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Bank of Korea Base Rate” and interest rate on
Aggregate Credit Ceiling Loans

) %)

(Aug.7, 2008)
(0ct.9)

Base Rate

(Aug9)
F (l12,2007)

(0ct27)

(Dec.11)

(Jan.9, 2009)

Interest rate on Aggregate (Jul9,2010)

Credit Ceiling Loans (Feb.12)

07.1 7 08.1 7 09.1 7 10.1 7

Note: 1) Overnight call rate target until February 2008.
Source: The Bank of Korea.

R A |

While underpinning the recovery of the
real economy, the Bank of Korea conducted
monetary policy during the first eight months
of 2010 with an emphasis on ensuring that
the foundation for medium to long-term price

stability would not be weakened.

In accordance with this policy stance the
Bank of Korea held the Base Rate throughout
the first half of 2010 at 2.0%, where it stood
as the result of dramatic cuts to cope with the
financial market unrest and excessive
contraction in real economic activity just after

the Lehman Brothers collapse.

This policy decision was guided by the
consideration that, despite the faster-than-
expected upward trend of domestic
economic activity, the future economic
outlook was shrouded in great uncertainty
owing to the weak paces of economic
recovery in major advanced countries and
frequent episodes of international financial

market unrest.
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Supply of liquidity to counter the global financial
crisis, and its withdrawal

Type Scale Withdrawal
+ Aggregate Credit Ceiling Loans 3.5 (2.0)" .
+ Bank Recapitalization Fund 33(3.1)”] S“Pp"?:; Sg”
* Bond Market Stabilization Fund 2.1 (1.8)" providd
Sub-total 89(69)" -
* Unscheduled ad hoc RP 168 Entire amount
purchases : withdrawn
Korean Won | ¢ Outright purchases of Treasury 10
Liquidity | bonds .
(trillion won) | * Repur.chases of MSBs prior to 07
maturity One-off
* Remuneration for required 0.5 support
reserve deposits ’
+ Contribution to Credit Guarantee 0.1
| U B
Sub-total 19.1
Total 28.0
i + Foreign currency swaps 103
Foreign | + Foreign currency loans 163 Entire amount
Currency | « Foreign currency loans secured withdrawn
Liquidity |y export bills purchased 02
(BIliOR OIATS) -+
Sub-total 26.8

Note: 1) Figures in parentheses are end-August 2010 basis.
Source: The Bank of Korea.

However, in line with the improvement of
financial and economic conditions, there
was a need for reducing the degree of

monetary accommodativeness.

Under these circumstances, the Bank raised
its Base Rate to 2.25% in July, as domestic
economic activity maintained a firm upward
trend and it was expected that upward
pressures on prices would gradually
increase from the latter half of the year.
Meanwhile, the interest rate on Aggregate
Credit Ceiling Loans was left unchanged at
1.25%, to strengthen the incentives for

banks to lend to SMEs.

The Bank of Korea continued its efforts to
withdraw the liquidity it had provided during

the global financial crisis.

At the end of March 2010, 0.2 trillion won of
the 3.3 trillion won provided to the ‘Bank
Recapitalization Fund’ was withdrawn. From
the third quarter, the Bank reduced its
Aggregate Credit Ceiling, which had been
increased by 3.5 trillion won to boost the
incentives for lending to SMEs, by 1.5 trillion

won to 8.5 trillion won.
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Economic growth of major economies”

Euro area

08Q1 Q2 Q3 4 Q1 Q2

Note: 1) The figures for the US, Japan and the euro area are

QG o 10Q1 Q@

annualized percentage changes from the preceding
quarters, and those for China, India, and Brazil are
compared with the same period of the previous year.
Sources: Individual countries' published statistics,

apart from the euro area which are from Eurostat.

As of end-August 2010, in consequence, the
outstanding balance of the liquidity supplied
to counter the crisis but not yet collected
totaled 6.9 trillion won — consisting of the
increase in Aggregate Credit Ceiling Loans
(2.0 trillion won), and the support for the
Bank Recapitalization Fund (3.1 trillion won)
and the Bond Market Stabilization Fund (1.8

trillion won).

Looking in more detail at the economic
circumstances at home and abroad during
the first eight months of 2010, the world
economy continued its trends of recovery as
emerging economies remained buoyant and
advanced economies exhibited trends of
mild improvement. However, the delays in
improvement of the US labor and housing
markets, the tightening of liquidity in China,
and the fiscal crises in several euro area
countries acted as factors restricting the

global economic recovery.

The mood of unease in the international
financial markets widened at times in the
first half due to the fiscal problems of some
Southern European countries. Despite the

remaining potential risks ahead, market
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Sovereign CDS premium

o) ()
Emerging h E.Lllro. a;eall) d
economies” cavily-indebted |
countries”
Advanced
economies” i
I S S I I I I I |

08.7

09.1

7 10.1

Notes: 1) G7 countries (excluding Canada).
2) BRICs (excluding India) and five Asian emerging countries.
3) Portugal, Ireland, Greece and Spain.
Source: Bloomberg.

Real GDP growth rate

(trillion won) (%)
270 [ ]

| GDP ; Year-on-year ; i
260 (right) 3 Quarter-on-quarter, 3 N
250 i 1

T~

240 — G H
20 H ‘ 1
220 L L L i L L L i L L L 2 L

07Q1 Q2 Q3 Q408Q1 Q2 Q3 Q409Q1 Q2 Q3 Q410Q1 Q2

Source: The Bank of Korea.

Employed persons

(millions) (millions)

20 Before Changes in total
Lehman Brothers' employed persons”

245 - collapse (right) 4
o L \ Total employed

235

230

persons” (left)

25

Employgd persons in
, privfe ggtor’ lfl

220
08.1 7

09.1 7

Notes: 1) Seasonally adjusted.

2) Compared with the same months of the previous years;
non-seasonally adjusted.

Source: Korea National Statistical Office.

101

7

700

500

300

200

06

04

04

conditions then showed improvement from
the beginning of the second half, thanks to
the ECB'’s efforts to continue its liquidity

support policy and the release of European

banks’ stress test results.

Domestic economic activity maintained
an upward trend, amid brisk exports and
steadily increasing domestic demand such
as private consumption and facilities
investment. Construction investment,

however, remained sluggish.

Real GDP growth (quarter-on-quarter) rose
sharply, from 0.2% in the fourth quarter last
year (6.0% year-on-year) to 2.1% in the first
guarter of this year (8.1% year-on-year) and
then recorded 1.4% in the second quarter

(7.2% year-on-year).

Employment conditions also showed
improvement. Led by the expansion of
private sector employment, the number of
persons employed surpassed its level prior to
the financial crisis (August 2008) in March.
On a year-on-year basis, there was an
increase of 130,000 in the number of

persons employed in the first quarter, and
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CPI and core inflation”

(%)

(%)

60 [ ]

55 F Medium-term inflation target -|
(3.0+1%, CPI basis)

501 CPlinflation —~ )

45 \ b

40

35 1

o .

20

15 | Coreinflation  Medium-term inflation target \_/_/,

’ (3.0+£0.5%, CPI basis)

oLl

071 7 081

Note: 1) Compared with the same month of the previous year.
Source: Korea National Statistical Office.

7 091 7

101 7

House prices and apartment sales

(thousands)
100

Nationwide

80

60

apartment sales” (left)

(month-on-month, % )

Increase in Seoul
metropolitan area” house
prices (right)

Increase in nation- l

wide house prices
(right)
aINS

Increase in other
metropolitan
city” house
prices (right)

l
/TN

ok !

|

Vi
[

I

UL

08.1 7

09.1 7

10.1 7

Notes: 1) Based on number of completed sales reported.
2) Seoul, Gyeonggi and Incheon.

3) Five metropolitan cities (Busan, Daegu, Gwangju,
Daejeon and Ulsan).

Sources: Ministry of Land, Transport and Maritime Affairs,
Kookmin Bank.

60
5.5
50
45
40
35
30
25
20
L5
1.0

430,000 in the second quarter. This was then
followed by an increase of 470,000 in July.

@ Despite the continued upward trend of
domestic economic activity, the price level
remained generally stable, as the pressures
from the demand side were not so high and
the Korean won/US dollar exchange rate
also fluctuated within a range lower than that
in the previous year. On a year-on-year
basis, consumer price inflation remained
around 2.7%, below the mid-point (3.0%) of
the medium-term inflation target, even
though the prices of agricultural and
petroleum products rose sharply. Core
inflation similarly stayed low at a level

between 1 and 2% year-on-year.

House prices fell slightly from July onwards,
following a period of weakening in their
upward trend, amidst the tightening of
mortgage lending regulations from the latter
half of 2009 together with the expanded
supply of apartments made available,
including subscriptions for low-cost
‘Bogeumjari housing’ public apartments. By
area, there was a shift to a downward trend

from April in the case of the Seoul
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M2 growth rate” and money gap ratio?

| M2 (efy
7&/\/

T

ol

Lk

1]

Money gap
ratio (right)

-8 I I I I I I I I I I
07Q1 Q2 Q3 Q408Q1 Q2 Q3 Q409Q1 Q2 Q3 Q4 10Q1 Q2

Notes: 1) Compared with the same months of the previous years;
a month-average basis; excluding CMAs.

2) {Real monetary aggregate (based on M2)/Long term

equilibrium monetary aggregate - 1} X 100;

positive money gap ratio indicates monetary easing;

quarterly

data.

Source: The Bank of Korea.

(%)
10

metropolitan area, but prices in other areas
of the country exhibited a contrary pattern of
movements, led by continued upward trends
in certain other metropolitan cities. The
volume of house sales meanwhile shrank
greatly from the previous year, especially in

the Seoul metropolitan area.

In the financial markets, the year-on-year
rate of broad money M2 growth stayed
between 8.7% ~ 9.0%. Market liquidity,
evaluated by the money gap ratio, was
deemed to have remained ample given the
long-term trend of the monetary stock and

the state of the real economy.

For household loans, the scale of increase
widened, led by mortgage lending. Despite
the depressed house sales, bank mortgage
lending expanded to a comparatively large
extent, in response to the low level of
interest rates and the efforts of some banks

to expand their lending.

Corporate financial conditions similarly
remained generally favorable, thanks to the
economic upswing and abundant liquidity. A

few industrial sectors, however, including
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Market interest rates

(%, %p)
10 [

Corporate bond spread”
2L

0 T Y

0

Corporate bonds”

CDs (91 days)

(%, %p)
110

N\\(j:isi\/ |
! o

reasury bonds (3 yrs)
O N W

08.1 7 09.1 7 10.1

Notes: 1) Based on averages of yields estimated by three credit rating

corporations.

2) Corporate bond (AA-, 3 yrs) yield - Treasury bond (3 yrs)

yield.
Source: Koscom Corp.

7

0

construction, experienced worsening fund-
raising conditions due to the poor business
climate and financial institutions’ tightened
credit standards in line with corporate

restructuring efforts.

8] Looking at market interest rates, long-
term market rates including those on
Treasury bonds (three-year) showed a mild
downward trend until April, but subsequently
exhibited an upturn under the influence of
changing expectations as to the timing of a
rise in the Base Rate and the economic
outlook. From mid-July onward, however,
they fell again on the likelihood of
slowdowns in the recoveries in major
advanced countries and the continued inflow
of external investment funds to the bond
market. The spread on corporate bond over
Treasury bond yields, which shows the
concerns about credit risk in the bond
markets, continued narrowing from the
beginning of the year before widening
somewhat from May on due to the fiscal
crises in Southern European countries and
to the geopolitical risk in the region. Short-
term market rates, including yields on CDs

(91-day), declined during March and April

- Vii -
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2

08.1 7

2,200
2,000

08.1 7

Bank deposit and loan interest rates?

\/\QS\

Loans

N

-

09.1 7 1

0.1 7

Note: 1) Based on newly-handled loans and deposits;
figures for August 2010 preliminary.
Source: The Bank of Korea.

KOSPI and foreigners’ net share purchases

(Jan4,1980=100)
KOSPI (left)

(trillion won)

Foreigners' net share
purchases (right)

Source: Koscom Corp.

09.1 7

10.1 7

o & A L o v oA o

—
(=}

but picked up from July in line with the hike

in the Base Rate.

Bank deposit and lending rates, after
exhibiting mild downward trends due to the
low private sector loan demand as well as
the abundant market liquidity, rose slightly
from June in the case of deposit rates and
from July in the case of lending rates, in line

with the expectations of a Base Rate hike.

[€) Share prices exhibited upward
movements with the rise in domestic
economic activity, but the extent of their
increase was constrained due to the
frequent episodes of international financial
market unrest and the uncertainties
concerning economic prospects in advanced
economies. As of the end of August, the
KOSPI stood at 1,743, up 3.6% over its level
at the end of 2009.

Meanwhile, foreigners generally maintained
net domestic share purchase positions,
except for in May, when the international
financial markets were gripped by anxieties
due to the fiscal crises in some Southern

European countries, and in August.

- viii -
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Current account and portfolio investment”

(billion dollars)

Current account

|

(billion dollars)

il

dil

1

Portfolio investment

T

08.1 7 09.1 7

Note: 1) Balance of payments basis.
Source: The Bank of Korea.

10.1

7

o & A L o 0 B2 & o S

Impacted by the large scale of new listings,
however, foreign shareholdings as a
percentage of total Korean stock market
capitalization slipped slightly — from 30.4%
as of year-end 2009 to 29.6% at the end of
August this year.

The total net inflow of foreigners’ portfolio
iInvestment reached 26.0 billion dollars for the
year to July, as foreigners increased their
investments in Korean domestic bonds as well
as equities. From the beginning of the second
half, meanwhile, a large-scale reduction in
banks’ short-term overseas borrowings
became evident. This was possibly due to the
reduction in forward long positions centering
around those of Korean branches of foreign
banks, in response to implementation of the
‘Plan to Mitigate the Volatility of Capital Flows’
drawn up by the government, the supervisory

authorities and the Bank of Korea.

The Korean won/US dollar exchange
rate marked a downward trend bringing it
from 1,165 won per US dollar as of end-
2009 to 1,104 won in late April, owing to the
continuing current account surplus and the

sustained net inflows of foreign portfolio
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Exchange rate and CDS premium® investment funds. From early May it then
Lo T %, rose steeply to reach 1,253 won on the 26th,
L 1 900 . . . .
1500 1 a0 under the influence of the fiscal crises in
1400 [ i .
1300 - 0 Southern European countries and the
’ n/US doll ]
20T ey \M\Jj\"\ﬂ ﬁ heightened geopolitical risks associated with
1,100 CDS premium i
1000 (right 130 the sinking of the ‘Cheonan’ warship. It then
-4 200
o e 100 fell back slightly, however, to stand at 1,198
o0 T A Y 0
o7 w7 won at the end of August. Overseas
Note: 1) Foreign Exchange Stabilization Fund Bonds; 5-year maturity.
Sources: Korea Money Brokerage Corp, Seoul Money Brokerage . L. .

Services Lid., Datavision. borrowing conditions remained by and large
favorable, although deteriorating temporarily
at times in reaction to changes in
international market conditions. The CDS
premium of Korean Foreign Exchange
Stabilization Fund Bonds (five-year)
meanwhile declined to 123 basis points as
of end-August, after having surged to 172
basis points in late May.

Outlook for world economic growth Looking at the future environment for
(%) . . .
» " o monetary policy operations, it is firstly
MFOKD B ORD expected that the world economy will sustain
World -0.6 46 277 43 287
Us) sl its mild recovery. There is a high degree of
(Japan) 52 24 3.0 18 20
Bma) 4L L0213 LS uncertainty as to the world economic
(China) 9.1 105 111 96 97
e s e o oun s outiook, however, owing to the possibility of
2) Members of OECD. ] . ) ) )
D, OECD, L Ok Xiay 2010, slowdown in the paces of recovery in major

advanced economies, and it is likely that the
country-to-country divergences in the pace

of economic recovery could widen.
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Economic growth fan chart?

%) )

08QI Q2 Q3 Q4 09Q1 Q2 Q3 4 10Q1 @ Q3 M

Note: 1) Compared with the previous quarter; future forecast as of

1

0

July, 2010.
Source: The Bank of Korea.

Consumer price inflation fan chart”

(%)

(%)

08QIQ2 3 4 09Q1 Q2 Q3 4 10Q1 Q2 Q3 M4

Note: 1) Compared with the same periods of the previous years;
future forecast as of July, 2010.
Source: The Bank of Korea.

The upward trend of domestic economic
activity is forecast to be by and large
sustained despite a slight deceleration in
export growth, as consumption and facilities
investment increase more rapidly. The scale
of the current account surplus is expected to
gradually narrow, owing to an expansion in
imports drawn in by the recovery of
domestic demand and to a widening of the

service account deficit.

The upward pace of prices is anticipated to
continue, influenced by the increased
demand pressures arising from the
continued upward trend of economic activity,
hikes in certain public utility fees, and the
higher international prices of grains and
other commodities. The rate of increase in
the CPl is predicted to rise to over 3%, the
mid-point of the medium-term inflation

target, from the fourth quarter onwards.

Corporate financial conditions are
anticipated to be generally smooth, in line
with the continued upward trend of the
economy. Firms with poor credit ratings may
experience difficulties in fund-raising,

however, impacted by the promotion of
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restructuring and by financial institutions’
tightened attitude toward lending to such
corporations. Meanwhile, great uncertainty
exists as to the outlook for economic activity
in the US and other advanced countries, and
no fundamental solution to the fiscal
problems of Southern European countries
has as yet been found. In this situation, the
volatility of domestic financial price variables
could also rise in reflection of changes in

international financial market conditions.

The Bank of Korea will conduct its
monetary policy with a focus on helping the
economy maintain price stability, while
sustaining sound growth under the
accommodative policy stance. In carrying
out policy, it will take overall account of

financial and economic conditions.

The efforts to enhance the efficiency of
monetary policy operation will be continued.
The Bank will move to a further stepping up
of its external communication to enhance
the predictability and transparency of its
monetary policy. While continuing its efforts
to withdraw the liquidity provided to tackle

the financial crisis, the Bank will also work
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constantly to prepare a seamless liquidity

adjustment facility.

Policy efforts to maintain financial stability
will be stepped up. Constant vigilance will be
maintained over international financial
market conditions, foreign capital in- and
out-flows, asset price movements, and the
state of household debt. Upon detection of
any symptoms of abnormality, the Bank is
resolved to act swiftly to handle them in
close cooperation with the government and
the supervisory authority. The Bank will do
its utmost as well to strengthen the
framework for international policy
cooperation, such as by establishing a
global financial safety net so as to prevent

further financial crises.
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Table -1

Economic growth of major economies”

(%)

2009 2010
2008 2009 2010
Q3 Q4 Q1 Q2
World 30 -06 46 - - - -
Advanced economie€.5 -32 26 - - - -
us 00 -26 33 16 50 37 16
Japan 12 52 24 03 34 50 15
Euro area 05 41 10 17 07 13 39
o™ 18 09 67

Emerging and

developing economie§l 25 68
Asia 77 69 92 - - - -
(China) 96 91 105 91 107 119 103
(India) 67 74 94 86 65 86 88
Latin America 42 -18 48 - - - -
(Brazil) 51 02 71 -12 43 90 88

Notes: 1) Based on IMF statistics, apart from individual countries and the
euro area which are based on their respective statistics.
2) The figures of the US, Japan, and the euro area are annualized
percentage changes from the preceding quarter, and the figures of
China, India, and Brazil are compared with the same period of
the previous year.
3) Newly industrialized Asian economies (Korea, Taiwan, Hong
Kong and Singapore).
Source: IMF, World Economic Outlook, July 2010.

Figure -1
World trade volume?
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Notes: 1) Seasonally adjusted.
2) OECD excluding Turkey, Mexico, Korea and Central
European countries.
3) All countries other than advanced economies.
Source: Netherlands Bureau for Economic Policy Analysis.

