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Executive Summary

� In the year through August 2006, the Bank of Korea maintained a policy stance of
gradually reducing the degree of monetary accommodativeness in line with the trend
of improvement in the real economy, while continuing its careful watch over price
stability.
� In keeping with this stance, the Bank of Korea, having already increased its policy
rate twice in the fourth quarter of 2005, raised it further in February, June and August
of this year, by 25 basis points each time, to bring it to 4.5% per annum. The rates on
Aggregate Credit Ceiling Loans and Liquidity Adjustment Loans have been raised by
the same margins this year, as well, to 2.75% and 4.25%, respectively.
� The reasoning behind these policy decisions is described below. The domestic
business activities continued on the upward trend shown since the second quarter of
2005, driven by the buoyancy of exports and the recovery of domestic demand. At the
beginning of this year, there were fears of a slowdown in growth, owing to the sharp
run-up in international oil prices, to appreciation of the Korean won and to falling
share prices. The continuing recovery of private consumption and facilities
investment, however, in combination with robust double-digit export growth, enabled
first-quarter GDP growth to reach 1.2% (S.A.) compared to the previous period and
6.1% year-on-year. In the second quarter, exports, private consumption and facilities
investment exhibited continuing upward trends, while GDP growth slowed to 0.8%
quarter-on-quarter and 5.3% year-on-year owing to lackluster construction
investment. From early July, geopolitical risks were exacerbated, mainly due to North
Korea’s test firing of missiles and the military conflict in the Middle East, and the
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surveys of economic agents’ expectations indicated a less confident mood. It was
nevertheless judged that the domestic economy would maintain its upbeat tone, albeit
at a more subdued level, provided there was no further worsening of the domestic and
external environments.
� Prices have remained stable, aided by the appreciation of the Korean won and by
reductions in the prices of agricultural, livestock and marine items, despite the high
international oil prices. During the first eight months of the year, the rate of increase
in the consumer price index eased to 2.4% year-on-year, while the rate of core
inflation stood at no more than 1.9%. There was nevertheless concern that price levels
might show a further increase, as upward pressure on costs associated with high oil
prices might emerge after some time lag, and as demand side pressures could well
strengthen in line with the business recovery.
Housing prices started to accelerate from the beginning of this year. However, the
upward trend flattened out from early June onwards following the implementation of
diversified government stabilization measures, such as the raising of housing related
tax rates and the tightening of loan regulations. Land prices, on the other hand,
continued to rise owing to their increase in areas slated for development.
� In the financial markets, liquidity conditions are generally favorable. Loans to
SMEs have shown constant increase, while housing finance loans have also expanded
substantially under the influence of the rise in housing prices. From June onwards,
however, the increase in bank lending slowed in response to a tightening of risk
management at financial institutions and also to rising interest rates.
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With regard to market interest rates, while short-term rates have risen significantly in
line with the ratcheting up of the call rate target, long-term rates have shown generally
stable movements, influenced by concerns about a possible business slowdown and
by increased demand for long-term bonds. Consequently, the spread between longterm and short-term interest rates (the difference between yields on three-year
Treasury bonds and those on 91-day CDs) has shrunken considerably, from 99 basis
points at the end of the previous year to only 8 basis points as of the end of August
2006.
Stock prices rose across the board, especially those included in KOSPI, on
expectations of improved performances by the large companies, coupled with the
bullishness of stock markets in major countries and a continuing inflow of indirect
investment funds. Consequently, KOSPI reached its highest-ever level of 1,464.7 on
the 11th of May. However, it then experienced a correction phase, fluctuating around
the 1,300 level as foreign investors shifted to a large-scale net selling position in a
portfolio adjustment process that responded to monetary tightening worldwide.
� Financial institutions adjusted their deposit and lending interest rates upward in
line with the Bank of Korea’s call rate target hikes. Compared with their levels of
August 2005, just before anticipations of a shift in the policy stance, deposit interest
rates rose on a similar scale to the policy rate. Lending rates, in contrast, showed a
smaller-scale rise, reflecting the heightened competition among financial institutions
to expand their lending, centered particularly on housing finance loans.
Meanwhile, there has been an improvement in the short-term bias of major financial
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institutions’ deposit structures, thanks to the ratcheting-up of the call rate target so far.
The proportion of short-term deposits with maturities of no more than six months has
eased back, from 52.6% in August 2005 to 50.3% in August 2006.
� In carrying out its monetary and credit policies, the Bank of Korea pays careful
attention both to the government’s fiscal policy stance, and to the movements of the
exchange rate. In line with the prospects for business recovery, government fiscal
policy was amended this year so that expenditures were disbursed evenly in the first
and second halves. This was in contrast to the frontloading of fiscal spending in 2005
and led to a sharp contraction in the scale of the consolidated budget deficit in the first
half, relative to that in the same period of last year.
The Korean won continued to appreciate against the US dollar from early in the year,
and reached the 920-won-to-the-dollar level in early May. This was largely a result of
domestic exporters’ large scale sales of foreign currency forwards, in anticipation
that the Korean won would experience further rapid appreciation owing to a
weaker US dollar. In the last weeks of May, however, the won began to depreciate
due to the outflow of foreign stock investment funds and to prospects for a substantial
narrowing of the current account surplus, and then fluctuated within a narrow range
of 950~960 won, lessening anxieties about a slowdown of exports caused by a firmer
Korean won.
� To maintain the policy rate at its target level, the Bank of Korea has adjusted
market liquidity through open market operations including the issuance of Monetary
Stabilization Bonds (MSBs). As of the end of August, the volume of MSBs
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outstanding stood at 162.6 trillion won. This was an increase of just 7.4 trillion won
over the end of the previous year, down considerably from the 17 trillion won
expansion for the same eight-month period a year earlier. The decline was due not
only to the expansion of currency swap transactions with the National Pension Fund
and the reduction of government borrowings from the Bank of Korea, leading to a
sharp contraction in the scale of liquidity needing to be absorbed, but also to the
substitution of long-term RPs for some part of MSB issuance.
� Looking ahead to the future environment for monetary policy operations, the
economy is forecast to maintain its underlying upward trend, although the pace of
growth is expected to slow down. Admittedly, though, there are still downside risks
posed by uncertainties at home and abroad, including geopolitical risks and
international oil price movements. However, exports are expected to keep up a
consistently increasing pace against the backdrop of sound world economic
growth, while both private consumption and facilities investment seem likely to
maintain their upward trends as well. Despite the robust export growth, the current
account is seen approaching equilibrium, mainly due to the increase in imports caused
by high oil prices and to the widening deficit in the services account.
On the prices front, the effects of high oil prices seem to be spreading out to cause
increases in industrial product prices and charges for public services, leading to
expectations that consumer price inflation and core inflation will both reach about 3%
toward the end of this year. While housing prices should maintain stable trends by and
large, there are latent factors present that could work to destabilize them, including
anticipations of a future easing of real-estate related regulations.
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� In the time ahead, the Bank of Korea will continue to conduct its monetary policy
in such a way as to maintain price stability, while paying careful attention to the
trends of business activities. In line with this basic policy stance, the Bank of Korea
plans to heighten the flexibility of its conduct of monetary policy by taking into
overall consideration changes in domestic and international conditions, the
movements of macro-economic fundamentals such as prices and business activities,
and financial market developments. In addition, the Bank of Korea is going to
exercise greater vigilance in carrying out its financial stabilization function, remaining
ever on the alert for latent destabilizing factors in the financial markets and acting
swiftly to counter them as and when needed.
Meanwhile, as the period of application of the current mid-term inflation target
(2004~2006) will expire at the end of this year, the Bank, in coordination with the
government, has established a 2007~2009 inflation target of 3.0±0.5% in terms of
the average rate of increase in the Consumer Price Index.
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1. Overseas Economies
A. Economic Growth
Table Ⅰ-1

During the first half of 2006, the global economy

Economic growth of major economies1) 2)
(%)

2005

2004

Year Q3

World
5.3 4.9
Advanced economies
3.2 2.6
USA
3.9 3.2
Japan
2.3 2.6
Euro-zone
1.9 1.4
Asian emerging markets3) 5.9 4.5
Developing countries
7.7 7.4
Asia
8.8 9.0
(China)
10.1 10.2
Latin America
5.7 4.3

4.2
0.5
0.6
9.8
-

2006
Q4 Yeare Q1

continued its solid growth, despite higher oil prices and
interest rate hikes in major countries.

Q2

- 5.1
- 3.1
1.8 3.4 5.6 2.9
1.0 2.7 0.8 0.2
0.3 2.4 0.8 0.9
- 4.9
- 7.3
- 8.7
9.9 10.0 10.3 11.3
- 4.8
-

The US economy maintained its brisk growth trend in
the first half of the year. By quarter, though, there were
big differences: the first quarter saw high GDP growth of
5.6% (annualized) compared to the preceding period,
helped by the buoyancy of private consumption and

Notes: 1) Based on IMF, apart from certain individual countries and the
euro-zone, which are based on their respective statistics.
2) Quarter-on-quarter basis. USA figures are annualized percentage
changes from preceding quarter, China figures are compared
with the same period of the previous year.
3) Korea, Taiwan, Hong Kong and Singapore.
Source: IMF, World Economic Outlook, September 2006.

corporate investment, whereas in the second quarter it
fell back sharply to 2.9% (annualized) amid the coolingdown of private consumption and housing market
activity. Housing construction investment has shrunk for
three quarters in a row since the fourth quarter of last

Figure Ⅰ-1

year, and in the second quarter the scale of its fall
World economic growth

(%)
10

Developing
countries

Asian emerging markets

became more clearly evident.
(%)
10

The Chinese economy accelerated its pace of growth

8

8

still further in the first half, expanding 10.9% year-on-

6

6

year. Particularly, in the second quarter, GDP growth

4

4

registered 11.3%, higher than expected, despite the

2

2

0

0

-2

World

Advanced economies

-2

-4

-4
1998

2000

2002

2004

Source: IMF, World Economic Outlook, September 2006.

