserve requirement
calculation period

7th

15th

reserve requirement
maintenance period

30th or 31st

22nd

If a bank fails to hold sufficient balances to meet its reserve
requirements, the bank in question must pay an amount equivalent
to 1% of the average balance of the deficiency as a penalty. If a
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bank’s actual reserves fall short for over two and a half months, the
Monetary Policy Committee can impose sanctions against the bank,
by banning the fresh extension of loans or the payment of dividends to shareholders until the bank in question has maintained
the reserve requirements for more than one month. Meanwhile, in
view of the desirability of having sufficient cash on hand for banking operations, up to 35% of total reserves may be held by the
banks in the form of vault cash18).
In principle, no interest payments are made on reserve deposits
with the central bank. If it is considered necessary, however, reserve
deposits can be remunerated as stipulated by the Monetary Policy
Committee. The Bank of Korea paid interest on reserve deposits
until 1986, taking into consideration the weakened condition of
banks’ balance sheets; but this practice was halted in 1987. The
Bank of Korea does not pay interest on reserve deposits for two
main reasons. First, in view of the fact that reserve deposits in the
account with the central bank can be used as settlement funds by
financial institutions and the central bank’s settlement service is
provided free of charge, the cost to banks of maintaining their
reserve requirements can be viewed as payment for this service by
the Bank. Second, since Aggregate Credit Ceiling Loans are provided to banks at a rate below the market rate, it helps offset banks’
financial burden accruing from maintaining unremunerated
reserve deposits.

18) If the authorized vault cash ratio is raised, banks’ cost of maintaining their reserve requirement declines.
With their vault cash holdings for business recognized as reserve requirements, financial institutions can
reduce the burden of placing reserve deposits with the central bank on an unremunerated basis. They can
also cut expenses arising from cash transportation. On the other hand, an extremely high vault cash ratio
reduces the inflow of cash into the central bank, thus causing adverse effects, including the accumulation
of damaged or soiled banknotes in circulation.

4. Open Market Operations

Purpose and Main Features
Open market operations are the policy instrument through which
central banks purchase or sell securities including government and
public bonds with financial institution counterparts in open markets such as the money or bond markets, and accordingly change
these counterparts’ funding conditions, thereby adjusting the
money supply or interest rates.19)
Financial institutions buy and hold bonds with the intention of
operating their funds. If a financial institution needs to convert
bonds into cash to meet withdrawal demands from its customers, it
has to sell them in the financial market to secure liquidity. Since the
cash balance of the counterpart who purchases the bonds is
reduced by the same amount, however, the scale of liquidity in the
entire financial market remains unchanged. Where there is a widespread flight to liquidity due to concerns over the financial market
or where banks as a whole are suffering from a shortage of reserves,
a financial institution attempting to sell bonds for liquidity will find
no willing takers. Under these conditions, since the supply of liquidity does not reach the level of the demand for it, the central bank
must supply fresh liquidity by itself purchasing bonds in the financial markets. On the other hand, in a situation in which the demand
19) Open market operations can be divided into dynamic open market operations and defensive open market
operations. The former are utilized as a means to influence overall economic activities positively and thereby
achieve the goals of monetary policy. The latter are referred to as passive or accommodative operations, and
are used to neutralize the effects of changes in liquidity due to temporary or seasonal factors.
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for bonds exceeds their supply, the central bank should absorb the
excess liquidity by selling bonds in the financial markets.
Bond transactions between individual financial institutions influence their respective liquidity positions, while not changing the
overall liquidity of the entire market. But if the central bank intervenes in the open market through sales or purchases of bonds,
overall market liquidity is increased or decreased. Financial institutions then use the increased liquidity for making loans or purchasing bonds, thus increasing the money supply through the multiplier process, together with the lowering of interest rates.
From the early 1980’s, as the development of financial markets
progressed remarkably thanks to financial deregulation and innovation, many countries began to employ open market operations as
their main monetary policy tool.
Open market operations have advantages over lending policy
and reserve requirement policy in some respects.
First, the central bank can be active in controlling market liquidity
through open market operations on its own initiative. With lending
policy, however, the central bank can only induce financial institutions to use refinancing or dissuade them from it by changing interest rates, and not by directly influencing their actions.
Second, the level of liquidity can be fine-tuned through open market operations. This is because even a small-scale liquidity adjustment can be undertaken through bond transactions of a certain
amount. Moreover, open market operations are very flexible in that
the timing, frequency and conditions of their implementation can
be changed as occasion demands. In the case of reserve requirement policy, however, a small change in the reserve requirement
ratio exercises a very large influence on the liquidity situation of
financial institutions, and frequent changes of reserve requirement
ratios are not so easy in practice. In the case of lending policy,
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meanwhile, the central bank has some restrictions on changing its
lending rates or scale of its loans whenever it needs to.
Third, the process of undertaking open market operations is very
swift. While the central bank needs to go through a number of procedures to change its lending policy or the reserve requirement system, open market operations can be implemented immediately by
way of transactions in the financial market.
Fourth, two-way flows of information take place quickly with a
continuous feedback relationship between the central bank and
market participants, and central bank errors in policy judgment are
thus minimized.
Likewise, open market operations are the most market-friendly
instrument for the ordinary adjustment of liquidity. However, there
are some preconditions for open market operations: an ample supply of government and public bonds, well-developed financial
markets, a reasonably-formed term structure of interest rates, and
so on. Due to these preconditions, developing countries in general
initially depend on central bank lending policy or reserve requirement policy, and use open market operations starting at that point
in time when their financial and economic conditions have matured
to some extent.
The Bank of Korea has two tools for open market operations: outright transactions and repurchase agreements (RPs)20). Outright
transactions involve the central bank’s buying and selling bonds
through the transfer of ownership. They are employed when the
central bank attempts to adjust fundamental liquidity conditions in
the market. RPs are the contracts whereby the central bank sells
bonds on the condition that it will buy them back after a specified
20) The advantage of RP transactions is that the central bank can adjust the maturities of RPs flexibly within
the maturities of the underlying assets; the integration of the two processes of outright transactions, i.e. sale
and purchase, may minimize potential losses which could arise from outright sales and purchases.
Therefore, RPs are employed as the main instrument of open market operations.
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period of time or vice versa. They take the form of loans secured
against bonds for a specific period of time and are used for the
short-term regulation of liquidity.

Open Market Operations in Korea
History
Open market operations in Korea were launched with the
issuance of MSBs in November 1961. The operation of purchase
and sale of government and public bonds with banks became available from February 1969; non-bank financial institutions were
included in counterparts eligible for these operations from 1977,
when the vehicles for open market operations were divided into
repurchase agreements (RPs) and outright transactions. From 1986,
in order to absorb excess liquidity supplied through the foreign sector following the shift of the current account balance into a surplus,
full-scale open market operations began to be employed. Since the
early 1990s, a number of relevant systems have been improved so
that open market operations based on market principles have taken
root. In March 1993, a competitive tender method was introduced
for transactions of government and public bonds under repurchase
agreements, which had formerly been conducted by compulsory
assignment. This move was intended to pave the way for open
market operations based on prevailing market interest rates. From
February 1997, bonds unsuccessfully bid upon at auctions for sales
of RPs or issuance of MSBs were no longer absorbed by direct sales
to financial institutions. With this, the conversion of open market
operations to a fully competitive bidding method was effectively
completed. With the inauguration of electronic bidding through
BOK-Wire, the Bank of Korea’s RTGS (Real Time Gross Settlement)

4. Open Market Operations

77

system, in August 1997, open market operations based on market
mechanisms became firmly established.

Current System and Operation
Liquidity Adjustment Method
One major task of open market operations is to adjust banks’
reserves in order to keep the call market rate in line with the target
rate that has been decided by the Monetary Policy Committee.
The call market is the market in which funds are traded in the
shortest periods (typically overnight loans) to adjust temporary surpluses or shortages of funds among financial institutions. In Korea,
both banks and non-bank financial institutions participate in the
call market; banks’ surpluses or shortages of funds represent an
important variable because non-bank financial institutions’ surpluses or shortages of funds show up on the accounts of their prime
banks. The Bank of Korea can influence the call market directly
through open market operations. When the Bank supplies or withdraws liquidity, the total volume of reserves placed in accounts
with the Bank of Korea changes and, at the same time, banks
attempt to resolve their shortages or surpluses of funds through the
call market. This brings about changes in the call rate.
Let us now view in detail the mechanism whereby the Bank of
Korea decides the scale of open market operations. The volume of
reserve requirements is set in advance since banks should maintain
in their accounts with the central bank the reserves of the first half
month or of the second half month during one week lagged periods. This volume represents the demand for reserves.21) However,
21) Reserves are divided into two types: namely, reserve requirements and surplus reserves. Reserve requirements
are reserves that banks should hold, as stipulated by the Bank of Korea Act, and surplus reserves are those that
banks maintain in excess of reserve requirements for various reasons, e.g., for payments or against uncertain-
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the supply of reserves22) takes place through various sectors and
varies on a daily basis. When the government collects taxes from
the public, banks’ reserves decrease as people pay them using cash
or bank deposits.23) Conversely, if the government makes payment
for a construction project to a private contractor, new funds are supplied, and in consequence, bank reserves increase. When the Bank
of Korea pays Korean won for the purchase of U.S. dollars from
commercial banks, reserves are supplied. Likewise, when the Bank
extends loans to banks, reserves also increase.
The Bank of Korea forecasts the supply of reserves arising from
various sources, compares it with the demand for reserves, and
computes the scale of the surplus or shortage of reserves before
finalizing the scale of its open market operations. In case the Bank
expects that there will be insufficient reserves, it implements a policy with an emphasis on liquidity supply; and if it forecasts there
will be a surplus, it focuses on the absorption of liquidity.
Let’s take a specific example to explain this mechanism. Table. III11 is one showing the outlook for bank reserves that was drawn up
on August 2, 2001 by the Market Operations Team in the Bank of
Korea’s Financial Markets Department. Government expenditures
are projected to amount to 200 billion won on August 2 in the government sector and a total of 2,350 billion won is scheduled to be
withdrawn through the collection of traffic tax and other revenue.
Therefore, reserve supply through the government sector is projected to decrease by 2,150 billion won. Today, the Bank of Korea has to
make interest payments of 20 billion won (+) on its MSBs outstanding. On the opposite side, banks are to redeem a total of 310 billion
ties. Since there is no interest on reserves, financial institutions strive to minimize surplus reserves.
22) The supply of reserves means the increase of banks’ balances in their accounts with the central bank. For
instance, if a bank’s balance with the central bank stands at 10 billion won, and it obtains one billion won in
loans from the Bank of Korea, the balance amounts to 11 billion won, thus effecting an increase in reserves.
23) Since taxes collected by the government are to be deposited in the government account with the Bank of
Korea, banks’ reserve deposits are commensurately reduced.
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won (−) borrowed from the Bank under the Aggregate Credit
Ceiling. When demand for cash by the private sector increases,
financial institutions have to withdraw cash from their Bank of
Korea accounts. This reduces their reserve balances. Today, however, the demand for cash by the private sector decreased by 80 billion
won, resulting in an increase of their reserve balances. Meanwhile,
as MSBs of 570 billion won mature today, the Bank of Korea has to
redeem them in cash (+). However, because RPs worth 5 trillion
won that the Bank purchased on July 27 mature today, the Bank of
Korea is to receive that amount from financial institutions (−).
Combining these two payments, the Bank has to collect 4,430 billion won from financial institutions, thus reducing reserve supply
to the same extent.
Putting this altogether, reserves on August 2 are forecast to
decrease by 6,790 billion won. Meanwhile, since the balance of
financial institutions’ reserves held in their accounts with the Bank
of Korea stood at 14,240 billion won as of August 1, the reserve balance on August 2 is expected to total 7,450 billion won.
Computation of reserve requirements, however, shows that banks
have to hold a balance of 12,990 billion won, representing a shortfall
of reserves of 5,540 billion won. Under this circumstance, if the
Bank of Korea does not take any measures, banks will have to pay
high interest rates to raise funds in the call market, thus pushing up
the call rate substantially. Therefore, open market operations are
needed to prevent the rise of the call rate. But the problem lies in
whether or not the full amount of the shortfall should be provided.
A judgement is made that the call rate will dip below its target of
4.25% if 5,540 billion won, the full amount of the shortfall, is supplied to banks. Therefore, the Bank of Korea will today supply 5,000
billion won, somewhat less than the shortfall, through the purchase
of RPs to keep the call rate stable at around 4.25%.
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Tab. III--11

Bank Reserves Outlook Table
(August 2, 2001)
Changes
(billions of won)
◇ Government sector
Expenditure
Revenue

-2,150
200
2,350

◇ Foreign sector
◇ Loans

-310
20

◇ Cash(−)

-80

MSBs
RPs

Aggregate Credit Ceiling
Loans
Interest on the MSBs

-4,430
570
-5,000

Changes in today’s expected
bank reserves (A)

-6,790

Previous day’s bank reserves(B)

14,240

Today’s expected bank reserves
(C=A+B)

7,450

Reserve requirements (D)

12,990

Surplus or shortage of bank
reserves (C-D)

-5,540

Scale of liquidity adjustment
needed

5,000

MSBs
RPs

Traffic tax and
others

-

◇ Others
◇ Amount of MSBs and RPs
that mature

Major factors

RPs purchased
on July 27

5,000

Operation Instruments
There are two types of open market operations; the issuance of
MSBs and the transactions of securities.
MSBs, issued only by the Bank of Korea, originated as a major
tool of monetary policy during the period when the volume of gov-
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ernment and public bonds that are essential for open market operations remained insufficient. These central bank obligations have relatively long maturities, and once issued, they are not, in principle,
redeemable prior to maturity. Thus, they are used as a major structural adjustment tool whose policy effects are long lasting.
Currently, the ceiling on the volume of MSBs that may be legally
issued is set at 50% of M2. MSBs are issued in 11 different maturities ranging 14 days to two years.24) Viewing the maturities of MSBs
issued, as of the end of October 2002, MSBs with a maturity of two
years accounted for 73.3% in value terms, followed by those with a
maturity of 546 days (14.5%).
Tab. III--12

Volume and Maturity Composition of MSBs1)
(as of the end of October 2002)
(billions of won)

182 days

364 days

546 days

2 years

Total

1,000

9,155

12,090

61,129

83,374

(1.2)

(11.0)

(14.5)

(73.3)

(100.0)

Note: 1) Figures in parentheses refer to shares by total outstanding amount (%).