1. Global Economy

A. Economic Growth and Prices
Economic Growth

The world economy continued its trends of recovery
from the beginning of 2010 as emerging economies
remained buoyant and advanced economies exhibited
trends of mild improvement. However, the delays in
improvement of the US labor and housing markets, the
tightening of liquidity in China, and the fiscal crises in
several euro area countries acted as factors restricting
the global economic recovery.

Amid the continuing recovery trend of the world
economy, the volume of world trade also maintained a
firm expansionary trend from the latter half of last year.
In particular, after surpassing last December its level
prior to the collapse of Lehman Brothers (August 2008)
the trade volume of emerging economies continued a
steadily increasing trend from the beginning of this year.
That of the advanced economies, however, was unable
to regain its level before the collapse of the Lehman
Brothers until the end of June this year in spite of its
continuing recovery.

Looking in more detail at world economic growth by
country group and time period, during the first quarter
the US and Japanese economies maintained solid trends
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Figure 1- 2

Economic growth of major economies?

10t k Chlina P

-10 - ‘
Japan
45 +

Euro area i

Note: 1) The figures for the US, Japan and the euro area are

annualized percentage changes from the preceding quarter,

15

10

5

0

5

-10

-15

0801 2 8 4 Q1 @2 Q3 Q4 1001 Qo
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euro area which are from Eurostat.

Figure 1- 3

Economic growth of major advanced economies’

0 (%)

(%)

8 4

us Japan Germany—
6 | E
4l J France

|
2+ /\/ 4
0 ‘* t
Spain
2 Euro area P 7
4 i
!

6+ Greece 4
8

09.Q3‘ Q4‘ 10.Qi Q2‘

Note: 1) The figures are annualized percentage changes from the

preceding quarter.

Sources: US Department of Commerce, Eurostat, Cabinet Office of

Japan.

Figure 1- 4

09.63 QLl 10.61 Q2

Contribution to economic growth in US and euro area
(%, %p) 8

(Annualized QoQ, %, %p)
[ <US>

6+ GDP growth

=

!

7C0ntribution

< Euro area >

GDP growth
(Annualized QoQ)

|

Contribution
(QoQ) GDP growth|

(QoQ)

09.Q3‘ o1 ‘ 10.Qi QZ‘

L L L 6
0903 Q4 10Q1 Q2

| Private consumption

O Government expenditdte @ Export

O Fixed investment
0 Otherd

Notes: 1) The figures of the US are sum of government consumption
expenditures and gross investment; the figures of the euro area

are government final consumption expenditures.

2) The figures are the sum of changes in inventories and imports.

Sources: US Department of Commerce, Eurostat.

=
o

o & & NV o N A O ®

of recovery and the emerging economies continued their
strong upward trend. During the second quarter, in
contrast, while the scale of growth in the euro area
economy expanded, worries were aroused that the
recovery of world economy could slow as the growth of
the US and Japanese economies fell.

The strength of the recovery among the advanced
countries, meanwhile, showed a somewhat
differentiated pattern from the second quarter of this
year. The trend of recovery of the US and Japanese
economies weakened sharply whereas that of the euro
area economy rose steeply despite the fiscal crisis in the
Southern European countries. Within the euro area, the
core countries in this region such as Germany and
France marked a large-scale acceleration of their
upward trend, widening still further the growth rate gap
between them and their neighboring countries
experiencing difficulties because of the fiscal crisis.

The US economy showed a slackened pace of recovery
from the second quarter with constraints on private
consumption amid the continued sluggishness of
housing activity and delayed improvement in
employment. In the first quarter GDP growth registered
an annualized 3.7% helped by the expansion of facilities
investment and rebuilding of inventories. In the second
quarter it dropped to 1.6% as the weakening of the
increase in private consumption and a sharp expansion
of imports offset the continued growth of facilities
investment.

Notwithstanding the fiscal crises in Southern European
countries, the euro area economy showed a faster-than-
expected recovery, driven by the buoyancy of exports in
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Figure 1- 5
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line with the weakness of the euro. The GDP growth
rate registered an annualized 1.3% in the first quarter
thanks to an increase of inventory investment and
exports. In the second quarter it rose sharply to 3.9% on
the back of an acceleration of the increasing trend of
exports and brisk facilities investment.

Japanese economic growth fell sharply in the second
quarter. The GDP growth rate, thanks to the continued
buoyancy of exports and upward pace of facilities
investment, had accelerated from an annualized 3.4% in
the fourth quarter of last year to 5.0% in the first quarter
this year. In the second quarter, though, it stood at only
1.5% owing to the contraction of inventory investment
and lackluster private consumption and housing
investment while the expansionary pace of exports was
blunted by the strength of the yen.

The Chinese economy registered rapid growth in the
double digits that continued on from the fourth quarter

of last year through the first half of this year. The GDP
growth rate moderated somewhat from 11.9% year-on-
year in the first quarter to 10.3% in the second quarter
due to the slight slowdown of the increasing trends of
private consumption and fixed investment as the steps to
tighten liquidity took effect.

Prices

While the trend of recovery of the world economy

moved forward, global prices exhibited stable
movements at a comparatively low level that reflected
the mildness of overall demand side pressures. But price
instability persisted in several emerging economies such
as India where inflation reached double-digit rates.
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For the United States, the year-on-year rate of increase
in the consumer price index (CPI) dropped gradually
from 2.6% in January this year to 1.2% in July.
Consumer price inflation in the euro area rose slightly
from around 1.0% at the beginning of the year to reach
1.7% in July, but still stayed within a range of 1~2%.
Meanwhile in Japan the rate of increase in the CPI
registered a negative figure for 18 months in a row from
last year up until July this year.

Among the emerging economies, in the case of China,
the rate of increase in the CPI rose rapidly, as the
business expansion continued, to 3.3% as of July. In
particular, the CPI for India maintained a double-digit
rate of increase from the latter half of last year,
influenced by a sharp rise in the prices of agricultural
products and an increase in those of petroleum products
resulting from the government’s cut back of subsidies.

B. International Financial Markets

In the international financial markets, the mood of
unease widened at times in the first half due to the fiscal
problems in Southern European countries. Despite the
remaining potential risks ahead, market conditions then
showed improvement from the beginning of the second
half, thanks to the ECB’s efforts to continue its liquidity
support policy and the release of European banks’ stress
test results.
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Figure 1- 7
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2) Three-month LIBOR minus T-bill rate.
Source: Bloomberg.

Short-Term Market Interest Rates

Short-term market interest rates in major countries
stayed at very low levels as the majority of central banks
kept their policy rates at their lowest-ever levels.

US short-term market interest rates exhibited a rise,
influenced by the hike in the interest rate on the Term
Auction Facility (28-day)in March and by the fiscal
crisis in Southern European countries in May. From the
beginning of the latter half of this year, however, they
showed a downward trend as anticipations became
widespread that the Federal Reserve would keep its
extremely low interest rate policy in place for a
considerable length of time. As of the end of August,
three-month LIBOR registered 0.30%, having risen by
0.05 percentage points from its 0.25% as of the end of
last year. The TED spread (three-month LIBOR minus
T-bill rate), an indicator of credit risk in the short-term
financial markets, marked 0.17 percentage points as of
the end of August, similar to that at the end of last year.

Euro area short-term market interest rates also remained
at a low level. They then, moved up moderately,
influenced by the increased credit risk concerns due to
the fiscal crisis in Southern European countries and the
possibility of the failure of Spanish banking institutibns

1) For the provision of credits under the TAF (Term Auction Facility) the
applicable minimum bid rate was raised on March 8, 2010 by 25 basis
points (0.25%— 0.5%) from that at the time of preceding auction in
February.

2) In the case of Spanish banks, concerns about credit risk in the banking
sector fanned out in particular from March this year, as nonperforming
real estate loans, centering on saving banks, increased on a large-scale
following the global financial crisis. Consequently, from the beginning of
this year, a considerable proportion of ECB’s lending was made in
support of Spanish banks.

-5-
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Figure 1- 8
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Source: Bloomberg.

in May and by the ECB’s withdrawal of 12-month
LTROS in July. EURIBOR (three-month) registered
0.89% at end-August, which was 0.19 percentage points
higher than its 0.70% at the end of last year. Japanese
short-term market interest rates (three-month TIBOR)
followed a smooth downward path that brought it to
0.37% as of the end of August.

Long-Term Market Interest Rates

Long-term market interest rates (10-year Treasury bond
yields) in the major countries have by and large shown a
downward trend. This is attributable to the strengthening
of the preference for safe-haven assets in the first half
year in line with the frequent episodes of international
financial market unrest and to concerns over the slowing
of the recovery trend from the beginning of the second
half.

The US long-term market interest rate started to rise
from February upon anticipations of economic recovery
in accordance with an improvement in the major
economic indicators, and reached 3.99% in the early
part of April. However, it then followed an overall
downward trend, influenced from April by the
heightened preference for safe-haven assets due to
international financial market unrest and from July by
the Fed’s downward adjustment of economic forecasts.
This brought it to 2.47% as of the end of August.

3) Longer-term refinancing operations; LTROs were normally operated
with a maturity of three months. But the ECB diversified the maturities
from 1 to 12 months as the fundraising conditions in the interbank funds
market became unfavorable due to the global financial crisis. The total
amount of the 12-month LTROs collected at maturity was 442.2 billion
euro on July 1.

-6-
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The euro area long-term market interest rate (German
government bond yields) showed a mild downward
trend from the beginning of the year but fell back
relatively sharply from May onwards, tracing similar
movements to that in the US. It registered 2.12% as of
the end of August. Japanese long-term market interest
rates also maintained a mild downward trend so that it
stood at 0.97% as of the end of August.

Meanwhile, corporate bond spreads, which indicate the
concerns about credit risk in the bond markets, showed
comparatively stable movements at a low level. In the
US and the euro area, spreads between yields on
corporate bonds (10-year, BBB) and Treasury bonds
(10-year) generally fluctuated within the 140~200 basis
points range, although they widened in May.

CDS premiums, which indicate the degree of sovereign
credit risk, rose sharply at times in the case of heavily
indebted countries in the euro area, mounting to 499
basis points on June 24. In contrast, in the case of
advanced and emerging economies, the premiums held
stable at a comparatively low level, not being affected
greatly by the fiscal crises in Southern European
countries.

Share Prices

Share prices in major countries showed a pattern of
reiterative fluctuations in line with frequent episodes of
international financial market unrest and changes in
expectations of the economic outlook.

In the US, the Dow Jones Industrial Average, after
dipping temporarily in late January, rose to reach
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Figure 1- 12
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Figure 1- 13
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11,672.3 on April 29 owing to widening anticipations of
economic recovery and favorable corporate
performance. From May onwards it retreated
considerably because of the Southern European fiscal
crises and the emergence of the likelihood of economic
downturn. This brought it to 10,014.7 as of the end of
August, down by 4.0% from the end of last year.

Euro area and Japanese share prices also fluctuated
showing a similar pattern of movements to those in the
US. As of the end of August the Euro Stoxx Index stood
at 2,623.0 and the Nikkei Index at 8,824.1, having fallen
by 11.5% and 16.3% respectively from their levels at
the end of last year.

Chinese share prices exhibited an overall weakening
trend in response to the government’s tightening of
liquidity and measures to stabilize real estate prices. The
Shanghai Composite Index registered 2,638.8 as of the
end of August, 19.5% lower than at the end of last year.

Credit Provision by Financial Institutions

Credit provision by financial institutions in the major
advanced countries was unable to break free of the
doldrums, as it had been last year. But the extent of
sluggishness moderated substantially as the recovery
trend proceeded.

In the US the shrinking trend of lending was greatly
alleviated, with the rate of increase of bank lending
standing at -1.3% in July as against -8.0% during
January as the sluggishness in demand for household
and corporate loans eased and banks’ lending attitude
moved toward a somewhat more positive stance.



| . Economic and Financial Developments

Figure 1- 14
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Euro area bank lending, meanwhile, shifted to a mild
increase from April onwards as demand for housing
loans rose led by mortgage loans, even though banks’
lending attitude became somewhat more conservative
owing to the regional financial market unrest.

Exchange Rates

The US dollar exhibited a generally firmer tendency
against the Japanese yen until early May and against the
euro until early June, but it then showed an overall
weakening trend.

Against the euro, the US dollar showed a firm tone from
the beginning of the year, influenced by the heightened
preference for safe-haven assets in line with frequent
episodes of international financial market unrest and the
relative buoyancy of the US economy, with the
exchange rate falling to 1.19 dollars per euro on June 7.
Subsequently, the dollar weakened against the euro due
to the easing of international financial market unrest and
the emergence of a likelihood of a slowdown in the
paces of the US economic recovery. From early August,
the US dollar shifted to a firmer trend again owing to the
preference for safe-haven assets in line with the
possibility of a global economic slowdown and it traded
at 1.27 dollars per euro as of the end of the month,
having appreciated by 12.6% over its exchange value at
the preceding year-end.

Against the Japanese yen, the US dollar was initially
weak from the beginning of the year owing to the
unwinding of yen carry trades in response to the plunge
in share prices worldwide, but it then shifted to a firmer
trend from early March as the Bank of Japan undertook
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Figure 1- 15
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additional monetary easing measures. It again exhibited
an overall weakening trend owing to the unwinding of
yen carry trades in response to falling global share
prices from early May and to the likelihood, from the
beginning of the second half year, that the US recovery
trend would slow. As of the end of August, the US

dollar traded at 84.2 yen, a depreciation of 8.9% since
the end of last year.

C. International Commodity Prices

International oil prices (Dubai crude basis) declined in
January in response to the firm tone of the US dollar and
the increase of crude oil inventories. But from February
onwards they moved upward because of the continuing
recovery trend of the world economy, so that they rose
to 82.3 dollars per barrel as of late April. From May
onwards they fell to 67.6 dollars per barrel, influenced
by the heightened global economic uncertainties caused
by the fiscal crisis in the Southern European countries.
Subsequently they showed comparatively stable
movements, registering 73.0 dollars per barrel as of the
end of August.

The prices of international non-oil commodities (on the
basis of Reuters Commaodity Price Index) showed
relatively stable movements until marking a sharp rise
from July, led by grains and wheat in particular.

The prices of nonferrous metals such as copper and
aluminum exhibited a compatratively stable pattern, with
the increased demand generated by the sustained trend
of world economic recovery being offset by brisk
production. The prices of grains, and particularly of
wheat, rose steeply from early June because of supply
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problems arising from drought and subsequent measures
imposing limits on exports in major producing countries
including Russia. As of the end of August, the Reuters
Commodity Price Index registered 2,713.9, 16.9%

higher than its level at the end of last year.

-11-
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<BoxI-1>

The Impact of the Southern European Fiscal Crisis on
International Financial Markets

In the course of overcoming the global financial crisis, the fiscal soundness of individual countries wq
owing to the expansion of government spending for pump priming. The fiscal problems of some cour
weak fiscal health often served as factors making for the international financial market unrest. After Duba

a government-owned company, announced a debt restructuring, wariness about the deterioration of i
countries’ fiscal soundness heightened in the international financial market and this led to concerns ab

crises in Southern European countries with heavy government liabilities such as Greece, Portugal, Ire

Spain.

These countries’ fiscal situation, which had not been favorable, was greatly worsened as a result of the

fiscal policies put in place to counter the financial crisis. Especially in the case of Greece, in which the sca

2009 fiscal deficit was estimated to be much larger than originally expected, the fear that the harsher
measures undertaken to restore fiscal soundness would deepen the economic recession and the publ
against them greatly lowered the country’s credibility in the international financial market.

Even in this situation, worries over Southern European fiscal problems did not act as an acute destabilizi
in the international financial markets until mid-April. The main reason for this was that the preferences fi
taking of the international financial markets did not deteriorate greatly, thanks to the faster-than-expected
of the world economy including the United States.
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by
™ o0 P LI
Wors _ Euro area
— - Emerging heavily-indebted |
i . ﬁ = economie’ countried )
« Ireland o 500 | 500
a Greece
0] + Spain
o 10 |- . Portugal 400 - 400
5
E i <2007 > Italy 300 300
| Mo o Advanced
§ Por}ugal 200 economie’$ 200
Italy «
0 4
Ireland 100 =
+ Spain
_5 ‘ ‘ ‘ ‘ ‘ (%) 0 I S S Sy Sy Sy Sy | 0
20 0 20 4 60 8 10 120 08.7 091 ! 1o !

Sovereign liability to GDP Notes: 1) G7 countries (excluding Canada).
2) BRICs (excluding India) and five Asian emerging countries.
3) Portugal, Ireland, Greece and Spain.

Source: Bloomberg.

Note: 1) Sovereign liabilities are based on net liabilities.
Source: OECD.

rsened
itries in
i World,
ndividual
put fiscal
land and

proactive
le of the
austerity
c backlas

ng factor
or risk-
recovery

-12 -



| . Economic and Financial Developments

From late April onwards, though, the international financial markets were severely roiled as these Southern

European countries’ fiscal problems were highlighted upon the downward adjustment of their sovereigr
by credit rating agencies. To counter this, the Greek government announced a series of fiscal consolidat|
but it was unable to regain market’s confidence: it became difficult to issue new government bonds in the

ratings
on plans,
interna-

tional financial market. Moreover, despite the decision of the EU and the IMF on May 2 to put in place a financial
rescue package for Greece, the possibility emerged that the Southern European countries’ fiscal crisis would not
be confined to the relevant countries, but fan out to expand losses of European large banks and escalate into a
financial crisis. As a result, avoidance of investment in the Southern European countries became widespread and

their CDS premiums rose steeply to their highest-ever levels, surpassing those at the time of the global
crisis.

financial

Concerns about the credit risk of major European banks were greatly heightened as those with large exposures to

Southern European countries were feared to incur heavy losses owing to the restructuring of sovereign

debt and,

given the close mutual linkages among them, the failure of any one of them ran the risk of a rapid spread by con-
tagion to the other banks. Consequently a partial credit crunch emerged within the European financial system and
borrowing conditions for dollar-denominated funds worsened severely in markets such as the interbank funds

market, the swap market and the short-term wholesale funds market.

Major European banks’ exposures to
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As the market situation deteriorated, the EU, in consultation with the IMF, on May 10 introduced a European
Financial Stabilization Mechanism having a maximum scale of 750 billion euro. The ECB also undertoak steps

such as the purchase of the government bonds of Southern European countries, expansion of the supy

ly of term

liquidity and the re-opening of its swap line with the US Federal Reserve. These actions stabilized the internation-

al financial markets to some degree, but the market unrest continued until June in line with a slowdown fr,
onwards of the US economy which had shown rapid recovery.

om May
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The scale of the increase in the CDS premiums of emerging market countries, however, was relatively small and
the outflow of funds from these countries stayed at a limited level. This indicates that, in contrast to the situation
at the time of Lehman Brothers’ collapse in 2008, the angst over credit risk did not spread indiscriminately to the
emerging market countries.

The reason why the fiscal crises in the Southern European countries did not escalate into a global financial crisis
seem to be attributable to the effectiveness of the policy authorities’ proactive policy response. In the first place
the ECB’s prompt and resolute actions in supplying liquidity brought about a remarkable reduction of liquidity
risk in the international financial markets. This was a very different pattern from the surge of both liquidity risk
and credit risk in the interbank market at the time of Lehman Brothers’ collapse when central bank intervention
was delayed.Besides this, the scale of the EU/IMF'’s rescue package (110 billion euro for Greece, 750 billion
euro for other euro area countries) greatly exceeded the amount for the redemption of principal and interest on
those countries’ government bonds for considerable periods, reducing the possibility of a liquidity crisierupting.

Redemption schedule of Southern European countries’

Liquidity and Credit risk in the interbank market government bonds
(bp) (bp) (bilion euro) (bilion euro)
350 350 1,600 1,600
Scale of rescue package
300 - -+ 300 (860 billon euro)

LIBOR-OIS’ |  120OF March 2012 j 120

250
200 - 200

Liquidity risk 800 - 4 800
150 - 1%0 Including Italy

Credit risk

100 100
400 - 400
50 4 50 Excluding Italy
0 1 . ) I [ TN TN T T T T T T TN TN T NN N A A 0 0 1 1 1 1 1 1 0
08.7 09.1 7 101 7 106 111 7 121 7 131 7
Note: 1) 1-year basis. Source: Bloomberg.

