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Executive Summary

� Since the latter half of 2005, the Bank of Korea has conducted monetary policy in
such a way as to reduce the degree of accommodation step by step in response to the
trend toward the improvement of the real economy, paying careful attention to price
stability.
� In line with this policy stance, the Bank of Korea undertook a three-step upward
adjustment of the call rate target by 25 basis points in October and December 2005
and February 2006, respectively, bringing it from 3.25% to 4.0%. In addition, the
interest rate on Liquidity Adjustment Loans was raised by the same margin from
3.0% to 3.75%. In view of the business difficulties being experienced by small and
medium enterprises (SMEs), however, the interest rate on Aggregate Credit Ceiling
Loans was raised only once, in February 2006, when it was increased by 25 basis
points to 2.25%.
� The raising of the Bank’
s call rate target in this way was judged desirable to
gradually eliminate the side-effects arising from the continuation over a lengthy
period of low interest rates, including the heightened upward pressure on asset prices
and the concentration of financial institutions’funds at the short-term end, as well as
to act preemptively to counter the upward pressure on prices anticipated in the course
of future business recovery.
� Viewing the movements of the real economy, domestic business activity, after
beginning to show a modest improvement from the second quarter of 2005, exhibited
a more clearly evident recovery trend from the beginning of the third quarter. Thanks
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to the acceleration of the expansion pace of private consumption along with the
continued double-digit increase of exports, third-quarter GDP growth rate rose
sharply to stand at 4.5% year-on-year and the seasonally-adjusted rate rose to 1.6%
compared to the previous quarter. In the fourth quarter, investment facilities broke
free of their long-lasting subdued trend, with a combination of robust exports and a
recovery of consumption. Therefore, domestic business activity was seen to be
recovering at a comparatively rapid pace, with fourth-quarter GDP growth running at
the rate of 5.3% year-on-year and 1.6% on the seasonally adjusted basis compared to
the previous quarter. In the early weeks of 2006, fears arose over a slowing of the
growth rate because of the renewed run-up in international oil prices, the appreciation
of the Korean won, and a correction of share prices. However, the recovery of
domestic demand, centering on private consumption, proved itself robust leading to
the judgment that the underlying upward trend of business activity would be
sustained.
� Despite the sharp run-up in international oil prices, prices maintained stable pattern
of movements as the prices of agricultural, livestock and marine products showed
exceptional stability while upward pressures on the demand side were weak.
Consumer price inflation eased to a rate of around 2.5% year-on-year in the latter half
of 2005 from its 3% level in the first half of the year. Core inflation fell to below 2%
from August onwards. On the other hand, there were latent factors making for
instability including the future reduction of excess supply capacity in the course of the
business recovery and the upward cost pressures generated by persistently high oil
prices.
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The upward trend of housing prices was blunted after the initiation of the
government’
s comprehensive countermeasures to cool the real-estate market on
August 31, but apartment prices shifted back to an upward trend, centering on the
Gangnam area of Seoul and some surrounding areas from December onwards, while
land prices showed an uninterrupted upward trend.
� In the financial markets, liquidity conditions were generally favorable and lending
to SMEs showed a steady expansion, but the growth of housing finance loans was
blunted by the rise of loan interest rates and the effects of the August 31 comprehensive countermeasures. Share prices marked a sharply upward trend on prospects
of improved corporate performance following the business upturn and the expanded
attraction of funds into indirect investment products, but from mid-January of 2006
onwards they entered a correction phase.
Meanwhile, market interest rates reacted sensitively to the direction of interest rate
policy. Ahead of the change of its interest rate policy stance in October 2005, the
Bank of Korea sent policy signals to the financial markets of its intention to reduce
the degree of monetary accommodation from a medium-term perspective when the
business recovery was confirmed. This brought about a sharp upswing of both longterm and short-term market interest rates from September onwards. Subsequently,
short-term market interest rates held to this upward trend in line with the increase of
the call rate target whereas long-term market interest rates shifted to a downwardlystable trend from December onwards as the interplay of supply and demand for longterm bonds improved to some degree.
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� In response to the Bank of Korea’
s hikes of its call rate target, financial institutions
followed suit by the upward adjustments of their deposit and loan interest rates. Since
the raising of the policy rate was undertaken in such a way as to be predictable within
the context of the medium-term policy stance, the degree of financial institutions’
sensitivity to its adjustment was assessed as having heightened even further.
Moreover, the concentration of financial institutions’funds at the short-term end
showed a gradually alleviated picture. This was particularly attributable to the fact
that financial institutions raised their long-term deposit interest rates to a greater
extent in expectation of higher fund-raising costs generated by future interest rate
hikes and that the attraction of funds into stock-type beneficiary certificates including
cumulative-type funds increased.
� In its operation of monetary policy, the Bank of Korea also sought a harmonious
policy mix with fiscal and foreign exchange policy. Fiscal policy maintained an
expansionary stance during 2005, but in terms of the individual six-month periods,
the latter half of the year saw a relative contraction of the scale of fiscal disbursements
because of their frontloading in the first half. Turning to the exchange rate of the
Korean won against the US dollar, after having fluctuated within a range of
1,010~1,050 won per dollar for most of the latter half of 2005, the Korean won
strengthened rapidly from mid-December onwards to trade within a range of 960~970
won against the US dollar in the early weeks of 2006. Despite these fiscal and
exchange rate developments, it was judged that the solidly-based growth trend of the
domestic economy would continue, offering scope for an upward adjustment of the
call rate target.
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� The Bank of Korea adjusted market liquidity by way of open market operations
including the issue of Monetary Stabilization Bonds (MSBs) in order to maintain the
overnight call rate at its target level. The volume of MSBs outstanding rose by 16.2
trillion won during the first half of 2005, and then shrank by 3.7 trillion won in the
latter half of the year (155.2 trillion won as of the end of 2005). This was principally
the result of the reduced scale of required liquidity adjustment owing to the
contraction of fiscal disbursements in the latter half of the year and the expansion of
the currency swap transactions with the National Pension Fund. In particular, the
expansion of the transactions, which were introduced in May last year, has helped
ease the accumulated burden of the issuance of MSBs in response to the supply of
liquidity through the foreign sector.
� Looking ahead toward the future operating environment for monetary policy, it is
expected that GDP growth will be running at a rate of 5% this year, higher than last
year’
s, as the combination of robust exports and a recovery of consumption is
maintained and facilities investment gradually gathers pace. It is estimated that this
soundly-based growth will be maintained on into the year 2007. Although the current
account in 2006 is forecast to remain in surplus, this will be on a smaller scale than
last year’
s because of the narrowed trade account surplus and the widened deficit on
the services, income and current transfers accounts.
Prices are anticipated to maintain overall stability but the pace of price rises is seen to
accelerate from the latter part of this year onwards owing to the persistently high level
of oil prices and the demand-side pressures generated by the business recovery. In
addition, the real estate market is considered to represent a latent source of instability,
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with housing prices in some areas showing an upward trend.
� During 2006, the Bank of Korea intends to conduct monetary policy in such a way
as to counter inflation pressures preemptively, paying close attention to the
movements of business activity. It will also exercise vigilance so that the ample
market liquidity does not generate instability in asset markets, including the real estate
market. Since the year 2006 represents the last year of the three-year medium-term
inflation target initiated in 2004, the Bank will strive even more strongly to achieve its
inflation target while it plans to establish a new medium-term target for the year 2007
onwards as early as possible in view of the time-lag in the transmission of monetary
policy.
In addition, the Bank will redouble its efforts to heighten the effectiveness of
monetary policy. While improving the predictability of monetary policy by way, for
example, of the amplification of feedback channels with the financial markets, it will
move to heighten policy consistency by establishing an operating strategy for interest
rate policy from a medium-term perspective. It also intends to strive for a harmonious
policy mix between monetary policy and fiscal, exchange rate and financial
supervisory policies.
Besides this, the Bank of Korea will conscientiously carry out its responsibility to
maintain financial stability by keeping a constant watch for latent destabilizing factors
in the financial markets and taking prompt actions to counter them when necessary. It
will pick up and act to counter factors threatening to destabilize the market that may
emerge in the course of the government’
s financial deregulation including the
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expansion of financial institutions’business scope. A careful watch will also be kept
over the possibility that financial institutions may reduce their lending to sectors with
fragile credit standing such as SOHOs and SMEs ahead of the introduction of the
New Basel Capital Accord. Efforts will also be devoted to heightening the stability
and efficiency of the payment and settlement systems and to ensuring the
establishment of the examination system for foreign currency transactions.
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Ⅰ. Financial and Economic Trends

1. Overseas Economies
A. Economic Growth
The global economy continued its uninterrupted growth

Table Ⅰ-1

trend during the latter half of 2005.

Economic growth of major economies1)
(%)

2004
2005e
2003
1st
2nd
1st
Year half half Year half
World
4.0
5.1
4.3
Industrialized nations 1.9
3.3
2.5
USA
2.7
4.2 4.7 3.8 3.5 3.6
Japan
1.8
2.3 3.3 1.4 2.8 2.0
Euro-zone
0.7
2.1 2.3 1.8 1.3 1.2
Asian emerging markets2) 3.1
5.6
4.0
Developing nations
6.5
7.3
6.4
Asia
8.1
8.2
7.8
(China)
10.0 10.1
9.9 10.0
Latin America
2.2
5.6
4.1
-

The US economy exhibited a solid growth trend that was

2nd
half

sustained from the first half of 2005, with GDP growth

-

running at 3.4% year-on-year in the latter half. By

-

3.4
3.6
1.4

quarter, GDP growth registered a rate of 3.6% year-onyear in the third quarter as private consumption and

-

facilities investment maintained their rapid upward pace.

-

From early in the fourth quarter, though, private

9.9
-

consumption and housing construction retreated while,

Notes: 1) Compared with the same period of the previous year.
Based on IMF statistics (figures for 2005 are estimates), apart
from certain individual countries and the euro-zone, which are
based on their respective statistics.
2) Korea, Taiwan, Hong Kong and Singapore.
Source: IMF, World Economic Outlook, September 2005.

affected by Hurricane Katrina, crude oil imports
increased; consequently, fourth quarter GDP growth
slipped back to a rate of 3.2%.

Figure Ⅰ-1

The Chinese economy continued to maintain its high

World economic growth

rate of growth in the second half of 2005, with GDP
(%)

(%)

Asian emerging markets

10

Developing
nations

10

growing at 9.9% year-on-year. Fixed investment showed
a large increase centering on investment in heavy

8

8

6

6

industry to upgrade the industrial structure and in core

4

4

industries such as energy and transport. Additionally,

2

2

private consumption also showed a strongly increasing

0

0

pace. Although exports maintained their trend of rapid

-2

Industrialized
nations

World

-4
1997

1999

2001

2003

Source: IMF, World Economic Outlook, September 2005.

2005e

-2

expansion, their year-on-year rate of increase slowed

-4

from 33% in the first half of the year to 26% in the latter
half. With the rate of GDP growth standing at 9.9% for
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2005, the Chinese economy maintained its trend of rapid
growth around 10% for the third straight year.
The recovery trend of the Japanese economy became

Figure Ⅰ-2

even more clearly evident from early in the latter half of

Economic growth of major economies1)

2005. Domestic demand sectors showed a more clearly12

(%)

(%)

10

12

marked recovery with the increase in private

10

consumption gathering pace helped by better labor

China

8
6

USA

4

8

market conditions and wage hikes and with facilities

6

investment building up steadily in anticipation of further

4

recovery of demand. Meanwhile, the upward trend of

Japan
2

2
Euro-zone

0

2004.Q1 Q2

0
Q3

Q4 2005.Q1

Q2

Q3

Q4

exports was maintained, led by those to China.
Consequently, the rate of GDP growth in the latter half
of the year rose sharply from its rate of 2.0% year-on-

Note: 1) Compared with the same period of the previous year.

year in the first half to stand at 3.6%. For the year as a
whole, the rate of GDP growth came in at 2.8%, higher
than the 2.3% of the preceding year.
In the euro-zone, the economy exhibited a gradual
recovery in the latter half of 2005. Consumer confidence
improved and industrial production showed a mild
recovery trend while the expansion of exports gathered
pace helped by a weak euro. Consequently, the rate of
year-on-year GDP growth rose slightly from its 1.2% in

Table Ⅰ-2
Long- and short-term interest rates1) in major economies
(%)

2003 2004

2005

2006

Mar. Jun.

Sep. Dec. Feb.

the first half of the year to 1.4% in the latter half. For the
year as a whole, however, it marked only 1.3%, much
lower than the 2.1% of the previous year.

Long-term2)
USA

4.25

4.22

4.48 3.91

4.32

4.39 4.55

Japan

1.37

1.44

1.33 1.17

1.48

1.48 1.60

Euro-zone

4.29

3.68

3.62 3.13

3.14

3.31 3.49

0.92

2.21

2.77 3.12

3.54

4.07 4.62

B. International Financial Markets

Short-term3)
USA
Japan
Euro-zone

0.001 0.001 0.003 0.001 0.001 0.003 0.05
2.12

2.16

2.15 2.11

2.18

2.49 2.66

Notes: 1) Month-end basis.
2) Based on 10-year government bond yields.
3) Based on 3-month Treasury bill yields, apart from the euro-zone
figures, which are based on 3-month EURIBOR.
Source : Bloomberg.

Long-term market interest rates in major countries
showed a mild upward trend from the latter half of 2005.
From early August, US long-term market interest rates
fell back on worries of a slowdown in growth caused by
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the sharp run-up in oil prices. However, from September
onwards, mounting concerns over inflation pressures
and the Federal Reserve s consequent raising of its
policy rate caused them to shift to an upward trend,
bringing them to the highest level for the year of 4.66%

Figure Ⅰ-3

(yield on 10-year Treasury bonds) on November 4. They

Long-term interest rates in major economies1)
(%)

subsequently fell back again thanks to the blunting of

(%)

2.5

5.0

USA(right)

2.0

bringing to an early end its series of interest rate hikes. In

4.0

late January, long-term market interest rates rebounded

1.5
3.5
Japan(left)
3.0

rates being continued. Consequently, they registered

2.5

4.55% as of the end of this February, 64 basis points

Euro-zone(right)
5

7

9

under the impact of the expanded issuance of Treasuries
and the prospect of the upward adjustment of interest

1.0

0.5
04.1 3

price inflation and the possibility of the Federal Reserve

4.5

11 05.1 3

5

7

9

11 06.1

Note: 1) Based on each country’
s 10-year government bond yields.
Source: Bloomberg.

higher than at the end of June 2005.
In Japan, long-term market interest rates marked a
modest upward trend from early in the latter half of 2005
onwards in response to the favorable showing of
economic indicators and the Bank of Japan’
s upward
adjustment of its evaluation of business conditions. The
upward trend steepened somewhat early this year owing
to strengthened anticipations of business recovery.
Accordingly, yields on 10-year Japanese government
bonds stood at 1.60% as of the end of this February, 43
basis points higher than at the end of the June 2005.
Long-term market interest rates in the euro-zone moved
showing a broadly similar pattern to those in the United
States and Japan, but in view of its modest business
recovery trend, 10-year government bond yields
registered 3.49% as of the end of February this year, 36
basis points higher than at the end of June 2005.
Short-term market interest rates maintained their upward
trend in the United States owing to the continued upward
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adjustments of its policy rate. The Federal Reserve made

Table Ⅰ-3

a series of five 25-basis point increases in the Federal

Policy rate changes in major countries
(%)

2001.
2002.
2003.
2004.
2005.

2006.

Dec.
Dec.
Dec.
Dec.
Feb.
Mar.
May
Jun.
Aug.
Sep.
Nov.
Dec.
Jan.
Mar.

USA

UK

ECB

1.75
1.25
1.00
2.25
2.50
2.75
3.00
3.25
3.50
3.75
4.00
4.25
4.50

4.00
4.00
3.75
4.75

3.25
2.75
2.00
2.00

Funds rate from July onwards, bringing it to 4.5% as of
the end of January this year.1) Short-term market interest
rates in the euro-zone showed an upward trend from
October 2005 onwards in response to the European
Central Bank (ECB)’
s interest rate hikes. The ECB
adjusted its policy rate on December 7 by 25 basis points
from its lowest-ever level of 2% to 2.25%, following this

4.50

up with a further 25-basis points hike on March 2, 2006.
2.25

Japanese short-term market interest rates were virtually

2.50

unchanged, but showed a slight rise from early February

Sources: Central banks of individual countries and the ECB.

this year upon the greater likelihood of the Bank of
Japan’
s end of its quantitative easing policy.2)
Turning to share prices, in the US they showed repeated

Figure Ⅰ-4

fluctuations from early in the second half of 2005

Stock price indices1) in major economies

reflecting the movements of oil prices, the Federal
4,000

17,000
16,000

3,500

Euro Stoxx(right)

15,000
14,000
13,000

Nikkei(left)

NASDAQ(right)

12,000

Dow Jones(left)
9,000
04.1 3 5 7
9

Note: 1) Based on spot market price.
Source: Bloomberg.

5

7

9

11 06.1

November onwards in the wake of a decline in oil prices.
Consequently, the Dow Jones Industrial Average and the

2,500

NASDAQ index registered 10,993.4 and 2,281.4,

2,000

respectively, slightly higher than at the end of June 2005. In

1,500

Japan, share prices continued their steep upward trend

1,000
11 05.1 3

performance, before exhibiting a mild upward trend from

3,000

11,000
10,000

Reserve’
s policy stance and the prospects for corporate

from early in the latter half of the year, boosted by the large
scale of foreign net buying and anticipations of
acceleration of the business recovery and of economic
reform following the general election. In the early months
1) Accordingly, short-term market interest rates maintained their upward
trend whereas long-term market interest rates stayed at a low level. This
led to an inversion of the yield curve, the first in five years since 2000,
with the two-year Treasury note showing a higher yield than the 10-year
Treasury bond on December 27.
2) On March 9, 2006, the Bank of Japan announced the ending of its
quantitative easing policy adopted in March 2001 and changed its operating
target for the money market operation from the outstanding balance of
current accounts at the Bank to the uncollateralized overnight call rate.
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of this year, however, share prices experienced a correction
phase following their steep rise for some time. As of the
end of February 2006, the Nikkei index was up by 39.9%
over its level at the end of the previous June, standing at
16,205.4. In the euro-zone, share prices maintained their
upward trend on expectation of a business recovery and
buoyant exports thanks to depreciation of the euro.
Accordingly, as of the end of February 2006, the Euro
Stoxx index reached 3,774.5, which was 18.6% higher
than at the end of the previous June.
The US dollar continued strong from early in the latter

Figure Ⅰ-5

half of 2005. During July and August, it came under

Major exchange rates1)

temporary pressure for adjustment following the
(US$/ =C )

(¥/US$)
125

1.4

US$/ =C (right)

revaluation of the Chinese yuan before subsequently
shifting back to a firmer trend owing to the widening of

120

1.3

115
1.2
110
1.1

105

1.0
5

7

9

as the Federal Reserve continued to hike interest rates.
Consequently, the dollar reached its highest exchange
value for the year against the euro on November 16
when it traded at 1.17 dollars per euro. Against the yen,

¥/US$ (left)
100
04.1 3

interest rate spreads between the US and other countries

11 05.1 3

5

7

9

11 06.1

Note: 1) US$/=C on New York market, ¥/US$ on Tokyo market.
Source: Bloomberg.

it reached its highest level for the year on December 6
when it changed hands at 121.1 yen per dollar. From
mid-December onwards, the dollar retreated to a
weakening trend in response to the likelihood of the
cessation of the Federal Reserve s interest rate hikes, the
expanding US trade deficit and the business recovery in
Japan and the euro-zone. From late January this year, the
dollar showed renewed firmness in response to the
prospect that the Federal Reserve would continue to
raise its policy rate. As of the end of February 2006, the
US dollar had appreciated by 1.6% against the euro and
by 4.9% against the Japanese yen in the eight months
since the end of June 2005, and its exchange rate
registered 1.19 dollars per euro and 116.1 yen per dollar.
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C. International Raw Material Prices
International oil prices continued to maintain their high

Figure Ⅰ-6

level after the latter half of 2005. This was ascribable to

International raw material prices1)

persisting imbalance between oil demand and supply,
(1931.9.18=100)

(US$/barrel)
80

2,000
1,900
1,800
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Reuters commodity
price index (left)
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50

1,600
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40
Oil price (right)

1,400

35
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1,300
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Note: 1) International oil prices are based on the price of Brent crude.
Source: Reuters.