2006e

tightening undertaken such as the raising of interest rates
by the People’s Bank of China in fear of economic
overheating. In the first half, fixed investment
accelerated its pace of increase, boosted by provincial
governments’competitive expansion of investment, and
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private consumption also increased constantly against

Figure Ⅰ-2

the backdrop of rising incomes. Exports slowed their

Economic growth of major economies1)

upward trend somewhat owing to voluntary self-restraint
3

(%)

(%)

China (right)

12

to avoid trade conflicts, but even so they still maintained
a high level, as in the past.

Japan (left)

2

8

USA (left)
1

4

0

0

The Japanese economy saw its recovery trend carried on
from last year. First quarter GDP growth registered a

Euro-zone (left)
-1

-4
2004.Q1 Q2

Q3

Q4 2005.Q1 Q2

Q3

Q4 2006.Q1 Q2

Note: 1) Compared with the previous quarter. USA figures are
annualized percentage changes from preceding quarter
and China figures are compared with the same period of
the previous year.

high rate of 0.8% quarter-on-quarter, helped by a sound
increase in private consumption and the expansion of
facilities investment. However, the second-quarter GDP
growth rate stood at just 0.2% under the influence of the
contraction of public and housing investment. In the
second quarter, though, the growth momentum is
assessed as having been sustained1), on the basis of a
recovery of domestic demand: private consumption rose
steadily and facilities investment further accelerated its
upward trend thanks to buoyant corporate earnings.
The economy of the euro-area saw its recovery gather
pace during the first half of 2006. First-quarter GDP
growth rose 0.8% over the preceding period, and its pace
accelerated further in the second quarter to mark a rate of
0.9%, the highest for six years. This was ascribable to
the buoyant trend of exports, the solid increase in private
consumption and the robust growth in corporate
investment on the back of optimistic business forecasts.

B. International Financial Markets
Long-term interest rates in major countries rose rapidly

1) The Bank of Japan, on July 13, adjusted upwards its assessment of the
current state of economy from the previous “steady recovery continues”
to “moderate expansion.”
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from the beginning of 2006, but they exhibited an

Figure Ⅰ-3

overall downward pattern from July onwards. In the

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

United States, long-term rates kept on an upward course

(%)

5.5
USA

5.0

5.5

from the beginning of the year in response to forecasts of

5.0

the US economy’s solidly-based growth and a

4.0

4.0

3.0

3.0

2.5

2.5
Japan

Euro-zone

2.0
1.5
1.0
04.1 3

5

7

9

11 05.1 3 5

7

9 11 06.1 3

5 7

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

continuation of the Federal Reserve’s policy-rate hikes,
so that by mid-April they had moved above the 5% level

2.0

for the first time since June 2002. From mid-May, they

1.5

dipped in response to some subdued economic

1.0

indicators, but then moved higher again from mid-June
to reach their highest level so far this year of 5.24% as
forecasts predominated that the Federal Reserve would
maintain its ratcheting-up of interest rates following a
rise in inflation figures. Since then, however, fears have
mounted of a slowdown of business activity and the
Federal Reserve decided to make a pause in the series of
interest rate hikes (August 8), so that long-term policy
rates shifted back to a downward trend and, as of the end
of August, they stood at 4.73%, 34 basis points higher
than at the end of 2005.
Japanese long-term rates maintained an upward trend
from early in the year that brought them to above 2% by
mid-May, under the combined impact of an acceleration
of the business recovery and the Bank of Japan’s shift of
its policy stance. From July onwards, though, in line
with some lackluster economic indicators and growing
expectations that the Bank of Japan would carry on
cautiously with its upward adjustment of policy rate,
they shifted to a mild downward trend that brought them
to 1.63% as of the end of August, 15 basis points higher
than at the end of the previous year. In the euro-zone,
long-term rates rose rapidly from the beginning of the
year, influenced by the continuing pickup in business
activity and the European Central Bank’s hike of its
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policy rate. After fluctuating around the 4% level from
mid-May, however, they shifted back to a downward
trend from early July. All of these movements were very
similar to those of US long-term rates. As of the end of
August euro-zone long-term interest rates stood at
3.76%, a 45-basis point increase from the end of
December 2005.
Figure Ⅰ-4

Short-term interest rates maintained upward trends in

Short-term interest rates in major economies1)
6

(%)

(%)

6

5

5

4

USA
Euro-zone

3
2

Japan

1
0
04.1 3

5

7

9

11 05.1 3

5

7

9 11 06.1 3

5

line with the hikes in policy rates by the central banks.
US short-term rates rose by 96 basis points from their
year-end figure in 2005 to register 5.03%, mirroring the

4

Federal Reserve’s increase of its Federal funds rate on

3

four occasions by a total of 100 basis points (4.25% →

2

5.25%). The Bank of Japan, meanwhile, abandoned its

1

policy of quantitative easing on March 9 and

0

subsequently raised its operating target, the overnight

7

call rate, by 25 basis points, officially ending the zero-

Note: 1) On the basis of three-month Treasury yields in the USA
and Japan, and three-month EURIBOR in the euro-zone.
Source: Bloomberg.

interest rate policy it had kept for the previous five years
and four months. Consequently, as at the end of August,
Japanese short-term rates had edged up from their

Table Ⅰ-2

0.003% at the end of the previous year to 0.35%. Euro-

Policy rate changes in major countries1)
(%)

2001.
2002.
2003.
2004.
2005.

2006.

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

USA

UK

ECB

1.75
1.25
1.00
2.25
2.50
2.75
3.00
3.25
3.50
3.75
4.00
4.25
4.50
4.75
5.00
5.25

4.00
4.00
3.75
4.75

3.25
2.75
2.00
2.00

zone short-term rates, meanwhile, moved up 77 basis
points from the previous year-end to stand at 3.26% as of
the end of August, following the ECB’s three 25-basis
point increases of its policy rate this year (2.25% →
3.0%).
Share prices in major countries continued their upward

4.50

trends until early May and then underwent a correction.

4.75

Note: 1) Period-end basis.
Sources: Central banks of individual countries and the ECB.

2.25

In the US, the Dow Jones Industrial Average reached its

2.50

highest level for six years of 11,642.7 on May 11, as US

2.75
3.00

share prices maintained a modest upward trend driven
by improved corporate performance and rosy economic
indicators. They then moved downward amid
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expectations that the Federal Reserve would continue to

Figure Ⅰ-5

raise interest rates following the heightened pressure on

US stock price indices1)
12,000

2,500

North Korea’s missile test-firing and conflicts in the

NASDAQ (right)
11,500

2,300

11,000

2,100

10,500

1,900

10,000

1,700

9,500
04.1 3 5

Dow Jones (left)
7 9 11 05.1 3 5

7

1,500

9 11 06.1 3 5

7

Middle East. From early August, they again exhibited a
pattern of rising movements as the Federal Reserve
paused in its ratcheting-up of policy rates. The Dow
Jones Industrial Average stood at 11,381.2 as of the end
of August, 6.2% higher than at the end of the previous
year, while the NASDAQ index was down 0.98% over
the same period at 2,183.8.

Note: 1) On the basis of spot market prices.
Source: Bloomberg.

Figure Ⅰ-6

Buoyed up by the business recovery, Japanese and euro1)

Japan and euro-zone stock price indices

zone share prices maintained their rapidly increasing
4,500

18,000

16,000

4,000

14,000

prices and the mounting geopolitical risks including

Nikkei (left)
3,500

12,000

trend of the previous year into the new year, bringing
them to their highest-ever levels by early May. From
mid-May, though, they began a steep fall, precipitated by
the likelihood of a slowing of the US economy, worries
of slackening exports due to the appreciation of both the

3,000

10,000
Euro Stoxx (right)

stock investment funds. They picked up again from July

8,000

2,500

04.1 3

5 7

9 11 05.1 3

5

7

yen and the euro and to outflows of foreign investors’

9 11 06.1 3

5

7

onwards in response to optimism over the two
economies. As of the end of August, the Nikkei index

Note: 1) On the basis of spot market prices.
Source: Bloomberg.

was 0.18% higher at 16,140.8 than at the previous year-

Figure Ⅰ-7

end while the Euro Stoxx index was 6.4% up over the

Major exchange rates1)
(¥/US$)

(US$/C
=)

125

same period, registering 3,808.7.
1.0

¥/US$ (left)

The US dollar shifted to a generally weakening trend

120

1.1

115
1.2

from early in the year against the yen, the euro and other
major currencies, but from May onwards it showed
movements that differed by the counterpart currency.

110
1.3

105

until the first quarter, the US dollar showed a sharply

US$/C
= (right)
100
04.1 3

1.4
5 7

9 11 05.1 3

5

7

9 11 06.1 3

5 7

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

After fluctuating around at its level of the previous year
weakening trend from early April. That was mainly
caused by the growing likelihood of policy rates hikes
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by the Bank of Japan and the ECB along with requests
by the G-7 for the revaluation of Asian currencies and
mounting expectations that the Federal Reserve would
pause in its increase of interest rates sooner or later. The
dollar appreciated rapidly against the yen from the end
of May, affected by worries of a Japanese business
slowdown and the prospect of the Bank of Japan
continuing its low interest-rate policy. In contrast,
against the euro, the dollar drifted sideways, influenced
by the growing strength of the euro-zone’s business
recovery and the ECB’s hike of its policy rate.
Consequently, as of the end of August, the US dollar had
depreciated 7.5% from the end of December to trade at
1.28 dollars per euro. Against the yen, it had depreciated
0.3% over the same period to change hands at 117.1 yen.