Source: Bloomberg.

From July onwards, meanwhile, the international financial market unrest eased somewhat as the propensity to risk
aversion, which had risen to excessively high levels, moderated. This was greatly helped by the euro area’s show-
ing better-than-expected economic figures for the second quarter, boosted by the German economy’s buoyancy,

1) The results of the decomposition of the ‘LIBOR-OIS’ spread into credit risk (risk generated by a downgrade in a cewrtgljpart’
rating or its default) and liquidity risk (risk of external payment problems because of the insufficient liquidity ofrasketg)use of
the CDS premium on LIBOR panel banks, are analyzed as showing that liquidity risk at the time of the Southern European |countrie
fiscal crisis remained at a limited level in contrast to the situation at the time of Lehman Brothers’ collapse (methoBaritedfi
England “An Indicative Decomposition of LIBOR Spreads, Quarterly Bulletin, 2007 Q4" and Bank of Japan “Cross Currency
Translation of Money Market Tensions, July 2008”).

2) Investors’ concerns gradually moderated as they realized that even though the Southern European countries coulderonissue go
bonds at all in the bond markets, the rescue package resources would not be exhausted until March 2012 and, apatidsem lItaly, t
resources would not run out for four years.

-14 -
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which served to offset the economic recession in the Southern European countries. Furthermore, along
trouble-free implementation of the European policy authorities’ support measures, the alleviation of ce
about the euro area banking system by the detailed disclosure of individual banks’ holding of Southern E
countries’ bonds together with the European banks’ stress tesfr@sidased in July 23) contributed to the st
bilization of financial markets.

Currently concerns about a default of the Southern European countries and consequent turmoil within
area banking system have largely receded. Nevertheless, because of the difficulty of reaching a fundame
tion to the fiscal problems in the Southern European countries within a short span of time, they have the
to act as a destabilizing factor in international financial markets at any time for a considerable perfoih @loea
far as euro area banks’ risk of failure has still not declined all that greatly, there is the possibility of the pr¢
to risk aversion increasing again should the real economy show a pattern of stagnation. Consequently,
bility that the international financial markets may exhibit volatility on a greater scale than that of fluctuat
the actual risks arising from changes in economic conditions still remain.

3) Among the 91 European banks stress-tested, only seven fell short of the required level (Spain 5, Greece 1, Germarscalpanfd
the recapitalization required amounted to no more than 3.5 billion euro in all.

4) The IMF has estimated from its analysis that the advanced countries’ ratio of sovereign liabilities to GDP may risie 20150&E0
% in 2009) and that it will be by no means easy to bring this to the pre-crisis level (60%) before 2030 (“Fiscal MonitéfgylM
2010).

-15-
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Table 1-2

Major economic growth indicators®

(%)

2009 2010
2008

Yer QI Q2 Q3 Q4 Q1 Q2

GDP 23 02 02 24 32 02 21 14
(43) (-22) (1.0) (60) (81 (7.2

(Private 13 02 03 33 17 04 07 08
consumption) (-44) (-(1.0) (0.7) (5.8) (6.3) (3.7
(Facilities -10 -91 -105 90 108 53 24 91
investment) (-23.1) (-17.3) (-7.0) (13.3) (29.9) (30.2)
(Constructon -28 44 59 18 -07 -01 13 -36
investment) (28) (5.1) (44 (.0 (23) (29
(Goods exports)4.6 00 -1.7 135 51 -15 37 70
(135) (-32) (2.3) (15.0) (21.6) (14.9)

(Goodsimports)45 79 -58 87 80 -13 51 95
(-18.5) (-13.8) (-6.7) (8.9) (21.8) (22.1)

GNI 06 15 -07 49 11 27 09 05
(-54) (-0.2) 37) (75 (B9 (54

Note: 1) Compared with the previous period; figures in parentheses are the

non-seasonally adjusted year-on-year rates.
Source: The Bank of Korea.

Figure 1- 16

Major consumption indicators’

%, %,
o™ 0
16 + 4 16

Private

2r consumption 122
8 4 8
4 4 4
4 - 41 4
8+ | 1 8
2 I I 1 I I I I 12

08Q1L Q2 Q3 Q4 09Q1 Q2 Q3 Q4 10Q1 Q2

‘ ODurables 0O Semi-durables @ Non-durablest Servikes

Note: 1) Compared with the previous quarter.
Source: The Bank of Korea.

2. Domestic Economy

A. Real Economy
(1) Economic Growth

Moving into the year 2010, domestic economic activity
maintained an upward trend, amid brisk exports and
steadily increasing domestic demand such as private
consumption and facilities investment. Construction
investment, however, remained sluggish. Viewing the
performance by quarter, real GDP growth (quarter-on-
guarter) rose sharply, from 0.2% in the fourth quarter
last year (6.0% year-on-year) to 2.1% in the first quarter
of this year (8.1% year-on-year) and then recorded 1.4%
in the second quarter (7.2% year-on-year). In the third
quarter, similarly, domestic economic activity is
considered to have maintained its upward trend.

Real gross national income (GNI) growth rate registered
0.9% quarter-on-quarter in the first quarter in response
to the worsening terms of trade and subsequently
slipped to 0.5% in the second quarter, constantly
remaining below the level of GDP growth rate.

Demand

Looking at the components of demand, private
consumption increased 0.7% quarter-on-quarter (6.3%
year-on-year) during the first quarter and went on to
mark an increase of 0.8% (3.7% year-on-year) in the
second quarter, bolstered by the improvement of labor
market conditions. By type, the consumption of
nondurables shifted to an increase and that of services

-16 -
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Figure 1- 17
Major investment indicators’
%) %
5 (%) %) 5
Faciliies
0 — investmerit 110
51 M l 15
m
Y e
5+ ‘ Construction 45
. Fixed investment
investment
210 L L -{-10
-15 I L 15

1 1 L 1 ! R
08Q1 Q2 Q3 Q4 09Q1 Q2 Q3 Q4 10Q1 Q2
Note: 1) Compared with the previous quarter.
Source: The Bank of Korea.

Figure 1- 18

Growth” of goods exports and imports

500 0
Imports
0} j 110

Exports
5L m 4 5
0= E1 o m 0
5+ 4 5

-10 + -4 -10

15

-15 - -+ -15

0 L L L L L L L 20
03Q1 Q2 Q3 Q4 09.Q1 Q2 Q3 Q4 10Q1 Q2

Note: 1) Volume basis; compared with the previous quarter.
Source: The Bank of Korea.

Table 1-3

Growth rates” of exports? by destination
(%)

2009 2010
Rati? Q3 Q4 Q1 Q2 Jul
us 104 -149  -122 26.8 366 395
Japan 6.0 -18.0 52 28.7 333 342
EU 128  -29.6 6.3 135 218 450
China 23.9 69 456 61.0 389 292

South-East Asia19.3  -16.7 21.2 50.5 442 200

Notes: 1) Compared with the same period of the previous year.
2) Customs-clearance basis.
3) Weight in total 2009 exports.

Source: Korea Customs Service.

accelerated its upward trend in the second quarter, while
that of semi-durables remained buoyant.

Facilities investment, amid brisk investment in
machinery including semiconductor manufacturing
equipment, rose by 2.4% gquarter-on-quarter (29.9%
year-on-year) during the first quarter and expanded its
increasing trend greatly by registering 9.1% (30.2 %
year-on-year) in the second quarter. Construction
investment grew 1.3% quarter-on-quarter (2.3% year-
on-yeatr) in the first quarter, led by civil engineering, but
shrank 3.6% (2.9% year-on-year) in the second quarter
as residential building construction declined markedly
and civil engineering subdued.

Exports (goods) continued to be buoyant, helped by the
increasing world trade volume. Reviewing them by
quarter, exports increased 3.7% quarter-on-quarter
(21.6% year-on-year) in the first quarter, driven by
semiconductors and automobiles, and continued to
increase, rising by 7.0% (14.9% year-on-year) in the
second quarter, thanks to the buoyancy of almost all
export items including machinery. Imports (goods)
increased 5.1% quarter-on-quarter (21.8% year-on-year)
in the first quarter, mainly led by electric and electronic
equipment, and went on to increase by 9.5% (22.1%
year-on-year) in the second quarter, driven by
machinery, metal products and transport equipments.

Reviewed by destination, exports (customs-clearance
basis) to the advanced countries including the US,
Japan, and the euro area countries proved robust, while
those to regional emerging market countries, notably
China and Southeast Asian countries, exhibited a more
pronounced trend of expansion. However, exports to the
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Figure 1- 19
Growth” by major industry
% %
" ) ) 0
8 | Agriculture, forestry 4 8
6L and fishing \ 1 6
4ii£§;4\ 1" ;:;: |2
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-6 - Construction 1 6
8r 1 -8
-10 1 -10
12 112
14 1 1 1 1 1 1 I 14
08Q1 Q2 Q3 Q4 09Q1 Q2 Q3 Q4 10Q1 Q2
Note: 1) Compared with the previous quarter.
Source: The Bank of Korea.
Table 1-4
Average manufacturing capacity utilization ratio
(%)
8 2009 2010
Year Q1 Q2 Q3 4 Q1 @2 P
775 746 669 742 788 784 805 830 848

Source: Korea National Statistical Office.

advanced countries showed a gradual acceleration of
their upward trend that continued on from the first
quarter into the latter half of the year, whereas the
upward trends of exports to regional emerging market
countries such as China showed signs of slackening.

Production Activities

Manufacturing production rose 4.2% quarter-on-quarter
(20.7% year-on-year) in the first quarter, led by
electrical and electronic equipments including
semiconductors, and picked up by 5.2% (18.0% year-
on-year) in the second quarter on the back of buoyancy
across machinery, metal products, and automobiles.
Reflecting these developments, the average
manufacturing capacity utilization ratio moved up from
80.5% in the first quarter to 83.0% in the second quarter.
In July, the capacity utilization ratio rose to 84.8%, the
highest-ever level since January 1980, when the
statistics were first compiled.

Service sector output increased 1.6% quarter-on-quarter
(4.4% year-on-year) in the first quarter as the wholesale
and retail trade, restaurants and hotels sector and the
transport and storage sector were buoyant. In the second
guarter, the rate of increase stood at just 0.1% (3.6%
year-on-year) due to the lackluster performance of the
financial intermediation sector and the real estate and
renting sector.

Construction increased by 1.9% quarter-on-quarter
(1.5% year-on-year) in the first quarter, led by civil
engineering, but shrank by 0.9% (0.5% year-on-year) in
the second quarter, owing to the lackluster performance
of residential building construction. Agriculture, forestry
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Table 1-5

Major employment-related indicators
(million persons, %)

2009 2010
Year Q3 Q4 Q1  Q2ul

2008

Economicall
active populgtion 243 244 246 245 242 250 252

(Rateofgrowt) 05 02 05 02 15 15 19

Egglr::?rgglt(l:on a 615 608 610 606 610 610 613

Number of
employed persons 236 235 238 236 230 242 243

(Changes) 0.15 -0.07 -0.00 -001 013 043 047

mﬁ’;g;’gd person<d77 089 090 087 107 085 092

(Non-S.A) 077 089 089 082 113 087 093
Unemploymentrate 32 36 37 36 43 34 37
(Non-S.A) 32 36 36 33 47 35 37

Eg{,’vn:pmggﬁ'l'gt{g%“ 153 157 155 158 163 155 154

(Rate of growt) 20 29 25 30 10 10 01

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

Figure 1- 20
Employed persons
(millions) (millions)
0r | - 08
Before | Changes in totall
Lehmalr|1 Brothers employed persofs
245 |- (A%%énggii) (right) 1 06
\ Total employed
240 persons (left) 04
235 02
230 00
225 7 402
Employed persons in
private sect&(leﬁ)
22.0 I N O I Y B | 1 I ‘0.4
08.1 7 09.1 7 101 7

Notes: 1) Seasonally adjusted.
2) Compared with the same month of the previous year; non-
seasonally adjusted.
Source: Korea National Statistical Office.

and fishing sector production decreased by 4.9%
guarter-on-quarter (1.9% year-on-year) as the
unusually cold weather resulted in poor crops in the
first quarter, but rose by 0.1% in the second quarter
(-2.2% year-on-year) owing to the increased volume
of fish catches.

(2) Employment and Wages
Employment

Employment conditions also showed great
improvement. The scale of year-on-year increase in the
number of employed persons widened markedly from
130 thousand in the first quarter to 430 thousand in the
second quarter. The trend of improvement continued
into July with an increase of 470 thousand. The labor
force participation rate (seasonally-adjusted) stood at
61.0% in both the first and second quarters, and rose
moderately to reach 61.3% in July.

Reflecting the improving trends in labor market
conditions, the number of persons employed increased
sharply after surpassing its level prior to the global
financial crisis (August 2008) in March. Notably, the
number of persons employed in the private sector
moved above its pre-crisis level from April onwards.

Looking at employment by industry, the increase in the
number of persons employed in manufacturing and
SOC and other services was particularly pronounced
while construction employment began to pick up from
April. Meanwhile, the number of persons employed in
public administration and compulsory social security
shifted to a decline as the ‘Hope Labor Project’, that
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Figure 1- 21

Changes” in the number of employed persons

by industry
(Ehousand persons) Publc administration and (thousand pqrszr&s))
SOC and other service | compulsory social security
businessés
300 [ l l 1 300
200 1 200

100 - 100
0 "_/\/A. S /)/ ®
-100 %‘ﬁ( --100

Manufacturing ! | Adficulture, ] 200
Constructio forestry
and fishing

K N T Y Y K
30%8.1 7 09.1 7 101 ;00

Notes: 1) Compared with the same period of the previous year.
2) Excludes construction, public administration and
compulsory social security.
Source: Korea National Statistical Office.
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Figure 1- 22
Changes” in the number of employed persons
by employment status
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Note: 1) Compared with the same period of the previous year.
Source: Korea National Statistical Office.

8
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Table -6
Wage increases’
(%)
2009 2010
Year Q3 Q4 Q1L Q2
Nominal wages  -0.7 -1.2 19 6.0 6.2
Real wages -34 31 05 32 35

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

had been implemented from last June, scaledliaisk
year.

By employment status, the scale of increase in the
number of waged employees widened, led by regular
employees, but the number of non-waged employees
continued its declining trend, led by sole traders.

Wages

The all-industry nominal wage based on businesses
employing at least five workers increased 6.0% year-on-
year in the first quarter and went on to increase 6.2% in
the second quarter. Real wages deflated by the CPI rose
3.2% year-on-year in the first quarter and 3.5% in the
second quarter.

(3) External Transactions
Current Account

The current account maintained its underlying surplus,
reflecting the large scale surplus of the goods account.
Reviewed by quarter, the current account surplus
expanded greatly from 1.3 billion dollars in the first
guarter to 10.3 billion dollars in the second quarter and
went on to register 5.9 billion dollars in July.

In terms of component accounts, the goods account
registered a surplus of 7.4 billion dollars in the first
guarter and 15.7 billion dollars in the second quarter as

4) The ‘Hope Labor Project’ was implemented on a scale involving 250
thousand participants between June and November 2009. However, it
was cut back considerably to 100 thousand participants between March
and June this year.
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Table 1-7
Balance of payments
(billion dollars)
2009 2010

Year Q3 Q4 Q1 Q2  Jul

Current account 427 104 10.6 13 103 5.9
Goods 56.1 147 155 74 157 74
Exportd 3635 948 1040 1011 1203 410
Imports) 3231 848 929 981 1059 354
Services -172 53 5.8 -6.0 42 17
Credit 585 142 159 158 17.7 6.3
Debit 757 195 217 218 219 80
Income 4.6 17 1.6 0.8 08 04
Current transfers ~ -0.8 0.7 0.9 0.8 05 -03
Copital and Financial 264 144 48 57 47 01
Financial account  25.3  14.2 438 59 47 01
Directinvestment -9.1  -2.1 A7 2.6 22 -19
Portfolio investment  50.7 199 105 105 68 86
Financial derivatives -5.5  -1.3 13 0.4 11 01
Other investment -10.8  -2.3 -2.3 24 82 6.7
Capital account 12 0.2 0.0 -0.2 00 -00
Changesintesene assets69.1 239  -166  -69 56 -6.0
fr e o T

Note: 1) Customs-clearance basis.
Sources: The Bank of Korea, Korea Customs Service.

Figure 1- 23

Export & import growth” and export-import gap
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Note: 1) Compared with the same period of the previous year;
customs-clearance basis.
Source: Korea Customs Service.

the continued increase of exports outpaced the
expansion of imports in the economic upswing phase.
The services account deficit widened to 6.0 billion
dollars in the first quarter, owing to the worsening travel
account deficit caused by the appreciation of the Korean
won, but it shrank to 4.2 billion dollars in the second
quarter. The income account shifted from a 0.8 billion
dollar surplus in the first quarter to a 0.8 billion dollar
deficit in the second quarter, owing to the expansion of
dividend payments. The deficit on the current transfers
account narrowed from 0.8 billion dollars in the first
quarter to 0.5 billion dollars in the second quarter as
external remittances declined.

Exports (customs-clearance basis) continued brisk, led
by semiconductors and automobiles, rising by 35.8%
year-on-year to stand at 101.1 billion dollars in the first
quarter and by 33.1% to reach 120.3 billion dollars in
the second quarter. Imports (customs-clearance basis)
expanded by 37.4% year-on-year to 98.1 billion dollars
in the first quarter and by 43.2% to stand at 105.9 billion
dollars in the second quarter.

Capital and Financial Account

The capital account shifted from a net inflow of 5.7
billion dollars in the first quarter to a net outflow of 4.7
billion dollars in the second quarter.

In terms of component accounts, the scale of the
portfolio investment account shrank considerably from a
net inflow of 10.6 billion dollars in the first quarter to

one of 6.8 billion dollars in the second quarter, because
of a decrease in foreigner’s stock investment fund net
inflows. The net outflow position of the other
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Figure 1- 24

Current account and capital and financial account
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Source: The Bank of Korea.
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investment account widened from 2.4 billion dollars in
the first quarter to 8.2 billion dollars in the second
quarter, owing to the redemption of banks’ short-term
borrowings. The financial derivatives account shifted
from a net inflow of 0.4 billion dollars in the first quarter
to a net outflow of 1.1 billion dollars in the second
quarter. The direct investment account registered a net
outflow of 2.7 billion dollars in the first quarter and 2.2
billion dollars in the second quarter.
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Table 1-8

Market interest rates”

(%)

2009 2010
2008
Jun. Dec. Mar. Jun. Jul. Aug.
Call (overnight) 302 1.96 201 200 203 228 228
CDs (91 days) 393 241 286 278 246 263 266
CPs (91 day3) 649 280 309 292 273 283 284
Treasury bonds 3yrs)3.41 416 441 389 386 380 355
Corporate bonds (3yfs)7.72 543 553 458 4.83 472 441

Notes: 1) Period-end basis.
2) Al credit rating basis.

3) AA- credit rating basis; based on averages of yields estimated by

three private credit rating corporations.

Sources: Koscom Corp., KIS Pricing Inc., Korea Bond Pricing Corp.,

NICE Pricing Services Inc.

Figure 1- 25

Short-term market interest rates
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Figure 1- 26
Long-term market interest rates
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2) Corporate bond (3 yrs, AA-) yieldTreasury bond (3 yrs)

yield.

Sources: Koscom Corp., KIS Pricing Inc., Korea Bond Pricing Corp.,

NICE Pricing Services Inc.

B. Financial Markets
(2) Interest Rates and Share Prices
Short-Term Market Interest Rates

Short-term market interest rates declined during March
and April 2010 but picked up from July in line with the
hike in the Base Rate. Secondary market yields on CDs
(91-day), after easing to 2.45% in mid-April from

2.88% at the beginning of the year, subsequently
remained at that level until rising to 2.63% from early
July.