Next, securities transactions are employed to supply or withdraw
funds through the sale and purchase of government and public
bonds. Securities eligible for use in such transactions are confined to
government bonds, government-guaranteed bonds, Land
Development Bonds and MSBs.
As described earlier, open market operations involve outright
transactions and RP transactions. Among outright transactions,
outright sales, which soak up liquidity, have found little use since
24) MSBs comprise discount bonds (maturities of 14 days, 28 days, 63 days, 91 days, 140 days, 182 days, 364
days, 371 days, 392 days and 546 days) and coupon bonds (a maturity of 2 years). Of these, short-term
MSBs (14 days) were frequently used in the immediate aftermath of the currency crisis and up until
September 1998 to supplement the Bank of Korea’s RP transactions faced with a shortage of eligible securities, in its process of absorbing reserve money that had been supplied on a large scale for the stabilization
of financial markets and the restructuring of the financial industry.
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Tab. III--13

Securities Eligible for Use in Open Market Operations
Outright Transactions

RP Transactions

Government bonds

Government bonds
MSBs1)

Eligible Securities

Government-guaranteed
bonds

Government-guaranteed
bonds

Land Development Bonds2)

Land Development Bonds2)

Notes: 1) Limited to RP purchase.
2) Limited to bonds issued in relation to the redemption of corporate debt to financial institutions in
compliance with Clause 4, Article 12 of the Korea Land Development Corporation Act.

they have the same effect as the issuance of MSBs. Outright purchases, which supply liquidity, have not been frequently used due
to the complex procedures involved such as the transfer of ownership of bond holdings. Moreover, liquidity can also be supplied
Tab. III--14

Performance and Maturity of RP Transactions1)
(Jan.~Oct. 2002)
(billions of won)

Purchases

Sales

Total

1 day

2 days

3 days

4 days

5 days

40,566

82,551

51,494

8,475

2,000

(16)

(22)

(14)

(2)

(1)

<21.9>

<44.6>

<27.8>

<4.6>

<1.1>

37,038

25,554

20,137

14,100

12,500

6 days

Total
185,086

-

(55)
<100.0>

5,000

114,329

(14)

(9)

(7)

(6)

(3)

(1)

(40)

<32.4>

<22.4>

<17.6>

<12.3>

<10.9>

<4.4>

<100.0>

77,604

108,105

71,631

22,575

14,500

5,000

299,415

(30)

(31)

(21)

(8)

(4)

(1)

(95)

<25.9>

<36.2>

<23.9>

<7.5>

<4.8>

<1.7>

<100.0>

Notes: 1) Performance based on competitive bidding method (accumulated basis)
2) Figures in parentheses represent the number of transactions while those in brackets represent
shares of the total value (%).
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through the repurchase of MSBs.
Accordingly, securities transactions focus mostly on RP transactions. Although the longest repurchase maturity stands at 91 days,
in practice maturities are within 15 days, the period for maintenance of reserve requirements. Long-term RPs usually have a
maturity of 13~15 days while that of short-term RPs is typically 1~3
days.
Among the 95 RP transactions carried out from January through
October 2002, 55 involved purchases (supply of reserves) worth 185
trillion won in all and the remainder represented 40 sales (withdrawal of reserves) amounting to 114 trillion won. By maturity,
Tab. III--15

Instruments of Open Market Operations

Withdrawal
Long-term
Adjustment
Supply

Withdrawal
Shortterm
fine-tuning

Type of Operation

Eligible Securities

Issuance of long-term MSBs

─

Outright sales of securities

Government and public
bonds held by the BOK

Repurchases of MSBs with longterm remaining maturities

─

Notes

Not used
to date

Government and public
Outright purchases of securities bonds held by counterparts1)
Sales of RPs

Government and public
bonds held by the BOK

Issuance of short-term MSBs
(with maturity of 14 days)

─

purchases of RPs

Government and public
bonds held by conterparts1)

Supply
Repurchase of MSBs with shortterm remaining
maturities

─

Note: 1) Government bonds, government guaranteed bonds, MSBs, and Land Development Bonds
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overnight RPs took the largest share in sales whereas those with a
maturity of 2 days made up the largest proportion of purchases.
Meanwhile, RPs with maturities of 1 day, 2 days, 3 days and 4 days
accounted for 94% of transactions by value, while no transactions
were entered into for RPs having a maturity longer than 7 days.

Operation Method
Most open market operations are carried out through a process of
competitive bidding via BOK-Wire25), and MSBs are also sold overthe-counter at a set price through the head and branch offices of the
Bank of Korea.
The Bank of Korea sets its reserve price (a reserve interest rate) in
advance when it invites competitive tenders. When it sells RPs or
issues MSBs, the reserve price becomes the floor for bidding (the
ceiling in the case of interest rates). In other words, the Bank is not
prepared to sell RPs or issue MSBs below its reserve price.
Conversely, when it purchases RPs, the reserve price constitutes the
ceiling for bidding prices (the floor in the case of interest rates).
Thus the Bank does not stand ready to purchase RPs at a price
higher than its reserve price.
In its RP sales, the Bank sells bonds to financial institutions that
offer prices above its reserve price (lower than its reserve interest
rate). The allocation method is based on the offer prices (from the
highest to the lowest), but the value of successful bids is in proportion to that of the bids made in the event of several financial institutions bidding the same price. The lowest price (highest interest rate)
among those offered by successful bidders is applied to all transactions. This is called the Dutch method. This method of RP sales,
which favors bidders, takes into consideration the fact that there is
25) A series of procedures, including bidding announcements, implementation of bidding, notification of successful bids and fund settlement, are carried out on-line in real time using a computer network constructed
between the Bank of Korea and its trading counterparts.
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little incentive for financial institutions to make a bid because the
decrease of reserves reduces their resources available for lending.
In its RP purchases, meanwhile, the Bank purchases bonds from
financial institutions that offer prices lower than its reserve price
(higher than its reserve interest rate). The allocation method is
based on offer prices (from the lowest to the highest), but the value
of successful bids is in proportion to that of the bids made in the
event of several financial institutions bidding the same price. The
price or interest rate applied to each transaction is that offered by
the particular bidder. This is called the Conventional method. This
method of RP purchases is used in consideration of the fact that the
Bank has no need to provide favorable conditions in view of financial institutions’ strong incentive to bid for RP purchases.
Suppose that for RP sales worth 100 billion won, the total of tenders received amounts to 210 billion won, and the Bank of Korea’s
reserve price is 98.58 (interest rate of 5.75%). Among ten financial
institutions participating in the bidding, the seven institutions that
Tab. III--16

Sales of RPs worth 100 billion won (example)
(BOK’s reserve price: 98.58)
Financial
Institutions

Offer Prices

Offer Value
(billions of
won)

1
2
3
4
5
6
7
8
9
10

99.23
99.11
99.02
98.92
98.81
98.75
98.75
97.52
98.33
98.65

10
30
10
20
20
30
20
20
40
10

Total

210

Successful Successful Bid
Prices
Bidders
○
○
○
○
○
○
○
×
×
×

98.75
98.75
98.75
98.75
98.75
98.75
98.75
─
─
─

Amount
Allocated
(billions of
won)
10( 10)
30( 40)
10( 50)
20( 70)
20( 90)
6( 96)
4(100)
─
─
─
100
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offer prices higher than the Bank’s reserve price of 98.58 are chosen
as successful bidders by order of price. In compliance with the
Dutch method, 98.75, the lowest accepted offer price (the price
offered by Financial Institutions 6 and 7) is applied to all seven.
First, the full 10 billion won is allocated to Financial Institution 1,
which bid the highest price. A total of 80 billion won, the full
amount bid for, is then allocated to Financial Institutions 2, 3, 4 and
5. The remaining 10 billion won is distributed between Financial
Institutions 6 and 7, in proportion to the amounts they bid for.26)
Now suppose that the Bank of Korea stands ready to purchase
RPs worth 100 billion won, and sets its reserve price at 98.88.
Among the 10 financial institutions participating in the bidding, the
five that offer prices lower than 98.88 are chosen as successful bidders. In accordance with the Conventional method, the price
Tab. III--17

Purchases of RPs worth 100 billion won (example)
(BOK’s reserve price: 98.88)

Financial
Institutions
1
2
3
4
5
6
7
8
9
10
Total

Offer Value (bil- Successful Successful Bid
Offer Prices
lions of won)
Bidders
Prices
97.52
98.33
98.65
98.75
98.75
99.23
98.92
99.11
98.81
99.02

20
40
10
30
20
10
20
30
20
10
210

○
○
○
○
○
×
×
×
×
×

97.52
98.33
98.65
98.75
98.75
─
─
─
─
─

Amount
Allocated
(billions of
won)
20 (20)
40 (60)
10 (70)
18 (88)
12(100)
─
─
─
─
─
100

26) Not all bidders that offer prices higher than the Bank’s reserve price are awarded RPs. For instance, if
Financial Institution 1 offers 40 billion won, 2 offers 50 billion won and 3 offers 30 billion won, the values
of their respective allotments are Financial Institution 1: 40 billion won, 2: 50 billion won, and 3: 10 billion won. The price of 99.02 that was offered by Financial Institution 3 becomes the successful bid price.
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offered by each successful bidder is the price applied on its transaction. First, the total amount of 20 billion won is allocated to
Financial Institution 1, which offered the lowest price. A total of 50
billion won, the full amount bid for, is then allocated to Financial
Institutions 2 and 3; and the remaining 30 billion won is allocated to
Financial Institutions 4 and 5, in proportion to the amounts they bid
for.

Eligible Financial Institution Counterparts
Counterparts for the Bank of Korea’s transactions involving MSBs
and securities are designated in August each year, in compliance
with selection criteria under which the Bank of Korea takes into
consideration the efficiency of open market operations, and the
asset quality and financial soundness of eligible financial institutions. As of September 2002, 42 financial institutions are selected as
counterparts eligible for securities transactions and 48 financial
institutions selected for the issuance of MSBs.27)

27) Securities Transactions: All domestic banks (18), branches of foreign banks (9), securities companies (14)
and the Korea Development Bank.
Issuance of MSBs: All domestic banks (18), branches of foreign banks (7), securities companies (23).
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Tab. III--18

Mechanism of Ordinary Open Market Operations
Procedures

Day

Time

Forecast of bank reserves during the
next half month

D-2

After the close of reserve
requirements of the previous half month

↓

Examination of factors affecting the
supply and demand of reserves

D-1

During business hours

〃

After the close of business

D day

08:30~09:30

↓

Forecast of bank reserves for the
next business day

Notes

Examine volatile factors
in the government,
financial institutions and
foreign sectors

↓

Review of expected financial market
trends during the day
↓

Decision and disclosure of instruments, the scale and the number of
times of liquidity adjustment

〃

09:30~10:50

〃

11:00

Consider differences between the
day’s reserve forecast and reserve
requirements, the target call rate and
other factors

↓

Decision of reserve interest rate for
forenoon fund adjustment
↓

Implementation of forenoon fund
adjustment
(invitation of competitive bids)

〃

11:10~11:20

〃

11:40

〃

14:50

〃

15:00~15:10

〃

15:30

↓

Notification and announcement
of bidding results

Issuance of MSBs or long-term RP
transactions principally to adjust
long-term liquidity surpluses or
shortages

↓

Decision of reserve interest rate for
afternoon fund adjustment
↓

Implementation of afternoon fund
adjustment
(Invitation of competitive bids)

Transactions of short-term RP (13 days) to adjust short-term liquidity surpluses or shortages

↓

Notification and announcement
of bidding results
↓

Decision of emergency fund adjustment at around the close
of business, if necessary, and invitation of competitive bids

〃

Around 16:30

〃

16:30~17:00

↓

Delivery of securities and settlement

In case the call rate is expected to
fluctuate sharply because of the
expansion of the scale of
fund surpluses or shortages for
unanticipated reasons
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Tab. III--19

Bidding Process for the Issuance of MSBs
Procedures

Forecast of long-term bank reserve
situation

Day

Time

Notes

D-1

During business hours

Take into account half-month
bank reserves outlook table,
monthly and quarterly monetary
outlook, etc.

D day

Around 10:00

Consider monetary policy stance
and long-term bank reserve situation outlook

〃

Around 10:30

↓
Decision on the volume and maturity
of MSBs that may be issued

↓
Disclosure of bid details

↓
Decision on reserve interest rate of
MSBs

〃

Around 11:00

〃

11:00~11:40

Take into account yields on
Treasury bonds, corporate bonds,
financial debentures, CDs and CPs
as well as exchange rate movements

↓
Invitation of competitive bids

↓
Notification and announcement
of bidding results

〃

11:40

Announce total volume and interest rate of
successful bids
through the media

16:30~17:00

Issue MSBs by registering them
via BOK-Wire in book-entry form
without handing
of physical securities
in bearer form

↓
Issuance of MSBs and fund settlement

D+2

IV
Operation of

Monetary Policy

1.
1. The
The Immediate
Immediate Aftermath
Aftermath of
of the
the Currency
Currency
Crisis:
Crisis: December
December 1997~December
1997~December 1998
1998

In the immediate aftermath of the currency crisis, the Bank of
Korea, acting under its agreement with the IMF, raised the interest
rate applied in its open market operations as high as 35% so as to
stabilize the exchange rate. As major market interest rates consequently rose to the level of 30~40%, Korea experienced a phase of
unprecedentedly high interest rates. It was anticipated that this
high interest rate policy would work to stabilize the exchange rate
through two channels. First, it would stop the hemorrhaging of foreign currency abroad while at the same time luring overseas capital
into the country. This would bring about an improvement in the
capital account and therefore stabilize the exchange rate. Second,
high interest rates would serve to trigger corporate structural
adjustment, thereby acting to restrain the demand for imports, particularly demand driven by facilities investment. This, in turn,
would help to stabilize the exchange rate by bringing about an
improved current account balance.1)
The exchange value of the Korean won, which depreciated to
1,965 won against the U.S. dollar on December 24, 1997, maintained
1) It is still a matter of discussion to what extent the IMF’s policy plans succeeded. In the assessment of JongKyu Lee (IMF/IBRD Economic Reform Program and Future Economic Policy Directions: the Bank of
Korea, 2000), he argued, the IMF’s prescription of high interest rates did not make a great contribution to
exchange rate stability. In order to control the exodus of foreign currency funds, given the great amplitude
of exchange rate fluctuations, interest rates at the 30% level would not have been sufficient to stop the outflow of capital. In actual fact, in order to defend the exchange rate of the Hong Kong dollar, interest rates in
Hong Kong had been raised temporarily to 300%. After the imposition of high interest rates, there were no
apparent signs of a halt to the outflow of foreign currency funds or any increase in inflows of capital. The
policy of high interest rates was nevertheless assessed as having acted to signal the policy authorities’ resolution to achieve exchange rate stability.
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the low level of 1,600~1,700 won during January and February of
1998, but then began to appreciate rapidly from early March of that
year. This came about in reflection of the improvement in the foreign exchange supply situation. This included the arrival of the
agreed funds from international financial organizations including
the IMF, the completion of negotiations in April 1998 on the conversion of financial institutions’ outstanding short-term foreign currency liabilities of 21.7 billion dollars to intermediate-term debts with a
maturity of between 1 and 3 years, and a successful 4 billion dollar
Foreign Exchange Stabilization Bond issue. The exchange value of
the Korean won appreciated to 1,300 won against the U.S. dollar at
the end of March, and it remained at that level without any major
changes for some considerable time thereafter. The exchange rate
having stabilized, there was now thought to be scope for action to
ward off an overly deep business downturn.2)
During the course of the contraction in business activity after the
currency crisis, a credit crunch came about as banks cut back their
lending. Three factors may be enumerated as having generated the
credit crunch. First, corporate credit risk had risen sharply. With the
rapid downturn in business activity, corporate cash flow conditions
deteriorated, leading to a series of bankruptcies. Concerned about
additional increases in non-performing loans, banks steered clear of
the lending itself rather than attempting to sort out good credit
risks through accurate credit screening.
Second, banks were pursuing restructuring as part of the wholesale
structural adjustment of financial institutions in order to remedy the
fragility of the financial system that had been cited as the fundamental cause of the outbreak of the currency crisis. Banks were obliged by
the supervisory authority to strictly observe the BIS capital adequacy
2) At that time, the direction of monetary policy was largely subordinated to foreign exchange market trends.
Because the focus was placed, above all, on exchange rate stability under the IMF program, it would have
been difficult to ease the high interest rate policy unless the exchange rate had stabilized.
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ratios on pain of being forced to exit the market, leaving them no
option but to restrict their loans. What is more, amid fears for job
security in the course of bank exits and mergers, bank employees
became shy of lending to any but the most outstanding large companies in order to avoid being saddled with responsibility for the associated credit risk.
Third, funds migrated away from financial institutions handling
corporate credit. In 1998, deposit-taking by banks experienced a
contraction centering on deposits of money-in-trust. Especially,
within the banking sector, the business activities of nationwide
commercial banks shrank, which had previously played a leading
role in corporate financing for many years.
Such a sharp contraction in available credit aggravated financing
problems of small and medium-sized companies and mainstay
large companies that were heavily dependent on borrowing from
banks, giving rise to further bankruptcies. In this way, a vicious circle came into existence as the consequent contraction of economic
activity led to a deepening of the credit crunch. Faced with a situation where banks are unable to supply the real sector of the economy with needed funds, a credit crunch need not become a major
problem provided other sectors are able to carry out this role in
their stead. Alan Greenspan, Chairman of the U.S. Federal Reserve,
has pointed out that the spread of a financial crisis may be halted
with the existence of diversified and well-developed financial structures functioning as back-up systems.3)
There was a major expansion of investment trust company operations, strongly contrasting the Korean banking sector which shrank
3) Toward the end of the 1980s in the United States, the lending market dried up when a credit crunch arose
following the failure of a number of S&Ls as a result of a collapse in real estate prices and a business downturn. But the capital markets replaced the failed S&Ls in the supply of funds, allowing the economic downturn to be swiftly overcome. Similarly, in 1998, when a capital market crunch took place following the
Russian declaration of a debt moratorium and the collapse of Long-Term Capital Management, banks acted
positively in extending loans, which meant the spread of the crisis could be halted.
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sharply in the aftermath of the currency crisis. Bank deposits fell by
6 trillion won while bonds beneficiary certificates issued by investment trust companies increased by 115 trillion won during 1998. The
reason for this expansion of beneficiary certificates underlain by
public or corporate bonds is that, since major investment trust companies were not included as objects of restructuring, their stability
was regarded as relatively high. Another reason is that from May of
that year onwards, even though market interest rates fell, the yield
on these beneficiary certificates remained at a comparatively high
level.
Provided that investment trust companies used the funds which
they raised for investment by putting them into securities issued by
small and medium-sized enterprises and mainstay large companies, the impact of the credit crunch could have been reduced by
replacing the shrunken banking sector. But because fears ran high
concerning corporate credit risk, investment trust companies also
acquired securities issued by companies belonging to the five
largest business groups (chaebol), of which the default risk was
considered negligible.4) Net issuance of corporate bonds amounted
Tab. IV--1