C. International Raw Material Prices
International oil prices continued on their upward course

Figure Ⅰ-8

from early 2006. This was the result of the briskness of

1)

International raw material prices

the global economy and the heightened geopolitical risks
(Sept. 18, 1931 = 100)
2,100

(US$ / barrel)
100

surrounding major oil-producing countries in a situation

2,000

90

that there was little scope for supply expansion owing to

80

the constraints on OPEC’s productive reserves.

1,900

Reuters Commodity
Price Index (left)

1,800

70

1,700

60

1,600

50

1,500

Oil prices (right)

1,400
1,300
04.1 3

5

7

9 11 05.1 3

5

7 9 11 06.1 3

International oil prices rose sharply early in the year
following the eruption of the Iranian nuclear issue and

40

terrorist attacks against oil production facilities in

30

Nigeria. From early March, they again mounted steeply

20

as problems persisted in Nigeria’s oil production and the

5 7

Note: 1) International oil prices are based on the price of Brent Crude.
Source: Reuters.

tensions over the Iranian nuclear issue were further
exacerbated. In consequence, they reached an historic
high of 74.5 dollars per barrel (Brent Crude).
Subsequently, international oil prices shifted to a
renewed upward trend in late June in response to the
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expansion of seasonal demand in the US, the operational
problems at several refineries and a series of worst
events such as the war between Hezbollah and Israel and
accidents affecting Alaskan oil fields. This brought them
to a new historic peak of 76.1 dollars per barrel on July
14. From mid-August onwards, however, they fell back
in response to peace moves in the Middle East and
expectations of the slowing growth of the US economy.
As of the end of August, oil prices registered 67.7 dollars
a barrel, 16.0% higher than at the end of the previous
year.
Prices of other international raw materials also carried on
their upward trend of the previous year. Nonferrous
metal prices rose steeply centering on copper and zinc in
line with the expanding global economic growth and
increasing fund investment in them. Prices of grain such
as wheat and corn, showed an upward trend in line with
worsening weather conditions in the chief producing
countries and the prospect of reduced harvests.
Consequently, Reuters Commodity Price Index rose to
2,035.7 as of the end of August, 13.3% higher than at the
end of the previous year.
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2. Domestic Economy
A. Economic Growth
During the first half of 2006, the domestic economy had

Table Ⅰ-3

continued its upward trend since the second quarter of

1)

Major economic growth indicators

(%)

2005
2006
2004
1st 2nd Q3 Q4 1st Q1 Q2
Year half
half
half
4.7 4.0 - 1.6 1.6 - 1.2 0.8
(2.9) (4.9) (4.5) (5.3) (5.7) (6.1) (5.3)
p

G D

P

-0.3 3.2

- 1.0 1.1 - 1.3 0.9
(2.3) (4.1) (4.0) (4.2) (4.6) (4.8) (4.4)

(Facilities
investment)

3.8 5.1

- 0.8 4.2 - -0.4 2.5
(2.8) (7.4) (4.3) (10.2) (7.2) (6.9) (7.4)

(Construction
investment)

1.1 0.4

- -0.8 0.0 - 0.6 -3.9
(0.1) (0.6) (0.3) (0.9) (-1.9) (1.2) (-3.9)

(Goods export) 21.0 9.7

- 5.7 1.0 - 2.6 6.2
(7.0) (12.2) (13.1) (11.4) (13.9) (11.6) (16.2)

(Goods import) 13.8 6.1

- 4.5 -0.4 - 2.1 7.5
(3.5) (8.6) (10.5) (7.0) (13.1) (11.8) (14.3)

(Private
consumption)

G

p

N

I

3.9 0.5

- 0.4 1.0 - -0.6 1.4
(0.2) (0.8) (0.3) (1.2) (1.7) (1.3) (2.1)

Note: 1) Compared with the previous quarter. Figures in parentheses refer to
original series of increase compared with the same period of the
previous year.

the previous year, helped by the buoyancy of exports and
the recovery of domestic demand. Exports maintained
their brisk growth in the first quarter while private
consumption and facilities investment showed
improving trends that helped bring about a GDP growth
rate of 1.2% over the previous quarter and 6.1% year-onyear. In the second quarter, the GDP growth rate slowed
to 0.8% compared to the previous quarter and to 5.3%
year-on-year, owing to subdued construction investment,
but apart from this, exports, private consumption and
facilities investment all exhibited a steady upward trend.
Real gross national income (GNI) contracted by 0.6%
from the previous period during the first quarter as the
losses on trade in real terms mounted with the
deterioration of the terms of trade brought about by the
rise in international oil prices and the fall in international
semiconductor prices. Second-quarter GNI, though,
registered a 1.4% rise, higher than GDP growth, as net
factor income from abroad increased.
Demand
Looking at the individual sectors of demand,
construction investment suffered a sharp downturn, but
exports continued their double-digit rate of growth while
private consumption and facilities investment also
maintained their upward course.
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During the first half of the year private consumption had

Figure Ⅰ-9

continued its recovery trend, evident since the latter half

Major consumption indicators1)
(%)

of last year. By quarter, its rate of increase accelerated to

(%)
6

6

4

4

Private
consumption

2

0

0

-2

-2

2004. Q1 Q2

Q3

Durables

Q4 2005. Q1 Q2
Semi-durables

quarter and to 4.8% year-on-year. In the second quarter,
its rate of increase slowed somewhat to 0.9% quarter-on-

2

-4

1.3% in the first quarter compared to the previous

Q3

Q4 2006. Q1 Q2

Non-durables

-4

quarter, but on a year-on-year basis it was virtually
unchanged at the high level of 4.4%. By type, the
consumption of semi-durables such as textiles and
footwear saw a steep rise and that of non-durables such
as foodstuffs accelerated its growth. On the other hand,
the consumption of durables including automobiles and

Services

mobile phones, which had expanded sharply in the

Note: 1) Compared with the previous quarter.

previous year, shrank markedly from the beginning of
this year.
Facilities investment maintained its sound upward trend,

Figure Ⅰ-10

centering on semiconductor manufacturing equipment

Major investment indicators1)
(%)

and machinery such as precision machinery and

(%)

5
4

Fixed investment

5

transport equipment. In the first quarter, it contracted by

4

0.4% from the previous quarter, but this was affected by

3

3

2

2

1

1

0

0

-1

-1

-2

-2

-3

-3

-4

-4
2004.Q1 Q2

Q3

Q4 2005.Q1 Q2

Facilities

Q3

Q4 2006.Q1 Q2

Construction

Note: 1) Compared with the previous quarter.

a base-period effect arising from the concentration of
investment during the previous quarter and, on a yearon-year basis, it maintained its relatively strong rate of
increase of 6.9%. In the second quarter, its rate of
increase accelerated to 2.5% quarter-on-quarter and to
7.4% year-on-year. In contrast, construction investment
was very lackluster. Notably from early in the second
quarter, building construction investment shrank sharply
and civil engineering construction investment was also
in the doldrums. Consequently, there was a contraction
of 3.9% in construction investment both quarter-onquarter and year-on-year.
Exports (goods) accelerated their expansionary trend, led
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by semiconductors and transport equipment such as

Figure Ⅰ-11

automobiles and ships, thanks to the briskness of the

Export and import growth1)

global economy. Their rate of increase during the first
(%)

(%)

15

15

10

10
Exports (goods)

5

5

0

0

-5

-5

quarter rose to 2.6% over the previous quarter and to
11.6% year-on-year, and in the second quarter, the pace
accelerated further to mark 6.2% quarter-on-quarter and
16.2% year-on-year. Imports (goods) also expanded
greatly centering on crude oil, natural gas and chemical
products. For the first quarter, import growth rose by

Imports (goods)
-10

-10
2004.Q1 Q2

Q3

Q4 2005.Q1 Q2

Q3

Q4 2006.Q1 Q2

2.1% quarter-on-quarter and by 11.8% year-on-year, and
these figures moved up further in the second quarter to
7.5% and 14.3%, respectively.

Note: 1) Volume basis. Compared with the previous quarter.

Production Activities
Viewing production activities by industrial sector, both

Figure Ⅰ-12

manufacturing and services continued on their recovery

Growth by major industries1)

trend in the first half while construction and agriculture,
(%)

(%)

10

10

Manufacturing

5

5

forestry and fishing presented a listless pattern.
Although the growth of manufacturing production was
slower than a year earlier, consistent increases were

Service

registered by IT-related sectors such as semiconductors

0

0
Construction

-5
2004.Q1 Q2

Q3

cars and ships and by industrial machinery. First-quarter

Agriculture,
forestry and fishing

Q4 2005.Q1 Q2

Q3

and mobile phones, by transport equipment including

-5

Q4 2006.Q1 Q2

manufacturing growth marked a rate of 0.6% compared
to the previous quarter and 9.9% year-on-year;

Note: 1) Compared with the previous quarter.

subsequently, in the second quarter, it stood at 1.6% and
9.0%, respectively. Meanwhile, the average

Table Ⅰ-4

manufacturing operation ratio stood at 81.3% during the

Average manufacturing operation ratio
(%)

2003

2004

78.3

80.4

2005

2006

Year

1st half

2nd half

1st half

79.8

79.5

80.0

81.3

Source: Korea National Statistical Office.

first half, substantially higher than the 80.0% of the
second half of 2005.
Services continued to mark a convincing growth trend.
During the first quarter, their growth rate stood at 1.3%
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quarter-on-quarter and 4.3% year-on-year and in the
second quarter, the respective figures were 0.9% and
4.3%. Looking at these figures by sub-sector, transport,
storage and communications continued their buoyant
performance while insurance and business services also
grew consistently.
The construction sector, as a whole, bore a depressed
aspect. During the first quarter, it marked only 0.4%
growth over the previous quarter and 1.8% year-on-year
while in the second quarter it contracted by 2.7% and
3.2% in respective terms. Agriculture, forestry and
fishing production, too, rose in the first quarter, growing
at 2.2% quarter-on-quarter and 4.4% year-on-year, but in
the second quarter, it fell by 2.2% and 1.5% respectively,
largely due to poor vegetable crops.