crude oil production problems in non-OPEC countries,
the damage to refining capacity in the South-Eastern
United States caused by Hurricane Katrina and
geopolitical risks in several producing countries. By
period, from June onwards, they maintained their steep
upward trend amid anticipations of the future robustness
of demand for oil and the damage caused by Hurricane
Katrina, reaching their highest-ever levels so far in
August (67.3 dollars per barrel, Brent-crude basis). From
September onwards, they showed a downward trend
thanks to the release of oil from government strategic
reserves in several countries and the increase of crude oil
stocks, but they shifted back to their steep upward trend
from the beginning of December owing to the Iranian
nuclear issue, terror attacks on Nigerian oil facilities and
increased demand for heating oil because of the severe
cold spell in the North-Eastern United States. From early
February 2006, though, prices fell back on prospects of a
softening of crude oil demand, so that a barrel was
quoted at 59.8 dollars as of the end of February, a 2.5%
rise compared to the end of 2005.
Prices of international raw materials apart from oil rose
sharply from September onwards. Those of non-ferrous
metals increased greatly, centering on prices of copper
and aluminum owing to strike action at producers and
higher demand from the US and China. Their upward
pace was prolonged into 2006, bringing copper and
aluminum prices as of February 6 to their highest levels
since 1990. Grain prices, in contrast, while fluctuating in
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response to weather conditions and harvest prospects,
maintained a generally stable pattern of movements. As
of the end of February 2006, the Reuters Commodity
Price Index stood at 1,920.8, a 6.9% rise compared to the
end of 2005.
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< Box I-1 >

High oil prices: causes and outlook
Since early 2004, international oil prices have continued to increase rapidly. Notably, from early 2005, the pace of
increase accelerated even further, bringing them to their highest-ever level so far of 67.3 dollars (Brent-crude basis
throughout) on August 12. Subsequently, oil prices cooled down somewhat, but they rebounded sharply from the
end of the year, moving around the 60 dollars a barrel level in the early weeks of 2006. As of the end of February
2006, the price of a barrel of Brent crude was quoted at 59.8 dollars, which represented an increase of 97.3% over
year-end 2003 (30.3 dollars) and of 48.0% over year-end 2004 (40.4 dollars).
Such high international oil prices are analyzed as having been brought about primarily by the imbalances between
crude oil supply and demand, along with geopolitical risks and speculative demand.
International oil prices
(US$/barrel)

(US$/barrel)

75

75

70

70

65

65

WTI

60

60

55

55

50

50
45

45

Dubai

40
35

40
35

Brent

30

30
25
2004.1

25
3

5

7

9

11

2005.1

3

5

7

9

11

2006.1

First of all, as the buoyant growth rate of the world economy has been maintained, the demand for crude oil has
risen sharply centering on the US, China and India. While the growth of global oil demand marked an average of
only 0.8% a year during 2000~2002, it accelerated sharply to 2.0% in 2003 and 3.8% in 2004. Although this pace
flattened out slightly in 2005, it still registered 1.4%, which was relatively high compared to the past.
Growth rate of crude oil demand1)
(%)

2000~2002 average

2003

2004

0.8

2.0

3.8

1.4

2.2

0.5

1.4

3.5

0.4

1.7

Europe2)

0.0

1.0

1.2

0.1

0.0

Japan

-1.4

2.2

-2.7

0.6

0.7

China

5.0

11.0

15.2

3.1

6.0

India

2.3

1.3

5.3

1.5

2.3

World
USA

Notes: 1) Compared with the same period of the previous year.
2) OECD Europe.
Source: IEA, Oil Market Report, December 2005.
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In contrast, excess production capacity has largely dried up owing to the lack of investment in crude oil production
facility over the last ten years. It is estimated that the excess production capacity of OPEC member countries, which
reached ten million barrels (daily-basis) in 1985, fell to five million barrels a day in 2000 and to one million to one
and a half million barrels a day in 2005. Besides this, the shortage of crude-oil refining capacity resulting from lackluster investment over a number of years has also acted as a factor limiting supply. In 2004, the average capacity
utilization ratio of refinery facilities worldwide reached its highest-ever level of 87.1%. Particularly, the United
States came close to the full utilization of its effective refining capacity with a utilization ratio of above 90%.
In addition, increased geopolitical risks in a number of producing countries have also worked as a major factor
pushing up the price of oil. These include the Iraqi situation from 2003 onwards, the confusion over the bankruptcy of Yukos in Russia and political unrest in Nigeria. In particular, rising oil prices from 2006 were largely driven
by heightened geopolitical risks such as the Iranian nuclear issue and the destruction of Nigerian oil production
facilities by rebel fighters.
The damage caused by Hurricane Katrina also acted to push up oil prices steeply. Apart from these problems,
speculative demand from hedge funds and suchlike is also considered to account for part of their rise. Capital
unable to find appropriate investment opportunities in the global low interest rate environment flowed into the
international oil markets under the lure of the run-up in oil prices.
Once again this year high oil prices are expected to continue as it is hard to foresee any substantial improvement
in the conjuncture of supply and demand. According to the International Energy Agency (IEA), the growth rate of
world oil demand will be higher than last year’
s and crude oil supply is still expected to fall short. Accordingly,
the main forecasting institutes are predicting the price of oil this year to average around 58~62 dollars a barrel
(Brent crude basis) and do not rule out the possibility of a further sharp rise in the event of political instability in
major oil-producing countries.
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2. Domestic Economy
A. Economic Growth
The domestic economy saw its recovery trend gradually

Table Ⅰ-4

become more clearly marked from the latter half of 2005

Major economic growth indicators1)
(%)

onwards. While exports saw a constant increase, the

3.1

4.7

4.0

2005p
1st
2nd
half half
2.9
4.9

-1.2
(Private
consumption)
-1.2
(Facilities
investment)
7.9
(Construction
investment)
(Goods export) 18.5

-0.3

3.2

2.3

4.5 5.3
�1.6��1.6�
4.1
4.0 4.2

3.8

5.1

2.8

7.4

4.3 10.2

half of the year, rose sharply to 4.9% in the latter half.

1.1

0.4

0.1

0.6

0.3

The seasonally- adjusted GDP growth rate quarter on

21.0

9.7

7.0

12.2

(Goods import) 11.4

13.8

6.1

3.5

8.6

10.5

7.0

1.9

3.9

0.5

0.2

0.8

0.3

1.2

2003 2004
GDP2)

GNI

Year

Q3

Q4

0.9

13.1 11.4

recovery of domestic demand became visible led by
private consumption, so that the year-on-year rate of
increase in GDP, which had stood at 2.9% in the first

quarter registered 1.6% both in the third quarter and the
fourth quarter. For the year as a whole, however, the rate
of GDP growth registered only 4.0%, running rather

Notes: 1) Compared with the same period of the previous year.
2) Figures in brackets refer to the seasonally-adjusted rates of
increase compared with the previous period.

lower than the 4.7% of the previous year, owing to the
sluggishness in the first half of the year.
Real gross national income (GNI) during the latter half
of 2005 saw its rate of increase come in at just 0.8%
year-on- year, much lower than the growth of GDP,
reflecting the worsening of the terms of trade generated

Figure Ⅰ-7

by the run-up in international oil prices and the fall in

Major consumption indicators1)

semiconductor prices.

(%)

(%)
15

15
10

Demand

10

Private consumption

5

5

Looking at the individual components of demand during

0

0

the latter half of 2005, exports maintained their strong

-5

-5

expansion and both private consumption and facilities

-10

-10

-15

-15
2004.Q1 Q2

Q3

Durable goods

Q4 2005.Q1 Q2
Non-durable goods

Q3

investment accelerated their pace of increase, but
construction investment remained in the doldrums.

Q4

Services

Helped by the progress of households’ debt adjustments,

Note: 1) Compared with the same period of the previous year.

- 10 -

Ⅰ. Financial and Economic Trends

the rise of share prices and the recovery of consumer
confidence, private consumption rose 4.1% (year-onyear throughout), showing a clearly marked recovery
trend. By quarter, the rate of increase continued to
accelerate, marking 1.6% in the first quarter, 3.0% in the
second quarter, 4.0% in the third quarter and 4.2% in the
fourth quarter. By type, the consumption of durables,
particularly TVs, automobiles and computers, saw a
sharp rise and both spending on non-durables and the
consumption of services also showed a sound increase.
The rate of increase of facilities investment rose from

Figure Ⅰ-8

2.8% in the first half of 2005 to 7.4% year-on-year

Major investment indicators1)

15

(%)

(%)

10

because of a large expansion of transport equipment
15

investment and an acceleration of the rate of increase of

10

investment in machine tools including semiconductor

Fixed investment
5

5

0

0

-5

-5

manufacturing equipment and precision machinery.
Notably, during the fourth quarter, facilities investment

-10

2004.Q1 Q2

Q3

Q4 2005.Q1 Q2

Facilties

Q3

Q4

-10

registered a rate of 10.2%, its highest level since the third
quarter of the year 2000 (31.1%). In contrast,
construction investment increased just 0.6% year-onyear during the latter half with a modest rise of the

Construction

construction investment centering on buildings for

Note: 1) Compared with the same period of the previous year.

housing use being largely offset by lackluster civil
Figure Ⅰ-9

engineering investment activity.
Export and import growth1)

(%)

(%)

30

30
Exports (goods)

The rate of increase of exports (goods) accelerated from
the first half to mark growth of 12.2% year-on-year in

25

25

20

20

economy and the heightened quality competitiveness of

15

15

key export items. By type of items, semiconductors,

10

10

telecommunications equipment and general machinery

Imports (goods)

5
0

2004.Q1

Q2

Q3

Q4 2005.Q1

Q2

Q3

Note: 1) Compared with the same period of the previous year.
Volume basis.

Q4

the latter half, helped by the solid growth of the global

5

continued to enjoy high rates of growth while

0

shipbuilding exports turned brisk. The growth rate of
imports (goods) also accelerated, rising 8.6% year-on-
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year as imports of raw materials swelled greatly owing
to the run-up in oil prices while those of capital goods
and consumer goods also increased. Because of a baseperiod effect from their buoyant performance in 2004
when exports rose by 21.0% and imports by 13.8%,
however, their rates of growth for the year 2005 as a
whole fell back greatly to stand at 9.7% and 6.1%,
respectively.
Production activities
By industry, the growth rate of manufacturing

Figure Ⅰ-10

accelerated during the second half of 2005 while

Growth1) by major industries
(%)

services maintained their recovery trend. In contrast, the

(%)

15
Manufacturing

10

15

construction and the agricultural, forestry and fishing

10

sectors presented a lackluster pattern.

5

5

0

0
Service

-5

Agricultural, forestry
and fishing

Construction
-10
-15

-5
-10
-15

2004.Q1

Q2

Q3

Q4 2005.Q1 Q2

Q3

Q4

Helped by buoyant exports and the recovery of domestic
demand, manufacturing saw its rate of growth increase
from the first-half’s 5.1% to 8.9% in the latter half, led
by semiconductors, audio-visual equipment and
automobiles. Growth rates by quarter registered 7.4% in
the third quarter and 10.2% in the fourth quarter as the

Note: 1) Compared with the same period of the previous year.

pace of growth continued to accelerate. The capacity
utilization ratio in manufacturing registered 80.0% in the
Table Ⅰ-5

latter half, marginally higher than in the first half (79.5%).

Average capacity utilization ratio in manufacturing sector

Subsequently, in January 2006, it rose sharply to stand at

(%)

2003

2004

78.3

80.4

Year

1st
half

2005
2nd
half

79.8

79.5

80.0

Source: Korea National Statistical Office.

83.6%.

2006
Q3

Q4

Jan.

79.9

80.2

83.6

The service sector showed a constant recovery trend,
growing 3.7% year-on-year in the latter half. By subsector, financial intermediation, transportation, and
wholesale and retails accelerated their pace of growth,
while communication, real estate and rental services
maintained their steady growth trends.
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The construction sector grew only 0.6% year-on-year in
response to a slowdown centering on the construction of
buildings for non-housing use and on civil engineering
(roads and bridges). The agricultural, forestry and
fishing sector saw its rate of growth fall sharply from
1.2% year-on-year in the first half to -0.7% year-on-year
owing to reduced production of rice, vegetables and
fruit.

B. Employment and Wages
Table Ⅰ-6
Major employment-related indicators

Employment
(million, %)

2006
2005
1st
2nd
Year half half Jan.
~ Feb.

The latter half of 2005 saw little improvement in labor

23.3 23.5

23.7 23.6 23.9

23.1

market conditions despite the recovery of business

2.3 1.7
61.9 62.2

1.4 1.3 1.5
62.0 61.9 62.1

1.2
60.5

activity. The seasonally-adjusted unemployment rate

22.6 22.6

22.9 22.8 22.9

23.1

remained at the level of 3.7%, a similar level to the first

2.1 1.7
0.84 0.88

1.3 1.2 1.5
0.89 0.89 0.89

1.6
0.82

half of the year and the seasonally-adjusted number of

0.88 0.84
3.6 3.7
3.8 3.6

0.89 0.93 0.85
3.7 3.7 3.7
3.7 3.9 3.5

0.91
3.4
3.9

2004
1st 2nd
Year half
half
Economically active 23.4
population
(rate of growth)1) 2.0
Economic
62.1
participation rate
Number of persons 22.6
employed2)
(rate of growth)1) 1.9
Number of persons 0.86
unemployed2)
(Non S.A.)
0.86
Unemployment rate2) 3.7
(Non S.A.)
3.7

the unemployed stood at 890,000 people, similar to that
in the first-half. The number of those employed

Notes: 1) Compared with the same period of the previous year.
2) Seasonally adjusted.
Source: Korea National Statistical Office.

increased slightly during the latter half, but for the year

Figure Ⅰ-11

than the previous year’
s 1.9%, standing at 1.3%. In the

as a whole the rate of increase was substantially lower

Growth1) in the number of persons employed by industry
(%)

adjusted unemployment rate eased to 3.4% and the

(%)
12

12
SOC and other service
businesses2)

first two months of 2006, though, the seasonallyseasonally adjusted number of those in employment also

8

increased, indicating an improvement in labor market

4

4

conditions.

0

0

-4

-4

8

Manufacturing

Construcition
-8
-12

Agricultural, forestry and
fishing
04.1 3

5

7

9

11 05.1 3

5

7

9

11 06.1

Notes: 1) Compared with the same period of the previous year.
2) Excludes construction.
Source: Korea National Statistical Office.

-8
-12

Seen by industry, despite the turn for the better in
manufacturing, the number of persons employed in the
sector in the latter half maintained the pace of
contraction that had been evident in the first half.
Moreover, the number of those employed in the
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agricultural and fishing and in the construction industries

Table Ⅰ-7

shrank sharply under the impact of the slowing of

Employed person’s ratios by employment status1)
(%)

Year
Regular
Temporary
Daily

51.2
34.1
14.7

2004
1st
half
50.8
34.7
14.5

2nd
half
51.5
33.6
14.9

Year
52.1
33.3
14.6

2005
1st
half
52.1
33.4
14.5

2nd
half
52.2
33.2
14.6

2006
Jan.
~ Feb.
53.0
33.1
13.9

Note: 1) Shares of total waged and salaried workers.
Source: Korea National Statistical Office.

production activities. On the other hand, the number of
persons employed in the service industry marked a largescale increase thanks to the recovery of domestic
demand.
Meanwhile, the proportion of persons in regular fulltime waged employment among all persons in
employment stood at a level of 52.2%, similar to that in
the first half. For the year as a whole, though, it rose
from 51.2% in 2004 to stand at 52.1%.
Wages
During the latter half of 2005, nominal wages (on the

Table Ⅰ-8

basis of businesses employing at least five workers) rose

Wage increases1)
(%)

Year
Nominal wages 6.0
Real wages

2.3

2004
1st
half
4.4

2nd
half
7.5

1.0

3.5

6.6

2005
1st
half
7.4

2nd
half
5.8

3.7

4.2

3.3

Year

Note: 1) Compared with the same period of the previous year.
Source: Ministry of Labor.

at a rate of 5.8% year-on-year, lower than the 7.4% of
the first half of the year. The rate of increase of real
wages, calculated by deflating nominal wages by the
consumer price index, also slowed to 3.3% year-on-year,
lower than in the first half. For the year as a whole,
nominal wages rose by 6.6% and real wages by 3.7%, a
rather larger margin of increase compared with the
respective figures of 6.0% and 2.3% in the preceding
year.

C. External Transactions
Current account
The current account registered a surplus, thanks largely
to the surplus on the goods account, of 8.1 billion dollars
during the latter half of 2005, similar to the scale of the
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surplus in the first half of the year (8.5 billion dollars).

Table Ⅰ-9

For the year as a whole, though, the current account

Balance of payments
(billion dollar)

Year
Current Account 28.2
Goods

37.6

2004
1st
half
13.3
18.7

2006p

p

2005
2nd Year 1st
half
half
14.9 16.6
8.5

2nd
half Jan.
8.1 0.1

18.9

15.7

33.5

17.8

1.5

Exports1)

253.8 123.3 130.6 284.4 136.5 147.9 23.3

Imports1)

224.5 108.1 116.4 261.2 124.3 136.9 22.8

Services

-8.1

-3.2

-4.8 -13.1

-6.2

-6.9 -1.6

Credits

41.9

19.4

22.5

45.4

22.1

23.3

3.9

Debits

49.9

22.6

27.3

58.5

28.4

30.1

5.5

0.5

0.6

Income

surplus amounted to 16.6 billion dollars, a reduction of
11.6 billion dollars from the previous year (28.2 billion
dollars). In January 2006, the scale of the surplus for the
month shrank further to 140 million dollars reflecting the
narrowed goods account surplus and the widened
services account deficit.
Looking at the component accounts during the latter half

1.1

-0.7

1.8

-1.3

-1.8

Current transfers -2.4

-1.5

-1.0

-2.5

-1.2

Capital account

7.6

-2.1

9.7

0.5

4.7

-4.2

3.6

of 2005, the goods account registered a surplus of 15.7

Financial
9.4
account
Direct
4.6
investment
Portfolio
8.6
investment
Other
-3.9
investment
Other capital -1.8
account
Increase(-) in -38.7
reserve assets
Errors and
2.9
omissions

-1.2

10.6

2.8

5.9

-3.1

3.9

billion dollars owing to the sustained double-digit

2.5

2.1

0.0

0.5

-0.5 -0.3

9.5

-0.9

-1.3

-3.7

2.4

0.6

imports resulting from the rise of international raw

-13.2

9.4

4.1

9.1

-5.0

3.6

material prices, and particularly oil prices. The services

-0.8

-0.9

-2.3

-1.2

-1.1 -0.2

account, however, marked a deficit of 6.9 billion dollars

-12.8 -26.0 -19.8

-12.3

-7.5 -5.4

mainly due to increased outlays on overseas education,

1.6

1.4

2.8

-0.8

-1.3 -0.3

3.6

1.7

Note: 1) Customs clearance basis.

growth of exports, which served to offset the increased

training and travel. The income account shifted from its
deficit of 1.8 billion dollars in the first half of the year to
a surplus of 520 million dollars in the latter half thanks
to an increase in external interest income. In contrast, the
current transfers account was in deficit of 1.3 billion
dollars, a similar scale to that in the first half of the year.

Figure Ⅰ-12

Exports (customs clearance basis) maintained a solid

Export & import growth1) and export-import gap

growth trend, rising by 13.3% during the latter half of
(%)
Export growth
(left)
Import growth
40
(left)

(billion dollar)

50

3
20
2
10
1

0
-10

04.1 3

5

7

9

2005 to stand at 147.9 billion dollars. Broken down by
item, heavy and chemical industry exports exhibited a

4

Export-import
(right)

30

5

11 05.1 3

5

7

9

11 06.1

Note: 1) Compared with the same period of the previous year.
Customs-clearance basis.

0

strong pace of growth, centering on those of
semiconductors, machine tools and precision machinery.
In contrast, those of light industry, particularly textiles
and apparel, were only lackluster. For the year as a
whole, the rate of growth fell from the previous year’
s
31.0% to stand at 12.0%, but even so a double-digit pace
of growth was maintained as in 2003~2004. Imports
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(customs clearance basis) rose by 17.6% year-on-year
during the latter half to stand at 136.9 billion dollars. By
category, imports of raw materials rose sharply, largely
owing to the run-up in oil prices; imports of both capital
goods and consumption goods rose, centering on
information and telecommunications equipment and
non-durables. The rate of imports growth for the year as
a whole, though, fell from the preceding year’
s 25.5% to
16.4%.
Capital account
The capital account shifted from its surplus of 4.7 billion

Figure Ⅰ-13

dollars in the first half of 2005 to a deficit of 4.2 billion

Current and capital accounts

dollars in the latter half of the year. In consequence, the
(billion dollar)

(billion dollar)
9

scale of the capital account surplus for 2005 as a whole

7

shrank greatly from the previous year’
s 7.6 billion

5

dollars to just 0.5 billion dollars. In January 2006, the

3

3

capital account showed a surplus of 3.6 billion centering

1

1

on the other investment account.