Supply of Funds by Type
(billions of won)

1997(A)

1998(B)

Loans by Banks
(trust account included)

40,197.1

-14,692.6

-54,889.7

Net Issuance of
Corporate Bonds

13,774.9

32,246.0

18,471.1

9,832.0

17,654.3

7,822.3

Net Issuance of CPs

B-A

4) In the course of 1998, investment trust companies made investments (increment basis) of 52.4 trillion won
in corporate bonds, 25.7 trillion won in commercial papers, 6.5 trillion won in financial debentures and 3.6
trillion won in government bonds.
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to 32.2 trillion won in 1998 and that of commercial papers (CPs) to
17.7 trillion won. Of this, the percentage of the former issued by
companies belonging to the five largest conglomerates amounted to
71.8% and that of the latter to 66.6%.
Because it was difficult to look for the solution to the credit
crunch within the financial system without others’ help, the Bank of
Korea and the government sought measures to relieve banks’ credit
crunch.5) As an initial step, the Bank of Korea sought to bring about
conditions conducive to the early relief of the credit crunch by
reducing interest rates and providing inducements for banks to
expand their lending.
Interest rate reductions were needed to improve the profitability
of firms already hit by deteriorating sales by relieving their financial
expense burden as well as the early relief of the credit crunch. To
this end, lowering the interest rate applied in its open market operations, the Bank of Korea engineered a fall in market interest rates.
From a level of 28% in the January of 1998, the rate applied in its
open market operations was rapidly brought down from April of
that year onwards to reach a level of 10.7% in July, which was lower
than the level prior to the outbreak of the currency crisis. By around
October, most interest rates had fallen to single digit levels amid the
continued easing of monetary policy, including call rates and corporate bond yields. In order to encourage banks to be much more
active in lending, in addition to the measures designed to bring
about a lowering of interest rates, the Aggregate Credit Ceiling was
raised by 1 trillion won in March 1998 from 3.6 trillion won to 4.6
trillion won. In September of that year, it was raised by a further 2
5) The Financial Supervisory Commission implemented a measure whose purpose was the prevention of the
issuance of corporate bonds from concentrating on only a few select large companies. Specifically, in
October 1998, the ceiling on holdings of corporate bonds issued by affiliated companies was imposed on
financial institutions. The ceiling imposed was a given ratio (banks and insurance companies: 10%, investment trust companies: 15%) of total amount of a financial institution’ holdings of corporate bonds as of the
end of the previous month. This measure was abolished in May 2000.
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trillion won and the interest rates applied on this facility were
reduced by 2 percentage points from 5% a year to 3%. Apart from
this, the method of allocation of this facility was changed so that
banks which were active in extending loans could receive more
increased funding quotas.
To achieve a fundamental solution to the credit crunch, however,
the uncertainty surrounding financial markets needed to be
removed as soon as possible. In this aspect, the government played
a leading role. While several non-bank financial institutions along
with five commercial banks were forced to exit the market, public
funds were injected to clear away the overhang of non-performing
loans and recapitalize financial institutions. Additionally, during
the first half of 1998, the Credit Guarantee Fund and the
Technology Credit Guarantee Fund received subscriptions totaling
2.55 trillion won, consisting of 1 billion dollars in funds from the
Asian Development Bank (ADB) and 700 billion won under the fiscal budget. The intention here was to ease the credit crunch by
enabling bank loans to be guaranteed by these two institutions, following a massive expansion of their credit guarantee capacity.
As part of the policy response process, it was advocated that the
Bank of Korea should be rather more expansionary in its monetary
policy by engineering a massive increase in money supply. The
basis for this assertion was the contraction of reserve money. Its
supply, it was claimed, should be expanded, since reserve money
was failing to reach the agreed ceilings under the IMF program due
to its continued contraction from early 1998. The cause of the contraction of the reserve money was the sharp fall in private-sector
demand for currency in circulation in response to high interest rates
and the influences of the business downturn. In addition, an
unusual cycle arose whereby money supplied by the Bank of
Korea flowed back to it because financial institutions showed a
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preference for RPs of the Bank of Korea or its MSBs, which carried
no risk and were favorable in the calculation of their BIS ratios.
Considering this, the contraction of the reserve money was not so
much the result of austere monetary policy as the combined supplementary effect of both the credit crunch and the business downturn. In some quarters, the argument was advanced that if the Bank
of Korea’s MSBs and RPs were to be redeemed in cash upon maturity rather than being rolled over, money supply would be
increased by the expansion of the reserve money. As of the end of
June 1998, the total amount of RPs sold and MSBs outstanding
came to 44.3 trillion won, which could be converted to cash at any
time as financial institutions’ assets. It was considered, however,
that the cancellation of the greater part of these claims on the central bank would not have been very effective.6)
Tab. IV--2

Trends of Reserve Money1)
(billions of won)

1997 Dec.(A) 1998 Mar.

Jun.

Sep.

Dec.(B)

B-A

IMF Ceiling

23,270

23,580

23,540

25,430

-

-

Actual

22,519

22,035

20,799

22,026

20,703

-1,816

Note: 1) Based on month-end balance.

Another debate concerned the level of money supply. Despite the
contraction of the reserve money, the broader monetary aggregates
6) Financial institutions could not operate excess reserves on a large scale all at once in the form of loans or
purchase of investment securities and so would have utilized them in the form of call loans. But as the scale
of call loans would have been much larger than the scale of the demand for call money, call rates would
have fallen sharply to levels below those under the Aggregate Credit Ceiling on some occasions. From a
financial institution’s point of view, it would then have been more profitable to utilize excess reserves for
the redemption of Aggregate Credit Ceiling loans rather than operating them in the form of call loans. In
this situation, the monetary base would again have contracted. Financial institutions could have used the
surplus funds in the form of loans or acquisitions of investment securities, but because of the existence of
credit risk, they would only have favoured transactions with companies having high credit standing. In addition, because of the contemporary contraction of currency in circulation, the level of the money multiplier
was quite high, and a small increase in the monetary base would have resulted in a large expansion of monetary aggregates. Given a situation in which the growth rate of M3 had to be agreed by the IMF, this would
have been a problematic policy option.
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such as M2 and M3 maintained relatively high growth rates. M3,
whose importance was heightened following the crisis and which is
the broadest of the monetary aggregates in scope, maintained
growth rates of between 12~14%. The fact that this rate of monetary
growth was maintained with economic activity having shrunk
sharply was not indicative of a lack of overall liquidity, but rather a
question of distortion in the flow of funds. However, there were
some who argued that in view of the sharp decrease in the velocity
of money, money supply should be greatly expanded in order to
get the economy back on its feet. In terms of the equation MV=PT,
because V (velocity of money) on the left-hand side had fallen
greatly, M (monetary aggregates) should be increased to an even
greater extent so that the expression on the right-hand side, nominal gross national income, could increase. In a normal state of
affairs, this would have been the reasonable and logical course of
action, but in a credit crunch situation where funds were not flowing to the real sector, instead remaining locked within a financial
merry-go-round, it was not appropriate.
Fig. IV--1
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Meanwhile, a point worthy of special mention is that this
period offered an opportunity to spur the development of the
market for government bonds. Because Korea had for some
time maintained a fiscal surplus, not only had the scale of government bond issues been small, but also the accompanying
infrastructure such as its secondary market was virtually
absent. In the wake of the currency crisis, however, the budget
moved into deficit following of the fiscal expansion caused, in
part, by the increase of funds supporting the unemployed. At
the same time, funds for financial restructuring were injected.
As a result, government bonds began to be issued on a large
scale. In order to alleviate its debt servicing burden in a situation where interest rates were running as high as 20% a year or
more, the government requested that the Bank of Korea purchase government bonds. In the three months from November
1997 to January 1998, the Bank of Korea purchased governmentguaranteed bonds to the value of 8.5 trillion won. Taking its cue
from the newly effective revision of the Bank of Korea Act in
April 1998, the central bank counselled the government to issue
government bonds at actual market interest rates and fully
based on market principles. The government, giving due consideration to this suggestion, began issuing government bonds
and government-guaranteed bonds in the markets from the second quarter of 1998. Instead of being assigned to selected institutions at predetermined yields, government bonds and government-guaranteed bonds were bid for by financial institutions participating at their discretion in a fully competitive auction process. This provided the momentum for a major expansion in the scale of transactions involving government bonds
and, what is more, the yield on three-year Treasury bonds
became established as the benchmark rate that most accurately
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reflects the interplay of the demand for and supply of funds.7)
This was significant in that the Bank of Korea did not directly
purchase government bonds to finance the fiscal deficit through the
printing of money. This also shows the role that the strong will and
initiative of the central bank or the government with regard to the
financial autonomy played in the guided development of the financial markets.

7) As government bonds came to be issued on a large scale in the market at prevailing interest rates from
September 1998, corporate bonds began to forfeit their benchmark status and government bonds came to
take their place in early 1999.

2.
2. Economic
Economic Recovery
Recovery and
and Financial
Financial Market
Market
Instability:
Instability: January
January 1999~February
1999~February 2000
2000

The measures taken by the Bank of Korea and the government to
ease the credit crunch gradually began to bear fruit, with bank lending shifting to an upward trend from February 1999 onwards. At the
same time, many indicators of real economic activity including
industrial output, consumption, and exports began to exhibit a clearly marked upward trend. Nevertheless, the Bank of Korea continued
to maintain its stance of favoring the downward adjustment of interest rates for some time, considering that a somewhat longer period of
observation was needed in order to judge whether the trend of recovery in business activity would prove to be sustainable. Reflecting the
central bank’s stance, call market rates, which had fluctuated at
around the 6% level at the beginning of the year, had fallen to the
upper 4% level by mid-April.
However, the stance of monetary easing that had been maintained for some time was somewhat amended. The call rate target
was not lowered any further in May of that year. Looking at the
prevailing economic conditions, inventories had drawn down at a
rapid pace and the growth of manufacturing production had risen
sharply, standing at around 20%, while capacity utilization rates
in manufacturing, which had remained at the 60% level, were
running at around 75%. Exports showed negative growth on a
year-on-year basis, and imports chalked up double-digit growth,
leading to concerns of external disequilibrium. Another important factor was the stock market. As of the end of April 1999, the
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Korea Composite Stock Price Index (KOSPI) had risen to 753, which
was some 78% higher than a year earlier, showing some signs of
short-term overheating. It may not be desirable for monetary policy
to target some specific level for asset prices, but where there is a
short-term surge in asset prices, there is a need to consider them in
deciding policy direction so that they do not subsequently become
a burden for the operation of the national macroeconomy.8) Taking
overall account of these circumstances, the Bank of Korea decided
to maintain the call rate target at 4.75%. Market participants, who
had been expecting a further reduction in interest rates, saw this
decision of the Bank of Korea as representing an important shift in
monetary policy. As a result, long-term interest rates rose and share
prices moved temporarily lower.
Even though it was decided not to lower call rates any further,
there was a subsequent rapid increase in business activity, during
which share prices also rose sharply. The Bank of Korea continued
to maintain a cautious watch against the possible development of
internal and external disequilibrium, despite the fact that there was
little necessity for a change in interest rates given the stable trend of
prices and the sustained current account surplus. In the financial
markets, sentiment formed in favor of an immediate rise in the call
market target rate. As a result, long-term interest rates including
yields on corporate bonds failed to fall below the 8% level. Because
the credit crunch that had exercised a large influence over the direction of monetary policy in the immediate aftermath of the currency
crisis had been largely resolved, the Bank of Korea was able to carry
out its monetary policy based on the trends of and outlook for
macroeconomic fundamentals including economic activity, prices,
8) In a resolution published on May 6, 1999, the Monetary Policy Committee declared concerning the stock
market : “........ .Because an excessive rise in stock prices in the short term may cause various malign side
effects, it is desirable to work toward an improvement of corporate financial structures while striving for
stock market stability by expanding the supply of stocks through the issuance of new shares to be purchased.”
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and balance of payments.
But this state of affairs changed in July 1999 when the restructuring of Daewoo Group and the large-scale redemption of investment
trust companies’ beneficiary certificates came to a head. A plan for
the structural adjustment of Daewoo Group was announced on
July 19 and guidelines were established for the workout programs
of 12 member companies of the interlinked business group during
August, greatly unsettling the financial markets. In particular, once
it became generally known that a considerable volume of corporate
bonds issued on a large-scale by the Daewoo Group following the
currency crisis had been absorbed by investment trust companies’
bonds beneficiary certificates, fears arose concerning matching
insolvencies on the part of investment trust companies. Concerned
about investment trust companies’ inability to pay, their depositors
demanded the redemption of outstanding beneficiary certificates
en masse. In order to keep pace with redemption demand, investment trust companies were forced to sell their holdings of bonds.
But with the prevailing atmosphere in the financial markets in
which the first priority was placed on securing liquidity, few financial institutions wished to buy bonds, causing long-term interest
rates to rise sharply. With the question of the structural adjustment
of investment trust companies being a matter of public debate, and
with much talk being given to their apportionment of heavy losses
following the default of Daewoo bonds, investment trust companies, normally among the principal purchasers of corporate bonds,
proved unable to carry out this function. As a result, the bond market significantly contracted.
Because the financial market unrest threatened to derail the
process of recovery of the real sector, the leading task for economic
policy came to be the soothing of market instability that had been
provoked by the panic over Daewoo. There were four main strands
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in the pursuit of this policy task. The first was to supply adequate
liquidity in light of market conditions while at the same time holding call rates stable. The second was to set up the Bond Market
Stabilization Fund9) with the object of purchasing bonds, so as to
make up for the lack of demand in the market itself. The third was
the establishment of a system of partial redemption10) to avert a
wholesale redemption of beneficiary certificates underlain by public or corporate bonds. The fourth was the seamless exclusion of the
factors causing the financial market instability through the rapid
implementation of a debt workout program for Daewoo Group.
Long-term interest rates initially shrugged off the impact of the
Daewoo panic and regained their stability. From early November,
however, they began to rise sharply again due to skepticism over
the purchasing capacity of the Bond Market Stabilization Fund and
unenthusiastic pursuit of the Daewoo workout. Real GDP growth
continued to rise, marking 5.4% in the first quarter of 1999, 10.8% in
the second quarter and 12.8% in the third quarter. Cost push factors
piled up, including higher international prices for raw materials
and particularly crude oil, wage increases, and hikes in charges for
public services. Among market participants, thus, it was anticipated that future inflation would be running at high levels. These were
the factors behind the high level of long-term interest rates that
served as an inflation premium. Even though the Bank of Korea
maintained the overnight call rate at 4.75%, the spread between
long-term and short-term interest rates widened from 2~3 percent9) In order to counter the abrupt run-up in market interest rates following the Daewoo panic, the ceiling on
the Fund was set at 30 trillion won for the period from September 1999 until March 2000, with about 25
trillion won being actually contributed. Banks and insurance companies were the main contributors to the
Fund, which was used for the purchase of government bonds, MSBs and high-grade corporate bonds.
10) While the immediate redemption of beneficiary certificates from which Daewoo debentures (corporate
bonds and CPs issued by Daewoo Group) were detached was allowed, a pay-out of Daewoo debentures
was guaranteed for 50% of their book value in case of a request for redemption within 90 days, for 80% of
their book value in case of redemption within 180 days, and for 95% of their book value in case of redemption after 181 days.
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age points in the first half of 1999 to around 6 percentage points, following a steep climb in long-term interest rates.
This widening of the spread between long-term and short-term
interest rates stands in the way of the smooth conduct of monetary
policy. First, monetary policy affects the real economy by the transmission channel running from short-term interest rates via longterm interest rates to the real sector. But when the spread between
long-term and short-term interest rates becomes too wide and there
is virtually no link between the movements of the two interest rates,
the central bank’s ability to influence the financial markets is
reduced and the function of the call rate as an operating target of
monetary policy is weakened. Second, the widening of the spread
between long-term and short-term interest rates is a signal of the
markets’ anticipation that inflation will accelerate in future.11)
Should such a state of affairs persist, the markets would lose confidence in the central bank’s resolution to maintain price stability.
There is a real danger that it will forfeit the credibility essential to
the successful implementation of monetary policy. Third, where
short-term interest rates are very low in comparison to long-term
interest rates, the tendency of a concentration of market funds at the
short-term end may arise as a result of the heavy demand for shortterm funds.
Therefore, narrowing the spread between long-term and shortterm interest rates consequently became an important task of monetary policy. Should the rise in long-term interest rates be solely
ascribable to purely cyclical factors, the overly wide spread can be
11) In this case, the yield curve, which stands for the relationship between two bonds whose maturities differ but
which otherwise share the same features, would show a pattern of upward movements to the right and its
slope would be very steep. A yield curve of this type contains the information that there is a high possibility
of inflation emerging with a future increase in business activity. Bonds of the same type (e.g. government
bonds) should be used when the spread between long-term and short-term interest rates is calculated. But
because in Korea the government bond market has only recently begun to develop, the term structure of
interest rates has not yet been properly formed. Thus, inevitably, the spread between the call rate and corporate bond yields or that between the call rate and Treasury bond yields is utilized as a substitute indicator.
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Fig. IV--2
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narrowed by simply raising call rates. But there is the possibility of
market interest rates overshooting if the call rate is raised in a situation in which instability exists in the financial markets. Therefore,
an increase in the call rate needed to be implemented in a situation
in which market instability had been minimized.
February 2, 2000, from which Daewoo-related beneficiary certificates were to increase their redemption ratio to 95%, was a critical
time for the future status of the financial markets. There was considered to be a great likelihood of large-scale redemptions following this rise in the pay-out ratio as the majority of beneficiary certificate holders wished to minimize their losses. Redemptions did in
fact increase as expected, but their scale gradually decreased before
returning to a normal level12) at which point the investment trust
companies were able to handle redemptions adequately with their
12) Trends in the redemption of investment trust companies’ beneficiary certificates
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already secured store of liquidity. The flow of funds within financial
markets showed no major change and, by virtue of this, long-term
interest rates also failed to rise any higher.
The Bank of Korea decided on the 10th of February to raise the
call rate target by a quarter of a percentage point to the level of 5%,
so as to reduce the spread between long-term and short-term interest rates, taking the view that it would be possible to control market
instability associated with the problem of Daewoo debentures. This
was the first time that interest rates had been raised since the
overnight call rate was adopted as the practical operating target
from 1998 onwards. The Bank of Korea had alluded to the problems represented by the widening of the spread between long-term
and short-term interest rates on several occasions before raising the
policy rate in order to minimize its impact. Thanks to these advance
warnings, the markets had come to anticipate an early rise in interest rates. Consequently, long-term interest rates showed no sharp
upward movement after the increase in the policy rate, causing the
spread between long-term and short-term interest rates to narrow
to 4 percentage points.
Meanwhile, at this time when financial and corporate restructuring was being pursued, the issue of how monetary policy could
best contribute to structural adjustment came to the fore. 13)
(billions of won)
1999 Aug.13 Nov.10
~Nov. 9 ~Dec.31