B. Employment and Wages
Employment
Table Ⅰ-5

During the first eight months of 2006, employment

Major employment-related indicators

conditions showed a gradual improvement in line with
(million, %)

2005
1st 2nd
Year half
half

2006
1st
half

Q1

Q2

Jul.~
Aug.

Economically active
population
(rate of growth)1)

23.7 23.6 23.9 23.9 23.5 24.2 24.1

Economic
participation rate

62.0 61.9 62.1 61.7 60.9 62.5 62.1

Number of persons
employed2)
(rate of growth)1)

22.9 22.8 22.9 23.1 23.1 23.1 23.2

Number of persons
unemployed2)
(Non-S.A.)

0.89 0.89 0.89 0.83 0.83 0.83 0.83

1.4

1.3

1.3

1.1

1.5

1.5

1.0

1.3

1.2

1.4

0.9

1.2

1.0

1.3

the revival of business activities. The number of
employees (seasonally adjusted, S.A.) maintained its
smooth rise while the number of the unemployed (S.A.)
shrank to 830 thousand from 890 thousand in the second
half of the previous year. Consequently, the
unemployment rate (S.A.) for the year to August eased
to 3.5% as against 3.7% in the second half of 2005.

0.89 0.93 0.85 0.87 0.91 0.82 0.82
2)

Unemployment rate
(Non-S.A.)

3.7
3.7

3.7
3.9

3.7
3.5

3.5
3.6

3.5
3.9

3.5
3.4

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

3.5
3.4

Seen by industry, the number of those employed in the
service sector, whose labor absorption capacity is
relatively high, maintained its upward trend, helped by
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the strong expansion of the service sector. In contrast,

Figure Ⅰ-13
Growth in the number of persons employed by industry1)
(%)

begun the previous year, and employment in agriculture,

(%)
12

12
8

SOC and
other service businesses2)

8

4

4

0

0

-4

-4
Manufacturing

Construction

-8

-8
-12

Agriculture,
forestry and fishing
04.1 3

5

7

9 11 05.1 3

5

7

9 11 06.1 3

5

-12

7

manufacturing employment continued its decrease

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

forestry and fishing decreased relatively sharply owing
to a base-period effect from the exceptional rise
generated by the excellent weather conditions between
April and August last year. At the beginning of the year,
construction sector employment increased sharply yearon-year, but it shrank from June onwards or staged only
a slight rise, owing to the overall slackness of
construction activity.
Meanwhile, for the year to August the proportion of
persons in regular full-time waged employment among

Table Ⅰ-6

all persons employed rose slightly from the latter half of

1)

Ratio of employed persons by employment status

the previous year’s 52.2% to stand at 52.5%.
(%)

Year
51.2
Regular
Temporary 34.1
14.7
Daily

2004
1st
half
50.8
34.7
14.5

2nd
half
51.5
33.6
14.9

Year
52.1
33.3
14.6

2005
1st
half
52.1
33.4
14.5

2006
2nd 1st Jul.~
half half Aug.
52.2 52.5 52.7
33.2 33.1 33.3
14.6 14.4 14.0

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

Wages
During the first half of 2006, nominal wages (on the
basis of businesses employing at least five employees)
rose at a rate of 5.8% year-on-year, sustaining the same

Table Ⅰ-7

level as in the latter half of 2005. After adjustment for
Wage increases1)

the rise in the CPI, first-half real wages increased 3.3%
(%)

Nominal wages
Real wages

Year

2005
1st
half

2006
2nd
half

1st
half

Q1

Q2

6.6
3.8

7.4
4.2

5.8
3.3

5.8
3.3

5.9
3.5

5.6
3.2

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

year-on-year, the same level as in the latter half of 2005.

C. External Transactions
Current Account
From early in 2006, the current account shifted to a mild
deficit. For the year to July, it registered a deficit of 0.6
billion dollars as against its surplus of 9.9 billion dollars
in the same period a year earlier.
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By component account, the goods account surplus fall

Table Ⅰ-8

sharply from the 21.0 billion dollars a year earlier to 14.4

Balance of payments

2005p
Year

Current Account 16.6
Goods
33.5
Exports1)
284.4
Imports1)
261.2
Services
-13.1
Credits
45.4
Debits
58.5
Income
-1.3
Current transfers -2.5
Capital account
0.5
Financial
2.8
account
Direct
0.03
investment
Portfolio
-1.3
investment
Other
4.1
investment
Other capital
-2.3
account
Increase(-) in
-19.8
reserve assets
Errors and
2.8
omissions

(billion dollar)

billion dollars for the year to July as the brisk growth of

2006p

exports was outpaced by the even faster expansion of

1st half 2nd half 1st half

Jul.

imports. The services account expanded its deficit from

8.5
17.8
136.5
124.3
-6.2
22.1
28.4
-1.8
-1.2
4.7
5.9

8.1
15.7
147.9
136.9
-6.9
23.3
30.1
0.5
-1.3
-4.2
-3.1

-0.4
12.6
155.4
148.5
-8.9
24.5
33.4
-2.1
-2.1
10.2
11.7

-0.2
1.8
26.0
25.4
-1.7
4.0
5.8
0.04
-0.3
1.7
2.0

0.5

-0.5

-0.5

-0.1

-3.7

2.4

-12.7

-3.7

9.1

-5.0

25.0

5.8

-1.2

-1.1

-1.5

-0.3

basis) maintained their consistently increasing pace,

-12.3

-7.5

-10.0

-0.7

registering a rise of 14 .2% over the same period a year

-0.8

3.6

0.2

-0.8

earlier to stand at 209.1 billion dollars. By item, heavy

7.7 billion dollars a year earlier to 10.6 billion dollars for
the year to July, owing to outlays on overseas education,
training and travel and to increased payments for
business services in relation to firms’operating activities.
The income account exhibited a deficit of 2.1 billion
dollars generated by a rise in dividend payments. The
current transfers account deficit widened to stand at 2.4
billion dollars.
For the year to August, exports (customs clearance

and chemical industry exports maintained their strongly

Note: 1) Customs clearance basis.

upward trend, led by precision instruments & machinery
tools including LCDs, steel products, and shipbuilding &

Figure Ⅰ-14

automobiles. Exports of fuels and raw materials

Export & import growth1) and export-import gap

including petroleum products also swelled greatly. In
(billion dollar)

(%)
50

5

Export growth (left)

more than a slight rise, influenced by the subdued

Import growth
(left)

40

4
Export - import (right)

30

3
20
2
10
1

0

0

-10
04.1 3

5

7

contrast, those of light industry products marked no

9 11 05.1 3

5

7

9 11 06.1 3

5

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

7

performance of textiles and apparel. Imports (customs
clearance basis) registered growth of 19.8%, well above
that of exports, to stand at 201.0 billion dollars. By item,
those of raw materials maintained their high rate of
increase owing to the run-up in international oil prices;
those of capital goods and consumption goods
accelerated their expansionary trends because of the rise
in import volumes generated by the recovery of
domestic demand. Owing to the sharp increase in
imports, which negated the effects of the briskness of
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exports, the export-import gap narrowed greatly to 8.1

Figure Ⅰ-15

billion dollars during January through August from the

Current and capital accounts

15.3 billion dollars of the same period of last year.
(billion dollar)

(billion dollar)
9

9
7
5

7

Current
account

Capital
account

Capital Account

5

3

3

During the year to July, the capital account saw its

1

1

surplus widen greatly to 11.9 billion dollars from the 3.9

-1

-1

billion dollars for the same period last year.

-3

-3
-5

-5
04.1 3

5

7

9 11 05.1 3

5

7

9 11 06.1 3

5

7

By component account, the direct investment account
displayed a deficit of 0.6 billion dollars as inward
foreign investment in domestic companies shrank
whereas the flow of outward direct investment by
Korean residents expanded. The securities investment
account registered a deficit of 16.4 billion dollars as
residents increased their overseas securities investment
whereas foreigners repatriated stock investment funds
from May onwards. In contrast, the other investment
account displayed a surplus of 30.8 billion dollars,
mainly due to a large-scale increase in foreign
denominated short-term borrowings by domestic banks
to hedge the purchase of currency forwards from
exporters.
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< Box I-1 >

Understanding the Period-on-period Growth Rate
From the first quarter of 2006 onwards, the Bank of Korea adopted the seasonally-adjusted rate of growth compared with the preceding period as its principal indicator for the announcement of the rate of economic growth.
The rate of growth compared with the same period of the previous year, formerly used as the principal indicator,
is now announced as a supplementary indicator. In addition, growth rates by type of economic activity such as
manufacturing, construction and services, and growth rates by type of expenditure including consumption, investment and external trade (exports and imports) along with the growth contribution have also been changed to period-on-period rather than year-on-year figures.
This change of the principal indicator of the economic growth rate to comparison with the preceding period was
carried out in consideration of the following points: First and foremost was the need to heighten the function of
the GDP series as a short-term indicator for the judgment of business activity. The year-on-year rate of growth,
being an indicator that shows the rate of growth at annual intervals suffers from the weakness that it cannot be
used to grasp quarterly changes in business activity. On the other hand, the growth rate compared with the previous period, as an indicator of quarterly growth rates, has the advantage of capturing rapidly the timing of changes
in the business cycle. As is shown in the graph below, when the rate of growth is compared with the previous period, it changes its sign to positive at time ①、
as business activity recovers whereas this change takes place two
quarters later at time ③、
when the growth rate is based on a year-on-year comparison, so that information concerning the shift in business activity is characterized by delay.
The growth rate compared with the same period of the previous year vs. with the pervious period