-1

-1

-3

-3

9
7
5

-5

Current account
Capital account

04.1 3

5

7

9

11 05.1 3

5

7

9

-5
11 06.1

Looking at the individual components of the capital
account during the latter half of 2005, the direct
investment account registered a deficit of 480 million
dollars as inward foreign investment in domestic
companies shrank even more sharply than the flow of
outward foreign direct investment by Korean residents.
The securities investment account shifted from the first
half’
s 3.7 billion-dollar deficit to a surplus of 2.4 billion
dollars. This was because domestic residents’increased
investment in overseas securities and the net outflow of
foreigners’stock investment funds from Korea were
more than offset by the very rapid growth in the issuance
of overseas bonds by domestic residents. The other
investment account moved into the red to the tune of 5.0
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billion dollars from the first half’s surplus of 9.1 billion
dollars owing to the redemption of interoffice loans by
the domestic branches of foreign banks.
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< Box I-2 >

Major reasons for the discrepancy between
economic and sentiment indicators
Last year the Korean economy showed a clearly marked recovery trend with the GDP growth rate rising to the
4~5% range from the third quarter onwards. According to survey findings, however, economic agents hardly
experienced this; although both the consumer sentiment index on household living standards (Korea National
Statistical Office) and the business survey index on manufacturing business conditions (Bank of Korea), which
are representative indicators of economic sentiment, have shown a slightly-upward trend since 2005, they still
remain below the neutral level (100).

Sentiment indicators
120

120

110

110

100

100

BSI on manufacturing
business conditions

90

90
80
70
60

80

CSI on household
living standard

70

2000

2001

2002

2003

2004

2005

60

The factors mainly responsible for this conflict between economic indicators and sentiment indicators may be
analyzed as follows:
First of all, the rate of increase of GNI was much lower than the GDP growth rate. The business sentiment of the
general public is much more deeply influenced by the indicator of gross national income (GNI) than by the indicator of gross domestic product (GDP). Last year, in particular, real GNI increased no more than 0.5% because of
the worsening of the terms of trade mainly resulting from the run-up in international oil prices. Consequently, the
gap between the growth rate of GDP and the rate of increase of GNI, which mirrors this conflict between economic indicators and sentiment indicators widened greatly to 3.5 percentage points in the course of 2005.
Differentials between the GDP growth rate and the GNI increase rate
(%, %p)

1990~1997 average

2000~2002 average

2003

2004

2005

GDP growth rate (A)

7.5

6.4

3.1

4.7

4.0

GNI increase rate (B)

7.3

4.7

1.9

3.9

0.5

0.2

1.7

1.2

0.8

3.5

A-B
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A second factor is the persistence of the polarization between sectors, including that between exporters and
domestic-demand oriented firms and that between large businesses and small and medium enterprises. The contrast between the buoyancy of exports and the sluggishness of domestic demand led to a greatly-intensified divergence of growth between manufacturers and the service sector, with its focus on domestic demand, and between
the information technology (IT) industry and non-IT industries. In such a situation, when the growth of economy
is spearheaded by that of certain sectors, economic agents involved in those industries in the doldrums may fail to
perceive the recovery of business activity.

Growth rate of sales by exporters and by domestic-demand oriented firms
(%)

2000~2002 average

2003

2004

Exporting firms (A)

1990~1997 average
15.02

6.39

8.63

19.80

Domestic-demand oriented firms (B)

14.38

9.60

4.26

14.76

1.04

0.67

2.03

1.34

A/B

Ordinary-income-to-sales ratios for large firms and SMEs
(%)

1990~1997 average

2000~2002 average

2003

2004

Large firms (A)

1.95

1.70

5.96

10.23

SMEs (B)

1.34

2.94

2.49

3.29

0.61

-1.24

3.47

6.94

A-B(%p)

A third point that may be cited as a factor is that the household incomes of those in the lower- and mediumincome brackets still failed to show improvement. Particularly in the case of those in the lower- and mediumincome brackets, owing to the relatively severe degree of the household debts adjustment, improvement of their
sentiment appears to have inevitably been delayed.

Household balance sheet surplus ratios by income bracket1)2)
(%)

5th quintile (upper 20%)

2002

2003

2004

2005

41.1

39.7

38.3

37.5

4th quintile

26.8

27.0

28.2

27.4

3rd quintile

19.7

20.6

20.1

21.9

2nd quintile

11.9

10.8

11.0

10.4

1st quintile (lower 20%)

-8.5

-14.8

-17.5

-13.5

26.4

25.4

24.9

25.0

Total

Notes: 1) (disposable income-consumption spending)/(disposable income).
2) On the basis of urban employees.
Source: Korea National Statistical Office.
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3. Financial Markets
Table Ⅰ-10

A. Interest Rates and Share Prices
Major market interest rates1)
(%)

2003 2004

Long-term market interest rates

2006

2005

Mar. Jun. Sep. Dec. Jan. Feb.

Call (overnight) 3.95 3.29

3.26 3.29 3.28 3.76 3.76 3.99

Long-term market interest rates rose comparatively

CD (91 days)

4.36 3.43

3.54 3.54 3.93 4.09 4.18 4.26

CP (91days, A1) 4.55 3.61
Treasury
4.82 3.28
bonds (3yrs.)
Corporate bonds 5.58 3.72
(3yrs., AA-)

3.73 3.66 4.10 4.32 4.43 4.46
3.91 4.02 4.60 5.08 4.92 4.90

sharply during the latter half of 2005. They shifted to an

4.34 4.41 5.00 5.52 5.42 5.34

upward trend from mid-June onwards and continued to
move steeply upward upon the heightened likelihood of

Note: 1) Period-end basis.
Source: Koscom Corp.

a rise in the call rate target as the recovery of the real

Figure Ⅰ-14

economy turned more evident. Particularly, their upward
trend persisted constantly amid mounting anticipations

Major long-term market interest rates
(%)

of additional interest rate hikes even after the raise of the

(%)

6.5

6.5

policy rate on October 11, bringing the benchmark yield

6.0

6.0

on Treasury bonds (three-year) to its highest point for the

5.5

year at 5.25% on December 7. Following another raise

5.0

5.0

of the call rate target on December 8, however, they fell

4.5

4.5

back slightly owing to the dispelling of the uncertainties

4.0

4.0

surrounding the direction of interest rate policy.

3.5

Following the further raise of the policy rate on February

3.0

9 this year, they exhibited a mild downward trend with

Yields on corporate
bonds(3yrs,AA-)

5.5

3.5

Yields on Treasury
bonds(3yrs)

3.0
04.1 3

5

7

9

11 05.1 3

5

7

9

11 06.1

Source: Koscom Corp.

the formation of a climate of opinion that further hikes
were unlikely for some time. The yield on Treasury

Figure Ⅰ-15

bonds (three-year) consequently stood at 4.90% as of the

Major short-term market interest rates
(%)
5.0

(%)
5.0

Yields on CPs
(91days, A1)

4.5

4.5

Yields on CDs
(91days)

4.0

4.0

3.5

3.5

3.0

3.0
Overnight Call
rates

2.5
2.0
04.1 3

5

7

9 11 05.1 3

5

7

2.5

9

11 06.1

2.0

end of February.
Short-term market interest rates
Short-term market interest rates rose in line with the
increases of the call rate target. Secondary market yields
on CDs (91days) fluctuated around the 3.5% level until
the end of August, but from September onwards they
began to move upward with the increased likelihood of a

Source: Koscom Corp.
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coming policy rate hike. This brought them up to the
3.9% level in early October. They continued to exhibit
this upward trend, standing at 4.26% as of the end of
February this year, affected by the additional raises in the
policy rate undertaken in December 2005 and February
2006.
Financial institutions’deposit and loan interest rates
In response to the Bank of Korea’
s hikes of its call rate

Figure Ⅰ-16

target, financial institutions followed suit by the upward

Interest rates1) on bank deposits and loans,
and loan-deposit spread
(%)

adjustment of their deposit and loan interest rates.

(%p)

7.0

3.0

Average interest rates
on loans (A) (left)

Overall interest rates on loans showed a comparatively
modest rise owing to fiercer competition among

6.0

financial institutions particularly in the housing finance

Average interest rates
on deposies (B) (left)

Spread (A-B) (right)

5.0

loans market and in lending to qualified SMEs, even
2.0

4.0

though interest rates on deposits, led by those on longterm credits, rose on a similar scale to the call rate target.

3.0

During January 2006, the average interest rate on

2.0
04.1 3

5

7

9

11 05.1 3

5

7

9

1.0
11 06.1

deposits (newly-handled deposits basis) paid by banks
stood at 4.14%, which was 70 basis points higher than

Note: 1) Based on newly extended loans and deposits.

that at the end of the previous June, whereas their
Figure Ⅰ-17

interest rates on loans(newly-extended credits basis)

Average interest rates1) on bank loans by borrower
(%)

averaged 5.79%, a rise of 29 basis points over the same
period. Accordingly, banks’loan-deposit spread

(%)

7.5

7.5

7.0

7.0
Interest rates
on loans to
household

6.5

narrowed from 2.06 percentage points in last June to
1.65 percentage points in January 2006.

6.5

Interest rates on
loans to SMEs

6.0

6.0

Viewed by type of borrower, lending interest rates to

5.5

5.5

large companies moved sharply upward from last

5.0

September 2005 onwards amid heightened anticipations

5.0

Interest rates on loans
to large enterprises

4.5

4.5
04.1 3

5

7

9

11 05.1 3

Note: 1) Based on newly-extended loans.

5

7

9

11 06.1

of the policy rate hike, but from November they eased a
little, affected mostly by the competition to secure prime
corporate clients. Lending interest rates to SMEs began
to rise in September and maintained a mild upward trend
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thereafter with an expansion of lending to sole
proprietorships with low credit standing. Interest rates on
loans to households rose comparatively sharply under
the influence of the hike of the call rate target in October,
but from November onwards they eased somewhat in
response to competition among lenders to extend
housing finance loans.
KOSPI index
KOSPI index3) maintained a steeply upward trend during

Table Ⅰ-11

the latter half of 2005 apart from brief correction phases

Stock market indicators

2004
895.9

KOSPI index

1)

2006
2005
1st
2nd
1st
2nd
half
half
half
half
1,008.2 1,379.4 1,399.8 1,371.6

(10.5)

(12.5)

(54.0)

(1.5)

(-0.6)

Volume(million shares)2) 373

439

495

486

360

Value (billion won)

2,232

2,459

3,829

5,765

4,311

KOSDAQ index1)

380.3

503.2

701.8

690.2

682.4

(-15.2)

(32.3)

(84.5)

(-1.7)

(-2.8)

2)

Volume (million shares)2) 287

527

666

730

647

625

1,450

2,122

2,767

2,206

Value (billion won)2)

Notes: 1) Period-end basis.
Figures in parentheses refer to percentage changes compared
with the end of the previous year.
2) Daily average.
Source: Koscom Corp.

by the increased volume of balances in indirect
investment products such as cumulative-type funds in
this climate of rising share prices amid the gradual
emergence of a clear recovery of domestic business
activity. Consequently, KOSPI index stood at 1,379.4 at
the end of 2005, a 54% rise from the previous year-end
(895.9). Early this year, it went on to reach an historic
peak of 1,421.8 on January 16, before entering a
correction phase that brought it back down to the 1,300
level in response to a combination of factors including

Figure Ⅰ-18
KOSPI index and foreign investors’net purchase of stocks

1,500

in August and again in October. Its upswing was helped

(1980.1.4=100)

(trillion won)
KOSPI (left)

1,300

the emergence of profit-taking, corrections of share
prices in the US and Japan, and a renewed run-up in oil

1.2

prices. At the end of February 2006, KOSPI index stood

1.0

at 1,371.6, down 0.6% from its level at the end of 2005.

0.8
0.6

1,100

0.4
900

0.2
0.0

700

Looking at the trends of share trading by class of
investor, foreign investors showed a trend of overall net

-0.2
-0.4

500

Foreign investors’ net
purchase of stocks (right)

300
04.1 3

-0.6
-0.8

5

7

9

Source: Koscom Corp.

11 05.1 3

5

7

9

11 06.1

3 ) The Korea Securities and Futures Exchange on November 1, 2005
changed the names of the share price indices of the main securities
market and the KOSDAQ market from the former‘Composite Stock
Price Index’and the‘KOSDAQ Composite Index’to‘KOSPI index’
and the‘KOSDAQ index’
, respectively
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selling from August 2005 onwards up until the end of
the year. Notably during September and October, they
maintained a net selling position for 24 straight trading
days (total of 3.3 trillion won, September 22~October
26) mostly owing to profit-taking and the downturn in
investors’ optimism in the wake of the weakness of
global share prices. During the share price correction
phase in January 2006, they recorded net buying of 2.1
trillion won, but shifted back to net selling in February.
Domestic institutional investors, centering on asset
management companies, contributed to the rise in share
prices by maintaining a continued large-scale net buying
position from May 2005 onwards. In January 2006, they
showed a net selling position for profit-taking before
shifting to a net buying position in February. Individual
investors maintained a net selling position from May
2005 onwards except during the brief correction phase in
October 2005.
KOSDAQ index
The KOSDAQ index rose by a much greater margin

Figure Ⅰ-19
KOSDAQ index and foreign investors’net purchase of stocks

than KOSPI index because of a heavy buying, mostly
targeting small- and medium- cap stocks, particularly IT-

(1996.7.1=1000)

(trillion won)

800

0.20

related ones, during the latter half of 2005.

0.16

Consequently, the KOSDAQ index rose steeply by

600

0.12

84.5% over the end of the previous year (380.3) to stand

500

0.08

at 701.8 at the end of the year. In early 2006, like KOSPI

400

0.04

300

index, it underwent a correction phase after its steep

0.00

200

-0.04

700

100

KOSDAQ index (left)

-0.08

Foreign investors’ net
purchase of stocks (right)

0
04.1 3 5 7 9 11 05.1 3
Source: Koscom Corp.

decline. In the course of the decline, it triggered its
circuit breaker4) for the first time ever on January 23.

-0.12
5

7

9

11 06.1

4 ) Under the system, if the index drops more than 10% compared to the
closing price of the previous business day for one minute, the receipt of
offers for all trades and buying and selling transactions are halted for 20
minutes.
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B. Money Supply and Financial Institutions’Deposit
Monetary aggregates
During the latter half of 2005, the growth rate of money

Figure Ⅰ-20

supply was running at a high level compared to the first

Growth rate1) of major monetary aggregates

half of the year. M3 and M2 (broad money) saw their rate
(%)

(%)

15
12

M1

9

15

of growth (on an average balance basis) accelerate from

12

the 5.7% and 5.5% in the first half to 6.3% and 6.5%,

9

M3

6

6

3

3
M2

0
-3

04.1

3

Reserve base

5

7

9

11 05.1

3

5

7

0

9

-3
11 06.1

Note: 1) Compared with the same month of the previous year.
Based on monthly averages.

respectively, in the latter half, mostly owing to the
expanded supply of credit to the private sector. The
growth rate of M1 (narrow money), the indicator of
short-term liquidity conditions, accelerated to 12.9% in
the third quarter from its 8.3% in the first half of the year,
reflecting the increase of transaction demand prompted
by the resurgence of business activity and the expansion
of financial institutions’ short-term deposit balances. It

Figure Ⅰ-21

showed a rather subdued pattern in the fourth quarter,
Changes in money velocities1)

(%)
(%)
M2
4
4
3
3
2
2
1
1
0
0
-1
-1
-2
-2
-3
-3
-4
-4
-5
-5
M1
M3
-6
-6
-7
-7
-8
-8
2000.Q1 2001.Q1 2002.Q1 2003.Q1 2004.Q1 2005.Q1
Note: 1) Compared with the same period of the previous year.
Based on monthly averages.

however, easing to 9% owing to portfolio shifts into time
deposits and stock-type funds. The growth rate of reserve
money rose sharply from early in the latter half of the
year owing to the increased issuance of currency
prompted by the recovery of domestic demand.
Meanwhile, money velocity showed upturn in the fourth
quarter after slowed declines for quarters, as business
recovery gathered pace.
Money supply by sector
Looking at the details of M3 money supply by sector
during the latter half of 2005, there was an expansion of
monetary supply through the private and foreign sectors
as compared with the first half of the year, but in contrast
the government sector shifted to a net absorption position.
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The scale of money supply through the private sector

Table Ⅰ-12

during the latter half of 2005 rose sharply from the 38.7

M3 supply1) by sector
(trillion won)

2004
1st
half
13.1
-10.8
19.9
29.5

2nd
half
1.6
-5.3
21.2
16.9

-0.9
-8.5
104.2
68.4

-14.8 -16.4
-0.6
1.9

1.6
-2.5

40.5
2.6

7.2
5.2
29.9

15.6
-26.6
83.7

Year
Government
Public Sector
Private Sector
(Loans and
discounts)
(Securities)2)
(Loans in
foreign currency)3)
Foreign sector4)
Other sector4)
M3 changes

14.8
-16.0
41.0
46.4

25.4
11.3
76.4

18.2
6.1
46.5

Year

2005
1st
2nd
half half
15.5 -16.4
-3.4 -5.1
38.7 65.5
28.9 39.5
12.0
3.6

28.5
-1.0

4.3 11.3
-8.4 -18.1
46.6 37.1

Notes: 1) Changes based on period-end balance.
2) Corporate bonds, CP, etc.
3) Foreign currency credits, advanced payment against foreign
currency payment guarantees, etc.
4) Figures for 2005 are before adjustment for foreign currency
translation.

trillion won of the first half of the year to 65.5 trillion
won, owing mostly to financial institutions’ increased
underwriting of private placement bonds and acquisition
of stocks. The foreign sector also expanded the scale of
its money supply from 4.3 trillion won in the first half
year to 11.3 trillion won mainly because of residents’
large issuance of overseas bonds. The government
sector, however, shifted from its net supply of 15.5
trillion won in the first half to a net absorption of 16.4
trillion won, reflecting the reduction of the scale of fiscal
disbursements in the latter half of the year due to the
frontloading of fiscal spending in the first half.
Banks’deposits
Deposit money banks saw the growth of their deposits

Table Ⅰ-13

maintained in the latter half of 2005, with an increase of

Deposit-taking1) by financial institutions
(trillion won)

Year
Deposit money banks2)
Real demand
Time & savings
(Time)
(Instant access)
CD+RP
Cover bills
Banks’ trust account
Specific money trust
Asset management companies
Short-term bond type
Long-term bond type
MMFs
Stock type
Mixed type

-0.6
2.0
-7.4
-0.4
-7.3
4.7
0.1
-9.5
-5.0
42.0
12.8
8.7
17.7
-0.1
-4.6

2004
2005
1st 2nd
1st
half half Year half
7.2 -7.8 36.0 23.6
-0.6 2.6 8.4 4.0
-4.0 -3.4 7.4 2.6
2.7 -3.2 -8.0 -1.5
-7.0 -0.3 22.0 6.7
11.6 -6.9 21.3 16.7
0.2 -0.1 -1.1 0.3
-5.9 -3.7 1.0 -0.9
-3.9 -1.1 6.2 1.9
16.4 25.5 17.3 11.7
1.0 11.7 -14.7 -8.7
2.9 5.8 -9.8 -2.4
11.5 6.2 5.0 10.1
-0.9 0.1 17.6 4.5
1.0 -5.7 7.9 1.7

2nd
half
12.3
4.4
4.8
-6.5
15.3
4.6
-1.4
2.0
4.3
5.6
-6.0
-7.3
-5.0
13.1
6.2

2006
Jan.
~ Feb.
-8.3
-3.0
-7.7
1.0
-6.6
2.3
0.1
4.4
5.3
11.6
-2.6
-0.5
4.8
7.1
2.0

Notes: 1) Based on changes during the period.
2) Includes deposits of the government and excludes deposits at the
Korea Development Bank.
Source: Asset Management Association of Korea, etc.

12.3 trillion won. By type of deposit, demand deposits
rose by 4.4 trillion won and savings-type deposits
increased by 4.8 trillion won with the large-scale rise in
instant access accounts offsetting a reduction in time
deposits. Led by those with at least one year’
s maturity,
which were boosted by a special promotion of high
interest rate deposits from September onwards, time
deposits achieved a large increase, but from early
December they saw a large-scale contraction (-12 trillion
won) owing to withdrawals by the Korea Deposit
Insurance Corporation for the redemption of some of its
bond obligations and by local governments to disburse
their annual budgets before the end of the year. Thus for
the full six months of the latter half of the year they
shrank by 6.5 trillion won. Short-term marketable
deposits including CDs and RPs rose by 3.2 trillion won
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in the latter half. Over the first two months of 2006,

Figure Ⅰ-22

banks’deposits were contracted by 8.3 trillion won

Deposits1) at banks by product
(trillion won)

owing mostly to withdrawals for settlement funds.