2000 Jan.

Feb.1

Feb.2

Feb.3

Feb.7

Amount paid
(A)

1,911.4

2,701.7

2,442.6

3,707.2

4,558.6

3,731.2

2,829.5

Amount newly
sold (B)

1,329.0

2,106.6

2,403.3

1,626.7

3,085.2

2,730.7

2,307.3

582.4

595.1

39.3

2,080.5

1,473.4

1,000.5

522.2

Net outflow
(A-B)

Note: 1) Based on daily averge.
13) Monetary policy is implemented by influencing financial institutions in financial markets. In the course of
structural adjustment of financial institutions, however, many of the effects of monetary policy cannot be
transmitted smoothly because financial institutions fail to exhibit a normal pattern of operating behavior
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Structural adjustment requires both a micro and an adminstrative
approach since it aims to reform individual companies and financial institutions. Therefore government ministries in a position to
draft and revise legislation, or those government agencies which
oversee or monitor the detailed management of financial institutions, should be in charge of the process. The central bank, on the
other hand, faces natural limits on the extent to which it can share
actively in the restructuring process. It conducts monetary policy
based on the efficient workings of the market rather than on administrative devices or legislation. Moreover, monetary policy influences economic agents as a whole rather than acting on individual
institutions or businesses.
Despite these limitations, within the scope of its functions and
power vested in it, the central bank can contribute indirectly to
structural adjustment.
First, it can create a macroeconomic environment which helps the
successful implementation of structural adjustment. If structural
adjustment is to be implemented smoothly, the economy needs
some degree of dynamism. Only under such conditions are companies and financial institutions able to improve their financial structure by redemption of their liabilities through the creation of profit
or the raising of fresh capital in the stock market. Structural adjustment can also be resolutely pursued even in sectors where a major
impact, such as large-scale layoffs or turmoil in financial markets, is
expected. But, if the economy recovers too quickly and exuberantly,
causing overheating, economic agents may not feel the need to
restructure themselves. Additionally, if price instability emerges in
the process of structural adjustment, the central bank may be in a
position where it has to choose between maintaining price stability
and financial markets fail to carry out their proper function. Consequently, for monetary policy to return to
normal, structural adjustment must first be completed. Meanwhile, in some quarters, it is argued that the
central bank should also actively render its assistance in the pursuit of structural adjustment.
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and sustaining a macroeconomic environment favorable to structural adjustment. This is a dilemma for the central bank because
either choice will have negative effects. Thus, if structural adjustment is to be successfully pursued, the central bank will have to
carry out a balanced monetary policy to bring about the recovery of
business activity while maintaining appropriate macroeconomic
order so that individual economic agents can pursue structural
adjustment of their own accord.
Second, in the process of undertaking structural adjustment, it
can tackle financial market instability. The central bank plays its
proper role in providing appropriate liquidity through open market
operations, thereby reducing financial market instability caused by
a high degree of credit risk and the loss of credibility on the part of
market participants.
Third, the central bank may play the role of a mediator in the
structural adjustment process. There have been examples of some
central banks mediating in debt rescheduling negotiations among
interested parties or the resolution of financial institutions. In the
United Kingdom, the Bank of England was actively involved in the
corporate adjustment process at the voluntary request of creditor
banks from the 1970s until the mid-1990s. The U.S. Federal Reserve
has also carried out the role of a arbitrator in structural adjustment,
for example, in leading negotiations among the parties involved in
the process of handling the liquidity crisis provoked by the LongTerm Capital Management meltdown.

3.
3. Economic
Economic Recovery
Recovery and
and Liquidity
Liquidity Crisis
Crisis
of
of Large
Large Companies:
Companies: March~December
March~December 2000
2000

Thanks to the easing of uncertainty surrounding the redemption
of investment trust companies’ beneficiary certificates, financial
markets maintained relatively stable. The focus of monetary policy
again was accordingly placed on the movement of major macroeconomic indicators including prices, GDP growth and balance of payments. From the latter half of 1999, the real sector staged a rapid
recovery, whereas the financial market took on an unstable pattern
of movements because of Daewoo Group’s problems. GDP grew
by 10.9% during 1999, but rose even higher to stand at 12.6% in the
first quarter of 2000. In spite of the resurgence in business activity,
prices remained stable. The current account surplus, however, narrowed rapidly. The Bank of Korea accordingly kept a watchful eye
on the possibility of external disequilibrium arising, but the situation was not deemed acute enough to warrant being counteracted
by means of a rise in interest rates. As such, the bank’s the
overnight call rate target was maintained unchanged at 5%.
From June onwards, however, prices deviated from their previous stable track, rising steeply and casting a new shadow over the
Bank of Korea’s perception of the policy situation.14) During the
first five months of 2000, consumer price inflation increased 0.4%
compared to the end of the previous year. This rate then shifted into
14) The narrowing of the current account surplus had been pointed out as a malign side effect of the rapid
upswing in business activity during the first half of the year. But from that May onwards, with the widening of its scale to above 1 billion dollars a month, the narrowing of the current account surplus was no
longer a problem.
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a steep upward trend, registering 0.5% compared to the end of the
previous month (the same as below) in June, 0.3% in July and 0.8%
in August, before accelerating to 1.5% in September, its highest
level since February 1998. Additionally, with the release of figures
showing second quarter GDP growth of 9.6%, concerns were
aroused that excess demand pressures would gradually present
themselves. In this situation, the Bank of Korea moved preemptively against inflationary pressures by raising its call rate target a quarter of a percentage point from 5% to 5.25% on October 5, 2000.
In some quarters, it was argued that it was not appropriate to deal
with inflation by means of monetary policy because the reason for
the run-up in prices at that time was not that demand outstripped
supply, generating a demand-pull inflation, but that a sharp rise in
international oil prices and hikes in charges for public services had
produced a cost-push inflation.
Inflation is said to be of two types, cost-push and demand-pull,
but they are not strictly demarcated: they act to compound and conflate each other. Specifically, the overheating of business activity
emerges as demand-pull inflation, and it can also bring about a
shortage of human resources and wage rises, creating cost-push
inflation. For example, in the early 1990s, because of overheating in
construction activity, wages rose sharply not just in construction but
across all industries, generating inflation.
Furthermore, inflation does not only arise when production costs
increase or demand outstrips supply: where economic agents for
whatever reason anticipate that “prices are going to go up”, it is in
danger of being realized as a self-fulfilling prophesy. Consequently,
it is very important to find how inflationary expectations can be
effectively restrained for the sake of price stability. If international
oil prices rise, the prices of petroleum products will go up and the
prices of products that are derived from crude oil will also increase.
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This one-time rise in prices will inevitably be accepted. The point is
that this rise serves as a stimulus to the spread of inflationary
expectations. It may come to be actively contended that prices will
continue to rise in the future, riding on the back of increases in
prices of even those goods that have no connection with crude oil,
and that wages should be raised to a similar extent. This will then
serve as another factor creating cost-push inflation. To reiterate,
there is the danger of prices continuing to rise by way of the persistent propagation of inflationary expectations, even though the initial impact was only a one-time event. A quarter of a percentage
point rise in the policy rate by the central bank would then be interpreted as a policy signal of its resolve to halt the spread of inflationary expectations.
From May onwards, the financial markets, which had settled
down with the solution of the problem involving the redemption of
Daewoo debentures, began to be disturbed by the liquidity crises of
Saehan Group and Hyundai Engineering & Construction Co.
Consequently, the state of the financial markets again loomed large
in decisions regarding monetary policy.
Some problems arose in the corporate bond market. There was a
bunching of maturities in the latter half of 2000 of corporate bonds
that had been issued in 1997. With banks averse to granting credit
following the liquidity problems of large companies, a number of
analysts worried that large-scale bankruptcies might arise because
enterprises with low credit standing might have difficulties in
rolling over their corporate bonds. Whereas in 1998 a credit crunch
had developed in the banking community, on this occasion a capital
market crunch had arisen. In order to tackle this, the government
and the Bank of Korea announced a package of measures to ease
the corporate credit crunch on June 19, 2000. It placed emphasis on
the creation of a fund for enlarging the demand base for corporate
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bonds; the issue of primary CBOs (Collateralized Bond Obligations)
that were underlain with corporate bonds issued by enterprises
with low credit standings; and their subsequent absorption by the
fund.15) The Bank of Korea sought to create an environment conducive to financial market stabilization by maintaining its policy
stance of flexibility with regard to the supply of liquidity. In addition, the government decided to force insolvent enterprises to early
exit the market, and announced the second stage of its restructuring
plan on September 5, 2000.
Tab. IV--3

Comparison between the Crunch in 1998 and that in 2000
1998

2000

Business Activities

recession

recovering

Interest Rates

high

low

Origin of the
Crunch

bank lending
(credit crunch)

corporate bonds, CPs
(capital market crunch)

Objects Subject to
the Crunch

small and medium-sized
enterprises

mainstay large
companies

Extent of Structural
Adjustment

initial stage

considerably advanced
stage

credit risk of general firms

credit risk of several large
companies

Factors of Outbreak

necessity of securing the asset
adequacy of financial institutions, uncertainty surrounding
structural adjustment

necessity of securing the asset adequacy of financial institutions, uncertainty surrounding structural adjustment

15) These measures made it possible for banks, insurance companies, and other financial institutions to create
a 10 trillion won bond-type fund commencing in August 2000 and to purchase primary CBOs which
grouped newly issued corporate bonds with this fund. In addition, the credit guarantee institutions gave
partial guarantees to primary CBOs. From January 2001, financial institutions were able to purchase primary CBOs directly without the use of the fund. Meanwhile, from January 2001, a prompt underwriting
scheme for corporate bonds was adopted. Companies suffering from temporary shortages of liquidity took
over 20% of their bonds reaching maturity while banks took the remaining 80%.
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Despite these countermeasures, the pattern of financial market
unease persisted as the situation of financial markets worsened in
view of the planned implementation of the Partial Deposit
Insurance System from the year 2001, the finalization of working
guidelines for the second round of foreign exchange liberalization,
the collapse of negotiations for the overseas sale of Daewoo Motors
Co. and the renewed liquidity crisis of Hyundai Engineering &
Construction Co. With the announcement on November 3, 2000 of
the findings of the evaluation for credit risk of potentially insolvent
enterprises that had been undertaken as part of the second stage of
corporate restructuring, subcontractors involved in business with
large companies faced the prospect of bankruptcy. Thus, while
accomplishing the seamless rollover of corporate bonds, financial
policy had the additional task of solving the funding problems of
small and medium-sized subcontracting enterprises.
Although business activity had picked up briskly, the Bank of
Korea opted to keep call interest rates low while supplying liquidity in sufficient quantity to avoid the unsettling bond markets, particularly the market for corporate bonds, apart from raising the call
rate slightly in early October, which sent a policy signal concerning
price stability. Meanwhile, it sought to tackle the funding difficulties of small and medium-sized enterprises that were subcontractors of large enterprises by active use of loan facilities under the
Aggregate Credit Ceiling System. Specifically, commercial bills that
had been issued by enterprises in the course of structural adjustment and were held by any small and medium-sized company
involved in subcontracting relationships with them were eligible
for refinancing under the Ceiling for up to 50% of the amount of
banks’ discount within an overall scope of 500 billion won. An
additional amount of 500 billion won under the Ceiling was allocated to help stimulate regional economies. In a further move, the
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Aggregate Credit Ceiling was raised by a total of 2 trillion won
from 7.6 trillion won to 9.6 trillion won and the method of allocating quotas under the Ceiling was amended to provide a substantially increased quota to those financial institutions that expanded
the extension of loans to mainstay large companies or purchases of
their corporate bonds and CPs.
Thanks to this policy response, although the financial markets
showed some instability, long-term interest rates remained stable.
The spread between long-term and short-term interest rates, which
had widened to around 5 percentage points in 1999, narrowed to
around one percentage point by the end of 2000. Moreover, because
concerns over corporate funding conditions were less serious than
expected, the ratio of dishonored bills and checks remained at a
comparatively low level.