① 103

③´101 : 8.6%1), 3.1%2)

② 100

②´98 : - 2.0%1), 6.5%2)
③ 93

①´92 : -10.7%1), 2.2%2)
④ 90

Notes: 1) comparison with the same period of the previous year
2) comparison with the previous period

In addition, the growth rate compared with the previous period also has the merit of expressing directly the speed
of change in business activity. In contrast, the growth rate compared with the same period of the previous year
may be greatly influenced by a base-period effect arising from change that took place a year earlier. Consequently,
even though the pace of change in business activity for the quarter concerned may be the same as in the preceding
period, the rate of growth may appear differently owing to changes that took place a year earlier.
Because of such advantages of expressing the pace of growth compared with the previous period, most of the
major advanced countries use the seasonally-adjusted period-on-period growth rate of GDP as their principal indi-
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cator and the year-on-year rate as their supplementary indicator. The OECD has, in fact, recommended that the
GDP growth rate be announced using comparison to the preceding period as the principal indicator.
Method of announcing quarterly GDP rate in major countries
Countries

Principal indicator

USA

Supplementary indicator

Annualized rate compared with the previous period

Japan

Comparison with the previous period

UK

Comparison with the previous period

None
Comparison with the same period of the previous year,
Annualized rate compared with the previous period
Comparison with the same period of the previous year

Germany

Comparison with the previous period

Comparison with the same period of the previous year

France

Comparison with the previous period

None

Australia

Comparison with the previous period

Comparison with the same period of the previous year

Canada

Comparison with the previous period

Comparison with the same period of the previous year,
Annualized rate compared with the previous period

A cautious watch has to be kept on the following points, though, when making use of the growth rate compared
with the previous period. Firstly, the growth rate compared with the previous period is calculated using seasonal
adjustment and thus it may have to be frequently revised because the seasonally adjusted series changes whenever new data is added to the original series. Such revision may be necessary so that the actual state of the economy
can be judged more accurately. Secondly, the period-on-period growth rate is relatively highly volatile compared
with the year-on-year rate. This is because economic shocks, such as labor strikes or abrupt swings in the
exchange rate are reflected much more strongly in the former than in the latter owing to their being smoothed out
over the course of one year. Such volatility may act as a source of confusion in grasping the underlying flow of
the economy and in order to mitigate this, it is helpful to use trend cycle series compared with the previous period
because it eliminates irregular changes from the series.
Considering all these points, it is desirable to grasp the short-term flow of the economy, with a close look at the trend
and irregular factors, by using the period-on-period comparison and to gauge the annual growth rate through comparison with the same period of the previous year. As shown in the graph below, the seasonally-adjusted series and
the trend cycle series compared with the previous period allow us to identify the peaks and troughs of the business
cycle much more clearly and readily, and they show more stable movements than the year-on-year series.
Comparison with period-on-period, trend cycle period-on-period and year-on-year growth rate
15

T´ T

(%)

P´

P

T´ T

P´ P

(%)

15

Year-on-year
10

10

5

5

0

0
Period-on-period(S.A.)

Trend cycle period-on-period (S.A)
-5

-5

-10

-10

1995

1996

1997

1998

1999

2000
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3. Financial Markets

A. Interest Rates and Share Prices
Long-term Market Interest Rates
From early 2006, long-term market interest rates

Table Ⅰ-9

generally showed a gently falling movement marked by

Major market interest rates1)
(%)

2004

2005

This was mainly because of an increased demand for

2006

Jun. Dec. Mar. Jun.

fluctuations in line with the raising of the call rate target.

Jul. Aug.

long-term bonds while anticipations of additional policy

Call (overnight)

3.29 3.29 3.76 3.97 4.21 4.22 4.49

CD (91 days)

3.43 3.54 4.09 4.27 4.59 4.64 4.68

rate hikes weakened in response to the worrisome

CP (91 days)

3.61 3.66 4.32 4.45 4.81 4.81 4.84

Treasury bonds
(3 yrs)

3.28 4.02 5.08 4.93 4.92 4.83 4.76

slowing of the upward trend of business activity.

Corporate bonds
(3 yrs)3)

3.72 4.41 5.52 5.25 5.20 5.15 5.09

2)

Notes: 1) Period-end basis.
2) A1 credit degree basis.
3) AA- credit degree basis.
Source: Koscom Corp.

Secondary market yields on Treasury bonds (three-year)
fell from the beginning of the year with the deterioration
of external economic conditions such as the run-up in oil
prices and the appreciation of the Korean won. From the
fourth week of February they shifted to a mild upward
trend, influenced by the rise in US interest rates and the

Figure Ⅰ-16

continued buoyancy of economic indicators, which

Long-term market interest rates

6.5

brought them up above the 5% level in mid-April.

(%)

(%)

6.5
6.0

Subsequently, though, amid mounting worries over a

5.5

5.5

slowdown of the upward trend of business activity, they

5.0

5.0

shifted back to a declining trend that brought them to

4.5

4.5

their lowest point so far this year of 4.71% on June 1.

4.0

4.0

Following the hike of the call rate target on June 9, they

3.5

rebounded sharply but, at the end of June, they shifted

3.0

back to a renewed downward trend in response to

Corporate bonds
(3 yrs, AA-)

6.0

3.5

Treasury bonds (3 yrs)

3.0
04.1 3

5

7

9 11 05.1 3

Source: Koscom Corp.

5

7

9 11 06.1 3

5

7

widespread fears of business slowdown and a fall in US
market interest rates along with expectations of a pause
to the US Federal Reserve’s series of policy rate hikes.
After the call rate target was raised on August 10,
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anticipations of further hikes of the Korean policy rate
weakened remarkably while demand for bond purchases
rose, led by insurance companies; accordingly, longterm rates maintained their downward trend. As of the
end of August, secondary market yields on Treasury
bonds (three-year) stood at 4.76%, down by 32 basis
points compared to the end of the previous year.
Short-term Market Interest Rates
Short-term market interest rates carried on their upward

Figure Ⅰ-17

trend of the previous year in unison with the hikes in the

Short-term market interest rates
(%)

call rate target. The secondary market yields on CDs

(%)

5

5
CPs (91 days, A1)

(91-day), which had stood at around the 4.1% level at
the end of last year, rose to 4.3% in May and moved up

CDs (91 days)
4

4

again steeply from June onwards, in keeping with the
raise of policy rate and the large-scale retirement of
funds in MMFs in response to the implementation of the

3

3
Overnight call rate

them to around the 4.6% level in July. Following a
2

2
04.1 3

5

7

9

11 05.1 3

5

7

9

11 06.1 3

“Next-day Purchase System” (July 1)2). This brought

5

7

further upward adjustment of the call rate target in
August, they moved up again slightly, hovering around
the 4.7%. As of the end of August, yields on CDs (91day) had risen by 59 basis points from the end of the
previous year to stand at 4.8%. As a consequence of this
sharp rise in short-term rates in contrast to the
downwardly stable trend of long-term rates, the spread
between them has shown a continued narrowing
movement since the beginning of this year.
Financial Institutions’ Deposit and Loan Interest Rates
Financial institutions repeatedly adjusted their deposit and
2) From July 1 this year, the date of entry to fund plans for corporate
holders of MMFs was changed from the date of deposit to the next
business day.
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loan interest rates upward in line with the Bank of Korea’

Figure Ⅰ-18

series of hikes in the call rate target. The average interest

Interest rates1) on bank deposits and loans,
and loan-deposit spread
(%)
7.0

rate on banks’savings deposits (for newly-extended
(%p)
3.0

Loans (A) (left)

deposits) rose by 44 basis points from 4.05% in December
last year to 4.49% this August. Banks’ average loan

6.0

interest rate (for newly-extended loans) rose by the same

Deposits (B) (left)
Spread (A-B) (right)

5.0

2.0
4.0

44-basis point margin as deposit interest rates, moving up
from the 5.74% of December last year to 6.18% in August.
Specifically, among loan interest rates, those on housing

3.0

finance loans in contrast exhibited a mildly downward

2.0
04.1 3

1.0
5

7

9 11 05.1 3

5

7

9 11 06.1 3

5

7

trend until May because of preferential interest rates
applied by banks competing to promote such loans;

Notes: 1) Based on newly extended loans and deposits.
Figures for August 2006 are preliminary estimates.

however, from June onwards they rose sharply as banks
tightened their risk management. Meanwhile, the spread
between banks’deposit and loan interest rates had
continued the narrowing trend evident since the previous
September, reaching 154 basis points in April; but
subsequently widened somewhat, pushing it to 169 basis
points in August, the same level as in the previous
December.
Viewed by type of borrower, loans to households have

Figure Ⅰ-19

shown a slight downward trend, led by declining interest

1)

Average interest rates on bank loans by borrower

rates on housing loans until May, but from June onwards
(%)

(%)

7.5

7.5

they rose relatively sharply. Those on loans to SMEs

7.0

7.0

showed a steady upward trend apart from in April when

6.5

6.5
Loans to households

Loans to SMEs

lending competition to blue-chip SMEs intensified.
Lending rates on loans to large firms retreated for a while

6.0

6.0

5.5

5.5

interest rates were extended in large volume, but from

5.0 Loans to large enterprises

5.0

June they showed a sharply rising pattern.

4.5
04.1 3

5

7

9 11 05.1 3 5

7

9

11 06.1 3

5

Notes: 1) Based on newly extended loans.
Figures for August 2006 are preliminary estimates.