(trillion won)

15
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5

5

Banks’trust account deposits swelled by 2.0 trillion

0

0

won during the latter half of 2005. By type of trust,
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-15
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Demand
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Time & savings

5
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-20

undirected money trusts account maintained its declining
trend because of withdrawals of maturing funds,
whereas directed money trusts account increased by 4.3
trillion won, led by short-term bond-type funds.

Short-term marketable

Note: 1) Based on changes during the month.

Asset management companies’deposits
Figure Ⅰ-23

Asset management companies’funds balances during the

1)

latter half of 2005 increased by 5.6 trillion won, though

Assets under management by asset management
companies by product
(trillion won)

this was only around half the scale of its increase in the

(trillion won)

15

15

10

10

5

5

buoyant stock market, stock-type beneficiary certificates

0

0

(+13.1 trillion won) and mixed-type beneficiary

-5
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11 05.1 3
MMF
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Stock and mixed type

Note: 1) Based on changes during the month.
Source: Asset Management Association of Korea etc.

-20

first half of the year (11.7 trillion won). Helped by the

certificates (+6.2 trillion won) saw a large-scale increase,
whereas bond-type beneficiary certificates, both short- and
long-term types, contracted, influenced by higher interest
rates. The balance of money market funds (MMFs)
increased greatly in scale with the large inflow of funds
moving out of bond-type beneficiary certificates, but for
the six-month period as a whole, they contracted by 5
trillion won. This was mainly because, from August
onwards, an enormous amount flowed out of MMFs in
response to the sustaining increase in market interest rates
and to the introduction of the new redemption system for
the corporate clients’funds in which money withdrawal
became delayed for one day5). In the early weeks of 2006,
5 ) For corporate clients, money withdrawal from their MMF accounts
became available on the day following their requests, whereas it had
been available on the same day before the introduction of the new
system, which came into effect on November 21, 2005.
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the outflow of funds out of bond-type beneficiary
certificates continued, but the inflow of funds into MMF
and stock-type beneficiary certificates increased, leading
to a rise of the 11.6 trillion won in deposits during the first
two months of 2006.

C. Corporate Financing and Household Credits
Banks’corporate lending
Banks’corporate lending (including that from trust

Table Ⅰ-14

accounts) during the latter half of 2005 rose by 8.3

Bank lending1) by sector
(trillion won)

trillion won, a larger scale of increase than that of the

2004
1st 2nd
Year half
half
Large enterprises -3.1 -1.1 -2.0

2005
2006
1st 2nd Jan.
Year half
half ~Feb.
3.9 0.1 3.8
0.6

first half of the year (6.6 trillion won). In terms of the

SMEs

6.9 10.9 -4.0

11.0

6.5

4.5

5.7

somewhat compared to the first half (6.5 trillion won)

Total

3.8

14.9

6.6

8.3

6.3

but maintained a convincing trend. This was mainly

9.8 -6.0

Note: 1) Includes trust account loans (except discount of CPs).
Based on changes during the period.

scale of borrower, the increase of loans to SMEs slowed

because banks expanded their lending to qualified sole
proprietorships as well as SMEs in response to shrinking
demand for housing finance loans in the wake of the
August 31 measures to counter real estate speculation.
Similarly, loans to large companies that had barely risen

Table Ⅰ-15

during the first half of the year increased by 3.8 trillion

Corporate fund-raising1) by direct financing

won during latter half, in response to the demand for

(trillion won)

2004
1st 2nd
Year half
half
-2.4 0.3 -2.6

Corporate bond
issuance (net)2)
CP issuance(net)3) -2.0 -0.8 -1.2
Stock issuance4) 3.1 1.1 2.0
-1.3 0.6 -1.9
Total

2005
2006
1st 2nd Jan.
Year half
half ~ Feb.
0.5 1.1 -0.6 -1.0
-0.5
3.8
3.9

0.4 -0.9
1.1 2.7
2.7 1.2

2.1
1.2
2.3

Notes: 1) Based on changes during the period.
2) Excludes those issued by companies under court receivership,
and in the process of mediation or workout.
3) Based on CP discounts by securities companies, merchant banks
and bank trust accounts.
4) Based on companies listed on the Korea Stock & Future
Exchange, but excludes fund-raising by financial institutions and
debt-for-equity swaps by creditor financial institutions for the
purpose of structural adjustment of corporations.
Sources: Financial Supervisory Service, Asset Management Association of
Korea.

funds from a number of companies. For the first two
months of 2006, meanwhile, corporate lending increased
by 6.3 trillion won, centering on loans to SMEs.
Direct financing
Companies’fund-raising (net increase basis) from the
direct financial markets during the latter half of 2005
carried on its upward trend of the first half of the year.
With share prices on the rise, fund-raising through the
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issue of shares was greatly increased, both in the form of

Figure Ⅰ-24

initial public offerings (IPOs) and additional offerings,

Corporate fund-raising1) by direct financing
(trillion won)

showing a rise of 2.7 trillion won for the latter half. On

(trillion won)

6

6

4

4

corporate bonds and commercial paper declined. New

2

2

issuance of corporate bonds shrank by 0.6 trillion won.

0

0

In order to secure long-term funds in advance, they were

-2

-2

-4

-4

-6

-6

the other hand, fund-raising by way of the issue of

issued on a large scale around early September when
market interest rates showed a short-lived decline.
Subsequently, however, they maintained net redemption

04.1 3

5

7

9

Corporate bond

11 05.1 3

5

7

9

CP

11 06.1
Stock

trend as demand for new issues declined due to the
increase in issuance of private placement bonds and the

Note: 1) Based on changes during the period.
Sources: Financial Supervisory Service, Asset Management
Association of Korea.

rise in market interest rates. Commercial paper, similarly,
saw a net redemption of 2.7 trillion won for the latter
half: its trend of mild net redemption was maintained
apart from July and October, but in December a number
of firms undertook the large-scale retirement of their
papers in preparation for the closing of accounts.
Net issuance of shares continued to be brisk in the early
weeks of 2006, while the issue of commercial paper
increased with the reappearance of paper in the market
as much as redeemed toward the end of the previous
year. Consequently, the total scale of net fund-raising

Figure Ⅰ-25

from the direct financial market amounted to 2.3 trillion

Major indicators of corporate funding conditions

won for the first two months of this year.
(%)

(%)

0.20

16

14

0.15
Draw-down ratio of
overdrafts (right)

0.10

12

10

During the latter half of 2005, corporate funding
conditions were generally favorable. The ratio of
defaults on bills (after adjustment for electronic

0.05
8
0.00

Corporate funding conditions

Nationwide dishonored
bill ratio1) (left)
04.1 3

5

7

9

11 05.1 3

5

7

9

Note: 1) After adjustment for electronic settlements.

11 06.1

6

settlements) and the number of companies in default
both declined greatly from their averages in the past and
the draw-down ratio of prearranged overdraft facilities,
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an indicator of the urgency of firms’ demand for funds,
also fell back greatly in the fourth quarter. The arrears
rate on banks’ business loans eased from 2.3% in the
first half of the year to 2.1% in the third quarter and fell
back further to 1.9% in the fourth quarter. Notably, even
in the case of small-scale businesses including sole
proprietorships, which had been experiencing difficulties
during the protracted downturn of domestic demand,
funding conditions presented a much improved picture
with, for example, the extension of loans by banks
increasing and the arrears rate on loans declining from
early in the fourth quarter. Overall corporate funding
conditions can be assessed as having been favorable
during the early weeks of 2006; for example, in
February, the number of defaulting firms (191)
registered its lowest ever figure.
Household credits
The pace of growth of household credits accelerated

Table Ⅰ-16

during the latter half of 2005 compared to the first half of

Household credits1)
(trillion won)

Bank loans
Non-bank financial
institution loans

2004
1st
Year half
22.6 11.5
5.9

1.3

2nd
half
11.0
4.6

29.2

2nd
half
14.9

14.9

5.0

9.9

a roughly similar scale of increase to that of the first half,
despite the slight flattening-out of the rate of increase of

Year

Merchandise credits

-1.4

-2.4

1.0

2.7

0.0

2.7

Total

27.1

10.4

16.6

46.8

19.3

27.5

Note: 1) Based on changes during the period.

the year.

2005
1st
half
14.3

Banks’household loans expanded by 14.9 trillion won,

housing finance loans following the August 31
countermeasures on real estates. Non-bank financial
institutions greatly increased their supply of loans from
the 5 trillion won of the first half of the year to 9.9
trillion won in the latter half affected mainly by the
expanded provision of mortgage loans by the Korea
Housing Finance Corporation and of special loans for
first-time housing purchasers (November 2005).
Meanwhile, merchandise credits by credit card
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companies and installment financing companies, which
had stagnated during the first half of the year, increased
by 2.7 trillion won with the resurgence of consumption.
The arrears rate on the household credits of both banks

Table Ⅰ-17

and credit card companies decreased sharply.

Major arrears rates1)
(%)

2003 2004

2005
Q1 Q2 Q3 Q4

Loans to corporations

2.4 2.5

2.3 2.4 2.1 1.9

Loans to households

2.2 2.2

2.0 1.9 1.6 1.4

Subsidiaries of banks

11.3 9.1

5.0 4.7 3.6 3.0

Particularly, the arrears rate on banks’household loans
in December 2005 registered a figure of 1.1%, its lowest
level since statistics on it were first compiled in 1998.

Banks

Credit card
companies

Stand-alone companies2) 14.1 9.0 8.2 7.6 7.1 5.9
( - ) (18.2)(15.7)(13.3)(11.9)(10.3)

Notes: 1) Simple average of monthly overdue ratios (except the end-month
in every quarter). Based on overdue over one month.
2) Based on the end of period. Figures in parentheses include rollover loans in arrears.
Source: Financial Supervisory Service.
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4. Foreign Exchange Markets
Exchange rates
The Korean won/US dollar exchange rate showed

Figure Ⅰ-26

repeated fluctuations within a range of 1,010~1,050 won

Major exchange rates1)

per dollar during the latter half of 2005.
(＼/US$)

(＼/100¥)

1,300
＼/US$(left)

1,250
1,200
1,150
1,100

1,650
1,550

Viewed by period, from early July, the exchange rate

1,450

continued to rise to 1,054.8 won per dollar on July 8,

1,350

owing to the weakness of the yen against the dollar, and

1,250

1,050

1,150

1,000
＼/100¥(right)

950

1,050

900

950

850

850

800
04.1 3

750
5

7

9

11 05.1 3

Note: 1) Closing-price basis.

5

7

9

11 06.1

large-scale offshore buying by non-residents of nondeliverable forward contracts (NDF). Subsequently, the
Korean won/US dollar exchange rate fell sharply to
stand at 1,011.6 won per dollar on August 4 under the
influence of the emergence of profit-taking, revaluation
of the Chinese yuan (July 21), S&P’
s upward adjustment
of Korea’
s sovereign credit rating (July 27) and so on.
Afterwards, the exchange rate rose gently to reach the
1,050 won per dollar level by October, mostly in
response to the stronger tone of the US dollar in line
with the Federal Reserve’
s continued ratcheting-up of
interest rates, and the net outflow of foreigners’stock
investment funds. From November onwards, though, the
exchange rate shifted to a downward trend to stand at
1,030 won per dollar in early December, pulled down
largely by non-residents’shift to the net selling of NDF
contracts. From mid-December onwards, it showed a
precipitous drop as the US dollar turned into sharp
weakness upon the emergence of the possibility that the
Federal Reserve’
s series of interest rate hikes would end
earlier than expected. Consequently, as of the end of
December 2005 the Korean won traded at 1,011.6 won
per dollar, an appreciation of 2.3% over its exchange
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value at the end of the previous year.
In early 2006, the won/dollar exchange rate maintained
the steep downward trend that brought it to around 960
won per dollar by the end of January. The Korean won’
s
firmness against the US dollar was assisted by the
combined effect of an increase in the selling of offshore
NDF contracts by non-residents and the large-scale
inflow of foreign funds for securities investment amid
growing anticipations of a further appreciation of the
Korean won. From early February, the Korean won
fluctuated within the 960~970 won per dollar range.
Two factors together put upward pressure on the
exchange rate: The greenback regained a strengthening
trend and NDF market had an inflow of long positions
by non-residents. However, they were balanced out by
the downward pressures of a continued mood of
anticipation of further appreciation of the Korean won
and the supply of dollars from export proceeds. As of the
end of February, the Korean won traded at 970.9 won
per dollar, an appreciation of 4.2% over the end of the
previous year.
Meanwhile, the intraday and day-to-day fluctuation

Figure Ⅰ-27

ranges of the Korean won against the US dollar widened

＼ /US$) fluctuations
Exchange rate (＼
(won)

again upon the sharp fall of the exchange rate in early

(won)

8

8

Day-to-day

7

7
Intra-day

6

6

2006. They had narrowed since July of the previous year
when they had temporarily widened, owing to the stable
trend of the exchange rate.

5

5

4

4

3

3

The Korean won/Japanese yen exchange rate maintained

2

2

its downward trend in the latter half of 2005. This was

1

1

because the weakening of the Japanese yen against the

0
04.1

0

US dollar, owing to sustaining interest rate hikes in US,

3

5

7

9

11 05.1 3

5

7

9

11 06.1

was very steep, whereas the softening of the Korean won
against the greenback was limited. As a result of this, the
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correlation between the won/dollar and the yen/dollar
exchange rates declined greatly from the previous year’
s
0.8 to the 0.5 level during 2005, signifying that the
synchronization of movements between the Japanese
and the Korean currencies had become weaker. As of the
end of December 2005, the Korean won had appreciated
17.9% against the Japanese yen during the course of the
year to trade at 856.1 won per 100 yen. These trends
were continued on into the early weeks of 2006, so that
the won/yen exchange rates stood at 835.0 won per 100
yen at the end of February.
Foreign reserves
Table Ⅰ-18

The foreign reserves have continued to accumulate

Foreign reserves1)
(billion dollar)

2003

2004

155.4

199.1

owing to the continuing surplus on the current account

2006

and the increase in the earnings on their management;

Mar.

Jun.

Sep.

Dec.

Feb.

205.5

205.0

206.7

210.4

216.0

for the latter half of 2005, they increased by 5.4 billion

2005

Note: 1) Period-end basis.

dollars. For the year as a whole the foreign reserves
swelled by 11.3 billion dollars over the preceding yearend figure (199.1 billion dollars) to stand at 210.4 billion

Table Ⅰ-19

dollars at the end of December. During the first two

Korea’
s sovereign credit ratings1)

months of 2006, they maintained their upward trend to
S&P

1997

A+ (24 Oct.)
A- (25 Nov.)
BBB- (10 Dec.)
B+ (22 Dec.)

1998

BB+ (17 Feb.)

1999
2000

BBB- (25 Jan.)
BBB (11 Nov.)
-

2001

BBB+ (13 Nov.)

2002

A- (24 Jul.,outlook:S)2)

2003
2004
2005

Moody’
s
A3 (27 Nov.)
Baa1 (10 Dec.)
Ba1 (21 Dec.)
Baa3 (12 Feb.)
Baa2 (16 Dec.)
-

Fitch
A+ (18 Nov.)
A (3 Dec.)
BBB- (11 Dec.)
B- (23 Dec.)
BB+ (2 Feb.)
BBB- (19 Jan.)
BBB (24 Jun.)
BBB+ (30 Mar.)
-

A3 (28 Mar.)
Upward adjustment
A (27 Jun.,outlook:S)2)
of outlook
2)
(S→P,15 Nov.)
Downward
adjustment of outlook
(P→N, 11 Feb.)2)
Upward adjustment
of outlook
(N→S, 11 Jun.)2)
A+ (24 Oct.,Outlook:S)2)
A (27 Jul.,Outlook:S)2)
-

Notes: 1) Figures in parentheses refer to the announcement dates.
2) P (Positive), S (Stable), N (Negative).

stand at 216.0 billion dollars as of the end of February.
Major components of the reserves as of the end of
February 2006 were 190.0 billion dollars (88.0%) in
foreign-currency denominated securities, 25.6 billion
dollars (11.9%) in foreign-currency deposits, and 290
million dollars (0.1%) in the form of the country’s
position with the IMF.
Overseas borrowings environment
Korea’s sovereign credit rating was adjusted upward one
grade (A- → A) by S&P, one of the major international
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credit rating institutions, in view of its positive appraisal
of the heightened soundness of the financial sector and
the increased exchange rate flexibility. Fitch also
upgraded its sovereign credit rating for Korea by one
notch (A→A+) on October 24 in recognition of the
country’ fiscal soundness, booming exports, and the
reduced risks concerning the North Korean nuclear
issue; at the same time it maintained the outlook for the
sovereign credit rating as ‘Stable’. Reflecting these

Table Ⅰ-20
Spreads on Foreign Exchange Stabilization Fund (FESF)
bonds and short-term borrowings
(bp)

2003 2004

2005

2006

Dec. Dec. Jun. Sep. Dec. Jan. Feb.
45

65

65

60

65

63

63

Short-term borrowings2) 18

16

13

7

10

6

6

1)

FESF bonds (2013)

Notes: 1) Spread on US T-notes, period-end basis.
The number in the parenthesis refers to the maturity.
2) Spread on LIBOR, period-average basis.

upgrades of the sovereign rating, the spread over US
Treasuries on Foreign Exchange Stabilization Fund
Bonds (on the basis of 2013 maturities) was maintained
at the low level of 60~65 basis points, while that over
LIBOR on short term borrowings by domestic banks
similarly registered its lowest-ever level of 6~10 basis
points from the latter half of 2005 onwards. Thus the
environment for foreign currency borrowings was
consistently favorable and this trend was carried on into
this year.
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5. Prices
Consumer prices
Table Ⅰ-21

During the latter half of 2005, the upward trend of

Major consumer price indicators1)
(%)

Consumer Prices

2005
2004
2006
Jan.
1st
2nd
1st
2nd
Year half half Year half half ~Feb.
3.6 3.3 3.8
2.7 3.1 2.5
2.5
(3.0) (2.0) (1.1) (2.6) (1.6) (0.9) (1.0)

consumer prices (CPI basis) flattened out somewhat
compared to the first half (+3.1%), showing a rise of
2.5% year-on-year. For the year as a whole its rate of
increase fell from the previous year’
s 3.6% to stand at

Agricultural, livestock
and marine products

8.9 9.5 8.3
(3.2) (3.0) (0.2)

1.8 3.7 0.2
(1.6) (2.0) (-0.3)

1.6
(3.9)

Industrial products

2.6 1.6 3.6
(2.8) (1.7) (1.1)

3.7 3.5 4.0
(4.1) (2.3) (1.8)

3.3
(0.4)

8.9 5.7 12.1
8.1 6.5 9.6
(7.2) (5.5) (1.6) (10.8) (5.3) (5.3)

12.4
(1.7)

sharp appreciation of the Korean won and the stability of

Services

3.1 3.1 3.0
(3.1) (1.9) (1.2)

2.4 2.6 2.1
(2.0) (1.1) (0.9)

2.3
(0.8)

agricultural, livestock and marine product prices while

(Rents)

1.6 2.2 1.0
(0.4) (0.5) (-0.1)

-0.2 0.0 -0.3
(-0.3) (-0.3) (0.1)

-0.2
(0.1)

demand pressures still remained weak. By period, during

(Public service charges) 2.5 1.7 3.4
(4.7) (1.7) (3.0)

3.2 3.8 2.5
(1.9) (0.4) (1.5)

2.9
(1.6)

(Private services)

4.1 4.2 3.9
(3.7) (2.8) (0.9)

3.2 3.4 3.0
(3.1) (2.2) (0.8)

3.2
(0.6)

Cost-of-living

4.9 4.3 5.6
(4.5) (2.8) (1.6)

4.1 4.6 3.4
(3.7) (2.4) (1.2)

3.6
(1.5)

Core inflation

2.9 2.6 3.1
(2.9) (2.0) (0.9)

2.3 2.8 1.9
(1.9) (1.4) (0.5)

1.7
(0.5)

(Petroleum products)

Note: 1) Compared with the same period of the previous year.
Figures in parentheses refer to rates of increases of the last month
of each period compared with the last month of the previous year.
Source: Korea National Statistical Office.