4.
Subsequent
4. Economic
Economic Slowdown
Slowdown and
and Subsequent
Rebound:
Rebound: January
January 2001
2001 ~~ November
November 2002
2002

Conditions surrounding monetary policy operations underwent
an abrupt change at the beginning of 2001. The U.S. economy had
begun to show clear signs of a slowdown in the latter half of 2000,
and on January 3, 2001, the U.S. Federal Reserve lowered its target
rate for federal funds by half a percentage point. This acted to raise
the level of concern about the intensity and duration of the downturn in world business activity and concentrated attention upon
monetary and fiscal policy options to counteract it. The Federal
Reserve’s preemptive lowering of interest rates received a warm
welcome from the markets, but it was also taken as a sign of its
recognition that the U.S. economy had begun to sour after experiencing a long period of buoyant prosperity. Lining up with the
Federal Reserve’s lowering of interest rates, central banks of major
countries around the world also began to bring down interest rates
to ward off a business downturn. For its part, the Bank of Korea
lowered its policy interest rate, the target for the overnight call rate,
by a quarter of a percentage point to 5% when signs of the impending business slowdown became evident, including a pronounced
slowdown in the rate of increase in industrial production indexes
and a decline in capacity utilization ratios.
The Federal Reserve continued to cut interest rates aggressively,
lowering them on six occasions in the first half of the year 2001 by a
total of 275 basis points. The Bank of Korea, however, after adjusting interest rates downward in February, did not lower the
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overnight call rate target any further until June of that year. Most of
the reluctance to do so was, above all, because prices were rising at
a rapid pace. From the beginning of 2001, they maintained a steeply
upward trend, affected by higher international oil prices, increases
in charges for public services, and the depreciation of the Korean
won. This led consumer price inflation to register a rate of 4.7% in
the first half of 2001 on a year-on-year basis. Core inflation also
increased to 4.4%, already exceeding the upper bound of its target
range of 2~4% for the year as a whole. Although the main factors
driving inflation were cost-push factors, there was little scope for
additional policy rate reductions because of the strong likelihood of
the annual inflation target not being achieved. Moreover, while consumer confidence was improving, consumption itself maintained
its upward trend. As a result, the pace of the downturn in the real
economy remained smooth, affecting the Bank’s monetary policy
decision.
From the beginning of the latter half of 2001, the U.S. economic
growth remained virtually stagnant, in consequence of which the
possibility of a global recession gradually arose. To add to this, the
effect of the Sept. 11 terrorist attacks on the United States and the
following outbreak of war in Afghanistan further depressed economic activity, dashing hopes of an early recovery for the global
economy. After the terrorist attacks, while the U.S. Federal Reserve
continued to lower interest rates, other major central banks around
the world greatly expanded their supply of liquidity and lowered
interest rates in order to avert turmoil in financial markets and
simultaneously provide the impetus for a recovery of business
activity.
In July and August 2001, the Bank of Korea undertook interest
rate reductions each by 25 basis points in two successive months,
bringing the overnight call rate target down by 50 basis points in
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all. In response to the terrorist attacks on the United States, which
increased the prospect of a protracted downturn in business activity, in September of that year the call rate target was brought down
by a further half a percentage point to stand at 4%. In an additional
move designed to ease the impact of these events, interest rates on
lending under the Aggregate Credit Ceiling were lowered by half a
percentage point to 2.5% and the total size of the facility was
increased by 2 trillion won. This was done in order to encourage
banks’ corporate lending and help lighten the burden of companies’ financial expenses. The reason why the Bank of Korea was better placed to boldly ease its monetary policy from July 2001 was as
follows: namely, although prices had risen sharply in the first half
of the year, their upward trend was anticipated to slow moving into
the latter half, with demand-pull pressures virtually absent amid
the business downturn and few factors causing the increase in
international oil prices or charges for public services.
It was decided to hold the policy target rate unchanged at 4% in
October. The financial markets reacted sensitively; bond yields
staged a rally after downwardly overshooting the expectation of a
continued lowering of the Bank of Korea’s overnight call rate
target.16) The Bank judged it desirable, in a world economic situation characterized by mounting uncertainty, to wait for a while to
see what impact the U.S. military actions would have on the economy at home and abroad, and to judge the effect that the interest rate
reductions already undertaken were having on the real economy.
From then until April 2002, the Bank of Korea had maintained its
16) Following the Sept. 11 terrorist attacks on the United States, anticipations of a further lowering of the call
rate in October formed in the markets, due to the widespread prospect of a delay in economic recovery at
home and abroad and the additional cut in interest rates by the U.S. Federal Reserve during the period of
the Korean Chuseok (Thanksgiving) holidays. A survey carried out by Reuters on October 9 revealed that
7 out of 10 domestic market analysts expected the call rate to be reduced by a further 25 basis points. In
consequence, bond yields overshot downward, with the yield on the three-year Treasury bond, which had
stood at 4.45% at the end of September, declining to around the 4% level by early October. However, it
rebounded sharply after the decision to leave the call rate unchanged on October 11 and on the following
day it reached 4.95% (an increase of 57 basis points compared to October 9).
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call rate target at 4%. The maintenance of the low rate was attributable to the continued slump in facilities investment and exports,
while the economic recovery persisted in centering on consumption
and construction investment.
Moving into May of that year, as domestic demand sustained its
brisk activity and exports also began to recover, inflationary pressure on the demand side similarly increased. Moreover, with the
rise in prices of international oil and real estate, there were concerns
that future inflation might be worsening. Worries over excess liquidity grew with the sharp increase in household loans backed by
low interest rates. Considering these comprehensively, the Bank of
Korea raised its overnight call rate target by 25 basis points from
4.0% to 4.25%.
Until November of that year, the Bank’s overnight call rate target
had been unchanged at the level of 4.25%. This was because the
upswing of real economy activities continued, but uncertainty over
external conditions remained with the destabilization of U.S. financial markets and the accordingly increased possibility of a delay in
the recovery of the global economy. Nevertheless, considering the
facts that corporate funding conditions had improved remarkably,
in October of that year the Bank reduced the Aggregate Credit
Ceiling by 2 trillion won, the amount by which it had expanded the
facility after the Sept. 11 terrorist attacks on the United States.

5. The Tasks Ahead

The Bank of Korea’s monetary policy paradigm has changed
greatly since the currency crisis. A new monetary policy regime of
inflation targeting has been introduced to replace the previous monetary targeting. Additionally, in the operation of monetary policy,
the central bank’s independence has been greatly strengthened. In
keeping with the rise in its profile as an independent institution
charged with the conduct of monetary policy, the Bank of Korea’s
responsibility to the public has been heightened and systematic
arrangements have been put in place to ensure policy transparency.
The monetary policy regime, under which the overnight call rate
serves as the policy rate, is taking root. At the same time, the Bank
makes use of market-friendly methods of conducting monetary policy in the course of employing open market operations as its principal policy tool.
Correcting weaknesses that had accumulated within the Korean
economy in the course of economic development has brought
much turmoil and many difficulties since the currency crisis. This
has exercised a considerable influence over the conduct of monetary policy. The financial markets have exhibited a constant pattern
of instability owing first to the weakness of companies and of financial institutions themselves and then to shifts in external creditworthiness. In the immediate aftermath of the crisis, the banking sector
could not get back on its feet of its own accord, and in 1999~2000,
owing to the collapse of Daewoo Group and the liquidity crisis of
Hyundai Engineering & Construction Co., the money markets and
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the long-term financial markets could not regain their proper function. The consequent credit crunch and greatly widened spread
between long-term and short-term interest rates acted as factors
weakening the effects of monetary policy. Financial market stabilization and expanding the flow of corporate funds emerged as the
leading considerations for the formation of monetary policy, leading to a strengthened role for credit policy through, for example, the
raising of the Aggregate Credit Ceiling.
Many central banks try to strike a balance between price stability
and reducing the output volatility. In carrying out policy, however,
the Bank of Korea could not ignore another general policy target;
namely, financial market stability. When these three objectives were
moving in mutually contradictory directions, as having only the
single policy instrument of changes in interest rates at its disposal,
the Bank of Korea placed its focus on the objective that it considered most important under the prevailing situation. This is termed
employing an eclectic or flexible approach.
The new monetary policy environment has come about with the
complete opening of the financial markets and the introduction of a
floating exchange rate regime. When there are changes in exchange
rates between the currencies of major countries or in the pattern of
foreign investors’ stock investment under the impact of shocks arising overseas, prices which are the most important variable for monetary policy will be affected by changes in the exchange rate of the
Korean won. In the case of an open economy, the exchange rate is
likely to be not so much adjusted endogenously as given exogenously. Accordingly, the central bank is forced to take a passive
stance. Specifically, the Bank of Korea is obliged to change its monetary policy stance when the exchange rate is not in balance with the
inflation target.
The fact that the transmission effects of changes in the policy rate
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remain obsure due to insufficient development of the financial markets makes it difficult for the Bank of Korea to conduct monetary
policy efficiently, and serves as an obstade to enhancing public confidence in the central bank.
While the Bank’s monetary policy has indeed advanced in terms
of its system and practices, there are several new challenges and
difficulties like these, and coping with them involves important
tasks.
The first of these that should be pointed out is to heighten the
Bank’s forecasting capacity concerning the economy. There is a
time lag for the effects of monetary policy. As such, monetary policy
must be carried out preemptively, which can only be achieved
when it is underpinned by accurate economic forecasting. It is of
course almost impossible to forecast an economy without error in
view of the uncertainty caused by rapid technological advances
and the integration of the economies of individual countries around
the world. In addition, in the aftermath of the financial crisis, the
structure of the Korean economy and the behaviour of economic
agents underwent rapid change, making it even more difficult to
forecast future situations using quantitative economic models
derived from past data. Such constraints will have been overcome
to some extent by the time new patterns of economic activity take
root and economic models derived from accumulated information
based on these new economic patterns are utilized. Until that stage,
the data and information that is available should be put to maximum use for quantitative analysis and the capacity of qualitative
judgment should be fostered to enable economic currents to be
accurately grasped so that monetary policy can be carried out in a
timely and appropriate manner.
The second major task is to encourage the development of the
financial markets. Not only are the financial markets the primary
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field for the transmission of the effects of monetary policy, they can
also be actively utilized as an important source of information for
the formation of monetary policy direction, because the many variables that are generated in them provide implications as to the markets’ outlook concerning future economic movements. The Korean
financial markets have experienced rapid growth in quantitative
terms and have also developed in regard to diversity and the types
of transactions handled. But it is an undeniable fact that they are
deficient in some respects in comparison with the financial markets
of other advanced countries. Improvements in this area must be
constantly pursued.
In connection with this, another important task is to bring about
the formation of a desirable feedback relationship between the central bank and the financial markets. It is not desirable to have a generally unilateral influence running from the central bank to the
financial markets or vice versa. One does not attempt to lead the
other so much as provides common guidance to each other in a
mutually advantageous manner by observing each other’s anticipations and reactions. There are substantial side effects when the central bank leads the financial market through administrative guidance in a situation akin to financial repression. On the other hand,
though, it is recognized as unreasonable when monetary policy has
to adapt itself at all times to expectations formed in the financial
markets. The central bank can make use of the markets’ expectations in conducting monetary policy, but when the financial markets are judged to have developed excessive anticipations or show
signs of overheating, then it should take corrective action. A desirable feedback relationship between the central bank and the financial markets will be formed naturally through the accumulation of
information as to what influence will be exerted on the economy
from conclusions drawn from each other’s anticipations and reac-
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tions based on an adequate understanding of each other’s pattern
of behavior.
The final matter that should be pointed out is the need to establish an accurate recognition in regard to monetary policy actions.
As the economy grows both in scale and in terms of quality, the
scope for government policy to influence all sectors necessarily
declines. In particular, monetary policy mainly exercises an influence on prices and has only short-term effects on business activity
in the real sector. To reiterate, monetary easing may prop up the
economy by averting the over-deepening of an economic downturn, but from a long-term perspective it is not an instrument that
can be used positively to induce economic growth. This recognition
is not widespread: whenever business activity experiences a downturn, too great expectations for monetary policy often arise. This
results in raising the possibility of most suitable policy options not
being selected by the central bank in the face of excessive expectations on the part of general public.
Seen from a long-term perspective, the contribution of monetary
policy to economic growth runs through the process of establishing
price stability. Once this recognition firmly takes root, a social
atmosphere in favour of price stability becomes pervasive and confidence in the central bank begins to build of its own accord. In that
case, through the central bank’s conduct of policies that are impartial and neutral from the viewpoint of the national economy as a
whole, it becomes possible to attain the ultimate goal of monetary
policy, namely, “long-term sustainable growth free from worries
concerning inflation”.