The overnight call rate moved, showing very low
volatility, around the level of the Base Rate while
interbank market and short-term money market
stabilized across-the-board.

Long-Term Market Interest Rates

Long-term market interest rates from the beginning of
the year showed a mild downward trend until April, but
subsequently exhibited an upturn under the influence of
changing expectations as to the timing of a rise in the
Base Rate and the economic outlook. From mid-July
onwards, however, they fell again on the likelihood of
slowdowns in the recoveries in major advanced
countries and the continued inflow of external
investment funds to the bond market. The secondary
market yields on Treasury bonds (three-year) after
easing to 3.58% on April 29 this year from 4.41% at
year-end 2009, subsequently fluctuated around this level
to register 3.55% as of the end of August.
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Figure 1- 27

Interest rates” on bank deposits and loans,
and loan-deposit spread
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Figure 1- 28
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Interest rates® on bank loans by type of borrower
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Meanwhile, the secondary market yields of corporate
bonds (AA-, three-year) showed a generally similar
pattern of movements to those of Treasury bonds. The
spread on corporate bond yields over Treasury bond
yields, which shows the concerns about credit risk in
the bond markets, continued narrowing from the
beginning of the year before widening somewhat

from May due to the fiscal crises in Southern
European countries and to the geopolitical risk in the
region.

Banks’ Deposit and Lending Rates

Banks’ deposit and lending rates, after exhibiting mild
downward trends due to low private sector loan demand
as well as abundant market liquidity, rose slightly from
June in the case of deposit rates and from July in the
case of lending rates, in line with expectations of a Base
Rate hike. Banks’ average interest rate on newly-taken
savings deposits slipped to 2.89% in May and their
average interest rate on newly-extended loans eased to
5.32% in June, but these subsequently picked up to
register 3.18% and 5.49% respectively in August. The
spread between lending and deposit rates, after
widening to 261 basis points in April due to the ending
of special promotions of high interest rate deposit
products and the difficulties in the operation of funds,
narrowed thereafter to stand at 231 basis points in
August.

Viewed by type of borrower, the interest rates on loans

to households declined quite sharply. This was
ascribable to the fact that from this February onwards
mortgage loans attracted a relatively low interest rate as
their interest rates were determined based on the Cost of
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Funding IndeX (COFIX) rather than yields on CDs.
Interest rates on corporate lending also declined across-
the-board. Especially, interest rates on loans to large
firms fell to a greater extent owing, for example, to the
expansion of very short-term loans to large firms with
strong balance sheets.

Share Prices

Table 1-9 Share prices exhibited upward movements with the rise

Stock market indicators in domestic economic activity, but the extent of their

2505 o increase was constrained due to the frequent episodes of
e e a e M international financial market unrest and the

:23:2 vo|umelj%"17? 1(2;3{;)1 1(f§§)8 1'(%%9 18%?-3 1(372)28 uncertainties conC(?rnlng economic prospects in |
(mi.shares) ~ o>2 4831 3316 4191 3857 3477 advanced economies. The KOSPI dropped to 1,552.8 in
B amoUs 1806 66134 47063 48341 56472 52933 early February owing to the tightening of liquidity
?Zj.?fo'ﬂief%f‘% '''' (5;‘;54? '''' (2137? """ %3)7 """ (422)0(‘36;‘)7 conditions in Ch'ina and it again fell to 1.,560..8 in I.ate
(mil.share) ~ 5041 7885 7034 8858 5586 5315 May, together with the drop in share prices in major
(Tbrﬁl.dvi?c?n%moumlaz“z-z 22940 17603 25658 18361 14899 countries, because of the fiscal crises in Southern
e anges compared st the end of the previous year. - European countries and the regional geopolitical risk.

2) Daily average basis.

Source: Koscom Corp. After this, the KOSPI moved generally upward to stand
at 1,790.6 as of August 3, although share prices in many

Figure 1- 29 . . .
other countries displayed a weakening trend. As of the
KOSPI and KOSDAQ ind
o Qindex end of August, the KOSPI stood at 1,742.8, up 3.6%
200(gan. 4,1980=100) (ul. 1,199 = —10100050 .
’ over its level at the end of last year.
2,000 - 1 900
1800 KOSPI (eft) N a0
Le00r W o The KOSDAQ Index moved generally downward
1,400
1200 1 0 because of continued net selling by domestic
1,000 W 500 institutional investors. As of the end of August, it
g KOSDAQ (i) 1 400 registered 464.7, down 9.5% compared to the end of last
400 1% year.
2%8]\- I \7 I 09\1 I \7\ I 10\1\ I % 2(x)

Source: Koscom Corp.

5) The COFIX is a new benchmark rate for the mortgage lending rates,
based on costs of funding by banks. It is calculated and announced
monthly by the Korea Federation of Banks since February 2010.
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Figure 1- 30

Net purchases of stocks by type of investor
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Figure 1- 31

Growth” of Lf - M2 and money gap ratio”
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Figure 1- 32

Growth” of M1? and reserve money
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By type of investor, foreigners generally maintained net
buying positions in domestic stock market from January
to August of this year, except for in May, when the
international financial markets were gripped by
anxieties due to the fiscal crises in some Southern
European countries, and in August. Impacted by the
large scale of new listings, however, foreign
shareholdings as a percentage of total Korean stock
market capitalization slipped slighthfrom 30.4% as

of year-end 2009 to 29.6% at the end of August this
year. Domestic institutional investors, led by asset
management companies, by and large exhibited a net
selling position. Individual investors registered a small-
scale net buying position, due to large-scale share
purchases during May.

(2) Monetary Aggregates and Financial
Institutions’ Deposits

Money Growth

From the beginning of this year, the M2 (broad money)
growth rate exhibited generally stable movements while
private sector credit supply increased modestly. The
year-on-year rate of M2 growth stayed between 8.7% ~
9.0%. Market liquidity, evaluated by the money gap
ratio, was deemed to have remained ample given the
long-term trend of the monetary stock and the state of
the real economy.

The year-on-year growth rate of M1 (narrow money,
excluding MMFs) eased to around the level of 10%
after April, standing at 11.1% in July as against its level
of 15% at the beginning of the year, in response to
banks’ stepping up of their efforts to attract time
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Table 1- 10
Deposit-taking” by financial institutions
(trilion won)
2009 2010
2008 Jul
Year Q3 Q4 QL Q2 ~Au'g,
DepoSLMONeY 1043 548 204 -136 164 206 03
Real demand 15 98 -19 -02 10 59 56
Time &savings 722 759 265 192 347 412 184
(Time) 63.0 391 214 155 420 295 197
(Instantaccess) 103 313 31 41 49 109 -12
CDs 82 -19 37 -87 -160 -224 95
RP9 87 97 -04 -47 04 -35 -07
Barkdebentures 312 193 15 192 A7 06 23
Asset management
companies 63.0 -27.7 -282 -14.1 107 -84 59
MMFs 422 -172 -250 -73 106 -40 -34
Equity funds 239 -140 61 -49 -34 -66 55
Bond funds -105 158 49 12 21 17 19
Hybrid funds 54 78 -17 -13 04 06 04
New-type funds 129 -44 -04 -18 10 00 08

Notes: 1) Based on changes during the period.
2) Includes cover bills.

Sources: The Bank of Korea, Korea Financial Investment Association.

Figure 1- 33

Deposits® at banks by product

(trillion won,
L )

25 |
20 7]
15 |

il

|

|

|

I

(trillion WOQ)

5 {
-10 ||
-15

1§Hn HHHHHKHH
H i 1 HHH

H [

H

WH

|

|

~ T Y Y R
2008.1 7

09.1

7

101

-

‘ O Demand and instant acces] Time @ Short-term marketabl4

Note: 1) Based on changes during the month.
Source: The Bank of Korea.

25

15
10

-10
-15

deposits. The year-on-year growth rate of reserve

money, on the other hand, fell back to 0.0% this March
because of a base effect, but subsequently accelerated to
12.7% in July.

Banks’ Deposits

Banks’ deposits increased by 16.4 trillion won in the
first quarter of 2010 and 20.6 trillion won in the second
quarter, led by time deposits. By type of deposit, time
deposits in particular rose on a large-scale, with their
total increase reaching 42.0 trillion won in the first
quarter and 29.5 trillion won in the second quarter. Low-
cost deposits such as real demand deposits and instant
access accounts declined by 5.9 trillion won in the first
quarter but increased by 16.8 trillion won in the second
quarter in response to efforts by certain banks to attract
corporate deposits. Marketable deposits such as bank
debentures and CDs fell by 17.3 trillion won in the first
quarter and by 26.5 trillion won in the second quarter
respectively while time deposits increased markedly due
to medium or long-term strengthening of regulation on
banks’ loan-to-deposit ratios. Banks’ deposits increased
no more than 0.3 trillion won in July and August,
meanwhile, as the dwindling of marketable deposits
such as CDs offset a steady increase in time deposits.

Asset Management Companies’ Deposits

Asset management companies’ deposits swelled greatly
in the first quarter but shifted to a decrease in the second
quarter, led by MMFs. MMFs increased by 10.6 trillion
won in the first quarter with an inflow of funds from
banks and firms, but in the second quarter they shrank
by 4.0 trillion won. Following on from last year, equity
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Figure 1- 34
Deposits” at asset management companies by product
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Source: Koscom Corp.

Table 1- 11

Banks’ corporate loans®

(trilion won)
2009 2010
2008 N
Year Q3 4 Ql Q2 -Aug.
Large firms 303 52 20 42 49 27 27

SMEs 480 197 63 -32 32 10 09

Total 783 145 83 -74 81 37 36

Note: 1) Based on changes during the period.
Source: The Bank of Korea.

Table 1- 12

Corporate fund-raising by direct financing

(trilion won)
2009 2010
2008 Il
Year Q3 Q4 Ql Q2 ~Aug.

Corporate bond
issugnce(ne‘t) 91 326 37 27 36 31 -14

CPissuance (&) 134 -99 -38 52 04 -13 12
Stock issuanée 4.0 91 21 38 12 25 09

Notes: 1) Based on bonds issued through public subscription by general
corporations, and excludes ABSs but includes P-CBOs.

2) Based on CP discounted by securities companies, merchant
banking corporations, the merchant banking accounts of banks
and banks’ trust accounts.

3) Initial public offerings and paid-in capital increases.

Sources: Financial Supervisory Service, Korea Financial Investment
Association.

funds declined 3.4 trillion won in the first quarter and
6.6 trillion won in the second quarter amid individual
investors’ continued withdrawal of funds. Bond funds,
in contrast, increased by 2.1 trillion won in the first
quarter and by 1.7 trillion won in the second quarter, led
by short-term funds. In July and August, bond funds
increased whereas MMFs and equity funds contracted.

(3) Corporate Financing and Household Credits
Banks’ Corporate Lending

From the beginning of 2010, banks’ corporate lending
increased only slowly despite the continued upward
trend of domestic economic activity. Upon the gradual
winding down of the government’s financial support
package and the strengthening of banks’ credit risk
management, loans to SMEs increased by no more than
3.2 trillion won in the first quarter and by 1.0 trillion

won in the second quarter. Loans to large firms
increased by 4.9 trillion won in the first quarter due to
the refinancing of those credits that had been
temporarily redeemed at year-end, and rose by 2.7
trillion won in the second quarter because of loans to
certain firms undertaking structural adjustment. In July
and August loans to SMEs increased by 0.9 trillion won
and those to large firms by 2.7 trillion won.

Direct Financing

Firms’ fundraising through the direct financial markets
proceeded smoothly in general.

Net corporate bond issuance increased by 3.6 trillion
won in the first quarter, in line with certain firms’
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Figure 1- 35

Corporate fund-raising by direct financing®
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Figure 1- 36

Major indicators of corporate financial conditions
(%)
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Notes: 1) After adjustment for electronic settlements.
2) Based on manufacturing; proportion (%) of respondents
citing ‘positive- proportion (%) citing ‘negative’+ 100.
Source: The Bank of Korea.

demand for M&A funds, and by 3.1 trillion won in the
second quarter, upon preemptive demand generated by
anticipations of a hike in interest rates. Net CP issuance
increased by just 0.4 trillion won in the first quarter and,
indeed, declined by 1.3 trillion won in the second
quarter with firms’ funding conditions being favorable
amid upbeat economic activities. Fundraising through
share issues increased by 1.2 trillion won in the first
quarter and 2.5 trillion won in the second quarter. In July
and August, fundraising through corporate bond
issuance shrank by 1.4 trillion won whereas that through
CP and share issuance rose by 1.2 trillion won and 0.9
trillion won respectively.

Corporate Financial Conditions

Corporate financial conditions remained generally
favorable from the beginning of the year, thanks to the
economic upswing and abundant liquidity. A few
industrial sectors, however, including construction,
experienced worsening fundraising conditions due to the
poor business climate and financial institutions’
tightened credit standards in line with the corporate
restructuring process.

The dishonored bill ratio (after adjustment for electronic
settlement) maintained a relatively stable pattern of
movements within a range of 0.02 to 0.04%. The arrears
rate on banks’ corporate loans rose from 1.4% this
January to 1.8% in July, driven up by the construction
business. The BSI, which surveys corporate financial
conditions, moved generally upward so as to stand at 97
in June, its highest-ever level since the statistic was first
compiled on a monthlgasis in 2003.
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Secondly, in regard to the monetary policy factor, both the current level and future expectations of the Bjase Rate
have an effect on long-term market interest rates. In particular the influence of future expectations of the Base
Rate has the larger impact. When comparing the expectations of the Base Rate, calculated (weighted averages fo
each level of Base Rate expectations six months from now) using the Bank of Korea’s monthly survey| of eco-
nomic experts, with the movements of long-term market interest rates, the two variables have such a very close
relationship that their correlation coefficient was 0.93. In addition, when we extract future Base Rate expectations
from the overnight forward rate six months from now, contained in the Treasury bond yield curve, they follow a
very similar path to long-term market interest rates.

Base Rate expectations” and long-term Forward rate” and long-term
market interest rates market interest rates

7 (%) (%) ;

Treasury bonds (3 yrs)

{ 6 L Treasury bonds (3 yrs) 6

’ \/—’_ 1°
‘ \ °f

4l 14
Base Rate expectations \/\/_/V\ 4L

3+ -4 3

3L 3
oL \7 2 Treasury bonds forward rate (6 months)

2 - -4 2
1 r - l l | 4 1
0 I I v I 11 0 0 1 1 1 1 1 1 1 1 0

07.1 7 081 7 09.1 7 101 2002 2003 2004 2005 2006 2007 2008 2009 2010
Note: 1) The Bank of Korea’s survey results of economic experts regarding Base Note: 1) The overnight forward rate six months from now.
Rate expectations. Sources: Koscom Corp., Korea Bond Pricing Corp.

Sources: The Bank of Korea, Koscom Corp.

Thirdly, overseas factors including foreign interest rates and exchange rates exercise an influence on|domestic
long-term market interest rates by way of the adjustment of anticipations concerning the world economy and the
foreign bond investment funds in- and outflow channel. Specifically changes in US and other overseas interest
rates exert a direct influence on domestic long-term market interest rates in that they have the character of a proxy
indicator for global financial and economic conditions. In addition, in- and outflows of foreigners’ bond invest-
ment funds arising from the spread between domestic and foreign interest rates and the volatility of the exchange
rateé’ also exert an influence on domestic long-term market interest rates. There is a difference in the degree
according to the character of the funds. Arbitrage transaction funds (e.g.: latter half of 2007 to first half of 2008),
in general, which tend to be invested in short-term off-the-run bonds, have little impact on long-term market inter-
est rates whereas carry trade funds (e.g.: from the latter half of 2008 onwards), being unhedged against foreign
exchange risk and mainly invested in long-term on-the-run bonds, tend to have a large influence on long-term
market interest rates.

3) According to interest rate parity, when anticipations of currency depreciation (appreciation) form, there will be afirdlafigvef
foreigners’ bond investment funds so that long-term market interest rates will move upward (downward).
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Korea and US long-term market Foreigners’ bond investment” and long-term
interest rates and KOSPI market interest rates
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Source: Koscom Corp.

Fourthly, the supply and demand situation in the bond market may in the short run exercise an influence

on long-

term market interest rates. Looking at past examples, we find that, during the first half of the year 2000, the long-
term market interest rate febbecause of the large scale reduction of the net issuance of Treasury bonds and gov-

ernment guaranteed bonds (43.3 trillion won in 29984.9 trillion won in 2000), an upswing in economic activ-

ity notwithstanding. On the other hand, in the first quarter of 2009 after Lehman Brothers’ collapse, des
sharp cuts in the Base Rate, long-term market interest rates rose due to a large-scale expansion of Tre:
issuance (-4.2 trillion won in third quarter 20082.4 trillion won in fourth quarter 2008> 5.1 trillion won in
first quarter in 2009).

Lastly, in the case of financial markets becoming unsettled, long-term interest rates of on-the-run product
Treasury bonds rise temporarily and then generally decline owing to the heightened preference for sg
assets whereas corporate bond interest rates show an increasing trend because of the heightened
Taking past examples, in 2003 the SK Global Accounting Scandal (March) and the insolvency of sever
card companies (November) took place, which intensified the preference for safe-haven assets. The cre
widened in accordance with the increase in corporate bond interest rates following the heightened creg
contrast to the slight fall or stable movement of Treasury bonds yield. In September 2008, just after
Brothers’ collapse, credit spreads widened greatly as the interest rates on Treasury bonds fell but those
rate bonds rose steeply.

4) A similar phenomenon occurred during the latter half of 2002 because of a reduction in the net issuance of Trea8ufytriltiomals
won— 4.7 trillion won).

spite the
asury bond

s such as
ife-haven
credit risk.
al credit
dit spread
lit risk in
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on corpo-
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Net issuance” of Treasury bonds and long-term Financial market unrest’ and long-term
market interest rates market interest rates
il 0 (%) (bp)
10 R ¢ 10 14 1,400
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Note: 1) Three-month moving average. Notes: 1) Defined as spread widening between the corporate bond (3 yrs,
Sources: The Bank of Korea, Koscom Corp. AA-) yield and Treasury bond (3 yrs) yield.

2) Estimated by the Korea Financial Investment Association.
Source: Koscom Corp.

When we estimate from a long-term market interest rate determinatior? naddej into account domestic an
external factors on the basis of the model of Edward and Kahn (1985), the coefficients of all of the exp
variables including economic activity and expected inflation are found significant at the 10% level. Calg
the average contribution of each factor to the change in the long-term market interest rate in the course
and falling episodes during the period from the first quarter of 2002 to the first quarter of 2010, on the
estimated coefficients and rate of changes of explanatory variables, it was found that the economic activ
accounted for the largest contribution and that the market expectatiofi &sonad a certain degree of influ

Model estimation results’??