2.7%. This improvement, which occurred despite the
run-up in international oil prices, was attributable to the

the third quarter, consumer price inflation stood at 2.3%,
its lowest level since the second quarter of the year 2000
(1.6%) as the prices of agricultural, livestock and marine
products held stable owing to benign weather conditions,
offsetting the effects of the steep rise in the prices of
petroleum products generated by the run-up in
international oil prices. During the fourth quarter, even
though the size of the increase in charges for individual
services and public utilities widened somewhat,
consumer price inflation marked only 2.5% as the prices
of petroleum products shifted back to a downward trend
and the prices of agricultural, livestock and marine
products fell on a larger scale than in the preceding
years. In the early part of 2006, both industrial product
prices and charges for individual services rose, but
agricultural, livestock and marine product prices held
stable and housing rents declined, so that for the first two
months of the year, consumer price inflation registered
2.5% year-on-year.
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Looking at the movements of consumer prices by
commodity group during the latter half of 2005, the
prices of petroleum products climbed 9.6% year-on-year
under the impact of high oil prices while the prices of
industrial products as a whole increased at a rate of 4.0%
as against 3.5% in the first half of the year. On the other
hand, the prices of agricultural, livestock and marine
products were exceptionally stable, showing no more
than a 0.2% rise thanks to benign weather conditions.
Service charges saw a deceleration of their rate of
increase from the 2.6% of the first half to 2.1% in the
latter half, as the upward trend of charges for public
utilities and individual services was blunted and
household rents declined.
Figure Ⅰ-28

Dividing the influences affecting consumer prices during

Major price factors1) in recent years

2005 into domestic and overseas factors, the domestic

(Domestic factors)

sector including business activity, wages, and housing

GDP
2001~2003 average
2004
2005

prices, was generally favorable compared to the
preceding years. But in the overseas sector, exchange
rate movements served as a stabilizing force whereas oil
prices acted as a destabilizing force.
Meanwhile, the rate of increase in the cost of living

Wages

Housing price

(Overseas Factors)

index, which measures the prices of necessities that are
frequently purchased by consumers, decelerated from

Exchange rate

the 4.6% of the first half of 2005 to 3.4% in the latter

2001~2003 average
2004
2005

half of the year. The gap between this and the rate of
increase in the CPI narrowed from the first half’
s 1.5
percentage points to stand at 0.9 of a percentage point in
the latter half.

Other raw material price
(IMF index)

International oil price
(Brent crude)

Note: 1) Based on rates of increase over the previous year.
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Core inflation
The rate of core inflation6), the inflation target index of

Figure Ⅰ-29

the Bank of Korea, decelerated greatly from the first

CPI and core inflation1)

half’
s 2.8% year-on-year to 1.9% in the latter half.

(%)

(%)

6

Seen by quarter, the rate of core inflation remained fairly

5

constant, running at 1.9% in the third quarter and 1.8%

4

in the fourth quarter. The major contributors to the low

3

3

level of core inflation in the latter half of 2005 were the

2

2

6

CPI inflation

5
4

Annual target
range (3±1%)

Target range for
2004~2006
(2.5~3.5%)2)

Core inflation
Medium-term
target

1
0
2002.1

2003.1

1

2004.1

2005.1

0

2006.1

Notes: 1) Compared with the same period of the previous year.
2) Based on the average annualized rate of increase during the
period.

overall stability of charges for services and the apparent
slowing of the rate of increase in charges for public
utilities owing to a base-period effect resulting from their
sharp rise in the same period of the previous year. This
low and stable trend was carried on into the first two
months of 2006, with the year-on-year rate of core
inflation remaining at 1.7%.
Looking at the contributions to the rate of core inflation

Figure Ⅰ-30

by major commodity group during the latter half of

Degree of contribution1) to core inflation
(%, %p)

2005, that of grains and livestock prices fell from 0.36

(%, %p)

4

4

Core inflation

3

3

2

2

1

1

0

0

-1

-1
2nd half 2006 Jan.~Feb.

percentage points in the first half of the year to a
negative contribution of 0.07 percentage points while
housing rents changed from a zero contribution to a
negative contribution of 0.05 percentage points. Both of
these helped bring down the rate of core inflation. The
contribution of industrial product prices other than
petroleum products narrowed slightly from 0.86

2004 1st half

2nd half

2005 1st half

Agricultual, livestock and marine products
Industrial products (excluding petroleum products)
Rents
Private services

Public services (excluding piped-gas)

Note: 1) Compared with the same period of the previous year.

percentage points in the first half to 0.79 percentage
points. Apart from this, charges for public services and
utilities (except piped-gas) and those for individual
services saw their contributions decline over the same
period from 0.51 percentage points and 1.05 percentage
6 ) The present inflation target has been set at a range of 2.5~3.5% for the
period 2004~2006 in terms of the average annualized rate of core
inflation (the CPI stripping out petroleum products and agricultural
products apart from grain)
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points to 0.37 percentage points and 0.93 percentage
points, respectively.
Examining the factors making for change by sector, on
the demand side, upward pressures on prices remained
weak owing to the resistance of a negative GDP gap
even though the recovery trend of domestic demand
gradually emerged. On the cost side, higher oil prices
and the run-up in the prices of other raw materials both
acted as upward pressures, but the decline in unit labor
costs brought about by higher productivity served as a
downward factor, given the moderation of wage

Table Ⅰ-22
Differentials between rates of CPI and core inflation

increases.

(%p)

2000

2001

2002

2003

2004

0.4

0.5

-0.3

0.5

0.7

Year

2005
1st half 2nd half

0.4

0.3

0.6

The gap between the rates of consumer price inflation
(2.5%) and core inflation(1.9%) widened from the 0.3
percentage points in the first half of 2005 to 0.6
percentage points in the latter half. This was largely

Table Ⅰ-23

attributable to the surge in international oil prices and

Increase rates of major prices and degree of contribution1)
by products

consequent run-up in petroleum product prices, which

(%, %p)

2005
1st
half
2.7
3.1

2000~2003 2004 Year
CPI inflation

3.2

Supply shock-related products2)
<183.9> Rates of Increase
5.2
Contribution
0.98
Domestic demand-related
products3)
<515.9> Rates of increase
3.1
Contribution
1.61
Other products4)
<300.2> Rates of increase
1.9
Contribution
0.56
Core inflation
2.9
<883.5>

3.6

are not included in core inflation. The rate of increase in
the prices of supply shock-related products, including

2nd
half
2.5

petroleum products, eased from its 4.7% of the first half
high rate of increase compared with other products. The

8.4
1.61

4.0
0.80

4.7
0.94

3.3
0.66

2.7
1.41

1.8
0.94

1.9
1.00

1.8
0.92

2.1
0.60
2.9

3.4
0.97
2.3

3.9
1.11
2.8

3.0
0.86
1.9

to 3.3% in the latter half, but still showed a relatively
prices of domestic demand-related items, which would

Notes: 1) Contributions to consumer prices. Figures in brackets refer to
weighting in consumer price index (total weighting is 1,000.0).
2) Agricultural, livestock and marine products, petroleum products,
public transportation fares, piped-gas, etc.
3) Textile goods, domestic demand-related industrial products,
private services, rent, etc.
4) Processed foods, computer-related products, semi-anufactured
products such as gold rings, and public utilities charges except
for public transportation fares and piped-gas.

be heavily influenced by consumption and household
incomes, though, marked only a 1.8% rise, so that its
contribution to the rate of increase in the CPI fell from
the 1.0 percentage points of the first half to 0.9
percentage points in the latter half. In addition, there was
a decline from 3.9% of the first half to 3.0% in the rate
of increase of prices of other items, a category that
includes both charges for public services, the scale of
whose increase is set in line with the government’
s
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policies related to prices, and industrial products, which
are influenced by changes in domestic demand and
international raw material prices. Consequently, their
contribution to CPI fell from 1.1 percentage points to 0.9
percentage points. For the year 2005 as a whole, the gap
between the rates of consumer price inflation and core
inflation narrowed from the previous year’
s 0.7
percentage points to 0.4 percentage points.
Producer prices
The Producer Price Index (PPI) witnessed a sharp

Table Ⅰ-24

slowdown in its year-on-year rate of increase from the

Producer prices1)
(%)

Producer Prices
Goods

2004
1st
Year half
6.1 5.2
(5.3) (4.3)

2nd
half
6.9
(1.0)

7.5 6.2 8.8
(6.9) (5.7) (1.1)

2005
1st
Year half
2.1 2.7
(1.7) (0.6)

2006
2nd Jan.
half ~Feb.
1.6
1.9
(1.1) (0.6)

2.4 3.3 1.6
(1.6) (0.5) (1.1)

2.0
(0.7)

(Agricultural,
12.1 18.3 6.3
-3.7 -2.5 -4.9
livestock and
(-4.4) (4.7) (-8.7) (-1.2) (4.2) (-5.2)
marine products)

-5.4
(1.7)

(Industrial products) 7.5 5.6 9.5
(8.1) (6.1) (1.8)

3.1 4.1 2.3
(2.1) (0.4) (1.7)

2.6
(0.5)

(Electric power,
water and gas)

0.9 -0.5 2.2
(4.6) (0.6) (4.0)

1.2 1.4 1.1
(0.4) (-2.7) (3.2)

4.6
(3.2)

Services

2.8 3.0 2.7
(2.1) (1.1) (0.9)

1.3 1.3 1.4
(1.6) (0.5) (1.1)

1.6
(0.5)

Note: 1) Compared with the same period of the previous year.
Figures in parentheses refer to rates of increase compared with the
last month of the previous period.

first half (2.7%) of 2005 to stand at 1.6% in the latter
half of the year. For the year as a whole, the rate of
increase in the PPI stood at only 2.1%, which
represented a large-scale decrease from its pace in the
preceding year (6.1%). By quarter, the PPI rose no more
than 1.7% during the third quarter owing to the sharp fall
in the prices of agricultural, livestock and marine
products and the stability of service charges. During the
fourth quarter, the rate of producer price inflation slowed
further to 1.5%, as the downward trend of agricultural,
forestry and marine product prices continued on into the
quarter, along with the blunting of the upward trend of
the prices of industrial products. During the first two
months of 2006, it rose at a rate of 1.9% owing to the
increase in charges for electricity, water and piped-gas.
Viewing the movements of producer prices by
commodity group, during the latter half of 2005, the
prices of agricultural, forestry and marine products fell
by 4.9% year-on-year, led downward by those of grains
and marine products, while charges for services were
held to a 1.4% rise thanks to the lowering of freight
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transport charges. The prices of industrial products
shrugged off the steep price rises for internationally
traded raw materials and particularly crude oil to
increase just 2.3%, a sharp slowdown compared to the
first half of the year(4.1%).
Export and import prices
During the latter half of 2005, export prices (Korean -

Table Ⅰ-25

won basis) fell by 7.0% year-on-year, continuing the

Export and import prices1)

Export prices

(%)

Korean won-basis

2004
1st 2nd
Year half
half

2005
1st 2nd
Year half
half

2006
Jan.
~Feb.

6.2
4.4
8.0
(-2.8) (2.4) (-5.1)

-6.7 -6.3 -7.0
(-3.1) (-3.0) (-0.2)

-4.2
(-2.9)

Contract-currency 9.6 6.7 12.5
(9.7) (5.9) (3.6)
basis

centering on audio visual devices & telecommunication
equipment. The slowdown came largely in response to
the appreciation of the Korean won and intensified

4.6
(0.9)

7.5
1.8
(1.8) (-0.9)

2.0
(2.4)

8.2 12.1
(0.7) (5.1) (-4.2)

2.9
(10.2)

0.5
5.2
(6.2) (3.8)

9.3
(-1.0)

of the Korean won in the first two months of 2006, export

(Raw materials)

12.2
9.6 14.8
(2.7) (6.7) (-3.7)

5.3
(13.4)

2.6
7.8
(8.4) (4.7)

12.7
(-0.4)

prices fell at a rate of 4.2%. Looking at export prices on a

(Capital goods)

-0.6
1.0 -2.3
(-9.7) (-3.5) (-6.4)

-11.0 -11.5 -10.4
(-8.5) (-6.5) (-2.1)

-10.1
(-5.4)

contract-currency basis, which eliminate the effect of

(Consumer
goods)

5.1
4.2
6.0
(-5.1) (1.1) (-6.1)

Korean won-basis 10.2

Import prices

downward trend of the first half (-6.3%) of the year and

Contract-currency 13.2 9.9 16.5
(13.4) (8.5) (4.6)
basis
Exchange rate2)

+4.2

+3.4

+5.0

-4.2
(0.3)

-5.1 -3.3
(0.5) (-0.2)

-3.3
(-3.0)

15.2 15.1 15.4
(15.3) (11.5) (3.4)

16.8
(4.4)

+11.7 +14.9

+5.4

+8.7

Notes: 1) Compared with the same period of the previous year. Figures in
parentheses refer to the rates of increase of the last month of each
period compared with the last month of the previous period.
2) ＼/US$ basis, year-on-year average rate of appreciation of the
Korean won against the US dollar during the given period.

competition. Owing to the continued sharp strengthening

exchange-rate fluctuations, the rise in prices was no more
than 1.8%, a substantial blunting of the upward trend
compared to the first half of the year (7.5%).
Import prices (Korean-won basis) rose 5.2% year-onyear during the latter half of 2005, much faster than in
the first half (0.5%) owing to the widened scale of the
run-up in internationally traded raw material prices and
especially crude oil. In the first two months of 2006, the
rate of increase in import prices rose even higher to
reach 9.3% year-on-year. On a contract-currency basis,
which strips out the effect of exchange rate fluctuations,
import prices rose 15.4% year-on-year. The appreciation
of the Korean won was seen to act as a major factor
underlying the stability of import prices during the latter
half of the year.
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Real estate prices
In the latter half of 2005, real estate prices saw their rate

Table Ⅰ-26

of increase slow down compared to the first half of the

Housing prices and leasehold deposits1)
(%)

Housing prices

2004
1st 2nd
Year half
half
-2.1 -0.1 -2.0

2005
1st
Year half
4.0 2.4

Apartments

-0.6

1.0

-1.5

5.9

3.7

2.1

1.1

Seoul

-1.0

1.6

-2.6

9.1

5.7

3.2

2.1

(Gangnam)

-1.3

1.9

-3.2

13.5

9.5

3.7

2.9

year. Housing prices decelerated from their 2.4% rate of

2006
2nd Jan.
half ~Feb.
1.6
0.8

increase compared to the last month of the preceding
affected by the government’
s August 31 package of

period in the first half to a rate of 1.6% in the latter half,
measures to cool the real estate market. Notably, the rate

-4.1

3.0

0.8

2.2

0.8

of increase in apartment prices in the Gangnam area of

Apartments

-2.7

0.5

-3.2

5.7

2.1

3.6

1.1

Seoul

-4.4 -0.2

-4.2

6.2

0.7

5.4

1.8

Seoul fell from the 9.5% of the first half to 3.7% in the

1.4

5.0

2.7

2.3

0.42)

Leasehold deposits -5.0 -0.9

Land prices

3.9

2.5

Notes: 1) Compared with the last month of the preceding period.
2) Based on January.
Sources: Ministry of Construction and Transportation, Kookmin Bank.

latter half. Nevertheless, in the early part of 2006, the
upward trend accelerated a little once again, led by
prices of remodeled apartments in the Gangnam area
and prices in the Pangyo outer-suburban residential area.
Housing rents, whose movements are largely dependent
on real effective demand, rose by a wider margin of
2.2% in the latter half of 2005, as against 0.8% in the
first half of the year, owing to a shift of demand from
purchasing to rental following the unveiling of the
countermeasures on August 31. Housing rents
demonstrated a firmly-upward trend in the early months
of 2006.
Land prices rose by 2.3% during the latter half of 2005,
with their continued upward trend led by prices in areas
designated as ‘new towns’ within Seoul and in the sites
chosen as ‘company towns’.
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< Box I-3 >

Reasons for the slowdown in the rate of price increases since 2000
Since the year 2000, the rate of price increases in Korea has fallen compared to the past. Contrasting the years
1993~1997 and 2000~2005, the average rate of increase in the CPI fell from 5.0% to 3.3% while core inflation
dropped from 4.6% to 3.0%. Notably, the rates of consumer price and core inflation marked only 2.7% and 2.3%
in the year 2005, respectively.
Rate of price increases by commodity group
(year-on-year %, %p)

Classification

Commodity group

Weight

Consumer price index
(Core inflation)
Overall
(Agricultural, livestock and
marine products)
(Industrial products)
Overall

Products

Services

Average annualized rate of increase

Differential

1993~1997 (A)

2000~2005 (B)

2005

1,000.0

5.0

3.3

2.7

(B-A)
-1.7

883.5
450.3

4.6
4.1

3.0
3.4

2.3
3.1

-1.6
-0.7

107.4

5.1

5.8

1.8

0.7

342.9

3.6

2.6

3.7

-1.0
-2.8

549.7

6.1

3.3

2.4

(Housing rents)

131.4

3.6

2.9

-0.2

-0.7

(Public utilities)

150.9

6.7

2.8

3.2

-3.9

(Individual services)

267.4

7.2

3.7

3.2

-3.5

In the discussion below we analyze the factors that have contributed to the lowering of the rate of price increases
since the year 2000.
Firstly, the stagnant domestic demand reduced upward pressures on the demand side. In the aftermath of the currency crisis, the protracted depression of domestic demand in the form of consumption and investment, apart from
a few brief periods, caused the GDP gap to narrow sharply, and recently it has moved into negative territory for a
considerable period of time.
GDP growth rate and GDP gap ratio
( %)

(%)

15

15
GDP growth rate (year-on-year)

10

10

5

5

0

0

-5

-5
GDP gap ratio (year-on-year)

-10

1990

1993

1996
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Secondly, the appreciation of the Korean won has contributed greatly to the stability of prices. The underlying
appreciation of the Korean won has generally been maintained under the influence of buoyant exports and the
expanded inflows of foreign capital. Consequently, the rate of increase in the price of imported goods has fallen
on a Korean-won basis, despite its rise in terms of the contract-currency. Notably, even though international oil
prices increased steeply during 2005, import prices rose no more than 2.9% on a Korean-won basis, thanks to the
Korean won’s appreciation.
Import prices and won/dollar exchange rates
(year-on-year %, %p)

1993~1997 (A)

2000~2005 (B)

2003

2004

2005

Import prices (contract -currency basis)

B-A

1.3

5.8

5.0

13.2

15.2

4.5

Import prices (Korean- won basis)

4.7

3.3

1.8

10.2

2.9

-1.4

Won/dollar exchange rate (average)

4.3

-2.2

-4.7

-4.0

-10.5

-

Thirdly, the enlarged import of low-price consumer goods from China and other countries helped limit price
increases. The weight of imports from China in total imports widened greatly from 11.0% in 1995~1997 to
32.7% in 2005. This led to heightened price competition in the domestic market, which held back the increase in
the prices of domestic products. In addition, the entry of low-wage foreign workers had the effect of containing
wage rises particularly for basic labor-intensive businesses, restaurants and light-industry firms relying on
unskilled labor.
Weights of Chinese imports by commodity type
(%)

Direct consumption goods

1995~1997

2000

2001

2002

2003

2004

2005

12.7

17.4

20.9

20.0

20.5

24.3

23.3

(Processed foods)

12.4

15.6

16.7

18.0

19.5

24.7

28.5

(Fish)

22.5

38.4

41.9

41.1

39.0

42.0

40.6

29.5

44.5

47.0

52.4

55.8

58.5

58.7

43.2

68.9

71.7

76.2

77.1

78.6

77.5

6.2

13.1

15.5

17.9

18.1

20.4

26.7

21.5

27.0

29.2

31.9

33.9

39.8

41.8

11.0

22.2

23.3

27.2

28.7

27.2

32.7

Non durable goods
(Clothing)
Durable goods
(Electric home appliance)
Total

Fourthly, charges for individual services became much more stable compared to the past in view of the oversupply
that arose in individual service sectors such as restaurants and tutoring institutes as the number of small-scale business startups increased in response to the worsening labor market situation in the aftermath of the currency crisis. For
example, the number of restaurants per thousand persons increased from 10.4 in 1993~1997 to 12.7 in 2000~2005.
Fifthly, the impact of the run-up in international oil prices on domestic prices was weaker than in previous
episodes. The taxation of all kinds of oil was changed in 1996 from an ad valorem basis to a quantitative basis;
there is an increasing tendency for firms to be forced to absorb the impact of high oil prices themselves, being
unable to pass them on to consumers owing to the intensified competition; and there has been a weakening of the
dependency on oil in production processes. Consequently, even though international oil prices rose steeply, the
consumer prices of petroleum products were held to a modest rise. In the first nine months of 2005, the pretax
price of petroleum rose by 11.3% year-on-year, but the price at the pump rose only 3.5%.
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II. Conduct of Monetary Policy

1. Call Rate Target
Figure Ⅱ-1

Since the latter half of 2005, the Bank of Korea has

Overnight call rate target

conducted monetary policy in such a way as to reduce
5.5
5.0
4.5

(%)

(%)

5.5

the trend toward the improvement of the real economy,

(Feb. 8, 2001)

5.0

(Jul. 5)
(May 7, 2002)

(Feb. 9, 2006) 4.0
(Dec. 8)

4.0
(Sep. 19)

(May 13, 2003)
(Jul. 10)

3.5

(Oct. 11, 2005)

3.5

(Aug. 12, 2004)
(Nov. 11)

Jan. 2002

Jan. 2003

Jan. 2004

Jan. 2005

3.0
Jan. 2006

(%)

4.5

(Aug. 9, 2001)

(Feb. 9, 2006) 4.0
(Dec. 8)
3.5
(Oct. 11, 2005)

(Sep. 19)
(Jul. 10, 2003)

(Aug. 12, 2004)
(Nov. 11)

3.0

2.0

1.0
Jan. 2001

Aggregate credit ceiling
loan interest rate
Jan. 2002

3.0
(Feb. 9, 2006)

(Sep. 19, 2001)

1.5

each time, adjusting it upward from 3.25% to 4.0%. At

Loans, though, was held at the 2.0 % set in November
5.0

4.0

2.5

December 2005 and February 2006, by 25 basis points

3.75%. The interest rate on Aggregate Credit Ceiling
(%)

Liquidity adjustment
loan interest rate

3.5

its call rate target on three occasions, in October and

Adjustment Loans by the same margin from 3.0% to

Interest rates on aggregate credit ceiling loans
and liquidity adjustment loans
5.0

In line with this policy stance, the Bank of Korea raised

the same time, it raised the interest rate on Liquidity

Figure Ⅱ-2

4.5

paying careful attention to price stability.