A

The Process of Change
in Monetary Policy Tools

ppendix

1. Lending Policy

In the 1950s, a rediscount ceiling system1) was put in place to
tackle runaway inflation through the absorption of excess liquidity
brought about by the Korean war. In order to facilitate a preferential
supply of funds to sectors important for the national economy, a
selective financing system2) was instituted that included a loan
ranking system and a preferential bill system. From the 1960s, the
system of refinancing such as the rediscount system and trade
financing came to be actively employed as a key tool of industrial
policy in order to underpin the smooth implementation of a series
of economic development plans.
The commercial bill rediscount system was operated for the purpose of liquidity adjustment for a considerable time after the foundation of the Bank of Korea, with the rediscount funds being
classed as general loans. However, under the “Regulation on
Handling Discounts of Commercial Bills” established in February
1968, the single person commercial bill discount ceiling and the
period of discount were relaxed and the system began to take on
1) In keeping with the system introduced in September 1951, with the exception of several policy financing
measures including trade financing, the Bank of Korea restricted increases in its refinancing to the increment of financial institutions’ accounts held with it. From April 1952, the method of operating rediscount
ceiling was changed whereby the Monetary Board should set the ceiling on any increase in refinancing in
accordance with funding conditions of the markets. This system persisted, with small changes in the details
of its operation such as freezing of the ceiling on rediscounts of commercial bills for a fixed length of time
and adjustment of funds not subject to the ceiling, until the system was abolished in June 1960.
2) The loan ranking system was in place from October 1953 until June 1960. Under it, the Bank of Korea discriminated in its handling of rediscounts in accordance with the prioritization of loans established on the
basis of their importance to the national economy and their urgency. The preferential bill system was in
place from April 1953 until June 1956. Under it, the Bank applied interest rates to bills associated with the
coal, marine and textile industries at a level lower than those to other bills. Even in cases where financial
institutions were short of reserves, discounts and rediscounts were made possible for those bills.
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characteristics of automatic rediscount facilities for providing selective financial support to eligible companies. This reflected financial
institutions’ high degree of dependence on central bank borrowings
to bridge their persistent shortages of reserves due to the chronic
excess demand for funds during that period. From February 1970,
under the “Regulation for Handling Special Loans to Prime
Enterprises”, within a fixed ceiling per enterprise, prime enterprises
were authorized credit lines providing automatic rediscounts. In
April of that year, the “Guidelines for Handling Rediscounts of
Commercial Bills” was issued, under which industries eligible for
rediscounts were classified into three categories: industries subject
to vertical alignment3), those related to transportation and storage
of important commodities, and those subject to provincial specialization. For industries subject to vertical alignment, specific rediscount ceilings were established in line with the type of business. In
September 1971, to induce improvements of firms’ financial structure, the “Regulation for Administering BOK Rediscounts for Bills
Relating to Prime Enterprises” came into force, under which all
firms eligible for BOK rediscounting were classified into two categories, preferential eligibility and ordinary eligibility, in accordance
with their credit ratings and financial structures. Bills issued or
received by the former were given a higher preference in terms of
rediscount ceilings and interest rates. In July 1972 when the system
of preferential eligibility enterprises took root, specific rediscount
ceilings by type of business were abolished. The Bank of Korea
realigned the commercial bill discount system continually thereafter, for example, by expanding the scope of bills eligible for discounts in response to changes in the economy.4)
3) Industries in which various independent sub-contractors are vertically aligned under one large company for
the purpose of ensuring smooth supply of parts.
4) In August 1975, the Bank of Korea established the “Regulations on Handling Discounts of Commercial
Bills and Their Sales to the Public”, effective from October. It changed the previous ceiling on the discount
of commercial bills by firms, which had been divided into issuers and discount clients by type of business,
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With the application of preferential interest rates and a continued
expansion of objects eligible for support, trade financing had taken
root as an important means of policy financing to help export-led
economic growth. It was implemented on a full scale with the
enactment of the “Regulations Governing Export Finance” in
February 1961. In accordance with this regulation, financial institutions provided financial support within the scopes of the funds
required for exports to recipients of letters of credit and holders of
export contracts, and were in turn eligible for refinancing from the
Bank of Korea for up to a certain proportion of the funds so
advanced. In the following years, the Bank of Korea constantly
strengthened financial support to exporters by expanding the
objects eligible for support and improving methods of handling
trade financing.5)
With the exception of funds provided purely for the adjustment
of liquidity, most general loans6) functioned as a means to support
to a new focus on bill issuers. At the same time, bills issued in payment for the purchase of goods by eligible firms or companies carrying the guarantee of Korea Credit Guarantee Fund were eligible for rediscount
without limit, irrespective of the type of business. In April 1978, all bills issued by eligible small and medium-sized enterprises were included within the scope of bills eligible for rediscount. The categories of bills
eligible for rediscount continued to be expanded, including: bills related to oceangoing marine transport in
May 1979, bills received by eligible enterprises in the heavy industrial and chemical sector in February
1980, bills related to the construction of facilities for mining and industrial production and those related to
bonded transport and storage in June 1981, bills related to the carriage of goods by road and to the repair of
ships in November 1984, and bills related to the development and supply of software and databases in July
1992. In March 1981, the method of establishing separate ceilings for each issuer of bills and each applicant
for discount of bills was discontinued, being replaced by a system of firm-specific appropriate discount
scale. As such, the categories of preferential eligibility firms and general eligibility firms were amalgamated
as eligible enterprises, and within the firm-specific appropriate discount scale, all discounted bills open to
rediscount, as commercial bills issued or received by eligible firms or guaranteed by credit guarantee institutions, could in practice be rediscounted.
5) In July 1964, the Bank of Korea changed methods of handling trade financing from lending a fixed ratio of
the amount required to enable export to applying a set amount of Korean won per dollar (for example, 220
won per dollar) on the basis of the export amount in dollar terms. Then, in October 1966, special types of
exports such as D/A and D/P were included among exports eligible for trade financing. In November 1969,
domestic producers of raw materials for export use were classed as firms eligible to receive trade financing.
In July 1985, eligibility for trade financing was extended to include miscellaneous exports such as simple
remittance exports, exports on cash on delivery or cash against document basis, and exports through bonded
areas. In October 1985, the Bank of Korea introduced the Comprehensive Export Financing System for
small and medium-sized export enterprises which had handicaps in obtaining loans for export because of the
trade financing system’s complexities, and simplified regulations related to the export financing system,
changing them into “Regulations on Trade Financing”, effective from November of that year.
6) The Bank of Korea handled lending to financial institutions in the form of either rediscounts of commercial
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policy financing such as funds for important industrial sectors and
SMEs, equipment funds, and funds for the promotion of regional
industries. They were operated as automatic rediscount facilities
within a certain fixed ratio of the funds that banks extended to
enterprises.7) In the 1950s, working funds which financial institutions provided to important industrial projects for post-war industrial recovery and economic reconstruction, and funds for the production of basic necessities, were refinanced by the Bank of Korea
through general loans. From the 1960s onwards, eligibility for general loans was enlarged to include all types of funds for small and
medium-sized enterprises, small-loan financing for common people, equipment funds, and funds for the promotion of regional
industry. Commencing in March 1964, general loans were categorized as Grade-A, Grade-B or Grade-C funds, in accordance with
loan priority schedule, and from January 1976, they were newly
divided into policy financing support funds that adopted preferential interest rates (A funds), and funds for liquidity adjustment on
which penalty interest rates were applied (B funds). In March 1984,
B funds were further subdivided into funds for ordinary liquidity
adjustment (B1 funds) and loans to meet temporary shortages of
funds (B2 funds).
From the 1980s, the method of economic operation gradually
changed to leadership by private sector initiative, and there had
bills or loans on bills. Loans on bills were further divided into a) loans secured against appropriate bills,
where only bills which financial institutions had acquired as a result of loans were recognized as eligible for
use as collateral, and b) loans secured against securities such as other bills (also called “general loans”),
where credit instruments which the Monetary Board specified were recognized as eligible for collateral.
However, with the reorganization in March 1994 of the rediscount system, including the introduction of the
Aggregate Credit Ceiling System, the system of loans secured against appropriate bills was abolished. After
this, financial institutions were able to receive loans from the Bank of Korea within the limits of the specific
refinancing ceilings in the form of commercial bill rediscounts or loans on bills.
7) As the scale of financial institutions’ rediscounts increased sharply, the aggregate rediscount ceiling system was
reintroduced for general loans as a countermeasure in January 1968. Quotas were allotted to individual financial
institutions within this aggregate ceiling, taking into account their scales of assets, their conditions in terms of
the supply of and demand for funds, and their existing reserve status. Penalty interest rates were applied on
financial institutions’ borrowings in excess of 90% of their allotted quotas. However, this system was abolished
in July 1968 in view of the chronic excess demand for funds and banks’ persistent shortage of reserves.
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been substantial progress in financial liberalization. Along with
these developments, the desirability of putting policy financing
in order grew larger. Steps were thus taken to reduce the volume of support provided for trade financing, which took the
largest share of refinancing, and to exclude refinancing support
for large enterprises.8) Meanwhile, the “Regulation Governing
the Handling of Commercial Bill Rediscounts” of April 1993
stipulated only matters concerning the rediscount of commercial bills, with other matters concerning financial institutions’
discounting of bills being completely liberalized. Following
this, financial institutions became free to discount accommodation bills along with commercial bills, and the system of firmspecific appropriate discount scale was abolished.
Despite steps to reduce refinancing, attempts to bring about the
systematic reduction of policy financing did not yield any major
results. The reason was because financial support had been augmented for the hitherto somewhat neglected small and mediumsized enterprises since the early 1980; at the same time, support for
troubled sectors, such as funds associated with industrial rationalization and funds supplied for the managerial stabilization of
investment trust companies, had been provided on a large scale.
Rather, the policy financing function of general loans had been
strengthened still more since the early 1980s. The Bank of Korea
provided support for the financing of long-term facilities investment.9) Support was also stepped up, in a matching move, for
8) In February 1988, the refinancing of trade financing for large enterprises was discontinued in order to
reduce trade frictions with trading partners and ease the burden of monetary control. From February 1989
onwards, in order to further alleviate the burden of monetary control following a rapid rise in the scale of
the rediscount of commercial bills, bills presented for discount by large companies were also excluded from
eligibility for rediscount, leaving bills presented for discount by small and medium-sized enterprises as the
only ones eligible for rediscount.
9) As raising energy consumption efficiency became an important policy goal following the second oil shock,
a system of support for energy-saving equipment was put in place in 1980. Also in 1981, equipment funds
for export industries and funds with especially low interest rates for small and medium-sized enterprises
were given for a limited period of time to promote export and facilities investment. Under the provisions of
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funds to small and medium-sized enterprises and for regional
financing, with the goal of easing the concentration of economic
power and bringing about a balanced development between sectors and between regions.10)
In the process of industrial rationalization relating to the overseas
construction sector and the shipping industry, which faced problems due to a sharp rise in international oil prices and the slowdown of construction activity in the Middle East, financial institutions granted maturity extensions on payments of principal and
interest or reduced or wrote them off. The Bank of Korea supported
these institutions through industrial restructuring funds to the total
value of 1,722.1 billion won, in view of the impact on their income
statements and funding positions in the three-year period from
1985 to 1987.11)
In a similar move taken in March 1987 in connection with the
government’s measures to alleviate the debts of farming and fishing households, support was provided to the tune of 250 billion
won. This took the form of industrial restructuring funds to lighten
the burden on the funding positions and income statements of agricultural, livestock and fishing cooperatives that helped low-income
farming and fishing households to convert their loans from private
the “Regulation on Handling Equipment Funds for Export Industries” issued in November 1984, financing
for facilities investment by export industries was put on a systematic basis. In a further move, the “Regulation on Handling Loans of Equipment Funds for Export Industries and Producers of Basic Materials and
Parts for Import Substitution”, which was promulgated in September 1986, expanded the eligibility for
Bank’s general loans to include equipment funds for producers of basic materials and parts for import substitution.
10) Under the “Regulation on Financial Support for Small and Medium-Sized Firms”, issued in April 1983, the
Bank of Korea provided general loans to support funds extended by banks such as funds for SMEs’ technology development, equipment funds for pollution prevention and funds for the production of basic materials and parts by SMEs, and for purchasing loan facilities for enterprises buying goods manufactured by
SMEs. In September 1985, the Bank partially revised its general loan system in an effort to facilitate the
financing of local firms through banks. In accordance with this revision, the general manager of each
branch of the Bank was empowered to provide a certain proportion of the total credit extended to small and
medium-sized manufacturing enterprises by financial institutions in that district, within ceilings set on
individual branches.
11) Funds were provided at 3% per annum in consideration of the scale of losses and burden on the funding
position of individual financial institutions.

1. Lending Policy

135

moneylenders to cooperatives’ long-term loans at low interest
rates.12) Moreover, in August 1992, a total of 2.9 trillion won in the
form of funds for the managerial stabilization of investment trust
companies was made available through their prime banks to three
investment trust companies, Hanguk, Daehan and Kookmin,
which were experiencing acute difficulties because of increased
beneficiary certificate redemptions and weakening earnings13).
From the early 1990s, amid the rapid progress of financial liberalization and market opening, the need for realignment of the rediscount system increased greatly as part of the shift to monetary management through indirect adjustments based on market principles.
Responding to these changes in the financial and economic environment, the central bank introduced the “Regulation Concerning
the Bank of Korea’s Loans to Financial Institutions”, under which
an Aggregate Credit Ceiling System was introduced and the rediscount system fully reorganized through the cessation or transfer to
the fiscal budget of the great majority of policy loans. Commercial
bill rediscounts, trade financing, funds for the production of basic
materials and parts, and funds for small and medium-sized enterprises in the province were absorbed within the Aggregate Credit
Ceiling System. The extension of new funds was completely discontinued in the case of equipment funds for export industries and
producers of basic materials and parts for import substitution,
funds for technology development, equipment funds for pollution
prevention, purchasing loan facilities for enterprises buying goods
manufactured by SMEs, loans secured against defense industry
bills and other types of policy financing, together with ordinary liq12) Refinancing carrying an interest rate of 3% per annum was provided for half of the total of such funds handled by the agricultural, livestock and fishing cooperatives.
13) In order to sterilize the monetary expansion stemming from these loans, which were made through seven
nationwide commercial banks at 3% per annum (period of loans: August 10, 1992 ~ August 10, 1993),
Monetary Stabilization Bonds valued at 2,146.3 billion won and Foreign Exchange Stabilization Bonds
worth 1 trillion won were issued.
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uidity adjustment funds (B1 funds). Loans secured against agricultural, fisheries and livestock bills were shifted over into the fiscal
budget while loans to meet temporary shortages of funds (B2
funds) continued in existence.
As the latter part of 1997 drew on, numerous types of special
loans were introduced and extended by the central bank in fulfillment of its role as lender of last resort, in an effort to counter the
currency crisis and credit crunch effectively. The Aggregate Credit
Ceiling System’s channeling function, meanwhile, was greatly
strengthened in a move to support small and medium-sized enterprises.14)
With the currency crisis being gradually mastered, the Bank of
Korea began a step-by-step collection of the special loans it had
extended. In addition, in order to facilitate a more efficient conduct
of monetary policy, it introduced a Liquidity Adjustment Loan
System and an Intraday Overdraft System, from August and
September 2000, respectively.
Meanwhile, because the Bank of Korea’s loan system had been
14) In March 1998, the method of allocating quotas to individual financial institutions under the Aggregate
Credit Ceiling System was changed from allocation on the basis of an institution’s outstanding amounts of
funds eligible for the Ceiling, together with the results of assessment of the status of their funds operations,
to allocation on the basis of their outstanding amounts of funds eligible for the Ceiling plus their newlyextended amounts of such funds and their net increments. The motive for the change in method was to substantially strengthen incentives for financial institutions to expand financial support for small and mediumsized enterprises and exporters.
In May of that year, in order to eliminate cash flow problems of SMEs following the extension of the
maturities of commercial bills, the 90-day limit on the maturity of commercial bills eligible as collateral
under the Aggregate Credit Ceiling System was removed, along with the abolition of regulations setting
credit ceilings on trade financing. In further moves, export performance evidenced by letters of purchase
approval was recognized that August as eligible for trade financing. In addition, all service exports and
agricultural and fisheries exports were included that October as objects eligible for trade financing. At the
same time, the lending period of trade financing was completely liberalized with the lifting of requirements that it take place within 90 days.
That November, financial institutions’ performance in support of venture enterprises, such as discounting their commercial bills and providing them with trade financing, were regarded more favorably in the
allocation of the Aggregate Credit Ceiling than support provided for other companies. In February 1999, in
order to further strengthen incentives for financial institutions to extend loans to SMEs, the Bank of Korea
introduced methods of deducting a certain proportion (10~15%) of credit ceilings allocated to financial
institutions with poor performance in supporting SMEs and export firms before re-allocating the total of
the deducted amount to those with excellent performance. From that June, the credit loan records of financial institutions were reflected in a comprehensive assessment of their performances in providing financial
support to SMEs.
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employed as a means of inducing the supply of funds by banks to
strategic sectors, the applicable loan interest rates were, apart from
special instances, maintained at levels lower than bank lending
rates, and had no link with prevailing financial market liquidity
conditions. The structure of interest rates for each type of fund also
presented a complex and confusing pattern by reason of the ranking of policy preferences.
Commercial bill rediscount rates had been held to levels below
financial institutions’ discount rates on commercial bills until
September 1965, when they were steeply raised as part of the general adjustment of interest rates to more realistic levels. As a consequence of this move, the rediscount rate on commercial bills
increased in December 1965 to 28%, which was 4 percentage points
higher than banks’ commercial bill discount rate, having been given
the characteristics of a penalty rate. The intention underlying this
measure was to allow tighter control over central bank lending in a
situation in which financial institutions were able to raise far more
funds through deposit-inflow following the raising of deposit rates.
Nevertheless, the rediscount rate was again brought down below
the level of banks’ commercial bill discount rates in March 1968, to
stand at 21% per annum, and subsequently it was gradually adjusted downward in keeping with the declining trend of financial institutions’ deposit and lending rates. Together with the introduction
of a value added tax in July 1977, a reduction of financial institutions’ lending rates took place. Rediscount rates were then decided
within a band of 10~15% per annum (bills of preferential eligibility
firms: 9~14%) in accordance with the floating of the commercial bill
discount rate within a range of 15~19% per annum. Commercial
bill discount rates, however, showed a tendency of staying fixed for
long periods at the upper limit of their floating band. This led to the
abolition of the float in June 1978 and shift of the rediscount rate to
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a unified level of 15% per annum (bills of preferential eligibility
firms: 14.5%).
When a massive devaluation of the Korean won and a steep rise
in interest rates were undertaken in January 1980, to defuse inflationary pressures and safeguard the balance of payments position
in the wake of the second oil shock, the rediscount rate on commercial bills was also adjusted upwards to an annual rate of 21% per
annum (bills of preferential eligibility firms: 20.5%). However, with
the pronounced weakening of business activity at home and abroad
from June of that year, interest rates began to be lowered step by
step in a process that was continued until March 1982 in view of the
delay of economic recovery. In this connection, the rediscount rate
on commercial bills was lowered three times respectively in 1980
and in 1981, and twice in 1982, bringing it down in a total series of
eight successive reductions to 5.5% per annum in March 1982 (bills
of preferential eligibility firms: 5%). From that time onward, with
prices maintaining a stable trend while an upswing in business
activity continued, the emphasis of interest rate policy was placed
on improving the structure of interest rates rather than on adjustment of their level. The differentiated rediscount rates that had been
applied for a number of years to the bills of preferential eligibility
firms and of general eligibility firms were integrated in May 1982 at
5% per annum, which was maintained until the end of June 1986.
From the latter half of 1986, a progressive upward adjustment of
rediscount rate was begun in order to counter the pressure of monetary expansion through the foreign sector following the shift into a
surplus of the current account. The rediscount rate for commercial
bills was raised from its previous 5% to 7% per annum in July 1986,
and in September 1988 it was again increased to stand at 8%.
However, in the wake of appreciation of the Korean won, rising
wage levels and mounting labor disputes, the majority of refinanc-
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ing interest rates including the rediscount rate on commercial bills
were adjusted downward in November 1989 to 7% per annum to
revive companies’ decreased willingness to invest and help stimulate domestic business activity. They were again lowered twice in
1993, down to 5%, to counter slackness in facilities investment and
weakening of economic growth.
Until the early 1980s, interest rates on loans secured against
appropriate bills, including trade financing and loans secured
against agricultural, fisheries and livestock bills, were fixed at levels
considerably lower than the commercial bill rediscount rate.
However, while the rediscount rate on commercial bills was steadily brought down to 5% per annum, in line with the guideline on
reducing preferential interest rate treatment for policy financing,
the interest rates on loans secured against appropriate bills were
held unchanged at their existing levels, which almost closed the
gap between the two different rates from early 1982.
Interest rates on the central bank’s general loans were generally
kept at a higher level than the rediscount rate on commercial bills.
But a policy of keeping them lower than the interest rates applied
on financial institutions’ general loans was mainly followed in consideration of the potential impact on the earnings positions of commercial banks that were heavily dependent on borrowings from the
Bank of Korea. In the period from December 1965 until January
1972, however, they were operated at levels higher than interest
rates on banks’ general loans, in order to limit excessive recourse by
financial institutions to borrowings from the Bank of Korea. From
1976 onward, when the Bank’s general loans were divided into A
funds and B funds, preferential interest rates were applied on the
former and penalty rates on the latter. From March 1984, when B
funds were subdivided into B1 funds and B2 funds, the interest
rates on the former were the same as the rediscount rates on com-
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mercial bills, and the latter bore penalty rates.
In September 1988, the great majority of interest rates on the central bank’s policy funds were unified at the same level as the rediscount rate on commercial bills, so as to simplify the complicated
structure of the Bank of Korea’s rediscount rates. This also served to
strengthen the benchmark function of BOK interest rates. In March
1993, while the interest rate on loans to meet temporary shortages
of funds retained its penalty characteristics, it was changed from a
fixed rate to one that floated in line with market interest rates, being
calculated by the addition of a certain percentage to the overnight
call rate.