(10) Qi Q- Q: Qs Qs Qs
(constant) (economic (expected (market (foreign (changes in (supply of
activity) inflation) expectation) interest rates) exchange rates) Treasury bonds)
estimates -2.61 0.26 123 0.17 0.35 0.02 0.01
(t-value) (-2.71) 8.79 (6.55) (1.93) 6.12) (2.63) (3.88)

Notes: 1) i, = a, +eyrr, + oy my + aympshock, + (y_xi{ oy (e, fe,) oy (iss,/gdp,) +e, i

%, - market interest rates (interest rates on three-year Treasury bonds), : real interest rates (real economic growtidrateansidstute),
«¢ : expected inflation (based on monthly consumer survephock, : market expettau'fm , :foreign interest rates (interest miesmottire
Treasury bonds)e, /e, : Korean won/US dollar exchange rate fluctuatiorissge, : outstanding of Treasugylponds, : GDP at syrrent price

T Market expectation is calculated from the regression of overnight forward rates on economic activity and expected inflation.
Jwd, =2.14+0.23rgdp, + 0.44x; +e,, mpshock, = fud, —2.14—0.23rgdp, —0.447;
5 (35) 8
fwd, : overnight forward rate 6 months from now (source: Korea Bond Pricing Cayg), : real GDP growtfi rate,  : expected irgflagsrare
in parentheses.
2) Estimation period: first quarter 2002 to first quarter 2010.
3) R?:0.88,DW :1.78

5) This model combines the interest rates of a closed economy and an open economy given that domestic long-term iatere

d
anatory
ulating
of rising
basis of
ity factor

St rates

affected by both domestic and external factors (Interest Rate Determination in Developing Countries: a Conceptual Frafmework, IM

Staff Papers, September 1985).
6) This indicates the part which is unaccounted for by fundamentals (economic activity and prices) in anticipationsefibliciutate.
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ence. Meanwhile, after the collapse of Lehman Brothers, apart from the economic activity factor it was fo
the influence of exchange rate volatility became larger than before as there was more bond investment b

&S,

Average contributions® by factor during episodes of
rising? and falling? interest rates
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06.Q1~06.Q4, 08.Q4~09.Q1, 10.Q1.
Source: The Bank of Korea.
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<BoxI-3>
International Comparison of Household Indebtedness

After the wake of the global financial crisis, the ratio of household debt to income has continued to rise in Korea.
In this situation, we provide below a comparison of the status of household indebtedness in Korea and other major
countries’

The first point is that the ratio of household debt to disposable income in Korea, which marked 153% in 2009,
stands at a high level by world standards, along with that of UK (161%) and Australia (155%). The ratio [for two
of the Nordic countries, Norway and Sweden, is higher than that of Korea, but in their case, this results from the
low-weight of households’ disposable incomes compared to other countries because of the high tax to support
social security.

Household debt/disposable income ratio in major countries®>?

P (%) 0 e

200 - ] 4 200

150 |- I =~ [ [] 4 150

100 - 4 100

50 |- 41 =0

0 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ 0
T FR GER FN  USA P SP CN KOR AU UK SD NW

Notes: 1) On the basis of 2009.
2) IT: Italy, FR: France, GER: Germany, FN: Finland, USA: United States, JP: Japan, SP: Spain, CN: Canada, KOR:
Korea, AU: Australia, UK: United Kingdom, SD: Sweden, NW: Norway.
3) Household debt is based on the individual sector’s financial debt from the flow of funds, and disposable income is based
on the individual sector’s net disposable income from the national accounts.
Sources: The flow of funds and national accounts of individual countries.

The next point is that the growth of Korean household indebtedness has been rather fast. From the early 2000's
household indebtedness rose greatly in the majority of countries apart from Germany and Japan. Particularly in

Australia, Spain, Korea and Sweden, the scale of the increase in the ratio of household debt to disposable income
for the year 2000~2009 reached somewhat above 55 percentage points. In addition, the UK, Spain and Norway,
where the pace of the increase in household indebtedness was also very fast, experienced a large-scale|adjustme
after Lehman Brothers’ collapse, but in Korea and Australia the ratio of household debt to disposable income is

continuing to rise.

1) A total of 13 countries is taken for comparison, consisting of the nine G20 member countries for which figures argloamble
USA, Canada, Germany, UK, France, Italy, Japan and Australia) together with Spain and three Nordic countries (NorwagdFinland a
Sweden).
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Scale of change in household debt/disposable income ratios of major countries in the 2000’s”
(%p)

Korea Sweden Australia Spain Norway UK Finland
56.8 59.7 59.4 56.0 54.7 49.8 47.3
(49.8) (53.7) (60.4) (61.8) (58.9) (61.2) (45.0)
Canada Italy us France Japan Germany Average
8512 325 275 24.0 -9.0 -16.5 36.7
(24.9) (30.5) (36.9) (19.5) (-9.0) (-12.5) (37.0)

Note: 1) Scale of increase in 2009 compared to 2000, but figures in parenthesis are the scale of increase for 2007 2@00pared to
Sources: The flow of funds and national accounts of individual countries.

Trends of household debt/disposable income ratios of major countries in the 2000’s

{Countries adjusted household indebtedness) {Countries increased household indebtedness)
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Sources: The flow of funds and national accounts of individual countries.

Meanwhile, when we examine the linkages running between the growth of household indebtedness,
changes in house prices and consumption in major countries including Korea, it is apparent that the g
scale of the increase in the ratio of household debt to disposable income, the higher the growth rate
prices. This is thought to be because in most of these countries the increase in household debt has b
mortgage loans linked to house purchases. Secondly in those countries where the pace of increase of
debt was swift, the increase in the scale of household consumption was larger than the other countri
Lehman'’s collapse, whereas the decrease was greater after then. This indicates that where household d¢
es, there is a risk of the enlargement of the volatility of economic activity as a result of the heightened vol
consumption. We empirically analyzed changes in household debt and those in household consumption
countries in the 2000's employing a VAR model. The result of it shows that the larger the scale of the ing
the ratio of household debt to disposable income, the greater the influence of household debt on con
volatility.
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Real growth rate” of house prices

House prices and household indebtedness ratios
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Notes: 1) The contribution ratio of household debt to consumption volatility
is estimated (period of estimation: Q1 2000 ~ Q4 2009) through
variance decomposition analysis of a four-variable (consumption
growth rate, GDP growth rate, short-term interest rate, rate of
increase in household debt ) VAR model for each country.

2) Scale of increase in 2009 compared to 2000.

Source: The Bank of Korea.
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Figure 1- 37
Major exchange rates’
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Notes: 1) Closing-rate basis.
2) The basic foreign exchange rate offered to customers posted
by Korea Exchange Bank.
Sources: Korea Money Brokerage Corp., Seoul Money Brokerage
Services Ltd., Korea Exchange Bank.
Figure 1- 38
Exchange rate (#/US $) fluctuations
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Notes: 1) Averages of “the intraday highest +ettge intraday lowest
rate”.
2) Averages of the absolute value of “the day closing-tite
previous day closing rate”.
Sources: Korea Money Brokerage Corp., Seoul Money Brokerage
Services Ltd.

C. Foreign Exchange Market
Exchange Rates

The Korean won/US dollar exchange rate followed a
generally downward trend from the beginning of 2010
and then, after rising sharply in May, it resumed its
declining path again. Looking at its movements by
period, it rose briefly at the start of the year before
continuing on a downward track in response to the
current account surplus, and the sustained net inflows of
foreign portfolio investment funds, bringing it to 1,104.1
won per US dollar as of April 26. From early May it

then rose steeply to reach 1,253.3 won per US dollar on
the 26th, under the influence of the fiscal crises in
Southern European countries and the heightened
geopolitical risks associated with the sinking of the
‘Cheonan’ warship. It then fell back slightly to stand at
1,198.1 won at the end of August, representing a 2.8%
depreciation compared to its value at the end of the
previous year.

The intraday and day-to-day volatility moved stably at a
low level and then, after expanding for a while in May,
both resumed their declining pattern.

The Korean won/Japanese yen exchange rate, after
rising sharply at the beginning of the year, subsequently
declined and registered 1,171.6 won per 100 yen on
April 26. In May it rose by a large margin, climbing to
1,390.1 won as of the 26th, as the Japanese yen
exhibited a strengthening trend against other major
currencies owing to the unwinding of yen carry trades
prompted by the international financial market unrest.
Thereatfter it fluctuated within a comparatively wide
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range, and then recorded at 1,423.4 won per 100 yen as
of the end of August, an 11.2% depreciation of the
Korean won against the yen compared with the end of
the previous year.

Overseas Borrowing Environment

Figure 1- 39 Overseas borrowing conditions remained by and large
Spreads’ on Korean banks’ short-term favorable, although deteriorating temporarily at times in
borrowi d CDS premium? , o . .
o orrowings and s premim o reaction to changes in international market conditions.
or I The CDS premium of Korean Foreign Exchange
600 - -4 600 ™ . . .
Spreads on shortterm Stabilization Fund Bonds (five-year) rose in early
500 | borrowings over 1 500 . . .

LIBOR February to 125.1 basis points and in late May to 171.6
wr ﬁ()\ 1% basis points, affected by international financial market
xor CDS premium| unrest and the heightened geopolitical risks. It
200 + -4 200 . . .

f\,,b% subsequently narrowed again to register 123.2 basis
! m HN HHHH 1 points as of the end of August.
0 D\D\D\D\D\D\D\D\D\ L L LR m D\D\D\D\D\D\D\D 0
08.1 7 09.1 7 101 7
Notes: 1) Spreads on K banks’ short-term borrowi . . , .
O EOR: oot avarmaa S shoreterm borrouings over The premium on domestic banks’ short-term foreign
2) Foreign Exchange Stabilization Fund Bonds (5 yrs). i . .
Sources: The Bank of Korea, Datavision. borrowings heightened slightly from May onwards but,

by and large, it showed stable movements at a low level.

Foreign Currency Reserves

Figure 1- 40 The foreign currency reserves rose on a large-scale from
Foreign currency reserves 270.0 billion dollars at the end of 2009 to 285.4 billion
(ofon dolars) (ofon dofers) dollars at the end of this August thanks to increased
Foreign curren
ol fe%ggés i «/\f operating profits on foreign currency reserves. As of the
- | 1 end of August, the reserves consisted of 244.2 billion
/\\ DHHDH HU -, DH dollars in securities (85.6%), 36.7 billion dollars in
L HD H ik ‘ | ’ deposits (12.8%), and 3.5 billion dollars in Special
20r b%;g%;;;ﬂw » Drawing Rights (1.2%).
200 |- (right)
180 S I I | S I I | T | _40
08.1 7 09.1 7 101 7

Notes: 1) Month-end basis.
2) Compared with the previous month.
Source: The Bank of Korea.
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Table 1- 15

Foreign credits and liabilities?

(bilion dollars, %6)
2009 2010
Q3 Q4 Q1L Q2
External assets  347.9 400.4 417.1 427.8 4317
Short-term ~ 280.2 329.2 3450 3532 360.0

2008

Long-term 67.7 711 722 74.6 7.7
External debt  377.9 3974 401.9 411.2 4074
(By maturity)

Shortterl 1499 1475 1500 1545 1521
(397) (371 (373 (376 (313

Long-term  228.1 249.9 252.0 256.7 255.3
(By sectop

General
government 211 25.4 27.8 335 35.7

Monetary
authoriies  o-2 394 396 403 373

Banks 164.9 1748 180.9 185.1 182.5

Other
sector§

Net position -30.1 3.0 152 16.6 243

Notes: 1) Period-end basis.
2) The figures in parentheses refer to the ratio of short-term external
debt to total external debt.
3) The Bank of Korea and the Foreign Exchange Stabilization Fund.
4) Non-bank financial institutions, public corporations, private
corporations, etc.
Source: The Bank of Korea.

Foreign Credits and Liabilities

As of the end of June 2010, claims on the rest of the
world amounted to 431.7 billion dollars, an increase of
14.6 billion dollars over year-end 2009. In terms of
maturity, short-term claims increased by 15.0 billion
dollars whereas long-term claims decreased by 0.4
billion dollars.

The outstanding balance of external debt increased by
5.5 billion dollars from the end of 2009 to stand at 407.4
billion dollars as of the end of June. Among its
components, short-term external debt increased by 2.2
billion dollars and long-term external debt by 3.3 billion
dollars. The ratio of short-term external debt (short-term
external debt/total external debt), as of the end of June,
stood at the same level of 37.3% as at the end of 2009.

In terms of sector, the external debt of general
government increased by 7.9 billion dollars from the
end of 2009 to register 35.7 billion dollars as of the end
of June, reflecting foreigners’ increased investment in
Treasury bonds. The external debt of depository
institutions increased by 1.6 billion dollars over the
same period to stand at 182.5 billion dollars. But the
external debt of the other sector, which includes private
firms, declined by 1.7 billion dollars to a total of 151.9
billion dollars.

The net international investment position, measured by
the subtraction of external debt from external assets in
debt instruments, reached 24.3 billion dollars as of the
end of June, its highest level since the end of 2007 when
it recorded 37.4 billion dollars.

-41 -



Monetary Policy Report

From the beginning of the second half, meanwhile, a
large-scale reduction in banks’ short-term overseas
borrowings became evident. This was possibly due to
the reduction in forward long positions centering around
foreign bank branches, in response to the
implementation of the ‘Plan to Mitigate the Volatility of
Capital Flows’ drawn up by the government, the
supervisory authorities and the Bank of Korea.
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D. Prices

Consumer Prices

Figure |- 41 Despite the continued upward trend of domestic
Consumer prices’ economic activity, consumer prices remained
o o generally stable from the beginning of the year, as the
o 1° pressures from the demand side were not so high and
7F 47
3 A the Korean won/US dollar exchange rate also
5| o ] fluctuated within a range lower than that in the
Core inflation 5
AL \ 14 previous year.
3~ CPl inflation %;& 3
2y Chioiveg N2 By period, the year-on-year rate of increase in the CPI
tr 1 rose to 3.1% in January but subsequently declined, to
0 I Y I I I | 0 ) . .
081 7 001 7 101 7 remain around 2.7%, below the mid-point (3.0%) of the
Note: 1) Compared with the same period of the previous year. . . .
Source: Korea National Statistical Office. medium-term inflation target. By quarter, the rate of
increase stood at 2.7% year-on-year in the first quarter,
Table 1- 16 and at 2.6% in the second quarter and the first two
Consumer prices’ months of the third quarter.
*)
008 2009 2010 In terms of commodity group, the year-on-year rise in
Jul.
, Year Q3 Q4 Q1 Q2 -Aug. prices for agricultural, livestock and marine products
_Consumer price 47 28 20 24 27 26 26 ) ] ) ]
index @D 28 (08 (03 (L) (©4) (07) increased continually from 3.6% in the first quarter, to
Agricultural, livestock 0.5 65 49 39 36 51 82
and marine products (25)  (34) (22) (11) (69) (-16) (5.0) 5.1% in the second quarter and to 8.2% in July and
Industrial products 78 25 10 31 39 34 26 . . .
(49) (46) (1O (06 (03) (L2) (01 August because of the increase in the prices of
(Petroleum 191 -106 -148 04 135 114 68 .
products) (89 (119 44) (00) (32) (15 (01 vegetables due to bad weather conditions. The rate of
(Other industrial 54 58 53 38 19 17 17 . . . .
products) 83 (30) (02 (08) (04) (L1) (02) price increases for industrial products eased gradually
Servi 37 24 21 19 20 19 17 . . .
e 40) (L8 (05) (03) (©7) (04) (04) from 3.9% in the first quarter to 3.4 % in the second
(Rents) 6h Uy 08 05 09 0 69 quarter and then to 2.6% in July and August as the scale
e (8 @9 68 0D 02 0 09 of the increase in petroleum prices narrowed. The rate of
(Private Service 47 28 22 20 23 20 22 i H ; ili
e 64 00 09 09 4o 09 py  "Creaseinchargesfor services stabllzed ata
CPI for living 54 21 11 24 34 29 27 comparatively low level, easing from 2.0% in the first
necessaries  (30) (339 (10) (00) (16 (©1) (08 _ .
Core infiation 42 36 30 24 19 16 17 quarter and to 1.9% in the second quarter and to 1.7% in
(6) (22) (04) (04) (04) (0.6) (04)
Notes: 1) Compared with the same period of the previous year; figures in JU'y and AUQUSt-

parentheses refer to the rates of increase of the last month of each
period compared with the last month of the previous period.
2) Excludes petroleum products.
Source: Korea National Statistical Office.
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Figure - 42

Contributions to CPI inflation?
(%, %p) (%, %p)5

CPl inflation
3F \ \ 43

I ]

Il Il Il
2000Q1 Q2 Q3 Q4 2010Q1 Q2 .Jul.~Au%.

DAgricultural, livestock and marine product Industrial products
D Rents O Publicservicecharges O Private service charges|

Note: 1) Compared with the same period of the previous year.
Source: Korea National Statistical Office.

Table 1-17

Prices by product’
(%, %op)
2009 2010
Jul.

Yer Q3 Q4 Q1 Q2 -~Aug.
CPl inflation (A) 47 28 20 24 27 26 26

Supplyshock 164 09 21 35 66 63 44

2008

Domestic demand-
related e 35 29 27 22 21 18 18

Other products 16 34 31 23 20 23 32

Differentials (A-B) 05 -08 -10 00 08 10 09

Notes: 1) Compared with the same period of the previous year.
2) Products related with raw materials.
3) Domestic demand-related industrial products, private services
(except for raw material-related items) and rents.
4) Agricultural, livestock and marine products, certain processed
foods, tobacco and public service charges except for piped-gas.
Source: Korea National Statistical Office.

Looking at the contribution to the rate of increase in the
CPI by individual commodity groups, that of industrial
product prices declined continually from 1.21
percentage points in the first quarter to 1.06 percentage
points in the second quarter and then to 0.81 percentage
points in July and August, serving as a factor in the
stability of headline CPI. The contribution of charges for
services, similarly, eased steadily from 1.19 percentage
points in the first quarter, to 1.13 percentage points in
the second quarter and then to 1.04 percentage points in
July and August. On the other hand, the contribution of
agricultural, livestock and marine products widened
gradually from its 0.31 percentage points in the first
guarter to 0.45 percentage points in the second quarter
and then to 0.70 percentage points in July and August.

The year-on-year rate of increase in the CPI for living
necessaries, which focuses on essential items purchased
frequently by consumers, registered a gradual easing
from 3.8% in January to 2.6% in August. Looked at by
guarter, its year-on-year rate of increase moderated
continually, marking 3.4% in the first quarter, 2.9% in

the second quarter and 2.7% in July and August.

Core Inflation

The core inflation rate, which strips out the prices of
non-grain agricultural products and petroleum products
from the CPI, similarly, showed downward stability.

It marked 1.5% year-on-year in March and it then edged
up slightly to 1.8% in August. By quarter, it registered
1.9% year-on-year in the first quarter, 1.6% in the
second quarter and 1.7% in July and August.
Meanwhile the rate of core inflation was considerably
lower than that of consumer price inflation as the rate of
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Table 1- 18
Producer prices’
%)
2009 2010

2008 g
Yer Q3 Q4 Q1 Q2 -~Aug.
) 86 02 -32 05 26 42 33
A 69 (18 (8 ©1 (6 00 03
Good 108 -05 -42 -10 30 49 39
o0cs 69 (0 23 01 19 @) 04
(Agricultural, forest 1.1 87 88 -14 02 22 32
and marine products)7.9) (-1.7) (-1.6) (0.5) (14.2) (-8.3) (6.2)
: 119 -16 59 -17 28 51 41
(Industrial products) 7' (1'g) (23) (0.0) (13) (L9) (0.0)
(Electric power, 42 67 101 69 60 64 13
water and gas) (54) (48 (4 ©4 (02 (01 (13
........ R
Services L7 (12) (06) (02) (06 (05 (03)

Note: 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.
Source: The Bank of Korea.

Table [- 19
Export and import prices”
(%)
2009 2010

2008 Il
Year Q3 Q4 Q1 Q2 -Au.
@ {Korean-won 218 02 -37 -129 98 -16 -06
'S | basis (25.0) (-86) (0.9) (-20) (-L1) (.7) (-23)
8 | Contract- 30 -144 175 00 104 90 46
05 : currency basis(-15.0)  (6.6) (19) (23) (22) (0.0) (-0.3)
...... f'Kéféérili/iidﬁ""'éé:é""'iii.'i'"lid.é""”'8.'21'"”-'3'.‘1'""”8‘.1""“6.6
‘ basis (224) (14) (0.1) (L3) (04) (6.1) (0.2
(Raw 546 -169 -258 -14 126 216 157
i materials)  (04) (152) (-15) (62) (L7) (79 (L4)
$ i (ntermediate 285 02 -41 -121 82 44 36
£ goods) (318) (-76) (L5) (-05) (04) (52) (-L.1)
g ! (Capital 231 193 216 -11.2 -183 93 -40
£ goods) (54.9) (142) (-18) (-3.7) (-34) (4.7) (-0.2)
;(Consumer 223 103 99 -90 -101 -29 06
¢ goods) (333) (6.6) (0.5) (-1.9) (10) (43) (-23)
EContract- 152 -188 -242 53 187 192 113
i currency basis(-18.2) (155) (28) (5.7) (34) (0.1) (18)
Exchange rate -158 -136 -140 168 240 104 49

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) Period-averagé?/US$ basis; rates of appreciationf+)

depreciation(-) compared with the same period of the previous

period.
Source: The Bank of Korea.

increase in petroleum prices remained at a high level
from the beginning of the year.