4.5

(Aug. 9)

3.0
Jan. 2001

the degree of accommodation step by step in response to

Jan. 2003

(Aug. 12, 2004)
(Nov. 11)

Jan. 2004

2.5

small and medium enterprises. It was raised only on one
occasion, in February 2006, when it was increased by 25
basis points to 2.25%.

2.0
1.5

Jan. 2005

2004, in view of the continued business difficulties of

1.0
Jan. 2006

In order to underpin the recovery of business activity, the
Bank of Korea had kept its policy rate at a low level.
Keeping interest rates low for a long period, however,
had been accompanied by the side-effects of increasing
upward pressure on asset prices and concentrating
financial institutions’ funds at the short-term end. As the
recovery trend of the real economy became more clearly
evident, it was necessary to gradually dispel the sideeffects and, at the same time, to counter preemptively the
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upward pressures on prices anticipated in the course of
future business recovery.
Table Ⅱ-1

Increase of the call rate target in October 2005

Major real economic indicatiors1)
(%)

2005

2004
Year Q1
GDP growth rate2)

Q2

Q3

2006
Q4

4.7 2.7 3.2 4.5 5.3
(0.5) (1.4) (1.6) (1.6)

Year Jan.
4.0

Domestic business activity had begun to improve to a
modest degree from the second quarter of 2005 and,

-

from the third quarter, a clearly marked recovery trend

Exports3)

31.0 12.7

Imports3)

25.5 14.8 15.2 21.1 14.6 16.4 17.3

had emerged. Exports maintained their trend of double-

Consumer goods sales

digit growth while the growth of private consumption,

9.0 15.4 11.4 12.0

3.8

-0.8 1.2

3.4 4.4

6.8

3.9

9.4

Facilities investment estimates 1.4 3.9

1.4 1.1

7.0

3.4

0.2

Construction work-in hand

11.1 1.9

9.6 3.8

6.9

5.7

4.6

which had shown an improving pattern of movements

Manufacturing production

10.5 3.3

3.4 7.4 10.4

6.2

6.6

2.4 5.4

3.6

6.9

for some time, accelerated. At the same time, both

Service activities

0.6 0.8

5.8

manufacturing production and service sector activity

Notes: 1) Compared with the same period of the previous year.
2) Figures in parentheses refer to the seasonally-adjusted rates of increase
compared withover the previous period.
3) Customs-clearance basis.
Sources : Korea National Statistical Office, Korea Customs Service.

demonstrated comparatively high rates of increase. The
GDP growth rate, consequently, accelerated from its
3.2% year-on-year of the second quarter (seasonally
adjusted 1.4% quarter on quarter) to stand at 4.5%

Figure Ⅱ-3

(seasonally adjusted 1.6% quarter on quarter) in the third

Long- and short-term interest rates in Korea and the US

6

(%)

(%)

Yields on 10-year Treasury bonds (Korea)
Yields on 10-year Treasury bonds (US)

5

quarter and appeared likely to converge on to the level of
6
5

the potential growth rate from the fourth quarter.
Although consumer price and core inflation presented
stable trends, it was considered that the upward pressures

4

4

3

3

international oil prices would remain latent. Besides this,

2

the US Federal Reserve was continuing to ratchet up its

1

Federal Funds rate target so that the gap between Korean

0

and US policy rates was widening even further.

Overnight Call rate (Korea)
2
1
0
04.1 3

Federal Funds rate (US)

5

7

9

11 05.1

3

5

7

9

11 06.1

on the cost side generated by the sharp run-up in

Taking this environment into consideration, in October
2005, the Bank of Korea undertook a 25-basis point
increase of its call rate target to 3.5% from its historically
lowest level of 3.25% maintained since the preceding
November.
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Table Ⅱ-2

The financial markets reacted sensitively before and

Interest rates1) on bank deposits and loans

after this increase of the call rate target. Amid mounting
(%)

2004

2005

2006

anticipations that the policy rate would definitely be
raised despite the September decision to hold it steady,

Dec. Aug. Sep. Oct. Nov. Dec.

Jan.

Interest rates on deposits 3.41 3.48 3.80 3.86 3.96 4.14

4.14

long-term market interest rates rose steeply during that

Interest rates on loans

5.79

month, but the scale of their upward movement

5.52 5.49 5.61 5.73 5.71 5.74

Note: 1) Based on newly-handled loans and deposits.

narrowed following the actual raising of the call rate
target in October. Similarly, short-term market interest
rates, whose rise in September had reflected
anticipations of a hike of the policy rate, showed little
reaction to its actual increase. Additionally, financial
institutions promptly adjusted their deposit and lending
interest rates upward, in parallel with the Bank of
Korea’s hike in the call rate target. Lending rates were
raised by a similar margin to the call rate target whereas
deposit rates were increased to a much greater extent led
by long-term deposit rate in expectation of higher fundraising cost stemming from future interest rate hikes.
Despite the increase of the policy rate, share prices
continued on their upward course amid widespread
anticipations of a further recovery of business activity,
and so on.
Increase of the call rate target in December 2005
In November 2005, the Bank of Korea kept the call rate
target on hold at 3.5%, deeming it desirable to observe
for somewhat longer the changes in the economic
conjuncture and the transmission effects of the preceding
month’s interest rate hike. In December, though, it raised
the call rate target by an additional 25 basis points to
3.75%. Its decision to do so was based upon the
assessment that exports had maintained their strong
growth pace even after the October’s increase of the
policy rate; that the recovery pace of domestic demand
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led by the private consumption had become even more
clearly evident; and that economic forecasts pointed to
the Korean economy attaining the 5% level of its
potential growth rate in 2006. There was also seen to be
a strong possibility that the rate of core inflation would
rise above the mid-point of its target range from the
latter half of 2006 as the GDP gap narrowed with the
resurgence of business activity. Although real estate
prices had generally remained stable following the
government’s comprehensive countermeasures on
August 31, renewed upward movements had become
evident from the beginning of December, centering on
the Gangnam area of Seoul. Furthermore, as
anticipations of an additional rise of the call rate target
had become widespread in the financial markets, it was
desirable to dispel the market uncertainties over the
timing of the policy rate hike.
Like October’s increase of the call rate target, that
undertaken in December exercised an influence on the
financial markets, though to a somewhat different degree
and in a rather different direction.
Long-term market interest rates had shown a large-scale
rise from the end of November in line with the greater
likelihood of a further rise of the policy rate as the
Monetary Policy Committee had been unanimous in its
decision to raise the call rate target in October. They fell
back slightly, however, following the actual increase of
the policy rate in December as greater prominence was
given to the dispelling of uncertainty over the policy
stance. In contrast, short-term market interest rates
moved upward upon the hike of the overnight call rate
target. As in October, financial institutions moved to
raise their deposit and lending interest rates. Deposit
rates were raised on a similar scale to the call rate hike,
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above all in the case of long-term deposit rates, but
lending rates fell slightly under the impact of the
intensified competition among financial institutions to
make loans. Share prices moved further upwards on
anticipations of economic recovery and continued
inflows of funds into the stock market; in fact, the stock
price index attained its highest-ever level even after the
increase of the policy rate.
Increase of the call rate target in February 2006
In the early weeks of 2006, major price indicators

Figure Ⅱ-4

including the oil price, the exchange rate and share

International oil prices1)

prices had all started to show movements that posed
(US$/barrel)
80
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60

(US$/barrel)

Call rate target increase (Feb. 9)
Call rate target decrease (Nov. 11) Call rate target increase (Dec. 8)
Call rate target increase (Oct. 11)
Call rate target decrease
(Aug. 12)

80
70
60

increasing downside risks to growth. International oil
prices had risen steeply from the beginning of the year
amid heightening geopolitical risks, including the Iranian
nuclear issue and terror attacks on Nigerian oil facilities.

50

50

From mid-December 2005 onwards, the won/dollar

40

40

exchange rate had decreased sharply owing to the global

30
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weakening of the US dollar and the inflow of foreign
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had retreated considerably from mid-January with the

Note: 1) Based on Brent crude oil.

emergence of the accumulated pressure for a correction.
Figure Ⅱ-5

It was expected, however, that the originally forecast 5%
Won/dollar exchange rates

growth rate would be attainable, even though there was a
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degree of downside risk. This was based on the fasterthan-expected emergence of a recovery trend in
domestic business activity, led by private consumption
and facilities investment, with the GDP growth rate for
the fourth quarter of 2005 coming in at 5.3% year-onyear (seasonally-adjusted 1.6% quarter-on-quarter). On
the prices front, there was still as before the existence of
potential upward pressures generated by the business
recovery and higher oil prices while real estate prices,
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particularly in Seoul and certain of its suburban areas,

Table Ⅱ-3

were showing a sharp rise amid anticipations of a

Real estate prices1)
(%)

2005

lightening of regulations on the reconstruction of
apartment complexes. Taking these points into overall

2006

Mar. Jun. Sep. Oct. Nov. Dec. Jan. Feb.

consideration, the Bank of Korea in February 2006

Housing prices

0.4

0.8

0.2

0.0

0.0

0.2

0.3

0.5

Apartments

0.6

1.2

0.2

0.0

0.0

0.2

0.5

0.6

proceeded to undertake a further 25-basis point rise in its

0.5

2.2

0.2

-0.2

0.2

0.5

0.9

1.1

0.7

3.7

0.0

-0.4

0.4

0.8

1.4

1.5

call rate target to 4.0%.

0.3

0.8

0.2

0.3

0.4

0.4

0.4

-

Seoul
(Gangnam)
Land prices

Note: 1) Compared with the last month of the preceding period.
Sources: Kookmin Bank, Ministry of Construction & Transportation.

Following the hike of the call rate target, market interest
rates showed similar movements to those following the
rise undertaken in the previous December. Short-term
market interest rates rose on a similar scale to the call
rate target whereas long-term market interest rates
showed downward stability, as anticipations of
additional policy rate hikes weakened greatly. Financial
institutions also adjusted their deposit and lending
interest rates upward, but the scale of the rise was
restrained.
Deepening of communication with financial markets
The Bank of Korea made positive efforts to ensure

Table Ⅱ-4

smooth communication with financial markets. In the

Expectations about call rate target decision1)
(respondents)

2005.Q4

Period for forecast

course of raising the call rate target, the Bank sent
appropriate signals to financial markets so that they

2006.Q1

Monitoring date Jun. Jul. Aug. Sep. Oct. Nov. Dec. Jan.
Increase

53

54

59

92

91

70

38

52

Maintain

36

42

41

8

9

30

62

48

Decrease

11

4

0

0

0

0

0

0

Note: 1) A few days before the monthly Monetary Policy Committee
meetings to determine the monetary policy direction, the Bank
conducts a regular survey of one hundred economists of financial
institutions, corporations, colleges, economic research institutes
and newspaper columnists concerning their expectations as to the
decision on the policy rate.

could prepare ahead of time, and took the anticipations
formed in the market into consideration in its policy
decisions. Ahead of the change of its interest rate policy
stance in October 2005, the Bank of Korea sent policy
signals to the financial markets of its intention to reduce
the degree of monetary accommodation from a mediumterm perspective once the business recovery was
confirmed. Consequently, from September onwards,
long-term and short-term market interest rates exhibited
a strong upward trend. Thanks to the advance reflection
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of the central bank’s policy intention, the impact on the
financial markets could be kept to a minimum when the
policy shift actually took place with October’s interest
rate hike. The Bank continued to send consistent signals
to the financial markets concerning the future direction
of monetary policy, so that the financial markets, whose
anticipations were formed in line with policy signals,
could remain generally stable despite the series of
interest rate hikes.
Policy mix with fiscal and foreign exchange policy
In carrying out monetary policy, the Bank of Korea also
sought a harmonious policy mix with fiscal and foreign

Table Ⅱ-5

exchange policy. Fiscal policy maintained an

Fiscal balance
(trillion won)

Revenue(A)

2004
1st
Year half
178.7 89.4

2005
2nd
1st
half Year half
89.3 191.5 93.8

2nd
half
97.7

Expenditure(B)

173.5

92.1

81.4 186.4 105.3

81.1

Adjustment1)(C)

9.2

5.3

3.9

11.6

7.6

4.0

Fiscal balance(A-B-C)

-4.0

-8.0

4.0

-6.5 -19.1

12.6

Note: 1) Balance of society security funds - repayment of public funds.

expansionary stance during 2005, but in terms of the
individual six-month periods, the latter half of the year
saw a relative contraction of the scale of fiscal
disbursements because of their frontloading in the first
half of the year. Turning to the exchange rate of the
Korean won against the US dollar, after having
fluctuated within a range of 1,010~1,050 won per dollar
for most of the latter half of the year, the Korean won
strengthened rapidly from mid-December onwards to
trade within a range of 960~970 won against the US
dollar in the early weeks of 2006. Despite these fiscal
and exchange rate developments, it was judged that the
solidly-based growth trend of the domestic economy
would continue, offering scope for an upward
adjustment of the call rate target.
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Liquidity adjustment to maintain the call rate target
The Bank of Korea adjusted market liquidity by way of

Table Ⅱ-6

open market operations including the issue of Monetary

Reserve base (RB) and liquidity adjustment1)
(trillion won)

Stabilization Bonds (MSBs) and repurchase agreements

2005

(RP) in order to maintain the overnight call rate at its

2002

2003

2004

Dec.

Dec.

Dec.

Jun.

Dec.

RB demand (A)

34.8

37.1

37.4

37.8

40.3

RB
` supply (B)

116.8

144.7

179.1

Government

-10.9

-3.5

-1.9

3.4

1.0

Private

-5.2

-17.8

-32.6

-35.8

-39.9

Foreign2)

138.0

173.7

213.9

229.3 228.6

Others2)

-5.1

-7.7

-0.2

Liquidity adjustment (B-A) 82.0

107.6

141.6

159.0 155.0
157.7 154.5

MSBs

84.4

106.9

142.3

Net sale of RPs

-2.4

0.7

-0.7

target level decided by the Monetary Policy Committee.

196.9 195.3

-0.1

5.6

1.3

0.5

Notes: 1) Based on monthly averages.
2) Figures in 2005 were before foreign exchange revaluation.

The volume of MSBs outstanding rose by 16.2 trillion
won during the first half of 2005, and then shrank by 3.7
trillion won in the latter half of the year (155.2 trillion
won as of the end of 2005). This was principally the
result of the reduced scale of the required liquidity
adjustment owing to the contraction of fiscal
disbursements in the latter half of the year and the
expansion of the currency swap transactions7) with the

Table Ⅱ-7

National Pension Fund (NPF). In particular, the

MSBs outstanding and interest payments on them

expansion of these transactions, which were introduced

(trillion won)

1)

Outstanding

Interest Payments

2003

2004

1st
half

105.5

142.8

159.0

5.0

5.6

3.0

Year

2006
Jan.
~Feb.

155.2

155.2

159.5

3.1

6.1

1.0

2005
2nd
half

in May last year, has helped ease the accumulated
burden of the issuance of MSBs in response to the
supply of liquidity through the foreign sector.

Note: 1) Period-end basis.

7) In May 2005, as part of a plan to lighten the expansion of the issuance of
MSBs, the Bank of Korea introduced currency swap transactions with
the National Pension Fund, absorbing Korean won in exchange for
foreign reserves to be repurchased at maturity.
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< Box II-1 >

Effects of the three-step rise of the call rate target from October 2005
Set out below is a summary of the influence exercised on the financial markets of the series of three hikes of the
call rate target undertaken from October 2005 onwards.
Firstly, both long-term and short-term market interest rates rose by a similar margin to the call rate target. As of
the end of February 2006, the benchmark yield on Treasury bonds (3-year) had risen to stand at 74 basis points
above its level at the end of last August when anticipations of an increase of the call rate target had weakened. The
secondary market rates on CDs (91-day) rose by 75 basis points over the same period. The spread between longterm and short-term interest rates widened following October’s raise of the call rate target, but then narrowed
continually following the interest rate hike in December, declining by the end of February to its level prior to the
commencement of the upward adjustment of the policy rate.
In addition, financial institutions’ deposit and lending interest rates all rose. Strikingly, amid the intensified
competition between banks to build up their balance sheets, deposit rates were raised by a much greater extent
than lending rates. The average deposit rate paid by banks (on the basis of newly-handled amounts) rose by 60
basis points from 3.48% in August 2005 to 4.08% in February 2006. In contrast, the average rate charged by
banks on their loans rose by only 36 basis points from 5.49% to 5.85% over the same period. Consequently,
banks’ spread between deposit and lending rates narrowed from 201 basis points in August 2005 to 177 basis
points in February 2006. The widened scale of the increase in deposit interest rates is seen to have further
improved the interest balance of the household sector, which is an overall supplier of funds.

Scale of change in long-term and short-term market
interest rates1)

Scale of change in financial institutions’
deposit
and lending interest rates1)
(%, %p)

Aug. 2005
(A)
Treasury bonds (3-year)

4.16

Feb. 2006
(B)
4.90

CDs (91-day)

3.51

4.26

Spread between long-term
and short-term interest rates

0.65

0.64

(%, %p)

Aug. 2005
(A)

B-A

Feb. 2006
(B)

4)

B-A

0.74

Average deposit rate

3.48

4.08

0.60

0.75

Average loan rate3)

5.49

5.85

0.36

loan-deposit spread

2.01

1.77

2)

Note: 1) Based on the end of period.

Notes: 1) Newly-handed accounts basis.
2) Demand deposits and instant-access savings deposits are
excluded from banks deposit products.
3) Overdrafts and other revolving loans <minus loans> are
excluded.
4) On the basis of the simple survey period (February 1~19).
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Furthermore, under the impetus of the rise of the policy rate, there have been signs of gradual improvement
emerging in the phenomenon of the concentration of financial institutions’ funds at the short-term end. This has
largely been brought about by the inflow of market liquidity into stock-type fund products amid stock market
ebullience along with the increased attraction of long-term deposits following the higher rise in long-term deposit
interest rates. The proportion of short-term deposits in major financial institutions to total deposits fell from 52.6%
in August 2005 to 51.4% in February 2006.

Market interest rates and weight of short-term deposits
(%)

(%)

55

10
Weight of short-term deposits (left)

50

8

45

6

40

4

Yields on three-year Treasury bonds (right)

35

2
1999

2000

2001

2002

2003

2004

2005

2006

Meanwhile, it is difficult to grasp the effects of the upward adjustment of the call rate target on the real economy
in view of the policy transmission time-lag, but monetary policy is evaluated as having a continued positive effect
on business activity in view of the retention of the monetary accommodative stance despite the increase of the call
rate target. In particular, the scale of the rise in loan interest rates has not been large and financial institutions’
lending attitude towards firms has continued to moderate further so that difficulties in their access to funds are
seen to have been reduced.