7

during May when short-term loans at relatively low

4.5

KOSPI Index
The KOSPI index, which had shown a downward trend
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from early 2006, rebounded from mid-March to reach a

Table Ⅰ-10

new historic high before moving into a prolonged

Stock market indicators

correction phase from mid-May.
2005
1st
2nd
half
half

2004
KOSPI index

1)

Volume(mil. shares)2)
Amount (bil. won)2)
KOSDAQ index1)
Volume (mil. shares)2)
Amount (bil. won)2)

895.9
(10.5)
373
2,232
380.3
(-15.2)
287
625

1,008.2
(12.5)
439
2,459
503.2
(32.3)
527
1,450

1,379.4
(54.0)
495
3,829
701.8
(84.5)
666
2,122

2006
1st
half

Jul.

Aug.

1,295.2
(-6.1)
332
4,068
590.7
(-15.8)
574
1,945

1,297.8
(-5.9)
188
2,560
557.7
(-20.5)
408
1,132

1,352.7
(-1.9)
205
2,677
572.8
(-18.4)
395
1,266

After exhibiting a steeply upward trend last year, KOSPI
shifted to a correction mode after falling in mid-January
under the impact of the run-up in oil prices and the fall
of US stock prices. From mid-March, it climbed quickly
against a backdrop of anticipations of improved business
performance, the exuberance of stock markets in major

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

countries and foreign investors’net buying. This brought
it to its highest-ever level of 1,464.7 on May 11.
Subsequently, it fell back steeply to 1,203.9 on June 13,
the lowest this year so far as major stock markets around
the world shifted to a bearish trend mainly due to
concerns of a cooling of global economic growth as well
as the wave of net selling by foreigners in the course of
their portfolio rebalancing to cope with tighter money
worldwide. During July the correction phase continued
and KOSPI hovered around the 1,300 level. It
subsequently showed a mildly rising trend from early
August, thanks to the rise in US share prices and the US
Federal Reserve’s pause in its series of policy rate hikes.

Figure Ⅰ-20

As of the end of August, KOSPI had slipped 1.9% from

KOSPI index and foreign investors’ net purchase of stocks

1,500

(Jan. 4, 1980 = 100)

(trillion won)

1.0

KOSPI (left)

1,300

1.2

1,100
900

foreign investors were net buyers on a large-scale from

0.6

the beginning of the year before turning to be large-scale

0.4

sellers from late-April. From May to August, the volume

0.0
-0.2

500

-0.4

Foreign investors’ net
purchase of stocks (right)

300
04.1 3

5 7

9 11 05.1 3

Source: Koscom Corp.

5

7 9 11 06.1 3

-0.6
5

7

Looking at trends of share trading by class of investors,

0.8

0.2

700

the previous year-end figure to stand at 1,352.7.

-0.8

of foreigners’ net selling reached 10.4 trillion won.
Institutional investors maintained a net purchase
position, whose scale swelled markedly from May
onwards, boosted by the continuous inflow of
investment funds into their stock-type fund products.
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Individual investors generally maintained a net selling
position until the end of April; subsequently, they shifted
to a net buying position in May.
KOSDAQ Index
The KOSDAQ index showed broadly similar

Figure Ⅰ-21

movements to those of KOSPI index, but fell deeper.

KOSDAQ index and foreign investors’ net
purchase of stocks
(Jul. 1, 1996 = 1,000)

After showing a steep declining trend early this year,

(trillion won)
0.20

during which it triggered its circuit breakers3) (January

0.16

23) for the first time ever, it gained back much of the lost

600

0.12

ground from early April. From mid-May, however, it

500

0.08

staged a renewed large-scale fall like KOSPI index and

400

0.04

300

0.00

200

-0.04

consequence, as of the end of August the KOSDAQ

-0.08

index had dropped 18.4% compared to the end of last

-0.12

year to stand at 572.8.

800
KOSDAQ (left)

700

100

Foreign investors’ net
purchase of stocks (right)

0
04.1 3

5

7 9 11 05.1 3

5 7

9 11 06.1 3

5

7

subsequently showed a crabwalk pattern. As a net

Source: Koscom Corp.

B. Money Supply and Financial Institutions’
Deposits

Figure Ⅰ-22
Growth rates1) of L, Lf & M2
(%)

Money Growth

(%)
10

10

L

8

8

From early 2006 the growth rate of the monetary
aggregates showed levels broadly similar to those of the

6

6

4

4

Lf
M2

2

2

0
04.1 3

5

7

9

11 05.1 3

5

7

9

11 06.1 3

5

Note: 1) Compared with the same month of the previous year.
Based on monthly averages.
Liquidity Aggregates (L) on a month-end basis.

7

0

preceding half-year. The growth rate of L (liquidity
aggregate) remained at around 8%, but from May
onwards this upward trend steepened somewhat
reflecting the expansion of the issue of Treasury bonds.
Lf (financial institutions’liquidity)4) and M2 (broad
3) Under the system, if the index falls by more than 10% compared to the
closing price of the previous business day for one minute, buying and
selling transactions as well as the receipt of offers for all trades are
halted for 20 minutes.
4) The former M3 has been renamed Lf as liquidity aggregate (L) is newly
compiled. For reference, see <Box I-2>.
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money) both maintained growth rates of around 7%

Figure Ⅰ-23

before accelerating slightly from April, influenced by

Growth rates1) of M1 and reserve money
(%)

increased bank lending. M1 (narrow money, excluding

(%)

15

15
M12)

10

10

MMF) maintained a high growth rate at around the 8%
level, mirroring the increased transaction demand
brought about by the ongoing business recovery trend.

5

5

expanded as required reserve and cash demand

Reserve money
0

0

-5

04.1 3

5

7

9

11 05.1 3

5

7

9

From early this year, the growth of reserve money

11 06.1 3

5

7

Notes: 1) Compared with the same month of the previous year.
Based on monthy averages.
2) Excludes MMFs.

-5

increased.
Meanwhile, the velociy of various liquidity aggregates,
which had shifted to a slight acceleration during the
fourth quarter last year, exhibited slowing movements
during the first half of this year.

Figure Ⅰ-24
Changes in money velocities1)
(%)

(%)
6.0

6.0
M2

4.0

Money Supply by Sector

4.0
M12)

2.0

2.0

Looking at money supply of depository institutions by

0.0

0.0

sector during the first half of 2006, the money supply

-2.0

-2.0

through the private sector increased greatly whereas the

-4.0

-4.0
Lf

-6.0
-8.0
2000.Q1

-6.0

government and foreign sectors absorbed money.

-8.0
2001.Q1

2002..Q1

2003..Q1

2004..Q1

2005..Q1

2006.Q1

Notes: 1) Compared with the same quarter of the previous year.
Based on quarterly averages.
2) Excludes MMFs.

The scale of money supply through the private sector
expanded greatly from 61.1 trillion won in the latter half
of the preceding year to 89.3 trillion won, due to
financial institutions’enlarged securities investment and
the expansion of lending to SMEs and households. The
government sector, which had frontloaded its budget in
the first half of the previous year, returned to balanced
spending over the first and second halves of the year.
Accordingly, the scale of its absorption narrowed greatly
from 17.5 trillion won in the latter half of the previous
year to 5.2 trillion won in the first half of the year. The
foreign sector shifted from its supply of 6.9 trillion won
in the latter half of the previous year to a net absorption
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of 9.0 trillion won, owing to the net outflow of

Table Ⅰ-11
Money supply 1) of depository institutions by sector
(trillion won)

2004

13.9
Domestic claims
6.5
Central government
Local government &
-1.1
social security organization
Private sector
8.6
(Loans and discounts)
37.6
(Securities)2)
-25.1
(Shares and other equity)
-2.0
Foreign sector
28.7
Other sector
33.6
M2
56.7
Deposits and securities3)
19.6
excluded from M2

Year

2005
1st
half

2nd
half

2006
1st
half

81.4
-10.6
47.3

37.9
7.1
-0.1

43.5
-17.7
0.2

84.1
-6.5
1.3

92.0
67.7
10.3
24.9
1.0
3.6
66.7
19.3

30.9
30.8
4.9
6.2
-5.9
16.3
45.1
3.3

61.1
36.9
5.5
18.7
6.9
-12.8
21.7
16.0

89.3
55.6
21.8
8.1
-9.0
-9.2
60.8
5.1

Notes: 1) Changes based on period-end balance.
2) Corporate bonds, CP, etc.
3) Time deposits & installment savings, money-in-trust and
financial debentures with maturities of two years or more that
are held in depository institutions.

foreigners’stock investment funds and the expansion of
Korean residents’ overseas securities investment.
Banks’ Deposits
During the first eight months of 2006, depository money
banks’deposits (bank accounts basis) increased by 10.3
trillion won, led by time deposits. By type of deposit,
demand deposits declined by 3.1 trillion won whereas
savings deposits increased by 4.5 trillion won. Among
these savings deposits, instant access deposits, which
had swollen greatly during the previous year, declined
by 5.6 trillion won whereas time deposits, which had
fallen sharply a year earlier, increased by 15.3 trillion
won, driven by the increase of deposit interest rates and
special promotion of high interest-rate products. Short-

Table Ⅰ-12
Deposit-taking 1) by financial institutions
(trillion won)

2004
-0.6
Deposit money banks2)
2.0
Real demand
-7.4
Time & savings
-0.4
(Time)
-7.3
(Instant access)
4.8
CD+RP3)
-9.5
Banks’trust account
-5.0
Specific money trust
Asset management companies 42.0
12.8
Short-term bond type
8.7
Long-term bond type
17.7
MMFs
-0.1
Stock type
-4.6
Mixed type

2005
1st 2nd
Year half
half
36.0
8.4
7.4
-8.0
22.0
20.2
1.0
6.2
17.3
-14.7
-9.8
5.0
17.6
7.9

23.6
4.0
2.6
-1.5
6.7
17.0
-0.9
1.9
11.7
-8.7
-2.4
10.1
4.5
1.7

12.3
4.4
4.8
-6.5
15.3
3.2
2.0
4.3
5.6
-6.0
-7.3
-5.0
13.1
6.2

2006
Q1

Jul.~
Q2 Aug.