2. Reserve Requirment Policy

During the period from 1950, when legal reserve requirements
were adopted, until September 1965, when interest rates were
adjusted to more realistic levels, the low interest rate policy continued in the midst of high inflation and the main thrust of monetary
policy focused on direct control methods such as the aggregate
rediscount ceiling system. Meanwhile, reserve requirement systems
carried out a complementary function and was operated largely as
a means of responding to changes in the earnings and funding conditions of financial institutions, rather than the adjustment of liquidity.
During this time, comparative stability in its operation was
observed, with reserve requirement ratios being held in the level
between 10 and 20%. However, the reserve requirement ratios of
10% on time & savings deposits and 15% on demand deposits at the
time of the adjustment of interest rates to more realistic levels were
raised on three occasions over a two-year period to stand at 18% for
long-term time & savings deposits, 25% for short-term time & savings deposits, and 35% for demand deposits by the end of 1967.
Notably, marginal reserve requirements were imposed for the sixmonth period from October 1966 until March 1967, being set at 45%
of the increment in time & savings deposits and 50% of the increment in demand deposits.15) The application of such high reserve
15) This system was initially introduced in September 1952. At first, a marginal reserve requirement of 50% was
scheduled to be imposed on the increment in deposits in the last three months of 1952, but in early October of
that year, the ratio was changed to 45%. From January 1953, a marginal reserve requirement of 45% was
imposed on the average semimonthly increase in deposits over the average balance during the latter half of
1952. Its use was discontinued following the implementation of the first currency reform plan on February
15, 1953.
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requirement ratios was in response to the large expansion of money
supply through the foreign sector resulting from the balance of payments surplus and surge in foreign currency inflows attracted by
the large spread between domestic and foreign interest rates. Under
these conditions, a very severe degree of monetary tightening was
inevitable in order to mop up surplus liquidity.16) It was following
the measures to adjust interest rates to realistic levels in 1965 that
reserve requirements were brought into active use as an instrument
of monetary policy. Because of underdevelopment of the financial
market at that time, there were no appropriate indirect adjustment
instruments, while reserve requirement policy could be employed
as a useful monetary management tool.
From 1968 onwards, sharp monetary expansion through foreign
sector eased with the inflow of foreign capital being brought under
control and the gradual abatement of the exceptional business
activities associated with Vietnam. As a result, the reserve requirement ratios were gradually brought down to stand at 12% for time
& savings deposits and 18% for demand deposits at the end of
1971. In order to contain the monetary expansion generated by the
“August Third Emergency Economic Measure”,17) which provided
for the adjustment of curb market debts and special financial support to relieve companies that had been almost insolvent, reserve
16) The sharp contraction of surplus reserves which high reserve requirement ratios brought about greatly
reduced financial institutions’ capacity to supply credit, while at the same time giving rise to a chronic
shortage of reserves. In view of this, the Bank of Korea paid interest on reserves deposited in the account
with it in order to lessen the impact on banks’ earnings, and it allowed borrowings of general loans from
the BOK by financial institutions expecting to fall short of reserve requirements.
17) The “Emergency Decree for Economic Stability and Growth”, promulgated on August 3, 1972, provided for
the adjustment of curb market debts and the extension of special financial support. Its main details were that
1) curb market debts held by enterprises as of August 2, 1972 were to be reported and converted to liabilities
payable by installment over a period of 5 years following a 3-year grace period, at 16.2% per annum; 2)
banks were to issue 200 billion won worth of special financial debentures at 5.5% per annum, to be purchased
by the Bank of Korea, and the long-term funds thus raised should be lent to each enterprise within a limit of
30% of existing loans at 8% per annum for a period of 5 years following a 3-year grace period; and 3) a legislative foundation was to be prepared for the establishment of short-term financing companies, mutual savings and finance companies, and credit unions, in order to allow the curb market business to be absorbed by
the organized financial system.
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requirement ratios were adjusted slightly upwards in 1972 and in
1973. Meanwhile, for the following years up until 1977, Monetary
Stabilization Bonds and the Monetary Stabilization Account18) were
brought into active use as instruments for the adjustment of liquidity. Accordingly, no major adjustments were made to the levels of
reserve requirement ratios, with the ratio on time & savings
deposits being held at 15~17% and that on demand deposits at
18~24%. From early 1978, the Middle East construction boom and
increasing exports led to continued monetary expansion through
the foreign sector. In order to absorb this, reserve requirement ratios
were raised respectively by 1 percentage point on three occasions,
yielding a total increase of three percentage points. This brought the
reserve requirement ratio on time & savings deposits to 20% and
that on demand deposits to 27%.
Moving into the 1980s, the reserve requirement ratios were lowered on several occasions, bringing the average ratio down to 4.5%
in September 1984. This reduction was undertaken to ease the burden on banks’ earnings imposed by their chronic shortages of
funds and the narrowing spreads between deposit and lending
rates. Meanwhile, commencing in July 1981, a unified reserve
requirement ratio was applied to all deposits, without distinguishing between time & savings deposits and demand deposits. This
move was undertaken in consideration of the fact that the composition of deposits changed following introduction of new types of
18) The Monetary Stabilization Account was established on March 4, 1967 as a policy instrument to allow the
flexible adjustment of short-term liquidity. A monetary stabilization account was derived from special
accounts or special deposits established in the United Kingdom, Australia, Finland and other countries.
The auguration of this account was determined reflecting that in their “Outline of Report on Financial
Development in Korea”, a team consisting of J.G.Gurley and E.S.Shawof Stanford University and
H.T.Patrick of Yale University strongly recommended the establishment of a monetary stabilization
account in Korea. The Bank of Korea itself considered it as an effective proposal that would allow the
adjustment and absorption of liquidity stemming from rapid monetary expansion through the foreign sector, in that it functioned similarly to open market operations as a means of making short-term adjustments
to money supply in an environment where the preparatory conditions for orthodox open market operations
were not yet in place.
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financial products and banks’ funding conditions accordingly
moved together.
From 1986, there was growing expansionary pressure on money
supply through the foreign sector by way of the large current
account surplus. The Bank of Korea responded by raising the
reserve requirement ratio in November 1987 by 2.5 percentage
points to 7%. In December 1988, the Bank raised it again to 10%. At
the same time, in order to alleviate the burden on banks’ earnings
and encourage long-term savings, reserve requirement ratios were
again differentiated by type of deposit. The reserve requirement
ratio on worker’s property formation savings was raised by 1 percentage point to 3% and that on long-term time deposits and
installment savings with maturities of at least two years was kept at
the existing level of 7%; that on all other types of deposits was
raised by three percentage points to 10%.
Moving into 1989, the growth of the money supply continued at a
high level due to monetary expansion through the foreign sector
and increases in credit to the private sector. Accordingly, marginal
reserve requirements were again put in place, being set in May at
30% of the increment in deposits over the average balance during
the first half of April. If this policy had continued for long, however,
there was the possibility that it would have weakened financial
institutions’ ability to function as fund intermediaries. Marginal
reserve requirements were therefore lifted in February 1990, being
replaced by the upward adjustment of the ordinary reserve requirement ratios to 8.9% for deposits and installment savings with maturities of at least two years and to 11.5% for all other types of
deposits.
The 1990s saw the implementation of interest rate deregulation,
the shift of policy financing to the fiscal budget, and other measures
that gave financial institutions a much greater degree of autonomy
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in the operation of their funds. Another change took place in the
method of controlling money supply, whereby open market operations were employed as the main tool of monetary management. In
line with these changes in conditions, there was no further adjustment of reserve requirement ratios in the first half of the 1990s,
apart from imposing a 3% reserve requirement from February 1991
on mutual installments whose method of handling loans had
changed.
From 1996 onwards, with a goal to improve banks’ competitiveness through consolidation of basis for their earnings, adjust
conditions for fair competition between banks and non-bank
financial institutions, and prepare for methods of monetary
management based on indirect control, the average reserve
requirement ratio was reduced on three occasions taken respectively in April and October 1996 and February 1997 by a total of
6 percentage points plus from 9.4% to 3%. In order to mop up
excess liquidity following this lowering of reserve requirement
ratios, Monetary Stabilization Bonds were issued subsequent to
the April 1996 reduction, and the Aggregate Credit Ceiling was
lowered in October 1996 and December 1997. Additionally, at
Tab. A--1

Trends of Scale of Open Market Operations and Reserve Requirements1)
(billions of won)

1996

1997

1998

1999

2000

2001

2002

Open Market 24,878.2 20,563.8 45,163.8 54,654.6 65,717.0 79,763.2 86,004.7
Operations
(73.6)
(74.2)
(85.8)
(84.5)
(84.6)
(85.0)
(84.9)
Reserve
8,923.1
Requirements (26.4)
Total

7,138.9
(25.8)

7,467.1 10,000.2 11,949.2 14,126.2 15,279.7
(14.2)
(15.5)
(15.4)
(15.0)
(15.1)

33,801.3 27,702.7 52,630.9 64,654.8 77,666.2 93,889.4 101,284.4
(100.0)

(100.0)

(100.0)

(100.0)

(100.0)

(100.0)

Notes: 1) Based on average December balance of each year (average July balance for 2002).
2) Figures in parentheses refer to shares in total (%).

(100.0)
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the time of the February 1997 reduction of the reserve requirement ratios, a reserve requirement of 2% was newly imposed on
CDs. As a consequence of this large reduction in reserve
requirement ratios, the share of reserve requirements in overall
liquidity adjustment fell steeply from 32% in 1995 to the 15%
level from 1998 onwards.
Looking at the trends of changes in the authorized vault cash ratio,19)
Tab. A--2

Changes in Reserve Requirement Ratios since the 1970s
and their Background
Reserve Requirement
Ratio1)
Date

Demand
Deposits

Time &
Savings
Deposits

Background

71 Jan. 1
Oct. 28

26
18

16
12

- improve financial institutions’ earnings and reduce
banks’ reliance on the Bank of Korea

72 Dec.16

19

14

- absorb excess liquidity consequent to monetary
expansion after the August Third Emergency
Economic Measures

73 May 16

22

18

- mop up excess liquidity following pressures for
monetary expansion through the government and
public sectors and the foreign sector

74 Aug. 1

19

15

- improve funding situations of financial institutions

75 Jan. 1

21

17

Mar. 1

23

16

Jul. 1

24

17

78 Feb. 23
~ Apr. 23

27

20

- defuse pressure for monetary expansion through
the government sector
- encourage financial institutions’ efforts to increase
time & savings deposits
- strengthen aggregate demand management
through restrictive money supply
- absorb liquidity stemming from favorable devolution
of balance of payments and release of grains purchase funds (raised each month
on three occasions in succession)

19) The authorized vault cash ratio is the proportion of reserves, which may be held in form of cash in vault by
a financial institution, against its reserve requirements.

2. Reserve Requirement Policy

147

Reserve Requirement
Ratio1)
Date

Background

Demand
Deposits

Time &
Savings
Deposits

80 Jan. 8
Sep.23

20
14

11
10

- ease the burden on banks’ earnings stemming from
the chronic shortages of funds and narrowing
deposit/lending rate spreads

81 Jul. 8
Nov.23

5.5
3.5

5.5
3.5

- seek to raise financial institutions’ autonomy in
funds management and improve their earnings

82 May 23

5.5

5.5

- solve the problem that financial institutions were
unable to execute interbank payments
and settlements smoothly across accounts
held with the Bank of Korea

84 Sep. 8

4.5

4.5

- alleviate burden on banks’ earnings resulting from
their support for industrial rationalization funds

87 Nov.23

7.0

7.0

- counteract monetary expansion pressures through
the foreign sector as a result of the widened current
account surplus

88 Dec.23

10.0

7.0~10.0

89 May 8 10.0[30.02)] 14[30.02)]

90 Feb. 8

11.5

- offset money supply through the foreign sector
- impose marginal reserve requirements to counter continuing high level of growth in money supply through
expansion of private sector credit
- discontinue marginal reserve requirements and
raise basic reserve requirement ratio

8.0
~11.5

96 Apr.23
Nov. 8

9.0
7.0

6.0~9.0
4.0~7.0

- enlarge banks’ discretion in funds management and
consolidate banks’ earning basis
- promote a favorable condition to the fair competition between banks and non-bank financial institutions

97 Feb.23

5.0

2.0~5.0
[2.03)]

〃

Notes: 1) Reserve requirement ratio for commercial banks.
2) The marginal reserve requirement ratio was applied to the semi-monthly increment in the average
deposit balances over the first half of April 1989.
3) Reserve requirement ratio on CDs.