Indicators of domestic banks’ lending attitudes1)

2003

2004

Q4

Q4

2006e

2005
Q1

Q2

Q3

Q4

Q1

-23

3

6

12

2

8

10

Large companies

-12

0

9

6

3

9

15

SMEs

-12

3

12

4

15

21

24

Overall

Note: 1) {share of“greatly moderated (increased)”respondents x 1.0 + share of“slightly moderated (increased)”respondents x 0.5}
- {share of“greatly tightened (decreased)”respondents x 1.0 + share of“slightly tightened(decreased)”respondents x 0.5),
the values between the maximum, 100, and the minimum, -100.
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2. Other Monetary and Credit Policies
Strengthened financial support for SMEs
The Bank of Korea operated its Aggregate Credit
Ceiling System with a view to strengthening financial
support for small and medium enterprises.
The Aggregate Credit Ceiling, which provides support

Table Ⅱ-8

for banking institutions’ handling of loans to SMEs, was

Aggregate credit ceiling allocations1)
(trillion won)

Amount

Sorting
Quota allocated to
financial institutions

retained at 9.6 trillion won. Meanwhile, to avoid
reducing the incentives for the provision of financial

Quota to support settlement

2.5

General quota

2.5

support to SMEs , the interest rate on Aggregate Credit

Sub total

5.0

Ceiling Loans was kept at 2.0%, despite the three-step

Quota allocated to the BOK’
s regional branches

4.4

Retained reserve

0.2

Total

9.6

Note: 1) As of the end of February 2006.

increase of the call rate target, being only raised by 25
basis points(2.0% � 2.5%) in February 2006 when the
recovery of domestic demand became rather more
clearly evident.
In a further move to encourage support for the provision
of facilities investment funds to SMEs, banking
institutions’ facilities-funds loans to them were included
among the eligible objects of support under the
Aggregate Credit Ceiling System and effectively
reflected in the allocation from October onwards.
Besides this, to provide prompt recovery funds to SMEs
hard-hit by the heavy snowfalls in December, an
emergency allocation of 60 billion won (120 billion won
on the basis of banking institutions’ loans handled) was
made available in the Mokpo, Gwangju · South Cholla,
and North Cholla areas.
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Improvements of monetary policy instruments
The Bank of Korea undertook the further improvement
of its monetary policy instruments with a view to the
efficient conduct of its monetary policy.
First of all, in its RP transactions with financial-

Figure Ⅱ-6
Change in the RP method

institution counterparts, one of the tools used in open

<Borrowing and lending of funds>

market operations, the buying and selling of securities

Securities as collateral
Purchaser

Seller

was substituted with effect from April 2006 for the
previous method of the borrowing and lending of funds

Funds payment
(Ownership unchanged)

using securities as collateral. The change was prompted
by the entry into effect from April 2006 of the new

<Buying and selling of securities>
Securities
Purchaser

Seller
Funds payment

(Transfer of ownership over securities)

comprehensive bankruptcy law under which the
collection of the securities underlying an RP transaction
is made possible even in the event of the bankruptcy of
the financial- institution counterpart.
It is anticipated that as a consequence of this change,
financial-institution counterparts will have greater
incentive to enter into RP transactions with the Bank of
Korea because as purchasers of a RP agreement, they
will be able to dispose freely of the underlying securities
during the period of its validity. In addition, the change is
expected to enlarge market liquidity and arbitrage
transactions for those securities available for use in RP
transactions, and consequently to galvanize the RP
market and the bond market.
In order to carry out the effective monitoring and
analysis of the bond market, one of the principal
channels through which monetary policy is transmitted,
the Bank of Korea developed a Bond Market
Information System (BOMIS), bringing it into use from
February 2006. The system is designed to construct a
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database by capturing all the various types of
information necessary for bond analysis through the
Bank of Korea’s internal Foreign Exchange Information
System and Economic Statistics System (ECOS), in
addition to handling statistics and information
concerning the bond markets such as bond issuance,
trading, custody, Treasury futures and interest rate
swaps. By greatly enlarging the capacity for monitoring
and intensively analyzing the bond market, the system’s
development is anticipated to provide a great help to the
exercise of a market-friendly interest rate policy.
Special loan related to support credit rebuilding of debtors
In accordance with the government’s Plan to Support the
Rebuilding of Debtors’ Credit Unable to Discharge
Financial Obligations Connected with their Livelihood’,
the Bank of Korea extended a special loan to the Korea
Development Bank and carried out the issuance of
MSBs to the Korea Asset Management Corporation
(KAMCO), in February 2006. The scale of the special
loan amounted to 446.2 billion won at a loan rate of
2.0% and it will mature on December 29, 2006. The
scale of the issuance of MSBs amounted to 468.7 billion
won at a discount rate of 5.712%. They were issued by
outright sale to KAMCO and their maturity is the same
as that of the special loan.
Launch of currency swaps linked to foreign-currency loans
Since July 2005, the Bank of Korea has implemented
‘a system of currency swaps linked to foreign-currency
loans’ in order to promote corporate investment and ease
the burden of foreign currency management. Under the
system, the Bank of Korea provides foreign currency to
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foreign exchange banks upon the receipt of the Korean
won equivalent. The foreign exchange banks sell back
the foreign currency at maturity after using it to extend
loans for capital goods imports and for overseas working
capital. As of the end of February 2006, a total of 85
million dollars had been used in this type of currency
swaps.
Issue of new 5,000-won note
The Bank of Korea is issuing new banknotes (10,000won, 5,000-won and 1,000-won) incorporating
strengthened anti-counterfeiting features in order to fight
the sharp rise in the counterfeiting of banknotes. As the
first step, the new 5000-won note was put into
circulation on January 2, 2006 since the incidence of
counterfeiting was highest for this denomination. The
new note incorporates a variety of advanced features to
deter forgeries including optically-variable devices. The
size of the banknote has been reduced to that in OECD
member countries’ banknotes while the design has been
greatly changed in keeping with current aesthetics.
Heightening the understanding and credibility of
monetary policy
To heighten the understanding and credibility of
monetary policy among the general public, the Bank of
Korea expanded its public services including economics
education and the provision of economic information.
As a major step in this direction, initiated from October
31, 2005, the Bank completely reorganized the
Economic Statistics System (ECOS), its website for the
delivery of economic statistics. Along with displaying
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‘One Hundred Korean Economic Indicators’, it provides
graphs and the statistical search function has been
integrated and simplified, greatly heightening userfriendliness. Besides this, the Bank published revised
edition of ‘Monetary Policy in Korea’ to help the general
public understand monetary policy. This publication
includes an additional treatment of the newly-introduced

Table Ⅱ-9

medium-term inflation target and greatly strengthened

Performance of BOK’s financial education program in 2005
# of program # of people
Adults (A)

under the revised Bank of Korea Act of 2003 along with

520

51,260

132

11,597

Public servants

40

3,330

well as the experiences gathered in the course of

Teachers

79

4,150

269

32,183

conducting monetary policy. In addition, the Bank

1,609

271,893

Elementary

695

77,634

Middle

540

116,545

320

75,385

37

1,652

1,592

271,216

13

519

number of people taking part in these programs came to
some 320,000 people, including elementary, middle and

College and graduate students
Lectures

independence in the conduct of its policy instruments

Others
Youths (B)

Lectures High
Others
Sub total
Economics Camp
Advanced
Teacher’
s course
course
Sub total
Total (A+B)

4

158

17

677

2,129

323,153

details of improvements of the policy instruments as

expanded economics education on the public to augment
the level of understanding concerning economy and
monetary policy. It developed a variety of programs for
each age group and during the year 2005, the total

high school students, university students and various
types of institutions and organizations.
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< Box II-2 >

Progress in the issue of new banknotes and future plans
The Bank of Korea issued the new 5,000-won banknote on January 2, 2006 and intends to follow this up with the
issue of new 10,000-won and 1,000-won notes in the first half of 2007. These banknotes can truly be said to be
the first new ones in the 23 years since 1983 (24 years in the case of the 10,000-won and 1,000-won notes), in that
they incorporate greatly strengthened anti-counterfeiting features and adopt vast changes in their sizes, color and
design.
The main reason for the issue of new banknotes was that the incidence of counterfeit banknotes had risen very
steeply. The number of counterfeit banknotes detected increased from 365 notes in 1998 to 4,353 notes in 2004,
showing very high growth of around 50% a year on average; and the number of counterfeit banknotes detected
increased to 12,889 in the year 2005, almost three times the figure of the previous year. In particular, the
counterfeits that came to light in January 2005 were concentrated on the 5,000-won notes and particularly those of
the third series, first issued in 1983, which did not incorporate a windowed security thread. Consequently, the
Bank of Korea promptly began to destroy all third-series 5,000-won notes withdrawn from circulation and
decided to issue the new 5,000-won note as the first among the three denominations.
Number of counterfeit banknotes detected
(piece)

(piece)
16,000

16,000
14,000

1,000-won note

12,000

5,000-won note

10,000

12,889

12,000

10,000-won note

10,000
8,000

8,000

6,000

6,000
3,896

4,000
2,000

14,000

4,353

4,000

3,016
1,142

1,547

2,000
0

0
2000

2001

2002

2003

2004

2005

In addition, there was the heightened need to change the size and design of the banknotes. Since 1983 when the
Bank of Korea had first issued the current three denominations of banknotes with changed sub-themes and of
smaller size under the ‘Plan for the Currency Improvement Scheme,’ no fundamental alterations had been made
for over 20 years. Consequently, a feeling had developed that Korean banknotes were inconvenient, being too
large to be carried around and handled easily while their coloring and design were rather out of touch with
modern taste.
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Looking at the major features of the new banknotes, first of all, the persons portrayed on them remain the same
but apart from this, most of the elements of the design have been changed. The new banknotes take a variety of
themes that illustrate not only architecture, but also science, the arts and currents of thought. The mode of
realization is one that symbolizes the design rather than one of factual depiction. For the background patterns,
innovative design concepts were exploited. Consequently, the level of artistic refinement is enhanced and the
image lent to the design becomes more complex.

Reverse

Obverse

Design themes of the new banknotes
5,000-won note
Lee, I
Ojukheon (Birthplace of Lee, I),
Black bamboos
Latticed window design pattern

1,000-won note
Lee, Hwang
Myeonglyundang, Ume blossom

Background

10,000-won note
King Sejong the Great
Ilweolobong-do (painting),
Yongbieocheon-ga (literature)
Latticed window design pattern

Sub-theme

Celestial sphere (clock),

Two drawings of ‘Insects and plants’ series

Gyesangjeongeo-do

Optical astronomical telescope

(‘Watermelon’ and ‘Coxcomb’)

(painting)

Map of the heavens

Patchwork-wrapping cloth

Cheonmyeongshin-do (drawing)

Person portrayed
Sub-theme

Background

Latticed window design pattern

Secondly, security is reinforced through the incorporation of advanced anti-counterfeiting features. To deter
attempts to counterfeit banknotes using color printers, a number of features are adopted that may be readily
distinguished by members of the public, including optically variable devices (OVD*), color shifting ink** and
latent images***. Besides these, in consideration of the significantly-increasing use of cash- handling equipment
including cash dispensers (CDs) and automated teller machines (ATMs), machine readable anti-counterfeiting
features have been greatly enhanced. At the same time, existing features such as see-through registers, fluorescent
coloring and watermark were improved greatly in terms of deterrence of counterfeiting by incorporating the most
up-to-date and appropriate techniques.
* A thin film is attached whose figure and coloring change depending upon the angle from which it is viewed.
** Depending upon the angle from which it is viewed, the color of the denomination figures changes.
*** When the note is tilted, the concealed characters of the word “won” become visible.
Principal anti-counterfeiting features (new 5,000-won note)
� Watermark bars
� See-through register (perfect register)
� Watermark
� Fluorescent
� Intaglio
printing
printing

� Security thread

� Highlighted
watermark

� Optically variable
device (OVD)

� Micro lettering (lithography)
� Micro lettering (intaglio)
� Latent image
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� Security thread

� Moir é
� Intaglio
printing

� See-through register (perfect register)

� Micro lettering
(lithography)

� Micro lettering
(intaglio)

� Endless pattern � Color-shifting ink

Detailed effects of principal anti-counterfeiting feature
� Optically variable
device (OVD)

� Security thread

� Latent image

a map of Taegeuk(a twofour
Korea comma roundel) & trigrams
“5000” figure
� Micro lettering (intaglio)
� Highlighted
watermark
� Watermark
� See-through register (perfect register)

Obverse

� Micro lettering (lithography)

Reverse
� Color-shifting ink

� Watermark bars

Thirdly, the size of the banknotes has been reduced to that now prevailing in advanced countries and the coloring
has become brighter and more lustrous in overall effect. In the pursuit of harmony with overall typography, a
landmark change has also been achieved in form, size, details and positioning of all the lettering, figures, the
Governor’s seal impression and the Braille marks.
Size of new banknotes
(unit:mm)

10,000-won note
5,000-won note
1,000-won note

Length

Existing banknotes (previous 5,000-won note)

New banknotes

Change

161

148

△13

Height

76

68

△8

Length

156

142

△14

Height

76

68

△8

Length

151

136

△15

Height

76

68

△8
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The Bank of Korea intends to achieve the seamless substitution of new banknotes for the previous ones by
limiting as far as possible further supply of the old series while issuing the new 5,000-won notes. In particular, the
substitution is expected to take place very quickly in view of the greater convenience and considerably improved
quality of the new banknotes, in addition to the difficulties they pose to counterfeiters. Meanwhile, following the
selection last July of the designs for the new 10,000-won and 1,000-won notes, that for the new 1,000-won note
was made public this January and that for the new 10,000-won note is going to be unveiled during the first half of
2006 immediately after specimen notes have been completed. Because the volume of 10,000-won notes and
1,000-won notes in circulation greatly exceeds that of the 5,000-won denomination, it is planned to begin issuing
them during the first half of 2007 as it will take about twelve months’ preparation-time to print them in adequate
quantities.
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3. Financial market stability
Carrying out the joint examinations of banks
The Bank of Korea, together with the Financial

Table Ⅱ-10
Joint examinations with the financial supervisory service

Supervisory Service (FSS) carried out the on-site joint
examination of four banks during the latter half of 2005:

2000 Domestic banks

Hanvit, Korea Exchange, Daegu (3)

Kookmin, Chohung, Citibank Korea and ABN AMRO.

Domestic banks

Hanvit, Chohung, Seoul, Korea
Exchange, Peace, Pusan, Kwangju,
Kyngnam, Jeonbuk, Cheju (10)

Though these joint examinations, it primarily analyzed

Foreign bank
branches

Citi, Deutsche, HSBC (3)

Domestic banks

Korea First, KorAm, Shinhan,
Chohung, Kookmin, Woori, Daegu,
Industrial Bank of Korea, National
Federation of Fisheries Cooperative,
National Agricultural Cooperative
Federation (10)

2001

2002
Foreign bank
branches

Tokyo Mitsubishi, BOA,
Standard Chartered (3)

Domestic banks

Pusan, Korea Exchange, Korea First,
Shinhan, Hana, Kwangju,
Kyungnam, KDB (8)

Foreign bank
branches

Citi, BNP Paribas, JP Morgan Chase (3)

Domestic banks

Chohung, Korea Exchage, Kookmin,
KorAm, Daegu, National Agricultural
Cooperative Federation, National
Federation of Fisheries Cooperative,
Industrial Bank of Korea, Woori (9)

2003

2004

2005

Foreign bank
branches

HSBC, Deutsche, UBS (3)

Domestic banks

Hana, Pusan, Jeonbuk, Chohung,
Kookmin, Citibank Korea (6)

Foreign bank
branches

Calyon, ABN AMRO (2)

and evaluated their management status in regard to
deposit and loan operations, asset quality, etc. In
addition, it was able to check their compliance with
policies including Aggregate Credit Ceiling System,
deposit reserves, and payments and settlements.
Establishment of foreign exchange monitoring and
examination system
At the end of 2005, under the sunset provisions of an
addendum to Article 2 of the “Foreign Exchange
Transactions Act,” some regulations regarding 16 types
of capital transactions including Korean won borrowings
by non-residents were switched from a ‘permission
system’ to a ‘declaration system.’ As a complementary
measure, the Bank of Korea was endowed with the
function of examining foreign exchange transactions to
handle problematic issues expected to arise such as the
risk of currency speculation. Specifically, the Bank of
Korea may require the FSS to examine institutions
handling foreign exchange business or to take part in the
joint examinations of banking institutions where
necessary for strengthening foreign exchange market
stability and enhancing the soundness of the foreign
exchange assets and liabilities of foreign exchange

- 63 -

Monetary Policy Report

banks. It is also endowed with the right to demand the
submission of materials from institutions handling
foreign exchange for the quick and accurate
concentration of foreign exchange information to its
electronic network as well as the right to require the FSS
to take deemed necessary measures depending upon the
examination results. For the seamless execution of such
operations, the Bank of Korea set up a foreign exchange
investigation team, on January 1, 2006 that will be in
charge of foreign transaction monitoring and
examination.
Expansion of currency swap arrangements with regional
central banks
The Bank of Korea has been expanding its currency

Table Ⅱ-11
Currency swap arrangements of the BOK

swap arrangements with other regional central banks. In
the course of 2005, it entered into currency swap

Volume1)
Japan

10 billion dollars (Feb. 24, 2006)2)
3 billion dollars (May 27, 2005)

contracts having a total value of 11 billion dollars with
the central banks of China, Japan, Thailand, Malaysia
and the Philippines. This was followed by the largest

China

4 billion dollars (May 27, 2005 renewal)

Thailand

1 billion dollars (Dec. 12, 2005)

Malaysia

1.5 billion dollars (Oct. 14, 2005)

single such contract so far, with the Bank of Japan for a

Philippines

1.5 billion dollars (Oct. 17, 2005)

value of 10 billion dollars in February this year. As a

Indonesia
6 countries

1 billion dollars (Dec. 24, 2003)
22 billion dollars

Notes: 1) Dates in parentheses are contract dates.
2) Korea → Japan: 5 billion dollars, Japan → Korea: 10 billion
dollars.

result, the total value under such arrangements amounted
to 22 billion dollars as of the end of February 2006.
Heightening the stability and efficiency of the payment
and settlement systems
The Bank of Korea endeavored to bring about
systematic improvements that would heighten the
stability and efficiency of Korea’s payment and
settlement systems.
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Firstly, from September 2005, the time for the interbank

Table Ⅱ-12

net-settlement of cashier’s checks, domestic letters of

Settlement through BOK-wire1)
(number, trillion won, %)

2004.
2nd half
Domestic Currency Funds transfer
(Gross Settlement)

Volume

(Net Settlement)
Treasury Funds Receipt and Payment

reduce settlement risk and the concentration of

5,611(78.2) 6,601(82.1) 17.6

settlement transactions towards the close of business.

644( 9.0)

544( 6.8) -15.5

868(12.1) 850(10.6) -2.1
27( 0.4)

27( 0.3)

0.0

Government and Public Bonds

22( 0.3)

23( 0.3)

4.5

Foreign Exchange Funds Transfers

2:30 in the afternoon to 11:30 in the morning in order to

6,255(87.2) 7,145(88.8) 14.2

BOK Loans and Discounts
Total

Value

2005.
%
2nd half change

credit and bills of exchange was brought forward from

7,172(100) 8,045(100) 12.2
9( - )

-

Domestic Currency Funds transfers 100.5(93.9) 119.3(94.0)

9( - )

8.7

Along with this, an electronic bills management system
was constructed in order to allow operations relating to
bills to be carried out electronically including their issue,
endorsement and payment. Additionally to heighten the

(Gross Settlement)

89.8(83.9) 109.6(86.4) 22.0

efficiency of BOK-Wire, a plan was drawn up for the

(Net Settlement)

10.6( 9.9)

improvement of the Receipient-Specific Funds Transfer

9.7( 7.6) -8.5

Treasury Funds Receipt and Payment

2.4( 2.2)

2.4( 1.9)

BOK Loans and Discounts

0.8( 0.7)

0.9( 0.7) 12.5

System including permission for funds transfers using

3.3( 3.1)

4.3( 3.4) 30.3

the electronic network and the abolition of charges for

Government and Public Bonds
Total
Foreign Exchange Funds Transfers
($ million)

0.0

107.0(100) 126.9(100) 18.6
153.7( - )

Note: 1) On the a daily average basis.
Figures in parentheses are percentage shares in total.

187.1( - ) 21.7

transfers between financial institutions. This improved
system was brought into effect from November
onwards.
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Ⅲ. Monetary Policy Environment and Direction for the Future

1. Overseas Economies
A. Economic Growth
During 2006, the world economy is forecast to maintain

Table Ⅲ-1

its soundly-based growth trend from the previous year.