-6.0 19.3 -2.9
-4.5 5.2 -3.8
-7.9 15.3 -2.9
2.6 7.1 5.6
-7.9 9.8 -7.5
6.5 -1.3 3.7
4.3 4.2 3.8
5.8 4.7 4.1
18.5 -0.5 -1.5
-1.9 3.2 -0.8
-0.6 -2.2 -0.8
7.9 -13.8 -5.7
8.7 5.1 2.6
1.5 3.6 0.5

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

term marketable deposits including CDs and RPs
initially showed only a modest increase, eroded by the
expanded issue of financial debentures, but sharply
increased from early August thanks to the raising of
interest rates; consequently, they rose by a total of 8.8
trillion won during the first eight months of the year.
Banks’ trust accounts saw a sharp expansion of their
deposits compared to the previous year, registering an
increase of 12.3 trillion won for the year to August,
mainly thanks to buoyant inflows of corporate funds that
had moved out of MMFs into specified money-in-trust
products.
Asset Management Companies’ Deposits
During the first eight months of 2006, the deposits of
asset management companies swelled by 16.5 trillion
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won led by stock-type beneficiary certificates. They

Figure Ⅰ-25

grew by 16.4 trillion won thanks to a continued inflow

Deposits1) at banks by product

of deposits into accumulation-type funds in spite of the

(trillion won)

(trillion won)
15

15

10

10

5

5

beneficiary certificates saw an increase of 5.7 trillion

0

0

won for the most part of which consisted of funds

-5

-5

having migrated out of long-term bonds. Bond-type

-10

-10

-15

-15

-20

04.1 3

5

7

9 11 05.1 3

Demand

5

7

9 11 06.1 3

Time & savings

5

7

-20

effects of a correction of share prices. Composite-type

beneficiary certificates shrank by 3.1 trillion won, but
the scale of the decline narrowed greatly from that in the
latter half of 2006 (-13.3 trillion won) when long-term

Short-term marketable

interest rates gradually declined. MMFs maintained a

Note: 1) Based on changes during the month.

generally upward trend until the end of May, but from
June onwards they were affected by the retirement of

Figure Ⅰ-26
1)

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

funds in response to the implementation of the “Nextday Purchase System” for corporate funds and by a drop

(trillion won)

15

15

in expected yields following the rise in short-term

10

10

5

5

interest rates; consequently for the year to August they

0

0

-5

-5

-10

-10

-15

-15

-20

-20

04.1 3

5

7

9 11 05.1 3 5

Bond type

MMF

7

9 11 06.1 3

5

7

declined by 11.7 trillion won.

C. Corporate Financing and Household
Credits

Stock and mixed type

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

Banks’ Corporate Lending
During the first eight months of 2006, banks’corporate
lending (including that from trust accounts) rose by 25.0

Table Ⅰ-13

trillion won, led by lending to SMEs, and the scale of the

Bank lending 1) by sector

2004

2005
1st 2nd
Year half
half

Large enterprises
-3.1 3.9
SMEs
6.9 11.0
Total
3.8 14.9
Privately placed bonds2) -1.0 5.4

0.1
6.5
6.6
1.0

Q1

(trillion won)

increase in lending greatly surpassed that during the

2006

corresponding period of the previous year. In terms of

Jul.~
Q2 Aug.

3.8 -0.3 -0.8 -0.4
4.5 9.5 12.1 4.9
8.3 9.2 11.3 4.5
4.4 3.3 6.0 1.9

Notes: 1) Includes trust account loans (except CP discounts).
Based on changes during the period.
2) Excludes bonds at the Korea Development Bank and the
Export-Import Bank of Korea.

size of firm, loans to SMEs surged by 26.5 trillion won
with a particular focus on lending to outstanding SMEs
and individual proprietors amid intensifying competition
among banks to expand their loans. In contrast, bank
lending to large companies declined by 1.5 trillion won,
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reflecting the buoyant cash flow of large firms and the

Table Ⅰ-14

expansion of financing through private placements of

Corporate fund-raising 1) by direct financing

2004
Corporate bond
issuance (net)2)
CP issuance (net)3)
Stock issuance4)
Total

2005
1st 2nd
Year half
half

-2.4

0.5

-2.0
3.1
-1.3

-0.5
3.8
3.9

Q1

(trillion won)

corporate bonds. Meanwhile, banks’underwriting of

2006

privately-placed corporate bonds rose sharply from early

Jul.~
Q2 Aug.

1.1 -0.6 -0.2 -0.8 -1.1
0.4 -0.9
1.1 2.7
2.7 1.2

0.8
1.6
2.2

0.5
1.3
1.0

this year and increased by 11.2 trillion won for the year
to August.

2.3
0.5
1.7

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

Direct Financing
During the first eight months of 2006, there was a
moderate expansion in the scale of firms’financing in
the direct financial markets (net increase basis). The
issue of shares was relatively brisk, increasing by 3.4
trillion won as some firms went public and others

Figure Ⅰ-27

increased their capital by additional offerings. In

Corporate fund-raising 1) by direct financing
4

(trillion won)

contrast, the issue of corporate bonds shrank by 2.1

(trillion won)
4

trillion won; as alternative financing vehicles were used
including private placement of corporate bonds and

2

2

0

0

-2

-2

foreign currency denominated borrowings linked to
currency swaps while firms’demand for long-term
external funds was not that large. Commercial paper saw
net issuance of 3.6 trillion won because of some firms’

-4
04.1 3

5

7

9 11 05.1 3

Corporate bond

5

7
CP

9 11 06.1 3

5

Stock

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

7

steady demand for working capital.

-4

Corporate Financial Conditions
Corporate financial conditions continued favorable from
the early part of this year. The ratio of bills dishonored
(after adjustment for electronic settlements) remained at
the low level of 0.02% from December last year right
through until July this year. The monthly number of
companies filing for bankruptcy fell to its lowest-ever
figure in May (189), and the monthly average number
dropped sharply to stand at 212.9 during the first seven
months as against the level (272.2) during the latter half
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of the previous year. The drawdown ratio of prearranged

Figure Ⅰ-28

overdraft facilities, an indicator of the urgency of firms’

Major indicators of corporate financial conditions
(%)

demand for funds, fell still further from the previous

(%)
12

0.15
Draw-down ratio of
overdrafts (right)

year. The arrears rate on banks’ business loans also
continued the declining trend displayed in the latter half

10

0.10

of the previous year, edging down to 1.7 % in the first
quarter and to 1.6% in the second quarter.

8

0.05

Household Credits
Nationwide dishonored
bill ratio1) (left)

0.00

04.1 3

5

7

6

9 11 05.1 3

5

7

9 11 06.1 3

5

7

Note: 1) After adjustment for electronic settlements.

In the first half of 2006, household credits exhibited a
steadily upward trend. Centering on housing finance
loans, banks’ household lending rose by 17.5 trillion

Table Ⅰ-15

won, putting on a larger scale increase than in the latter
Household credits1)

half of the previous year (14.9 trillion won). Housing
(trillion won)

2005
1st
Year half
Bank loans
Non-bank financial
institution loans
Merchandise credits
Total

2006

finance loans rose sharply from the beginning of the

2nd
half

1st
half

Q1

Q2

second-quarter; mainly because, in spite of the

29.2
14.9

14.3
5.0

14.9
9.9

17.5
5.7

5.0
2.4

12.5
3.3

government’s consecutive harsh measures to stabilize

2.7
46.8

0.0
19.3

2.7
27.5

0.8
24.0

-0.1
7.3

0.9
16.7

trend from the beginning of the year and financial

Note: 1) Based on changes during the period.

house prices, the prices shifted back to an increasing
institutions competed to extend housing finance loans in
order to expand their assets as well as to secure
alternative sources of profit in view of firms’slow
demand for funds. Led by credit cooperatives, the scale
of increase in lending by non-bank financial institutions
increased by 5.7 trillion won, narrowed from the latter

Table Ⅰ-16

half of the previous year. Meanwhile, merchandise
Major arrears rates1)

credits by credit card companies and installment
(%)

2004
Banks

2005

2006

Q1 Q2 Q3 Q4 Q1 Q2

Loans to companies

2.5 2.3 2.4 2.1 1.9 1.7 1.6

Loans to households

2.2 1.9 1.9 1.6 1.4 1.4 1.3

Credit card Subsidiaries of banks 9.1 5.0 4.7 3.6 3.0 2.6 2.4
companies Stand-alone companies2) 11.8 8.8 8.0 7.5 6.5 5.4 5.3
(23.1) (16.8) (14.1) (12.4) (10.9) (9.5) (8.5)
Notes: 1) Simple average of monthly overdue ratios (excluding the last
month of each quarter). Based on overdue over one month.
2) Includes figures for the last month of each quarter. Figures in
parentheses include roll-over loans in arrears.
Source: Financial Supervisory Service.

financing companies, which had staged a recovery in the
latter half of the previous year, increased by no more
than 0.8 trillion won.
The arrears rates on the household credits of both banks
and credit card companies maintained their downwardly
stable trends with the progress of households’balance
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sheets adjustment and the improvement in their debt
repayment capacity. In particular, the rate of arrears on
banks’housing finance loans inched down to only
slightly above the 1% level during the second-quarter.
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<Box I - 2>

Compilation of a New Indicator of Liquidity Aggregate (L)
Since June 2006 the Bank of Korea has newly compiled and published a new indicator, “Liquidity Aggregate
(L)”, to measure overall liquidity within the economy. Together with the establishment of the framework for the
compilation of the indicators of narrow money (M1) and broad money (M2) and their release in March 2002, the
compilation of this indicator of liquidity aggregate conforms to the IMF’s recommendations in the “Monetary and
Financial Statistics Manual (2000)”, and it completes the project of shifting the framework for the compilation of
monetary and financial statistics from one centered on financial institutions to one focusing on the liquidity of
financial assets.
The newly compiled “Liquidity aggregate (L)” is very much broader in its scope than the indicator of broad
money (M2) and M3, the previously compiled indicator of liquidity, as well. Specifically, to the previous M3, it
adds financial products issued by government and businesses including Treasury bonds, commercial paper, and
corporate bonds. Meanwhile, the previous M3 has been revised as a part of L and renamed Lf (financial institution’s liquidity) in consideration of the fact that it includes products with very low moneyness such as insurance
products.