148

Appendix

a vault cash ratio of 20% was allowed when reserve requirements
were first imposed after the Bank of Korea Act went into effect in
1950. The ratio was raised to 25% from 1953, in view of the growth
in banks’ holdings of cash generated by wartime monetary expansion. When reserve requirement ratios were raised in July 1965, the
vault cash ratio was greatly reduced from 25% to 10% of reserve
requirements. This figure was raised to 15% in July 1979, in keeping
with the increased scale of banks’ cash holdings and the growing
proportion of cash in circulation within the total monetary stock. In
January 1980, when the reserve requirement ratios were reduced,
the vault cash ratio was increased to 20%, and this was followed by
a further rise to 22% that September. Following the large-scale
reduction in the reserve requirement ratio to a uniform 5.5% in July
1981, the ratio was again increased to 25%. From early 1996, reserve
requirement ratios were lowered on three occasions, which served
to raise financial institutions’ actual cash holding ratios (cash-onhand / reserve requirements) greatly above the authorized vault
cash ratio (25%). The ratio was accordingly increased to 35% in May
1998, in view of the increasingly adverse impact the situation was
having on financial institutions’ earnings. As a temporary measure
to prepare for the possibility of a large increase in public demand
for cash because of the Y2K problem, the authorized vault cash
ratio was increased to 50% for the period from November 23, 1999
until March 22, 2000, so that financial institutions could have adequate cash holdings on hand.
Tab. A--3

Trends of Authorized Vault Cash Ratio
(%)

50~52

53~
Jun.65

Jul.65~
Jun.79

20

25

10

Jul.~
Jan.~ Sep.80~
Dec. 79 Aug. 80 Jun.81
15

20

22

Jul.81~
May 98~
Apr.98 (Nov.23, 99~Mar. 22, 00)
25

35(50)

3. Open Market Operations

The original Bank of Korea Act passed in 1950 made specific provisions for the central bank’s employment of open market operation policy, but in view of the underdeveloped state of the financial
markets, it was not possible to undertake open market operations
at that time in Korea.20) The promulgation in November 1961 of the
“Bank of Korea Monetary Stabilization Bond Act” provided the
impetus for the launch of open market operations in Korea. This
took the form of a 3.4-billion Hwan (the Korean currency denomination at that time) issue21) of 91-day Monetary Stabilization Bonds
at a discount rate of 8% per annum, which were purchased by
nationwide commercial banks. It is somewhat a stretch of the imagination to see these as open market operations in a true sense, however, because operational counterparts were limited to nationwide
commercial banks and the method of sale was by force-feeding.
Moreover, the interest rate of the securities was set by the Bank of
Korea, so that the securities sold could not influence market interest
rates. Their significance lay only in the fact that, by this method, it
was possible to regulate deposit money banks’ excess reserves.22)
20) During that period there were not enough prime-eligibility government and public bonds available as an
underlying object of operations, which is a necessary condition for an open market operation policy. Most
of the government bonds that were issued did not reflect financial market conditions. They were issued as
long-term, low-yielding bonds and were absorbed by forceful allocation to financial companies. This
meant that rather than being a tool for the adjustment of money, they took on the characteristics of a means
of financing the government’s fiscal deficit.
21) An issue of 5 billion Hwan had originally been anticipated, but because of the weakness of subscriptions,
the total size of the issue reached only 3.4 billion Hwan.
22) Monetary Stabilization Bonds are special negotiable securities issued by the central bank, which is responsible for redemption of their principal and interest. As such, they differ from government and public bonds
that are widely employed as the underlying securities of open market operations in major advanced coun-
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The issue of Monetary Stabilization Bonds was suspended from
1962 until 1965, a period when nationwide commercial banks’
funding situation was greatly weakened in the course of their support of the implementation of the First Five-year Economic
Development Plan.
Meanwhile, from February 1969, the Bank of Korea was able to
engage in operations involving the purchase and sale of securities
with financial companies.23) In April 1969, the Bank of Korea supplied funds of around 3 billion won to nationwide commercial
banks whose funding positions were difficult, through purchases
under resale provisions of Highway Construction Bonds and
Housing Finance Bonds. From then up until 1972, the BOK also
mounted further purchase operations under resale provisions of
government and public bonds, including Electric Debentures and
Industrial Finance Debentures, only to register no more than a total
value of 112.1 billion won.
Owing to the immaturity of conditions for open market operations, it was difficult to adjust the money supply swiftly through
the purchase and sale of securities, and so in March 1967 the
Monetary Stabilization Account was established for deposit money
banks. This was a special account of the Bank of Korea, and when it
was deemed necessary to reduce the money supply, financial companies were obliged to deposit a certain amount into this account.
Conversely, when it was deemed desirable to increase the money
tries. The use of central bank obligations that are not government or public bonds as the underlying securities in open market operations came about because the government and public bond market was not yet
adequately developed at that stage. Particularly in Korea, the government relied on direct borrowings from
the Bank of Korea rather than on the issuance of government securities to finance its deficit. For that reason, the issuance of government and public bonds failed to become active and their interest rates did not
reflect actual market conditions. Under these circumstances, their active use as underlying securities in
open market operations was nearly impossible.
23) According to the Resolution of the Monetary Board on February 20, 1969, the Bank of Korea commenced
purchase and sale operations with financial company counterparts of securities issued or guaranteed by the
government. Matters necessary for these operations were decided upon in the “Ad Hoc Subcommittee for
Liquidity Control of Financial Companies”, which was composed of three members: the Minister of
Finance, the Governor of BOK and one member of the Monetary Board.

3. Open Market Operations

151

supply, the liquidity of financial companies could be upwardly
adjusted by cancellation of a certain amount. Inasmuch as a stipulated amount had to be deposited compulsorily, the system resembled a reserve requirement system in the way it functioned, but
insofar as it allowed for rapid and flexible operation, it could be
seen as having some of the characteristics of open market operations. The Bank of Korea had banks deposit a total of 650 million
won in the Monetary Stabilization Account, on which deposit interest of 5% was paid, in accordance with the Resolution of the
Monetary Board on March 4,1967.24) This measure was taken in
order to absorb commercial banks’ excess liquidity following the
discontinuance of marginal reserve requirements that had been
imposed at a high ratio since October 1966.
As explained above, open market operations in the 1960s were
24) The Monetary Stabilization Account, which was introduced in March 1967, was given a selective financing function from that July. The Korean won portion of loans for raw materials for acquirement of foreign
currency could be withdrawn from the Monetary Stabilization Account, and from that August, foreign currency loans could be extended through the cancellation of deposits with the Monetary Stabilization
Account. Large-scale withdrawals from the Monetary Stabilization Account took place in order to improve
the earning conditions of financial companies from the beginning of 1968, and in 1974 the whole of the
amount entered as deposits in the Monetary Stabilization Account was repaid in order to counter weakening of financial companies’ funding situation.
In April 1975 the Monetary Stabilization Account was split into an A-type account and a B-type account,
so that the Korean won funds that accompanied financial companies’ swap transactions could be absorbed
into the B-type account. As swap transactions were abolished in January 1977, however, the entire amount
in the B-type account was paid out that July. From May 1977 until the end of the year, in order to counter
monetary expansion through the foreign sector, the Monetary Stabilization Account was operated in the
manner of marginal reserve requirements. In this period, 40% of the increment in time & savings deposits
and 70% of the increment in demand deposits had to be placed with the Monetary Stabilization Account.
Accordingly, the scale of the deposits placed with the Monetary Stabilization Account increased greatly,
reaching 373.6 billion won at the end of 1977. The raising of the reserve requirement ratios undertaken in
the first half of 1978, however, imposed an increasing burden on financial companies’ maintenance of
reserves, and accordingly funds on deposit in the Account were gradually paid out.
Until the end of 1979, virtually no liquidity adjustment took place through the Monetary Stabilization
Account. Moving into the 1980s, however, in order to absorb financial companies’ surplus funds which
increased following the sharp reduction of reserve requirement ratios, and freeze the Korean won funds
linked to swaps, the Monetary Stabilization Account was again brought into active use. The total amount
of deposits placed with the Monetary Stabilization Account increased continually from 1986 onwards,
thanks to the shift into surplus of the current account and thereafter financial companies’ buoyant funding
situations. Because of the measures taken to reduce foreign debt in December 1988, however, deposits
linked to swaps declined sharply with the large-scale redemption of loans extended to banks at home by
overseas financial institutions, and the balance of the Monetary Stabilization Account also contracted
greatly to stand at 3,184.2 billion won. In tandem with an interest rate deregulation measure taken in
December 1988, the entire amount placed on deposit with the Monetary Stabilization Account for the purpose of liquidity adjustment was closed in May 1989.
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not only lacking in scale but also relied on force-feeding banks with
Monetary Stabilization Bonds (MSBs). Accordingly, it was not possible to take full advantage of the benefits of open market operations. Thus, from the early 1970s, efforts were maintained to
improve the system by expanding the number of open market
operation counterparts and adjusting the conditions of issue in line
with actual market conditions.
In December 1972, in addition to the method of issuing MSBs by
direct sale to banking counterparts only, provisions were also made
for the Bank of Korea to issue them on the open market for the first
time in Korea. In August 1973, methods of issuing MSBs were further diversified with the introduction of open competitive bidding
based on market rates.25)
From December 1977, there was growing pressure for monetary
expansion coming through the foreign sector. With revision of the
“Bank of Korea Monetary Stabilization Bond Act”, to counter this
pressure, the Monetary Board was allowed to flexibly adjust the
ceiling on the issue of MSBs.26) In 1978, it raised the ceiling from the
previous 10% of M1 to 30%. This was followed by a further increase
to 40% in 1980. From 1979, the leading monetary indicator was
changed to M2, and in November 1981 the ceiling on the issuance
of MSBs was accordingly adjusted to 15% of M2. This new ceiling
was further expanded to 25% in December 1983.
In order to expand the purchase and sale operations of government and public bonds, which had previously been mainly limited
to banking counterparts, in April 1977 a total of 22 institutions were
designated as counterparts for transactions involving government
25) However, open competitive bidding had still not been implemented for some time afterwards. In May
1977, the Bank of Korea issued MSBs on a competitive bidding basis to non-bank financial institutions for
the first time, to absorb monetary expansion through the foreign sector resulting from brisk overseas construction. From the beginning of the 1980s, MSBs began to be accepted by private investors.
26) The “Bank of Korea Monetary Stabilization Bond Act” had established a ceiling on the issuance of
Monetary Stabilization Bonds of 10% of M1 that came into effect starting in April 1968.
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and public bonds. These included, in addition to banks, non-bank
financial institutions, namely short-term finance companies and
securities companies. The methods of sale were divided into outright sales, and sales under repurchase provisions. Outright sales
were subdivided into direct sales to counterparts and competitive
bidding. The intention of this diversification was to build a systematic foundation for the galvanization of operations involving the
sale and purchase of government and public bonds.
Despite steady improvement of the system, until the first half of
the 1980s, open market operations remained limited to serving as a
tool to supplement the adjustment of liquidity via the Monetary
Stabilization Account and the control of domestic credit.
Additionally, banks were still the main object of operations. In view
of these conditions, virtually no great progress in open market
operations had been achieved. From 1986 onwards, however, calls
came for the galvanization of open market operations as an instrument for the absorption of liquidity supplied through foreign sector, with the balance of payments shifting into a surplus.
The Bank of Korea accordingly set up an Open Market
Operations Division within its Monetary Policy Department and
selected seven short-term finance companies and ten securities
companies as the central bank’s open market operation counterparts in September 1986. Thus, a framework was put into place for
the full-scale launch of open market operations. In a parallel move,
the method of issuing MSBs was improved from the previous focus
on direct sales to a form of underwriting by counterparts.
Meanwhile, the issuance of MSBs increased on such a large scale
that secondary market yields rose above issuance rates. As a consequence, the appetite for these bonds having diminished, a method
of underwriting was introduced in October of that year whereby
the total amount of bonds to be issued was automatically allocated
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among the underwriting institutions according to a previously
agreed underwriting ratio. To this end, an underwriting consortium
was formed made up of the five main groups of underwriting institutions: short-term finance companies, securities companies, investment trust companies, insurance companies and banks’ trust
accounts. An underwriting committee, consisting of working-level
representatives from the Bank of Korea and these five groups of
underwriting institutions, then negotiated the proportion of the
total amount to be issued that should be underwritten by each
group of participating institutions. Meanwhile, in January 1988, the
Bank of Korea raised the ceiling on the total amount of Monetary
Stabilization Bonds that could be issued from 25% of M2 to 35%
and followed this up that August by again increasing the ceiling to
50% of M2.
With the interest rate deregulation measure of December 1988, the
method of issuing MSBs through competitive bidding, which had
been in abeyance since 1982, was reintroduced in order to allow
open market operations based on market mechanisms. In line with
the expanded scale of issuance of MSBs, measures also were pursued to boost the demand for these securities. Specifically, in 1989
and 1990, the maturity range of MSBs was diversified to include
additional maturities of 371, 392 and 546 days. At the same time, in
order to encourage demand among ordinary investors, from March
1990, the lowest denomination at which MSBs were issued was
lowered from 10 million won to one million won. Moreover, overthe-counter sales were made available not only at the Bank of
Korea’s head office and branches as in the past, but also at 58 head
offices and branch offices of nationwide and local banks that were
designated as agency branches for Bank of Korea Monetary
Stabilization Bonds.
In June of that year, a scheme was introduced for interest income
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tax abatement for small bond investments of up to 5 million won.
In addition, as expanding the issuance of MSBs increased the burden of their redemption payments, the government passed a provisional act in December 1989 providing for the issuance of mediumand long-term Foreign Exchange Stabilization Bonds. Under this
act, the government expanded their issuance in order to support
the Bank’s endeavors to control structural monetary expansion due
to the continued current account surplus. From 1986 onwards, the
Bank of Korea devoted wide-ranging efforts, including the purchase of government and public bonds, to obtain available securities which were eligible for use as underlying securities for its open
market operations.27)
From the early 1990s, open market operations became even more
active thanks to the continued revamping of related systems. In
March 1993, a competitive tender method was introduced for transactions of government and public bonds under repurchase provisions, which had formerly been conducted by compulsory assignment. This move was intended to pave the way for open market
operations based on prevailing market interest rates. A switch was
made in March 1994 as to price discovery at the time of issuance for
MSBs and for the sale and purchase of government and public
bonds. The new method allowed the governor of the Bank of Korea
to decide, based on consideration of financial market conditions, as
to whether the auction would follow the Conventional method or
the Dutch method. In the Conventional method, each bidder offers
the interest rate (price) at which it is prepared to buy and sell, and
27) In October 1986, the Bank of Korea purchased government and public bonds outright from 5 nationwide
commercial banks and the Korea Exchange Bank for a total value of 14.9 billion won. In April 1987, in
order to adjust seasonal imbalances in the interplay of demand for and supply of funds arising from the
payment of value added tax and other factors, it purchased Foreign Exchange Stabilization Bonds with a
value equivalent to 17.9 billion won outright from securities companies and short-term finance companies.
This was followed in December 1988 by the Bank’s acquisition of 690 billion won worth of Grain Fund
Bonds and 370 billion won worth of Treasury Bills, and in December 1989 of an additional 890 billion
won worth of Grain Fund Bonds.
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this forms the interest rate (price) of each transaction. In the Dutch
method, the highest interest rate (the lowest price) submitted by
any of the buyers becomes the basis on which all transactions are
conducted.
In March 1995, MSBs with a maturity of only 28 days were newly
introduced. In September of that year, issues of 392-day maturity
MSBs began, in order to broaden the basis of demand for MSBs in
line with the opening of the sale business of government and public
bonds over-the-counter by banks. With progress in the opening of
the domestic capital market, pressure of monetary expansion
through the foreign sector grew more intense and there were calls
for galvanization of the secondary bond market from early 1996.
Accordingly, from December of that year, issue began of new twoyear maturity MSBs.
From February 1997, bonds unsuccessfully bid upon at auctions
for sales of RPs or issuance of MSBs were no longer absorbed by
direct sales to financial institutions. With this, the conversion of
open market operations to a fully competitive method of bidding
was effectively completed. Moreover, the convenience in open
market operations was augmented with the switchover in August
1997 from a paper-based system of bidding to one in which the
entire auction process is conducted electronically through BOKWire. The entry into effect of the revised Bank of Korea Act from
April 1, 1998 provided for other securities specified by the
Monetary Policy Committee to be included among securities eligible for use in open market operations, in addition to government
bonds and government-guaranteed bonds. The Bank of Korea
accordingly added Monetary Stabilization Bonds repurchased in
the market and Land Development Bonds issued in connection
with the redemption of corporate debt to financial companies to
the list of eligible securities.

3. Open Market Operations
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Meanwhile, following deregulation of interest rates undertaken in
December 1988, the entire amount of deposits placed in the
Monetary Stabilization Account for the purpose of liquidity adjustment was paid out in May 1989. Since then, the Bank of Korea has
refrained from using the Account as a means of adjusting financial
companies’ short term liquidity, instead using transactions of securities under repurchase agreements at prevailing market interest
rates.
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