Outlook for world economic growth1)

There are, however, latent downside risks to growth
(%)

2006e
20052)
World Economy

4.3

2007e

IMF

OECD

OECD

4.3

2.93)

2.93)

including the sharp run-up in oil prices and cooling of
the housing market in several major countries.

(USA)

3.5

3.3

3.5

3.3

(China)

9.9

8.2

9.4

9.5

(Japan)

2.8

2.0

2.0

2.0

trend, but the rate of growth to be somewhat below that

(Euro-zone)

1.3

1.8

2.1

2.2

of last year. Thanks to increased corporate profits,

Notes: 1) Compared with the previous year.
2) Based on IMF statistics, apart from certain individual countries and the eurozone, which are based on their respective statistics.
3) Members of OECD.
Sources: IMF, World Economic Outlook, September 2005.
OECD, OECD Economic Outlook, December 2005.

The US economy is expected to maintain its growth

facilities investment should retain its buoyant trend
although the growth of private consumption is likely to
falter somewhat as consumer sentiment darkens in
response to continued high oil prices and the slowing of
housing market activity. Housing investment seems set
to shrink somewhat as the demand for housing softens in
response to higher mortgage interest rates. It is
anticipated that exports will retain their upward trend,
boosted by the weakness of the US dollar and the
business upswing in its trading counterparts.
For the Chinese economy the prospect is that of a
continuation of its strong growth, although the pace will
slow down slightly. Private consumption will grow
constantly, helped by government policies of
encouraging consumption and expanding employment.
Fixed investment, however, is likely to see its rate of
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increase blunted under the impact of efforts to rein in
excess production capacity and duplicated investments.
The rate of export growth is also likely to fall back
somewhat owing to deepening trade frictions.
The Japanese economy is likely to show a trend of stable
growth against the backdrop of a steady recovery of
domestic demand in the form of consumption and
investment8). The growth of private consumption appears
set to be maintained, underpinned by increased
employment, wage hikes and strong consumer
sentiment; facilities investment is likely to keep
increasing thanks to buoyant corporate earnings; and
exports are seen to continue their steady pace of
expansion.
In the euro-area, the economic growth rate is expected to
be somewhat higher than last year’s. The growth rate of
facilities investment is likely to be given further impetus
by favorable fund-raising conditions, increased corporate
earnings and the demand for replacement investment.
Exports are seen to grow steadily, helped by the
continued growth of the world economy. Despite some
improvement in employment conditions, however,
private consumption is likely to see no more than a
modest improvement owing to the reduction in
purchasing power brought about by high oil prices.

8 ) The GDP growth rate in the fourth quarter of 2005 came in higher than
originally expected at 1.4% quarter on quarter (annualized 5.5%), leading to
optimistic views that it may rise to above the 3% level in 2006.
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B. Exchange Rates
and International Raw Material Prices
Table Ⅲ-2

The general expectation in international financial
Outlook for exchange rates1)

markets is that the US dollar will by and large weaken in
the course of 2006 against other major currencies

(¥/US$)
Morgan Stanley
JP Morgan
Goldman Sachs2)
Citigroup2)
Deutsche Bank2)
Lehman Brothers
(US$/=C )
Morgan Stanley
JP Morgan
Goldman Sachs2)
Citigroup2)
Deutsche Bank2)
Lehman Brothers

2005

2006

Dec.

Feb.

117.5

116.8

1.18

2006e

including the yen and the euro. The US Federal Reserve

Q1

Q2

Q3

Q4

116
125
110
115
117
118

111
130
103
109
111
115

108
128
99
103
112

106
125
95
100
100
108

the likelihood that the European Central Bank and the

1.18
1.16
1.20
1.22
1.15
1.20

1.20
1.15
1.25
1.27
1.20
1.18

1.22
1.20
1.28
1.33
1.22

1.24
1.25
1.30
1.36
1.28
1.25

the US dollar. Meanwhile, the upward pressures on the

has little room for additional interest rate hikes whereas

1.19

Notes: 1) Forecast in Feb. 2006, period-end basis.
2) After 3, 6, 9 and 12 months from the date of the forecast.

Bank of Japan raise interest rates is increasing;
moreover, the continuation of the massive US currentaccount deficit is also likely to act as a factor weakening
Chinese yuan are likely to increase amid rising calls
from the international community for an expansion of
exchange rate flexibility, but the Chinese authorities are
unlikely to increase the scale of its appreciation greatly
in the light of their resolution to maintain exchange rate
stability.
Since no great improvements are likely in the interplay

Table Ⅲ-3

of supply and demand for crude oil, international oil

Outlook for oil prices 1)
(US$/barrel)

2006e

2005
Year
Actual Value
CERA2)

CGES3)

OEF

Q1

Q2

Q3

Q4

2007e

prices are expected to remain at a high level. The
demand for crude oil appears set to grow continually in
view of the strong growth trend of the global economy

54.5

Base

58.8 61.0 57.7 60.3 56.3

51.0

and the development need in China and India. On the

High

74.5 70.0 74.0 76.0 78.0

82.5

Low

49.3 55.5 50.5 47.5 43.5

38.0

supply side, in contrast, despite the increased production

Base

57.9 61.0 60.4 54.1 55.9

-

by non-OPEC member countries, there are a number of

High

69.0 65.1 70.9 68.9 71.2

-

Low

51.6 60.1 56.9 46.5 43.0

-

destabilizing factors at work including the constraints

62.4 63.5 63.6 62.6 60.0

53.9

Notes: 1) Forecast in Feb. 2006, period-average on the basis of Brent crude.
2) High assumes supply problems in major oil-producing countries and solid
oil demand.
Low assumes subdued demand for crude oil and an increase in oil
production capacity.
3) High assumes continuous world demand for oil.
Low assumes an increase in non-OPEC supply.
Sources: CERA, CGES, OEF.

imposed on OPEC’s production capacity by
underinvestment for some length of time, the
geopolitical risks hanging over a number of producing
countries and climate change.
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The prices of raw materials other than oil, having risen

Table Ⅲ-4

very steeply again early this year following on from

Outlook for international raw material prices1)
other than crude oil

2005, are forecast to show downwardly stable trends for
(%)

2004

IMF

6.9

18.5

8.6

-2.1

OEF

6.9

18.5

10.4

2.0

expansion of supply capacity for some nonferrous

EU

6.3

15.7

7.4

1.3

metals. Nevertheless there is a likelihood of heightened

Note: 1) Period average, compared with the previous year.
Sources: IMF, World Economic Outlook, September 2005.
OEF, Commodity Price Monitor, February 2006.
European Commission, Economic Forecast, November 2005.

2006e

the year 2006 as a whole in response to the pressures for

2003

2005e

a correction after their protracted surge and the

price volatility in the markets for several commodities
such as copper owing to the active participation of
international investment funds.
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2. Domestic Economy
In 2006, the domestic demand and exports sectors of the

Table Ⅲ-5

economy are expected to gradually become more

Outlook for GDP growth1)
(%)

2004
G D P

2006e

2005

balanced and the rate of economic growth is forecast to
register a level of around 5%, higher than the previous

Q3

Q4
5.3

4.0

5.5

4.6

5.0

year’s. Over the course of the year, after showing a rate

Year 1st half 2nd half Year

4.7

4.5

Private consumption

-0.3

4.0

4.2

3.2

4.4

4.6

4.5

of 5.5% during the first half-year, GDP growth rate is

Facilities investment

3.8

4.3

10.2

5.1

5.0

5.8

5.4

Construction investment

1.1

0.3

0.9

0.4

1.3

2.1

1.7

expected to fall slightly to 4.6% during the latter half of

Goods exports

21.0 13.1

11.4

9.7 12.4

9.3

10.8

Goods imports

13.8 10.5

7.0

6.1 10.6

10.3

10.4

the year owing to a base-period effect.

Note: 1) Compared with the same period of the previous year.

The recovering trend of private consumption is forecast
to become still more pronounced. Considerable progress
has been made in households’ balance sheet adjustment,
gross national income is increasing and employment
conditions are picking up, so that an expansion of private
consumption capacity is anticipated. Besides this,
households’ sentiment regarding consumption is seen to
improve gradually along with the overall business
recovery.
The growth pace of facilities investment is predicted to
be faster than last year’s thanks to the upturn in firms’
business confidence with the recovery of business
activity together with increasing pressures for an
adjustment of facilities investment caused by demand
expansion. However, the extent of the rise in facilities
investment is likely to be lower than in previous business
upturn phases owing to the decline in the marginal
productivity of capital brought about by the expansion of
economic scale and the transfer of facilities abroad.
Construction investment will see no more than a slight
increase. Private sector housing activity has been
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dampened by the influence of the August 31
comprehensive countermeasures and the construction of
buildings for nonresidential use will also be lackluster. A
positive influence on construction investment, however,
is expected to be exercised by the expansion of housing
supply centering on the public sector in connection with
the development of new towns and the construction of
rental apartments for the general public, along with the
full-scale launch of private sector investment business
such as build, transfer and lease projects (BTL).
On the basis of the strong quality competitiveness of
major strategic items, exports (product volume basis) are
forecast to witness a strong expansionary trend centering
on semiconductors, mobile phones, automobiles and
shipbuilding, boosted by the buoyant growth trend of the
world economy and the recovery of IT sector activity.
The magnitude of the destabilizing factors, however, is
by no means small. They include the rise in the unit cost
of exports brought about by the Korean won’s
appreciation and high oil prices. Imports are predicted to
grow at a faster rate than last year, as the recovery trend
of domestic business activity gathers pace.
Figure Ⅲ-1

When we attempt to analyze the future growth path of
1)

GDP growth fan chart

GDP by means of a fan chart (Fig. III-1), we can say

(%)

there is a 52% probability that GDP growth this year will

(%)

10

10

8

8

6

6

4

4

2

2

0
2002

0

be above 5.0% and a 29 % probability that it will be
above 4.0% but less than 5.0%.
The underlying surplus trend of the current account is
expected to continue. The scale of the surplus on the
goods account, though, will be reduced whereas the
deficits on the services, income and current transfers

2003

2004

2005

2006

account will widen, bringing about a narrowing of the

Note: 1) Compared with the same period of the previous year.
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scale of the current account surplus compared to last
year’s.
Meanwhile, employment conditions are forecast to
improve owing to the continued recovery of service
sector activity and the government’s expanded creation
of public sector jobs.
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< Box III-1 >

State of households’debts adjustment
The growth of households’ debts, which had increased steeply from 2000 onwards, started to fall back
considerably from 2003. Having risen by an annual average of 57.4 trillion won during the three years from 2000
to 2002, households’ debts (household-credits basis) saw their increase narrow sharply to 8.5 trillion won in 2003.
Their pace picked up somewhat in 2004 from the previous year, but still fell well short of the average in preceding
years, registering an increase of 27.1 trillion won. In particular, credits on cards, which were deemed the major
cause of the household debt bubble, shifted to a very sharp contraction following the liquidity crisis experienced
by credit card companies in March 2003.

Credits on cards1)2)

Households’debts1)

550

(trillion won)

(trillion won)

500

500

450

450

400

400

350

350

300

300

250

250

200

15

550

01.Q1

02.Q1

03.Q1

04.Q1

110
100

10

90
5

80
70

0

60

-5

50
Outstanding (right)

-10
-15
00.Q1

150
00.Q1

(trillion won)

Amount of change (left)

200

150
99.Q1

(trillion won)

05.Q1

40
30

01.Q1

02.Q1

03.Q1

04.Q1

05.Q1

Notes: 1) Compared with the previous period.
2) Including installment finance companies.

Note: 1) Household-credits basis.

Households’ debts adjustment since 2003 can be said to have progressed considerably in view of the following
considerations.
First of all, recently households have began to increase their borrowings again, if only to a very moderate extent,
as the capacity to shoulder the burden of interest payments has been heightened through the redemption of
liabilities and the reduction of interest rates. In early 2005, the scale of increase of overall household credits
widened slightly. The growth rate of banks’ overdrafts <‘minus loan’> rose and credit card companies’ credits
shifted back to a positive growth rate.
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Credit card companies’merchandise credits
and cash advances1)2)

Banks’minus loans1)2)

40

(%)

(%)

120

40

35

35

30

30

25

(%)

(%)
Rate of increase of cash advances

100

120
100

80

80

60

60

25

40

40

20

20

20

20

15

15

10
5

03.Q1 Q2

Q3

Q4 04.Q1 Q2

Q3

Q4 05.Q1 Q2

Q3

0

10

-40

5

-60

Q4

0
Rate of increase of merchandise credits

-20

-40
-60
99

Notes: 1) Compared with the same period of the previous year.
2) Average of monthly figures basis.

-20

00

01

02

03

04

05

Notes: 1) Compared with the same period of the previous year.
2) Including installment finance companies and sales
companies (balance basis).

Besides this, the soundness of households’ debts has been greatly improved as rates of arrears on banks’
household loans and credit card companies’ credits have returned to their levels before the beginning of
households’ debts adjustment. Specifically, the rate of arrears on banks’ household loans, which had risen to 2.2%
during 2003~2004, eased back to below 2% from the second quarter of 2005 and marked a gradual decline to
1.4% in the fourth quarter. Meanwhile, the rate of arrears at credit card companies (stand alone basis) fell sharply
from its 14.1% in December 2003 to 5.9% in December 2005.

1)

■ Arrears rates on banks’household loans (%)

2002

2003

2004

2005.Q1

Q2

Q3

Q4

1.7

2.2

2.2

2.0

1.9

1.6

1.4

Note: 1) Average monthly rate of arrears excluding the last month of each quarter.

Rates of arrears at credit card companies
(end of month basis, %)

Dec. 2001

Jun. 2003

■ Banking subsidiaries

4.1

12.0

7.8

8.0

4.1

3.0

2.1

■ Stand-alone companies2)

2.5

9.5

14.1

10.8

9.0

7.6

6.0

1)

Dec.

Notes: 1) On the basis of arrears of more than 30 days, B/S basis.
2) On the basis of arrears of more than 30 days, on the basis of managed assets.
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3. Prices
During 2006, it is anticipated that prices will retain their

Figure Ⅲ-2

underlying stability, but the increase of demand-side

GDP growth1) and GDP gap ratio2)

pressures generated by persistently high oil prices and
(%)

(%)

8

3

the recovery of domestic business activity may cause
their upward trend to accelerate slightly in the latter half

GDP growth (left)
6

2

4

1

2

0

0

-1

of the year.
On the demand side, the cost pressures, which have been
accumulated but contained so far, are seen to emerge as

GDP gap ratio (right)
-2

-2
2001

2002

2003

2004

2005

business activity revives with a consequent stirring of
demand. It is estimated that the GDP gap ratio will still
continue in negative territory for a while, but the scale of

Notes: 1) Compared with the same period of the previous year.
2) Potential GDP was estimated by trend extraction of the production
function.

this will be seen to be greatly narrowed.
The upward cost-push pressures are not anticipated to be

Figure Ⅲ-3

all large. The international oil price may well move at a

Wages and unit labor costs in manufacturing sector1)

somewhat higher level in terms of its average over the
(%)

(%)
30

year as compared to last year, but other raw material

25

prices are forecast to show downward stability by and

12

20

large over the year owing to pressures for a correction

9

15

following their steep rise for some length of time.

6

10

18
Wages per hour (left)

15

Labor productivity (left)

3

5

0
-3

Unit labor costs (right)

-6
2001

2002

2003

2004

Note: 1) Compared with the same period of the previous year.
Source: The Korean Productivity Center.

2005

Besides this, it is anticipated that the growth of unit labor

0

costs will ease somewhat thanks to improved labor

-5

productivity. Careful attention will still have to be paid,

-10

however, to factors such as the continued upward trend
of housing rents, which displayed a strongly upward
trend last year, and to increases imposed on the price of
cigarettes as well as charges for public utilities and
services including transport fares.
Taking into consideration these demand and cost side
aspects, the rate of increase in the consumer price index
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(CPI) during 2006 is forecast to be around 3.0%, slightly
above last year’s level (2.7%). During the first half of the
year, it is likely to remain at last year’s level of around
mid-2%, but the pace of consumer price inflation will
gradually accelerate during the latter half of the year
owing to increases imposed on charges for public
utilities as well as individual services.
The Bank of Korea’s inflation target, the index of core
inflation, is seen to show stable movements within its
medium-term target range (annualized average of
2.5~3.5 % during 2004~2006). Like consumer price
inflation, though, it can be expected to accelerate to
around the 3% level as we move on into the latter half of
the year. Provided that there is no great impact from the
supply side, the gap between consumer price inflation
and core inflation is likely to narrow somewhat during
the year.
Turning to analysis by means of a fan chart (Fig. III-4)
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of the expected path of inflation assuming the

Core inflation1) projection

maintenance of the current call rate target, as of February
(%)

(%)

6

6

2006, there is a 54% probability that the rate of core

5

5

inflation will fall within the range of the inflation target

4

4

(2.5~3.5%) and a 46% probability that it will fall below

3

3

2

2

Although it is anticipated that both consumer price and

1

1

core inflation will hold stable this year, there are latent

0

destabilizing factors present. First of all, we cannot

the lower bound of its target range (2.5%).

0
2002

2003

2004

2005

2006

Note: 1) Compared with the same period of the previous year.

2007

exclude the possibility of a sharp rise in international oil
prices in response to a deterioration of the supplydemand conjuncture. In addition, the prices of
agricultural, livestock and marine products may show
increased volatility owing to weather conditions or
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possible outbreaks of infectious livestock diseases.
Should the pace of the recovery of domestic
consumption grow even faster than anticipated, demand
pressures will be further increased. Real estate prices,
which have begun to show stirrings of upward
movement since last December, may also be cited as one
of the destabilizing factors.
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4. Future Direction of Monetary Policy
During 2006, the Bank of Korea intends to conduct
monetary policy in such a way as to counter inflation
pressures in a preemptive manner, paying careful
attention to the movements of business activity. It will
also keep a very close watch to avoid the ample market
liquidity spilling over to generate instability in asset
markets, particularly the real estate market.
Efforts to attain the inflation target will be strengthened
in consideration of the point that the year 2006 is the
final year of the current medium-term inflation target
(2004~2006). Should core inflation deviate from its
target range, the policy options to counter this situation
will be decided upon taking into overall consideration
whether this is just a temporary phenomenon, conditions
in the real economy and the financial markets, and the
time lag of monetary policy. In view of this time lag in
policy transmission, it is intended to establish the
inflation target for the three-year period commencing in
2007 as early as possible.
Attention will also be devoted to augmenting the
effectiveness of monetary policy. Studies are expected to
be undertaken on plans to amplify signaling effects
through the expansion of feedback channels with the
financial markets, allowing the formation of financial
market anticipations to be based on the policy stance and
heightening the predictability of monetary policy. By
establishing a strategy for the operation of interest rate
policy from a medium-term perspective, the consistency
of monetary policy will be strengthened and efforts will
also be devoted to ensuring that it is conducted in a
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harmonious policy mix together with fiscal, exchange
rate and financial supervisory policies.
It is also planned to refine the instruments of monetary
policy. The Aggregate Credit Ceiling System may be
revised towards an emphasis on strengthening support
for SMEs and galvanizing regional economies around
the country, and the Bank intends to enter more actively
into currency swaps with long-term bond investment
institutions and foreign exchange banks. In addition,
from a medium- and long-term perspective, it is
anticipated that an overall review will be undertaken of
the operating system of policy instruments including the
central bank’s loans, the reserve requirements and open
market operations systems, with a view to the
interlinking of their operation with interest rates policy.
The Bank will faithfully exercise its responsibilities for
financial stability by keeping a constant check on factors
that could potentially destabilize financial markets and
moving promptly to counter them when necessary. In
particular, it will seek to grasp ahead of time and prepare
to act against factors threatening to unsettle the markets
in the course of the government’s pursuit of deregulation
such as the expansion of the business scope of financial
institutions. Meanwhile, it will keep a cautious watch on
the possibility of a drying-up of credit supply to SOHO
businesses and SMEs with low credit-standing ahead of
the expected introduction from year-end 2007 of the
New Basel Capital Accord, or in line with the
heightening of interest rate volatility in the course of the
business recovery.
Last but not least, plans are under review for the
conversion of the method of settlement of BOK-Wire
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from gross settlement to a composite settlement
involving both gross and net settlement in order to
further augment its stability and efficiency. A
strengthening of the monitoring function is also planned
to firm up the system of examination of foreign
exchange transactions in order to check, and when
necessary take appropriate actions against, forces
influencing the financial and foreign exchange markets
in the wake of the easing of regulations on foreign
exchange transactions including the liberalization of
non-residents’ Korean won borrowings and their issue of
bonds.
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