Producer Prices

The year-on-year rate of increase in producer prices
climbed to 4.6% this May and then eased to 3.1% in
August. In terms of the rate of increase by quarter, it
registered 2.6% year-on-year in the first quarter, 4.2% in
the second quarter and 3.3% in July and August.

In terms of product group, the year-on-year rate of
increase in industrial product prices picked up from

2.8% in the first quarter to 5.1% in the second quarter,
led by the prices of petroleum and basic metal products,
and it registered 4.1% in July and August. The rate of
increase in prices for agricultural, forest and marine
products rose from 0.2% in the first quarter to 2.2% in
the second quarter and then to 3.2% in July and August
because of reduced shipments as a result of bad weather
conditions. Charges for services, meanwhile, maintained
a low rate of increase, registering 1.9% in the first
quarter, 1.6% in the second quarter and 1.4% in July and
August.

Export and Import Prices

Export prices (Korean-won basis) sustained a
comparatively steep downward trend from the
beginning of the year before picking up slightly from
May, under the impact of the rise in the Korean won/US
dollar exchange rate, but they declined again in the
course of August. By quarter, they fell 9.8% year-on-
year in the first quarter, 1.6% in the second quarter and
0.6 % in July and August.
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Table 1-20

House prices, leasehold deposits and land prices®

(%)

2009 2010
2008 Jul.

Year Q3 Q4 Q1 Q2 -Aug.
House prices 31 15 13 08 07 03 -01

(Seoul ] )
metropolitan area)5'0 12 17 04 02 -08 -09

(Othermetropolitangs 29 05 17 13 15 06
cities)

Apartments 23 16 15 09 08 02 -01

(Seoul B R
metropolitan area)z'9 07 18 02 00 -3 -2

(Othermetropolitany g 8 13 19 19 39 08
cities)

Land prices 03 10 09 09 07 03 00

Notes: 1) Compared with the last month of the preceding period.
2) July only.
Sources: Kookmin Bank, Ministry of Land, Transport and Maritime Affairs.

Import prices (Korean-won basis) exhibited an upward
trend from April onwards, influenced by the rise in
international commodity prices and that in the Korean
won/US dollar exchange rate. By quarter, they fell 3.1%
in the first quarter but then rose 8.1% in the second
quarter and 6.6% in July and August.

On a contract-currency basis, which excludes the effects
of exchange-rate fluctuations, both export and import
prices maintained a strong upward trend against the
background of the continued recovery of the world
economy.

Real Estate Prices

House prices fell slightly from July onwards, following

a period of weakening in their upward trend, amidst the
tightening of mortgage lending regulations from the
latter half of 2009 together with the expanded supply of
apartments made available, including subscriptions for
low-cost' Bogeumjari housirigpublic apartments. By
area, there was a shift to a downward trend from April

in the case of the Seoul metropolitan area, but prices in
other areas of the country exhibited a contrary pattern of
movements, led by continued upward trends in certain
other metropolitan cities. In terms of time period, prices
rose by 0.7% compared to the last month of the
preceding period in the first quarter and by 0.3% in the
second quarter, but they declined 0.1% in July and
August. The volume of house sales, meanwhile, shrank
greatly compared to the previous year, especially in the
Seoul metropolitan area. Leasehold deposits maintained
an increasing trend because of the demand for rental
housing on a deposit basis arising from the
postponement of house purchases. In terms of time
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Figure 1-43

House prices and apartment sales

(thousands) (month-on-month, % )
[ Nationwide Increase in Seoul | Increase in other
apartment saléglefty | metropolitan aréehouse; - metropolitan
prices (right) city® house
80 - Increase in nation- prices (right)
wide house pric 11
(right) l
60 - /\/\/
\

ol ! ff i
" L

0
08.1 7 09.1 7 10.1 7

Notes: 1) Based on number of completed sales reported.
2) Seoul, Gyeonggi and Incheon.
3) Five metropolitan cities (Busan, Daegu, Gwangju,
Daejeon and Ulsan).
Sources: Ministry of Land, Transport and Maritime Affairs,
Kookmin Bank.

o

Table [- 21
Inflation expectations”
(%)
2009 2010
2008
QL Q2 Q3 Q4 Q1 Q2 Q3
Generalpublz 39 41 40 37 33 31 30 32
Expertd 43 32 27 24 26 28 28 28

Notes: 1) Results are taken from the monthly survey of ordinary
consumers and the quarterly survey of experts working with
economic research institutions, securities companies, asset
management companies, life insurances companies, and foreign
based investment banks.

2) The quarterly averages of monthly surveys findings as to the rate
of inflation for the coming twelve months; the figure for the third
quarter of 2010 is the average of the July and August surveys.

3) Averages for the coming quarter and following quarter surveyed
in the first month of every quarter.

Source: The Bank of Korea.

period, they rose by 1.6% compared to the last month of
the preceding period in the first quarter, by 1.4% in the
second quarter and by 0.6% in July and August.

Land prices exhibited a gradually declining pattern,
registering a rate of increase over the last month of the
preceding quarter of 0.7% in the first quarter, 0.3% in
the second quarter and then 0.0% in July.

Inflation Expectations

Inflation expectations, as estimated through the Bank of
Korea’s regular surveys of economic agents, maintained
stable movements on the whole.

The general public’s inflation expectations declined
from 3.1% in the first quarter to 3.0 % in the second
quarter but then exhibited a slight rise to 3.2% for the
third quarter. Inflation expectations as researched by a
panel of experts maintained the level of 2.8%.
According to the July survey, the experts considered
‘rises in charges for public utilities’ and ‘rises in the
international oil prices and commodity prices’ as the
main upside risks of inflation while ‘the fall in the
Korean won/US dollar exchange rate’ was the main
downside risk.
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<Box|-4>
Recent Housing Market Trends

Moving into 2010, house prices (apartment sales price basis) in the Seoul metropolitan area and provincial
areas moved in different directions. In the Seoul metropolitan area, house prices shifted to a downward trend
and the scale of decline widened from March onward, whereas, in provincial areas, house prices maintained a
monthly increase of 0.4 ~ 0.6%. Meanwhile, the influence of the Base Rate hike on house prices is not consid-
ered to be large, as the trends of apartment sales prices exhibited very little difference even after the Base Rate
hike on July 9.

Apartment prices by region’ Apartment prices before and after the Base Rate hike”

(month-on-month, %6) (month-on-month, %) (week-on-week, %) (week-on-week, %)

12 12 03 03
Five metropolitan cities Othy i i ‘
tropol er provinces Other provinces Base Rate Hike
08t { \ {08 02| J Before  Afer e metropoltan cites! 0.2
vl /\/\/ 1 0 o1F /\\ o
WhOIT nation \/\//\/ —
0.0 00 00 00
Seoul Seoul
04f ‘ J {04 01F { o1
Gyeonggi
08 - -08 02 Gyeonggi | 02
12 ‘ ‘ ‘ -12 03 : ; ‘ ‘ ‘ 03
10.1 2 3 4 5 6 7 8 10531 6.14 6.28 712 7.26 89
Note: 1) Five provincial metropolitan cities: Busan, Daegu, Gwangju, Daejeon, Note: 1) Five provincial metropolitan cities: Busan, Daegu, Gwangju,
Ulsan; and other regions: Gangwon, Chungnam, Chungbuk, Jeonnam, Daejeon, Ulsan; and other regions: Gangwon, Chungnam,
Jeonbuk, Gyeongnam, Gyeongbuk, Jeju. Chungbuk, Jeonnam, Jeonbuk, Gyeongnam, Gyeongbuk, Jeju.
Source: Kookmin Bank. Source: Kookmin Bank.
Apartment Sales

Apartment sales in the Seoul metropolitan area were syptosds) Ll

dued, reflecting the price decline whereas in provincial
areas they were comparatively brisk compared with recent 180
years. In July, the total number of apartment sales in
provincial areas stood at 24 thousand, 20% higher than ffie
July average (20 thousand units) for the years 2006-20909
while only 8 thousand transactions were made in the Seou
metropolitan area, a figure less than half the July averagg | 20
of recent years (18 thousand units).

Whole nation

SeoulmetTropolitanarea
02006 2(507 éOOB ‘2009 ‘2010
It is considered that following several factors largely con- source: Ministry of Land, Transport and Maritime Affairs.
tributed to the divergent movements of apartment prices

between the Seoul metropolitan area and provincial areas. Firstly, the volume of apartment supply in the Seoul
metropolitan area expanded greatly, while the supply in provincial areas declined. In the Seoul metropolitan area,
apartments ready for occupancy increased greatly from the latter half of 2009 onwards, owing to the construction
of ‘new towns’ and the steep increase in apartment allocation to evade the ceilings on new apartment lotting-out
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prices in the latter half of 2007. Also, the supply of large sized apartments greatly increased centerin
Gyeonggi area. Reflecting the situation, prices of large sized apartments declined more steeply than thos
and medium sized apartments. Furthermore, plans to supply low-cost ‘Bogeumjari housing’ public apa
below the prevailing market price also acted as a factor in decreasing the housing demand in the Seoul 1
tan area.

g on the
e of small
rtments
metropoli-

In provincial areas, on the other hand, the number of apartments available for occupation declined great!
from last year, as the backlog of unallocated apartments led construction companies to cut back the sca
construction after 2006. Particularly, the supply of small and medium sized apartments, which are r
demand, decreased sharply. Consequently, leasehold deposits rose greatly, and as the demand for leas
ments partly transformed itself into a demand for purchase, the areas with a larger scale of increase in
deposits also showed a larger scale of increase in house prices.

y starting
le of new
nuch in
ehold apart-
leasehold

Apartments available for occupancy by region Sales prices and leasehold deposits of apartments”

(thousands) (thousands) (Sales price, %)
200 - 70 10
Provinces (left)
i_ ] _ . - 60 8L Jeju o Busan
py Cveonagi (ef) Jeonbuk, ®
10r Seout (right) 4 50 6+ « Gyeongnam
] B \* 140 4l « Jeonnam « Dagjeon
100 - Chungbuke
B 130 20 Guangwon ¢ Ulsan
wangLe Chungnam
i Daegu®
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Gyeongbuk o Seoul
- 10 2F ~* Incheon
Gyeonggi®
0 1 1 1 1 0 _4 1 1 1 1 1 1
2005 2006 2007 2008 2009 2010 2 0 2 4 6 8 10 12 14

(Leasehod deposit, %)
Note: 1) Rates of increase during Jan. ~ Jul. 2010.
Source: Kookmin Bank.

Note: 1) Excluding Gangnam-gu, Seocho-gu, and Songpa-gu in Gangnam
area.
Source: Real Estate 114 Inc.
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Secondly, the level of apartment prices compared to income stands very high in the Seoul metropolita
contrast to provincial areas where the level is relatively low. Apartment prices in Seoul did not drop ven
following the global financial crisis and even staged a rebound last year. As a consequence, the apartme
income ratio exhibited a multiple of 11.6 times in the second quarter of 2010, a much higher figure than t
age during the years 2000-2009 (9.7 times). In contrast, the apartment price to income ratio in proving
registered a multiple of 3.2 times as of the second quarter of 2010, a level similar to the previous average

ratio
me

Thirdly, borrowing conditions also differed. Last year, in Seoul metropolitan area, the loan-to-value (LTV
for mortgage loans was lowered by ten percentage points-(6@2%0), and the area subject to debt-to-incor

(DTI) regulation was extended from three districts in the Gangnam area to the Seoul metropolitan area as

In contrast, borrowing conditions in provincial areas were relatively favorable as the LTV ratio was set
centage points higher than for the Seoul metropolitan area and DTI regulation was not applied.

The scale of the rise in apartment leasehold deposits narrowed, moving on toward the latter half of the
even so, the upward trend continued in both Seoul metropolitan area and provincial areas. Apartment

a whole.
10 per-

year, but
easehold
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deposits showed an upward trend, in contrast to the declining trend of apartment sales prices, refle
increasing demand for rental housing on a deposit basis caused by the slackened expectations on ha
increases, future low-cost ‘Bogeumjari housing’ public apartments subscription, and urban redevelopm

jects.

Level of apartment prices compared to income”

o (times) (times) n

12l Average of Seoul Seoul 112

10 | 410

8L 18

6 - Average of provinces Provinces -4 6

4+ \ 44

2 4 2
T T T !

O 1

2000 2001 2002 2003 2004 2005

Note: 1) Price of standard apartment (1f)9annual income of urban
salary & wage earners’ household.

Source: Korea National Statistical Office, Real Estate 114 Inc.
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Note: 1) Five provincial metropolitan cities: Busan, Daegu, Gwangju, Daejeor,

Ulsan; and other regions: Gangwon, Chungnam, Chungbuk, Jeonnat
Jeonbuk, Gyeongnam, Gyeongbuk, Jeju.
Source: Kookmin Bank.
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Table 1-13
Household credits”
(trillion won)
2009 2010
2008
Yer Q3 Q4 QI Q2
Bank loans 249 209 4.7 45 0.7 8.6
Mortgage loans 181 245 48 50 30 59
Credit loans 68 36 -01 -05 -23 27

Non-bank financial
institution loans 280 227 94 119 39 64

(Mortgage loar®§ 94 8.6 32 37 16 22
Merchandise credits 4.6 18 10 45 08 08

Notes: 1) Based on changes during the period.
2) Includes credits handled by savings banks, credit unions, trust
and postal savings.
Source: The Bank of Korea.

Table 1- 14

Household arrears rates’

()
2009 2010
Q2 Q3 Q4 Q1 Q2

Loans to
Banks households 07 09 08 07 06 06 06

. Subsidiaries
Credit  of hanks 18 26 26 23 19 18 17

2008

o Stand-alone
Compamescompanie% 30 33 31 23 19 18 16

Notes: 1) Simple average of monthly overdue ratios (excluding the last
month of each quarter).
2) Includes figures for the last month of each quarter.
Source: Financial Supervisory Service.

Household Credits

The scale of increase in household loans widened, led
by mortgage lending. Despite the depressed house sales,
bank mortgage lending expanded by 3.0 trillion won in
the first quarter and by 5.9 trillion won in the second
guarter, in response to the low level of interest rates and
the efforts of some banks to expand their lending. Credit
loans to households declined by 2.3 trillion won in the
first quarter owing to seasonal factors, but increased by
2.7 trillion won in the second quarter because of the
increase in loans to fund down-payments for public
share offerings. Non-bank financial institution lending
rose by 3.9 trillion won in the first quarter and by 6.4
trillion won in the second quarter. Merchandise credits,
similarly, increased by 0.8 trillion won in both the first
quarter and the second quarter due to the increase in
sales of durables such as automobiles.

Meanwhile, the arrears rate on banks’ household loans
maintained the low level of 0.6% in both the first and
second quarters. The rate of credit card arrears also
marked a downwardly stable pattern for both bank
subsidiaries and stand-alone companies.
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I . Conduct of Monetary Policy

1. Base Rate

Figure - 1 While underpinning the recovery of the real economy,
Bank of Korea Base Rate” and interest rate on the Bank of Korea conducted monetary pOHCy during
o Aggregate Credit Ceiling Loans o the first eight months of 2010 with an emphasis on
r - 6

g, 2008 ensuring that the foundation for medium to long-term
tge) T g

1s price stability would not be weakened.
(Oct.27)

peot In accordance with this policy stance the Bank of Korea
(Jarlllgy 2009) 13 held the Base Rate throughout the first half of 2010 at

9)
Interest rate on Aggregal (Jul.9, 2010)

Credit Ceiling Loans (Feb.12)

2.0%, where it stood as the result of dramatic cuts to
cope with the financial market unrest and excessive

lHHHHHHHHHHHHHHHHHH\HHH . . . . . .

o717 o081 7 o091 7 101 7' contraction in real economic activity just after the
Note: 1) O ight call rate t t until Feb 2008.
e e B 70 e Lehman Brothers collapse.

The Bank raised its Base Rate to 2.25% in July, as
domestic economic activity maintained a firm upward
trend and it was expected that upward pressures on
prices would gradually increase from the latter half of
the year. Meanwhile, the interest rate on Aggregate
Credit Ceiling Loans was left unchanged at 1.25%, to
strengthen the incentives for banks to lend to SMEs.

Base Rate Held at 2.0% from January to June of 2010

The Bank of Korea continued to keep the Base Rate at
the low level of 2.0% throughout the first half of 2010.

This policy decision was guided by the consideration

that, despite the faster-than-expected upward trend of
domestic economic activity, the future economic
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outlook was shrouded in great uncertainty owing to the
weak paces of economic recovery in major advanced
countries and frequent episodes of international
financial market unrest.

Figure I- 2 In the first place, the world economy continued its
Economic growth of major economies” trends of recovery as emerging economies remained

s ® buoyant and advanced economies exhibited trends of
ol \}\ china T~ mild improvement. However, the delays in

51 y\ l 4 1 s improvement of the US labor and housing markets, the
NN _ =< tightening of liquidity in China, and the fiscal crisis in

51 Uls Fuoaea | several euro area countries acted as factors restricting
a0 [ 1 10 the global economic recovery. In the international
a5 | e 1 s financial markets, particularly, the mood of unease

w became widespread because of these factors and price

2 80l 02 03 o4 WOl Q2 03 Q4 1001 Q2-20
Note: 1) The figures for the US, Japan and the euro area are variables had at times shown helghtened VOlatlllty.

annualized percentage changes from the preceding
quarters, and those for China, India, and Brazil are
compared with the same period of the previous year.
Sources: Individual countries’ published statistics, DomestiC economic aCtiVity Showed gradually more

apart from the euro area which are from Eurostat.

pronounced recovery trend, amid brisk exports and
steadily increasing domestic demand such as private

Figure 1- 3
Real GDP growth rate consumption and facilities investment. Real GDP
ill % —~0ON- 04 |
o ilion won) © growth (quarter-on-quarter) rose sharply, from 0.2% in
| | 0 -0on- %
oP | Vearonyear | | the fourth quarter last year (6.0% year-on-year) to 2.1%
20 (eft) (right) | Quarter-on-quartg g 8

in the first quarter of this year (8.1% year-on-year).

250

14 Employment conditions also showed improvement. Led

10 by the expansion of private sector employment, the

number of persons employed surpassed its level prior to
the financial crisis (August 2008) in March and it has
20 0L Q2 0 QA 0BOL Q2 OB OF 0901 Q2 Q3 O 0L G continued to increase thereafter.

Source: The Bank of Korea.

230 -

Despite the continued upward trend of domestic
economic activity, the price level remained generally
stable, as the pressures from the demand side were not
so high and the Korean won/US dollar exchange rate
also fluctuated within a range lower than that in the
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Figure 1- 4
CPI and core inflation’
% %
60" ® 60
551 Medium-term inflation target, 55

(3.0£1%, CPI basis)

50 cPlinflation — 150
45 |- \ 4 45
40 - 40
35 435
30 [/ N 30
25 1A / /J \ \ \/¥f 25
20 f/v‘ng ‘ \/'\/\ 20
15 Coreinflation Medium-term inflation target \_/_/, 15

(3.00.5%, CP!I basis)
1.0\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\ 1.0
071 7 081 7 091 7 101 7
Note: 1) Compared with the same month of the previous year.
Source: Korea National Statistical Office.

Figure T- 5

House prices and apartment sales

(thousands) (month-on-month, % )
100 -
Nationwide Increase in Seoul | Increase in other
apartment salégleft) metropolitan aréghouse; metropolitan
0 prices (right) city® house
i Increase in nation- prices (right) | 4

wide Pplfwstf pric l
rig
60 I /\/\/
ﬁ/@ i
40 b { \; f/

: HHH
08.1 7 09.1 7 10.1 7
Notes: 1) Based on number of completed sales reported.
2) Seoul, Gyeonggi and Incheon.
3) Five metropolitan cities (Busan, Daegu, Gwangju,
Daejeon and Ulsan).
Sources: Ministry of Land, Transport and Maritime Affairs,
Kookmin Bank.
Figure T- 6
M2 growth rate” and money gap ratio”

% %
™ 09,
16 + 18

M2 (left) /\
@ le/\/ 16
8 - 14

I el l
i1 L g

ratio (right)
1 1 1

L L L L L L L 4
807.Q1 Q2 Q3 Q408QL Q2 Q3 Q4 09QL Q2 Q3 Q4 10QL Q2

Notes: 1) Compared with the same months of the previous years;
a month-average basis; excluding CMAs.
2) {Real monetary aggregate (based on M2)/Long term
equilibrium monetary aggregate -1100;
positive money gap ratio indicates monetary easing;
quarterly data.
Source: The Bank of Korea.

previous year. During the first half of this year consumer
price inflation (year-on-year) had registered 2.7%,
running below the 3.0% mid-point of the medium-term
inflation target.

Meanwhile the upward trend of house prices had
slackened in the first half of this year upon the expanded
supply of apartments made available including
subscriptions for low-cost ‘Bogeumjari housing’ public
apartments. By area, there was a shift to a downward
trend from April in the case of the Seoul metropolitan
area, but prices in other areas of the country exhibited a
contrary pattern of movements, led by continued
upward trends in certain other metropolitan cities.

The financial markets presented a pattern of overall
stability despite the presence of domestic and external
risk factors. While market liquidity was ample, market
interest rates moved stably at low levels and corporate
financial conditions remained generally favorable.
However, the volatility of price variables such as share
prices and exchange rates had expanded under the
influence, albeit limited, of the international financial
market unrest and the geopolitical risks associated with
the sinking of the ‘Cheonan’ warship.

Base Rate Raised 0.25 Percentage Points in July 2010

The Bank of Korea adjusted the Base Rate upwards by
0.25 percentage points to 2.25% in July.

The backdrop to this upward adjustment of the policy
rate was that the Base Rate had been lowered
dramatically to 2.0% just after the outbreak of the global
financial crisis in order to soothe the financial market
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unrest and ward off the excessive contraction in real
economic activity. In that sense, there was a need for
reducing the degree of monetary accommodativeness in
line with the improvement of financial and economic
conditions.

Moreover, while the recovery trend of the world
economy was moving forward, it was judged that there
was not a great likelihood of the fiscal problems in
Southern European countries escalating into global
financial turmoil, thanks to policy authorities’ proactive
measures including the bringing into operation of the
‘European Financial Stabilization Mechanisnn fact,
international financial market conditions did improve
from July onwards including a great moderation of the
angst over the credit risk of the Southern European
countries and European banks.

Domestic economic activity was deemed to have
maintained its upward trend running on from the first
quarter into the second quarter. And it was forecast that
the solid growth trend would be maintained in the latter
half of the year as well because of the buoyancy of
exports and a continual increase in domestic demand.

Consumer price inflation remained around 2.7%, but the
expectation was that upward pressures would grow in
the latter half-year owing to the influence of increases in
public utilities charges and the increased demand
pressures exercised by the continued upward trend of
business activity.

6) EU ministers of finance announced a ‘European Financial Stabilization
Mechanism’ to cope with the fiscal crisis in Southern European
countries in May 10, 2010. The main points of this mechanism make up
three pillars(®) financial support of 500 billion euro (IMF’s support of
250 billion euro exclusive}2) demand for stringent fiscal austerifs)
purchases of the government and corporate bonds by the ECB.
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Fi -7 . ; ica i
e The hike of the Base Rate in July brought a rise in
Market interest rates market interest rates. Initially, yields on CDs (91-day),
10 %P T which had remained at 2.46% until July 8, rose 0.17
ol Corporate bonds 1 g percentage points to 2.63% just after the rise in the
AA-, 3yr .
% Base Rate. Nevertheless, long-term market interest
6 4 6
W M rates such as Treasury Bonds (three-year) showed a
Ar e ] 4 pattern of fluctuations in line with changing economic
Corporate bond spreéd reasury bonds ( ys)_\\_,_ . .
2t s (;l day9) 12 conditions at home and abroad rather than with the
B T P B hike in the Base Rate. Bank deposit and lending rates,
08.1 7 09.1 7 101 7 . - . .
Notes: 1) Based on averages of yields estimated by three credit rating Wthh had eXh|b|ted m|ld dOWﬂWﬂrd trendS since the
rporations. . . . .
2) E%Ep%f‘aé bond (A~ 3yr) yield — Treasury bond (3y15) beginning of the year, rose slightly from June in the
yield.
Source: Koscom Corp. case of deposit rates and from July in the case of
Figure 1 & lending rates in line with the expectations of a Base
Rate hike.
Bank deposit and loan interest rates®
) %) _ _ _ _
o1 1 Meanwhile, despite the hike of the Base Rate in July, the
! \/\ Loans 17 monetary policy stance was considered to have still
6 i 16 remained accommodative given the conditions in the
3 \_/V\/ g
51 Deposits 15 real economy.
4r 44
3t \/ 3 Liquidity Adjustment to Bring the Call Rate to the
Py I DI I R Level of the Base Rate
08.1 7 09.1 7 101 7
Note: 1) Based on newly-handled loans and deposits;
figures for August 2010 are preliminary. i
Source: The Bank of Korea. The Bank of Korea undertook the adjustment of

market liquidity by means of open market operations
Figure 1- 9 ..
such as sales of securities under repurchase agreements

Outstanding balance of MSBs . .- .
8 (RPs) and the issue of Monetary Stabilization Bonds

o RE (MSBs) in order to bring about the convergence of the
160 |- d 1 2 call rate with the level of the Base Rate set by the
150 - Oumn(lff]t?balm Monetary Policy Committee. In this process the
110 outstanding of MSBs, which are used for liquidity
1 . ) HHH I DDHD H . adjustment over the long term horizon, increased 13.9
w [ TIT NI ChTangeQnDHH I U] trillion won from 149.2 trillion won as of year-end
o) T i it SRS B 2009 to 163.1 trillion won at the end of August 2010.
Notes: 1) Month-end basis. This was ascribable to the augmented scale of liquidity

2) Compared with the previous month.
Source: The Bank of Korea.
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adjustment in view of the increase in government’s
borrowings from the Bank of Korea for the early
disbursement of the budget and the inflow of funds
from abroad.
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Table 1-1

Aggregate Credit Ceiling change

(trillion won)

Oct. 2008 Nov.2008 Mar.2009 Jul. 2010
Aggregate Credit Ceiling 6.5 9.0 10.0 8.9
- Financial Institutions 1.5 40 .. 50 35
(3 types of funds) 15 30 30 15
: (Special support) 1.0 2.0 2.0
. Regionalpranches 49 49 49 49
- Retained reserve 0.1 0.1 0.1 0.1

Source: The Bank of Korea.

2. Policies for Financial Market Stability

The Bank of Korea continued its efforts to withdraw the
liquidity it had provided during the global financial
crisis. In keeping with this, the Bank also strove to
firmly anchor the foundation for the stability of the
financial and foreign exchange markets and to
strengthen international financial cooperation from the
experiences of the financial crisis.

Continued Efforts to Withdraw the Liquidity Supplied
During the Financial Crisis

The Bank of Korea withdrew some part of the support
for the Bank Recapitalization Fund and the increase in
Aggregate Credit Ceiling Loans, which were supplied
during the financial crisis in order to stimulate credit
extension by banks.

At the end of March 2010, 0.2 trillion won was
withdrawn from the Bank Recapitalization Fund to
which the Bank had provided 3.3 trillion won at the end
of March the previous year.

In addition, the Bank reduced its Aggregate Credit
Ceiling, which had been increased by 3.5 trillion won to
boost the incentives for lending to SMEs, by 1.5 trillion
won to 8.5 trillion won from the third quarter of this
year. This was undertaken in consideration of the fact
that the financial conditions of SMEs had improved
with the continued upward trend of domestic activity
from the beginning of the year and that banks’ credit
supply capacity had also expanded considerably.
Meanwhile, the reduction of 1.5 trillion won in the
Aggregate Credit Ceiling targeted only three types of
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Table -2

Supply of liquidity to counter the global financial
crisis, and its withdrawal

Type Scale Withdrawal

- Aggregate Credit Ceiling Loans 3.5 (2.0) .
- Bank Recapitalization Fund ~ 3.3(3.1y Suppqg[ zt'”
. Bond Market Stabilization Fund 2.1 (1.8) _| ~ Provice

Subotai 8969y

« Unscheduled ad hoc RP 168 Entire amount
purchases ' withdrawn

Korean Wor| + Outright purchases of Treasury 1

Liquicity | bonds _
(trilion won) |+ Repurchases of MSBs priorto

maturity One-off
- Remuneration of required 05 support
reserve deposits
. Contribution to Credit Guarantee (.1
RN
Sub-total 19.1
Total 280
. - Foreign currency swaps 10.3
Foreign | Eoreign currency loans 163 | Entire amount
Currency |, Foreign currency loans secured withdrawn
Liquidity |, exoort bills purchased 02
(billion dollars) ..............................................................................

Sub-total 26.8

Note: 1) Figures in parentheses are end-August 2010 basis.
Source: The Bank of Korea.

Table -3

Details of tightened restrictions on use
of foreign currency loans

Previous Subsequent
Purpose of foreign
Principles | currency loans restricted (Same as before)
to overseas use

For SME manufactureisise

for domestic facilities

As an exception, use | investment allowed within the
permitted for domestic | scope of the balance of loans
facilities investment | outstanding as of June 30, 2010
loans (business day immediately
preceding implementation)

Permitted
exceptions

Note: 1) Small and medium-sized manufacturers within the meaning of

those small and medium firms are defined in Article 2 of the
‘Basic Act concerning Small and Medium Enterprises’. They

operate within the manufacturing sector as set out in the ‘Korean

Standard Industrial Classification’.
Source: The Bank of Korea.

funds, which were expected that the impact of the
reduction of the ceiling would be minor. On the other
hand, the ‘Special Support Ceiling’ (2.0 trillion won)
related to the SMEs Fast-Track Program and ceilings for
regional branches of the Bank of Korea (4.9 trillion

won) were left unchanged at their existing levels.

As of end-August 2010, in consequence of these steps,
the outstanding balance of the liquidity supplied to
counter the crisis but not yet collected totaled 6.9 trillion
won - consisting of the increase in the Aggregate Credit
Ceiling Loans (2.0 trillion won), the support for the

Bank Recapitalization Fund (3.1 trillion won) and the
Bond Market Stabilization Fund (1.8 trillion won).

Drawing up the ‘Plan to Mitigate the Volatility of
Capital Flows’

In order to reduce systemic risk and enhance macro
prudential soundness, the Bank of Korea, together with
the government and financial supervisory authorities,
drew up the ‘Plan to Mitigate the \olatility of Capital
Flows” in June 2010.

As one of measures in this plan, the Bank of Korea
further strengthened its management of foreign currency
loans from July. Foreign currency loans had been
hitherto restricted to overseas use but domestic use was
exceptionally allowed in the case of loans for

purchasing domestic facilities. From July 1, though,
even in the case of facilities investment loans, foreign

7) These are corporate procurement loans, electronically-processed secured
receivables loans and trade financing, which all have a tendency to
increase in tandem with the recovery of business activity.

8) For more details, refer to <Box Il-1> The Implications of the ‘Plan to
Mitigate the Volatility of Capital Flows’ (page 64).
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Table 1- 4

Details of planned imposition of FX derivatives

position ceilings

New regulation

Content

Classification of
overbought (oversold)
FX derivatives position

Method of calculating
FX derivatives position

FX derivatives
position management
standard

Overbought (oversold) FX derivatives

position: that amount of FX derivatives assets
(liabilities) that is in excess of the outstanding
balance of the FX derivatives liabilities (assets)
in the relevant foreign currency.

Calculated using the net aggregate position
method

FX derivatives position for each business day >
the arithmetic mean of daily outstanding

FX derivatives positions during the 30 days
before the last immediately preceding business
day.

Note: 1) Sum of FX derivatives overbought positions for each currency less
sum of FX derivatives oversold positions for each currency.
Source: The Bank of Korea.

currency loans were only allowed for overseas use.
Nevertheless, in the cases of foreign currency loans to
small and medium-sized manufacturers for use in
purchasing domestic facilities, foreign exchange banks
were still allowed exceptionally to provide them to the
extent that the bank’s total foreign currency loans to
small and medium-sized manufacturers remain at or
below their levels as of June 30 of this year. This
exception took into consideration small and medium-
sized manufacturers’ difficulties in foreign currency
borrowing, and the necessity of fostering the
manufacturing industry for replacing import products.
These measures are anticipated to act to rein in
unnecessary increases in foreign liabilities and to be
effective in restricting domestic firms’ exposure to
foreign exchange risk.

As another measure for mitigating the volatility of

capital in- and outflows, the government planned to
introduce a new limits for the FX derivatives positions

of domestic banks and foreign banks’ branches on July
9, 2010. This would be implemented from October 9
after a three-month grace period. In accordance with this
new system, the ceiling on foreign exchange derivatives
contracts was limited to 50% of capital as of the end of
the previous month in the case of domestic banks and to
250% of capital as of the end of the previous month for
foreign bank branches. In keeping with this, the Bank of
Korea drew up a detailed implementation plan,
concerning classifying over-bought and over-sold
amounts of FX derivatives positions, the scope of FX
derivatives assets/liabilitigsand the method of

9) When calculating FX derivatives positions, the scope of FX derivatives
assets and liabilities should include all foreign currency related
derivatives in the same way as the existing overall position.
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Figure 1- 10

CMI multilateralization contributions

Korea China Japan ASEAN
(319.2bil, 16%)  ($38.4bil, 32%) ($38.4bil, 32%) ($24.0 bil, 20%)

Contributions of Korea, China, and Japan ASEAN
($ 96.0 bil, 80%) ($24.0 bil, 20%)

$120.0 bil

Source: The Bank of Korea.

calculation and management standards of FX
derivatives positions.

Strengthening International Financial Cooperation

The Bank of Korea sought to anchor international policy
cooperation still more firmly and, at the same time, took
an active part in the process of discussions on
international financial cooperation such as drawing up
measures to prevent the recurrence of crisis and the
construction of a global financial safety net after the
financial crisis.

In March 2010 the Chiang Mai Initiative
Multilateralization (CMIM), designed to bring regional
financial market stability through mutual cooperation
among the ASEAN+3 members, entered into effect.
Accordingly the Bank of Korea will be responsible for
providing 19.2 billion dollars, representing 16% of the
CMIM’s joint fund (120 billion dollars).

The Bank carried out an active role as the central bank
of the chair country at the Meetings of Finance
Ministers and Central Bank Governors held in April and
June, ahead of the G20 Seoul Summit in November
2010. It also endeavored to bring meaningful and
practicable proposals about the construction of the
international financial cooperation system such as
‘Global Financial Safety Nets’, through bilateral
meetings among governors and Central Bank Network
of G20.

In tandem with this, the Bank also did its best to

promote cooperation with other central banks and
international financial institutions. It worked to
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Table - 5

Settlement through BOK-Wire+’

(number, trillion won)

2009 2010
1st half 2nd half Year 1st half
Domestic currency
funds transfers 10,354 11,294 10,835 12,707
Funds transfefs 8,942 9,966 9,466 11,305
Net settlement 438 435 437 391
o | Treasury funds receipt
5 and payment 918 834 875 953
o
= | BOKloans and
discounts 26 23 24 23
Government and
public bonds 30 36 3 s
o e|g - exchange ...................................................................
funds transfers 9 9 9 9
Domestic currency
funds ransfers 1731 1885 1810 1970
Funds transfets 141.0 157.1 149.2 164.4
Net settlement 18.2 18.4 18.3 19.0
S | Treasury funds receipt
< | and payment 38 33 36 42
BOK loans and 1.0 0.9 0.9 1.0
discounts ' ' '
Government and 91 88 90 85
public bonds ' '
TSGRl
transfers (million dollars) 339 298 315 290

Notes: 1) On a daily average basis; changed into BOK-Wire+ since May 4,

2009.

2) Interbank funds transfers only.

Source: The Bank of Korea.

strengthen financial cooperation among central banks by
way of the Bank for International Settlements (BIS), the
Executives’ Meetings of East Asia and Pacific Central
Banks (EMEAP) and trilateral meetings of the central
bank governors of Korea, China and Japan. The Bank
also participated enthusiastically in the activities of
international financial institutions such as the IMF, the
World Bank and the ADB.

Heightening the Safety and Efficiency of the Payment
and Settlement System

The Bank of Korea also devoted positive efforts to
ensure the safety and efficiency of payment and
settlement systems.

In January 2010 the Bank guided all institutions
participating in the settlement system to strengthen their
own management of net settlement risk. It was
implemented by reflecting the exhaustion rate of their
net debt ceilings when calculating the amount of
securities collateral to guarantee the processing of net
settlement.

In February, a Straight Through Processing Sy3tfem
settlement in the call market was put into operation that
allows straight-through-processing throughout the entire
course of the transaction from the supply of funds to
their redemption when financial institutions engage in
call transactions. Consequently, for financial institutions,

10)This system was built by directly connecting the new BOK-Wire
system (BOK-Wire+) with the money brokerage companies’ call
transaction intermediation system. This allows the financial institutions
to process the settlement without the need to enter transaction details
separately when the call loans are supplied and redeemed through
BOK-Wire+.
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Table - 6

Joint examinations with the FSS?

(times, number)

2010
2005 2006 2007 2008 200934,

General
examinations

Partial 1 2 1 2 1
examinations (17)

Joint
examination

Examination
requests 2 2 2 1 2 1

Notes: 1) Figures in parentheses are numbers of institutions that underwent
partial examinations.
2) The number of institutions undergoing examination at the end of
Aug. 2010 included.
Source: The Bank of Korea.

the safety and efficiency of large-value settlement are
greatly increased with the reduction of the operational
burden and of the possibility of errors arising owing to
the massive volume of call transactions.

The Bank made efforts to ensure that the ‘Plan to
Develop the Payment and Settlement System in the
Securities Markét', which is now being pursued, can
be implemented seamlessly in the targeted month of
July 2011. In addition, efforts were directed toward the
construction of the constant monitoring system for the
non-bank financial institutions that have been able to
handle funds transfers since July 2009.

At the same time the Bank of Korea also sought to make
the settlement system more convenient for the general
public. The Bank has carried out financial

informatization consistently and has been constructing
stage by stage a joint mobile banking network on a
smart phone platform since April 2010. In addition the
Bank also carried forward actively the project of linking
up ATM networks among countries so that residents and
foreigners alike are able to withdraw local currency

using their domestic cash card both at home and abroad.

Carrying out Joint Examinations and Requests for
Examination

The Bank of Korea undertook general examinations
jointly with the Financial Supervisory Service (FSS) of

11) This plan includes a change in the method of securities settlement for
both exchange-traded and over-the-counter securities transactions to
provide earlier settlement in the securities market, the introduction of
the Continuous Net Settlement System for exchange-traded securities
transactions, and the BOK'’s intraday liquidity support for the
settlement of bond trades including those of Treasuries bonds.
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five banks, including domestic banks and foreign banks’
branches, during the first eight months of 2010.
Through these examinations, the Bank gathered on-site
information needed for the efficient implementation of
monetary policy and the checking of financial system
stability. It also monitored compliance with monetary
policy related regulations and guidelines concerning
Aggregate Credit Ceiling Loans, deposit reserve
requirements and payments and settlements. Besides
this, in June it requested the FSS to undertake the
examination of one local bank.
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<BoxIl-1>

The Implications of the ‘Plan to Mitigate
the Volatility of Capital Flows’

One of the phenomena common to both the foreign currency crisis at the end of 1997 and the recent global finan-
cial crisis is that the problems of the Korean economy were greatly exacerbated by the sharp increases |of in- and
outflows of foreign capital just before and after those crises. In particular, even though macro economic condi-
tions in Korea remained favorable at the time of the global financial crisis, there was an abrupt outflow of| foreign
capital in response to the crisis that had arisen in advanced countries including the US. Consequently the domestic
financial and foreign exchange market suffered severe instability.

Foreign capital in-and outflows® and the exchange rate

billion dollars]
o ) (WIUSS) 5 500

Foreign capital’'s net inflow Foreign capital's net inflow
10 - (left)

-10

-15

-20 (right)

-25 L L L L L L
1996 1997 1998 1999 2007 2008 2009 2010

Note: 1) Portfolio investment + financial institutions’ short-term borrowings; balance of payments basis.
Sources: The Bank of Korea, Korea Money Brokerage Corp., Seoul Money Brokerage Services Ltd.

For small open economies such as Korea, it should therefore be seen as a critical policy task to minimize the
influence that external shocks exercise on the domestic financial markets by mitigating the volatility of capital in-
and outflows. The government, the supervisory authorities and the Bank of Korea accordingly drew up, in June
2010, a ‘Plan to Mitigate the Volatility of Capital Flows’, which was implemented from the latter half of 2010.

The main points of this plan are a reduction of banks’ excessive short-term borrowings, the reining-in of unneces-
sary and non-urgent demand for foreign currency and strengthening the management of the soundness of banks
foreign exchange business.

Firstly, new ceilings on financial institutions’ FX derivatives positions were put in place. Hitherto, financial insti-
tutions’ foreign exchange positions had been managed on an overall position basis, embracing both spat and for-
ward exchange positions. This, though, had made it difficult to restrain the FX forwards purchases, which had
been acting as a major factor increasing short-term oversea borrowings, at an appropriate level. This was because
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Improvement of Monetary Stabilization Bond
Issuance System

The Bank of Korea made improvements in the
Monetary Stabilization Bonds (MSBSs) issuance system
in order to carry out liquidity adjustment procedures
more smoothly, and this was brought into operation
from June 2010.

The method of deciding the bid amount for MSB
issuance was modified. If the amount of bids placed
below the successful bid rate at a competitive auction
exceeds the amount planned to be issued, such bids will
be accepted within 10% or less of the originally planned
issuance amount. These changes will enable the Bank of
Korea to meet market demands and to gain more
flexibility in its liquidity adjustment, as deciding the
amount of successful tenders taking into consideration
the bond market and market funding situations.

In a parallel move, the fungible issue system introduced
for two-year MSBs in June 2009 was extended to
include one-year MSBs. As the fungible issue of one-
year MSBs decreased the number of issues and
increased the outstanding amount per issue, liquidity
and marketability were enhanced.

In addition, the number of bids that may be made by
individual counterparties for the issue and redemption of
MSBs was increased from the previous three to four, so
that the successful bid rate can more accurately reflect
market participant’s expectations.
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3. Other Monetary and Credit Policies

Improvement of the Operation of Aggregate Credit
Ceiling Loans

The Bank of Korea improved the method of operating
the ceiling for its branches on Aggregate Credit Ceiling
Loans to enhance the efficacy of support for the
regionally based SMEs, which are relatively
disadvantaged in their access to finance.

From July 1, 2010 the performance of loans to regional
SMEs made by financial institutions in Seoul was
included in the objects of support under regional
branches ceilings. Hitherto, only the loans made by local
financial institutions had been recognized as an object of
support under the regional branches ceilings.

In tandem with this, from November this year, a support
sunset system was introduced and brought into
operation in the form of a measure to limit fund support
to firms that have already enjoyed advantageous
financing above a certain level (length of time and
amount) so that many more regionally-based SMEs
could make use of Aggregate Credit Ceiling Loans. In
addition, the ceiling on support for an individual
enterprise was adjusted upward from the existing 1
billion won to a maximum of 2 billion won in order to
boost financial support for sectors strategically needed
in light of regional economic conditions.
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Table -7

Scale of liquidity adjustment”

(trillion won)
Dec. 2007 Dec.2008 Dec.2009 Aug. 2010
Liquidity Adjustment ~ 155.2 128.1 1585 1755

gggﬁm 1521 1241 1502 1637
 Bonds (B9 (1503)  (1269)  (1492)  (163.1)
i Reverse RPs (net) 3.1 40 83 11.8

Note: 1) Based on a period average; figures in parentheses are as of the end
of the relevant period.
Source: The Bank of Korea.

Table - 8

Chief points of market-friendly operation of
Monetary Stabilization Account

Category Chief content

Purpose Routine liquidity adjustment
Method of Receipt By competitive tender

Banks eligible as counterparts for BOK's RP

Counterparts )
transactions

Maturity Max. 91-day (mainly 14-Day and 28-Day)

Method of setting

interest rate Single price applied (Dutch method)

Source: The Bank of Korea.

Introduction of Market-friendly Liquidity Management
Method Utilizing the Monetary Stabilization Account

The Bank of Korea decided to introduce market-friendly
operation of the ‘Monetary Stabilization Accotiht

term deposits offered through competitive tender, as a
new tool of liquidity management.

The Bank of Korea currently uses both MSBs issuance
and RPs transactions as tools for the routine adjustment
of liquidity. In practice, the majority of the liquidity
absorption has been carried out by the issuance of
MSBs. In these circumstances, the increased scale of
liquidity adjustment owing to non-residents’ investment
in domestic securities might lead to difficulties in

liquidity adjustment, as the market's appetite for MSBs
might fall short of the expanded issuance volume.
Moreover, this could have adverse effects such as a rise
in market interest rates and the worsening of the Bank of
Korea’s balance sheet when if the interest rate on MSBs
has to be raised to absorb the issuing volume.

In order to complement the existing method of liquidity
adjustment employing MSBs issuance, a market-
friendly method involving competitive tenders for
deposits to the Monetary Stabilization Accéiihis

been introduced. Under this system, the Bank of Korea
accepts depositan the Monetary Stabilization

12) The US Federal Reserve, similarly, introduced a term deposit facility to
absorb excess reserves in December 2009 and conducted competitive
tenders for these deposits for the first time in June 2010.

13)The Monetary Policy Committee may operate the Monetary
Stabilization Account as a compulsory liquidity management tool,
when the committee recognize that it is hecessary considering the
financial and economic situations.

14) Deposits in the Monetary Stabilization Account are not recognized as
reserve requirement.
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Table T- 9

Expansion of the contents of the statement of

‘Monetary Policy Decision’

Added contents

Jul. 2007

Apr. 2010

+ Overall assessment of domestic economic condition
+ Judgement on the policy stance (included when necessary)

+ Outlook for domestic economy
+ Outlook for price level

+ Evaluation of the world economy

Source: The Bank of Korea.

Account through competitive bidding from ltank
counterpart®. The interest rate paid on these deposits
will be equal to the highest accepted rate, but no higher
than the maximum rate pre-set by the Bank, and it will
be applied uniformly to all successful bidders. The
maximum maturity will be 91-day and, for the purpose
of short-term liquidity adjustment, they will be mainly
offered on a 14-day and 28-day basis.

Heightening the Transparency and Predictability of
Monetary Policy

In a situation of great economic uncertainty at home and
abroad, the Bank of Korea made efforts to further
communication in order to enhance the transparency
and predictability of monetary policy and avoid the herd
behavior of economic agents.

The contents in the statement of the ‘Monetary Policy
Decision’ have been supplemented to provide a more
detailed description on the evaluation of domestic and
international economic conditions and to add the
outlook for the domestic economy and the price level.
Furthermore, given the increased importance of the
overseas sector for the conduct of monetary policy, an
evaluation of the world economy has been added.

Moreover, the Bank of Korea made more active use of
communication channels for feedback on monetary
policy. The monthly ‘Financial Consultation Meeting’,
bringing together the chief executive officers of

15) Eligible institutions will be restricted to banks entitled to participate in
RPs transactions with the Bank of Korea. Banks that are not eligible
may participate indirectly in the competitive auctions via eligible
institutions.
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strengthened by the creation of early warning system and the establishment of a ‘Headquarters for Monitoring
Capital Flows’ to predict the possibility of a crisis resulting from a surge in capital in- and outflows. In addition,
active efforts are being undertaken to consolidate the system of international financial cooperation including the
pursuit of ‘building up the global financial safety nets’ as Korea’s initiative for the G20 Seoul summit this
November. Every effort will also be made to manage the foreign exchange reserves at a stable level in order to
respond appropriately to any sudden outflow of capital.

Framework of the plan to mitigate volatility of capital flows

Reinforcing
the

of capital
flows

Supplier

management

Foreigninvesors

Foreign banks

Stock
investment

Bond
investment

Overseas
borrowings

Markets

Capital markets
Loan markets

Foreign exchange
markets

Forward trading

Foreign currency
loans

Trade finance

Demander

Banks

Firms

Augmenting
the capacity
for response|

- Reinforcing monitoring capital flows
- Building up the financial safety nets
- Foreign reserve management

The plan now being implemented sets out to enhance the macro prudential soundness of the Korean economy by
mitigating the volatility of excessive capital in- and outflows under the consistent stance of capital liberalization

and market openness. It is not intended for the managing markets by restricting the business of financi
tions but rather for improving the fabric of the Korean economy by compensating for market fragility.

al institu-
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financial institutions, and the ‘Economic Review

Meeting’, consisting of representatives from research
institutions and academia, have been rendered more
substantial. And the ‘Meeting with Investment Banks’
has been held each quarter, beginning from this May.
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IT. Global and Domestic Economic Conditions and Future
Monetary Policy Direction

Table I1- 1
Outlook for world economic growth
%)
201G 201F
2009

IMF OECD IMF OECD
World 0.6 4.6 2.7 43 2.8
us) 24 33 32 29 32
(Japan) 5.2 24 30 18 20
(Euro area) 4.1 1.0 12 13 18
(China) 91 105 111 96 9.7

Notes: 1) Based on IMF statistics, apart from certain individual countries
and the euro area, which are based on their own statistics.
2) Members of OECD.
Sources: IMF, World Economic Outlook, July 2010;
OECD, OECD Economic Outlook, May 2010.

1. Global Economy

Economic Growth

From the latter half of 2010 onwards, it is expected that
the world economy will sustain its mild recovery amid
the risk of volatility being heightened. However, owing
to the possibility of a slowdown in the pace of the
recovery in the major advanced economies, there is a
high degree of uncertainty as to the outlook for the
world economy and it is likely that the country-to-
country divergences in the pace of economic recovery
could widen.

The US economy is forecast to remain on a recovery
track in the latter half of the year, but at a reduced pace.
Depressed housing market activity, the delayed
improvement of the labor market, the weakening of the
fiscal policy effects and so on are likely to act as factors
restricting the strength of the recovery. In terms of the
components of demand, personal consumption
expenditures are foreseen to mark only a feeble recovery
because of the depressed labor market and a high saving
ratio. Facilities investment will pick up, boosted by the
improvement in corporate performance, but residential
investment is forecast to remain sluggish for some time.

In the euro area economy, even though the fiscal
problems in Southern European countries have not yet
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been fully resolved, the improving trend is expected to
continue, led by Germany and France. While exports
maintain their buoyancy, private consumption is also
forecast to increase, albeit mildly. However, government
expenditures are expected to decline owing to the fiscal
austerity efforts of individual countries and fixed
investment is also expected to be subdued, most
prominently for construction investment.

The Japanese economy is forecast to continue on its
mild recovery track. Exports will maintain their upward
trend but its pace is anticipated to decline somewhat
owing to the strength of the Japanese yen and the
likelihood of a slowdown of the growth trends of its
major trading partners. Facilities investment is foreseen
to maintain its modest recovery owing to the
improvement of corporate performance. Meanwhile,
private consumption is forecast to be greatly affected by
whether or not the government puts in place additional
measures to stimulate domestic demand.

In the Chinese economy, a deceleration of the pace of
growth is anticipated, but the growth rate will still be
higher than that originally targeted by the government
(8.0 % level). Private consumption will increase because
of wage increases and the government’s continuing
policy of stimulating domestic demand. But fixed
investment is seen to decelerate, led downward by real
estate related investment, and exports are likely to grow
at a somewhat lower rate.

Exchange Rates and International Commodity Prices

In the international financial markets, the preponderance
of expectations is that the US dollar will follow a
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Table - 2
Outlook for oil prices”
(US$/barrel)
2016
2009 201F
Yer Q1L Q2 Q3 Q4
<Brent> 61.8 764 782
CERA (Aug.?) 79.7 805 838 90.2
CGES  (Aug. 23) 75.7 754 723 754
OEF  (Aug.31) 778 774 790 803
Barclays
Capital (Aug. 24) 820 830 87.0 910
<Dubai> 61.7 760 781
CERA (Aug. 2) 788 788 824 887

Note: 1) Period-average; figures in parentheses refer to the date of the
forecast.
Sources: CERA, CGES, OEF, Barclays Capital.

weakening trend against the euro and the Japanese yen
for some length of time owing to the improvement of
euro area economic indicators, the moderation of
financial market uncertainties, and the slowing of the
recovery trend in the US economy. Nevertheless, there
always remains the possibility that the US dollar may
exhibit a strengthening trend if a preference for safe-
haven assets manifests itself in line with a weakening of
the recovery trend of the world economy or a renewed
fiscal crisis within the euro area.

The international oil price is forecast to stage no more
than a modest increase until the end of this year. There
exist, however, both upside factors, including the
increased demand led by the emerging economies and
the possibility of production setbacks in some oll
producing regions, and downside factors, such as the
slowing of the recovery trend in major advanced
economies and the adequacy of inventories in major
countries.

Other international commodity prices are expected to
show a large-scale increase, mainly caused by setbacks
in the production of grains, such as wheat, arising from
worsening weather conditions. Nevertheless, as worries
about supply problems have been eased to a certain
degree thanks to adequate grain inventories, the
prevailing opinion is now that there will be no repetition
of the sharp run-up in prices experienced in July and
August. As to the prices of nonferrous metals, these are
forecast to stabilize in response to buoyant production
and the moderation of the upward trend of demand.
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Table - 3
Outlook for economic growth?
(%)
2010 2012
2009 1st  2nd st  2nd
Vel paf hap Y paf  haf

Real GDP 0.2 59 81 45 45 39 50

Private
consumption 0.2 39 63 30 38 35 40

Facilities
investment 1 209 299 149 69 89 51

Construction
investment 44 0.7 23 10 14 18 11

Exports 00 168 216 151 99 119 82
Imports -79 203 218 191 108 140 78

Notes: 1) Compared with the same period of the previous year.
2) Forecast in July 2010.
Source: The Bank of Korea.

Figure - 1
Economic growth fan chart?
L0 %,
2+ 42
0 0
2 42
4 14
Lo

6 I I I I I I I 6
08QL Q2 Q3 Q4 09QL Q2 Q3 Q4 10Q1 Q2 Q3 Q4

Note: 1) Compared with the previous quarter; future forecast as of
July, 2010.
Source: The Bank of Korea.

2. Domestic Economy

Real Economy

During the second half of 2010, the upward trend of
domestic economic activity is forecast to be by and large
sustained despite a slight deceleration in export growth,
as consumption and facilities investment increase more
rapidly. However, there are external risk factors present
such as the fiscal problems in Southern European
countries and the possibility of a slowdown in the
economic recovery of major countries.

Private consumption is expected to sustain its increasing
trend as households’ real purchasing power picks up
thanks to wage hikes and the improvement of
employment. Favorable conditions for this will be
provided by the fact that the increase in households’ net
financial assets, thanks to the upturn in economic
activity, will facilitate an expansion of their

consumption capacity.

Facilities investment is anticipated to continue its
rapidly increasing trend in line with improved corporate
profitability as well as the continued boom in the IT
field in a situation where the manufacturing capacity
utilization ratio and the deterioration of production
facilities are running at high levels.

Construction investment is forecast to present a
depressed picture, including a reduction in the supply of
new housing under the impact of the contraction of
housing market transactions. Civil engineering, though,
IS seen to maintain a robust increasing trend, helped by
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Table - 4

Outlook for inflation”

(%)

2010 2011
2009 1st  2nd 1st  2nd
Vel o hab Y8 haf  haf

Consumer price 2.8 2.8 27 30 34 35 33

Core inflation 3.6 18 17 2.0 31 30 31

Notes: 1) Compared with the same period of the previous year.
2) Forecast in July 2010.
Sources: The Bank of Korea, Korea National Statistical Office.

the expansion of government and public enterprises’
SOC investment.

The scale of the current account surplus is expected to
gradually narrow, owing to an expansion in imports
drawn in by the recovery of domestic demand and to the
widening of the service account deficit offsetting the
continued buoyancy of export.

Employment conditions are predicted to improve
constantly as the upward trend of economic activity
continues. The scale of the increase in the number of
employed persons is nevertheless expected to be limited
by restructuring in a few branches of industry and the
winding-down of public sector job creation.

Prices

The upward pace of prices is anticipated to continue,
influenced by the increased demand pressures arising
from the continued upward trend of economic activity,
hikes in certain public utility charges, and the higher
international prices of grains and other commodities.
The rate of increase in the CPI is predicted to rise to
over 3%, the mid-point of the medium-term inflation
target, from the fourth quarter onwards.

On the demand side, upward pressures are expected to
increase gradually, led by charges for individual services
as the impact of the upswing in business activity
becomes clearly marked. In the phase of economic
recovery, the pressures for wage rises are also seen to
build up gradually. On the supply side, the upward trend
of international commodity prices is likely to exert
upward pressure on domestic price levels. Hikes in
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Figure 11— 2

Consumer price inflation fan chart’
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Note: 1) Compared with the same period of the previous year;

future forecast as of July, 2010.
Source: The Bank of Korea.

public utility charges such as electricity charges and city
gas tariffs are also expected to act as factors in pushing
up price levels. Taking the demand and supply side
aspects into overall consideration, the rate of increase in
consumer prices during the latter half of 2010 is forecast
to be higher than in the first half of the year.

Core inflation, similarly, is expected to be rather higher
than in the first half year owing to the continued upward
trend of economic activity and reflecting the rise of raw
material prices after some time lag.

Financial Markets

Corporate financial conditions are anticipated to be
generally smooth, in line with the continued upward
trend of the economy. Firms with poor credit ratings
may experience difficulties in fund-raising, however,
impacted by the promotion of restructuring and by
financial institutions’ tightened attitude toward lending
to such corporations. Meanwhile, great uncertainty
exists as to the outlook for economic activity in the US
and other advanced countries, and no fundamental
solution to the fiscal problems in Southern European
countries has as yet been found. In this situation, the
volatility of domestic financial price variables could also
rise in reflection of changes in international financial
market conditions.
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3. Future Monetary Policy Direction

The Bank of Korea will conduct its monetary policy
with a focus on helping the economy maintain price
stability, while sustaining sound growth under the
accommodative policy stance. In carrying out policy, it
will take overall account of financial and economic
conditions.

The efforts to enhance the efficiency of monetary policy
operation will be continued. The Bank will move to a
further stepping up of its external communication to
enhance the predictability and transparency of its
monetary policy. While continuing its efforts to
withdraw the liquidity provided to tackle the financial
crisis, the Bank will also work constantly to prepare a
seamless liquidity adjustment facility.

Policy efforts to maintain financial stability will be
stepped up. Constant vigilance will be maintained over
international financial market conditions, foreign capital
in- and outflows, asset price movements, and the state of
household debt. Upon detection of any symptoms of
abnormality, the Bank is resolved to act swiftly to
handle them in close cooperation with the government
and the supervisory authority. The Bank will do its
utmost as well to strengthen the framework for
international policy cooperation, such as by establishing
a global financial safety net so as to prevent further
financial crises.
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