Scope of financial assets included in monetary and liquidity indicators

Monetary
indicators

M1
(narrow money)

= currency in circulation + demand deposits + instant access type savings deposits

M2
(broad money)

= M1 + time deposits & installment savings* + marketable instruments + yield-based dividend
instruments* + financial debentures* + other financial products (securities savings at investment trust
companies, bills issued by merchant banking corporations)
* excluding products with maturities of two years or more

Lf
(financial institutions’
liquidity)

= M2 + time deposits & installment savings and financial debentures with maturities of two years or
more + deposits at securities finance companies + insurance reserves at life insurance companies
(including postal insurance) and RPs + deposits at Nonghyup mutual life insurance, etc

L
(liquidity aggregate)

= Lf + liquid instruments issued by government and businesses (security companies’ RPs, bonds
of specialized lending institutions, Korea Deposit Insurance Corporation (KDIC) bonds, Korea
Asset Management Corporation (KAMCO) bonds, ABSs issued by specialized securitization
companies, treasury bonds, municipal bonds, commercial paper, corporate bonds, etc)

Liquidity
indicators

In terms of holding institutions, the liquidity aggregate (L) covers, in principle, the liquidity held by domestic nonfinancial sectors such as firms, household and government. However, it also includes products held by such financial institutions with only a weak financial intermediation function as non-life insurance companies and pension
funds as well as auxiliary financial institutions (credit guarantee institutions, credit rating companies, and Korea
Deposit Insurance Corporation, etc.) without any financial intermediary function. In other words, among those
financial products included in the liquidity indicators, those held by the principal financial intermediaries such as
depository institutions are excluded from the liquidity aggregate (L).
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Holding structure of the liquidity aggregate (L)

Financial sector
Sector

Depository
institutions

Whether classified
as holders of
liquidity products

×

Private sector

Life insurance Securities finance Other financial
companies
companies
institutions 1)

×

×

Government
sector

Companies

Households

○

○

○

○

Note: 1) Non-life insurance companies & pension funds; other financial and intermediary securities companies (leasing companies, credit card companies,
installment financing companies, Korea Housing Finance Corporation, etc); auxiliary financial institutions (credit guarantee companies, credit rating
companies, Korea Deposit Insurance Corporation, etc).

As of the end of July 2006, the liquidity aggregate (L) stood at 1,740 trillion won, of which M1 made up 19%
(331 trillion won), M2 62% (1,076 trillion won) and Lf 84% (1,460 trillion won).

Composition of monetary and liquidity indicators
(As of the end of July 2006)
(unit : trillion won)

L (liquidity aggregate)
(1,740.2) p
Lf (financial institutions’
liquidity) (1,459.8) p

Liquid instruments issued by
government and businesses, etc.
(280.4)

M2 (broad money)
(1,076.4)

Other deposits at depository
banks and non-bank financial
institutions (383.4)

(Same as on left)

M1 (narrow money)
(330.8)

Quasi-deposits for
settlement purposes(745.6)

(Same as on left)

(Same as on left)

Deposits for settlement
purposes (310.6)

(Same as on left)

(Same as on left)

(Same as on left)

Cash currency (20.2)

(Same as on left)

(Same as on left)

(Same as on left)

Taking a comparative look at the long-term trends of M2, Lf and L, it is evident that the range of fluctuations in
M2, which is made up of short-term financial products, was much wider than in Lf or L during the phase of financial institution restructuring in 1998~1999. From the year 2000 onwards, however, they generally showed similar
patterns of movements though there were still some differences in their volatilities.
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Growth rate of L, Lf and M2 1)

(%)

(%)

30

30

25

25

20

20
L

15

15
Lf

10

10

5

5

M2

0

0

1996.1

1997.1

1998.1

1999.1

2000.1

2001.1

2002.1

2003.1

2004.1

2005.1

Note: 1) End-month basis. Compared with the same period of the previous year.
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4. Foreign Exchange Market

Exchange Rates
The Korean won, which had begun to show an

Figure Ⅰ-29

appreciating trend from mid-December last year,

Major exchange rates1)

continued to rise against the greenback moving into
(＼/US$)
1,250

(＼/100¥)

＼/US$ (left)

1,200

1,400
1,300

1,150
1,200

1,100
1,050

1,100

1,000
＼/100¥ (right)

950

850
5 7

9 11 05.1 3

Note: 1) Closing-price basis.

5

7 9 11 06.1 3

appreciated by a large margin to the level of 920 won per
dollar, but toward the end of May, the exchange rate
experienced a mild correction and subsequently
fluctuated within a relatively stable range.

1,000

900

800
04.1 3

2006, so that by early May the Korean won had

5

7

900

Viewed its movements by period, the Korean won

800

appreciated sharply against the US dollar during January
owing to non-residents’ increased selling of nondeliverable forward contracts (NDF) and large-scale
inflows of foreign stock investment funds in response to
the acceleration of the US dollar’s weakening. As of
February 1, the Korean won traded at 961.1 won per
dollar, much higher than its 1,030 won level last
December. It subsequently underwent corrective
movements due to the flattening-out of the dollar’s fall
and anticipations of foreigners’repatriation of dividends
in March and April. From early April, anticipations of
the Korean won’s further appreciation were intensified
as the US dollar weakened and the G-7 urged the
revaluation of Asian currencies, sales of NDF by nonresidents and forwards contracts by domestic exporters
were increased greatly. As a result, the Korean won
strengthened further to 927.9 won per dollar on May 8,
its highest value since October 29, 1997. From the late
May, though, it returned back to a weakening trend as
foreign investors shifted to a net outflow of stock
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investment funds and the current account surplus was
expected to narrow substantially. In line with this, from
July onwards it fluctuated at around 950~960 won per
dollar. As of the end of August, the Korean won stood at
961.5 won against the US dollar, an appreciation of
5.2% since the end of the previous year.
The volatility of the Korean won/US dollar exchange

Figure Ⅰ-30

rate increased greatly both on a day-to-day and an

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

(won)

8
7

8

Day-to-day

7
Intra-day

intraday basis, compared to the previous year, due to a
prevailing mood of unease in the foreign exchange

6

6

markets following the sharp fall in the exchange rate and

5

5

the change in the method of exchange rate quotation5).

4

4

From June onwards, when the Korean won/dollar

3

3

exchange rate shifted to a more stable pattern of

2

2

1

1

movements, there was a big decrease in volatility.

0

0
04.1 3 5

7

9 11 05.1 3

5

7

9 11 06.1 3

5

7

Against the Japanese yen, the Korean won continued to
show a generally strengthening trend from the beginning
of the year 2006. This reflected the fact that while the
Japanese yen appreciated against the US dollar, the scale
of its appreciation was much less than that of the Korean
won. Viewing the movements by period, from the
beginning of the year the Korean won continued to
appreciate up to 805 won per 100 yen on April 11, its
highest value for more than 10 years. From the late
April, though, the Japanese yen firmed against the US
dollar following the G-7’s call for appreciation of Asian
5) From February 1, 2006, the system for exchange rate quotations was
changed from a method in which all exchange rates of interbank market
transactions were made available in real-time to all participants in
customer markets, such as companies and offshore market transactors, to
one in which foreign exchange banks offer the buy/sell bids, adding
spreads on the interbank exchange rate. This modification was
undertaken to enhance the quality of the Seoul exchange market by
bringing the method of quotation into line with global practice in view of
the virtual integration of the domestic and overseas foreign exchange
markets.

- 32 -

Ⅰ. Financial and Economic Trends

currencies and regained some of its lost ground against
the won to trade at 860 per 100 yen in mid-May.
However, it soon shifted back to a mild downward trend.
Consequently, the Korean won/Japanese yen exchange
rate was quoted at 819.3 won per 100 yen as of the end
of August, a 4.5% appreciation of the Korean won since
the end of the previous year.
Foreign Reserves
As of the end of August, the foreign reserves stood at

Table Ⅰ-17

227.0 billion dollars, a 16.6 billion dollar rise compared

Foreign reserves1)
(billion dollar)

2004
199.1

2005
Mar.

Jun.

Sep.

increase were the improved earnings from the operation

2006
Dec.

Mar.

Jun.

to the previous year-end. The main contributors to this

Aug.

205.5 205.0 206.7 210.4 217.3 224.4 227.0

of the reserves and a translation effect of non-dollar
assets arising from the dollar’s weakening. Major

Note: 1) Period-end basis.

components of the foreign reserves as of the end of
August were securities holdings valued at 190.0 billion
Table Ⅰ-18

dollars (83.7%) of total reserves, deposits of 36.6 billion
Korea’s sovereign credit ratings1)

S&P

1997

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

1998

BB+ (Feb. 17)

1999
2000

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

2001

BBB+ (Nov. 13)

2002

2003
2004
2005
2006

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

dollars (18.1%) and the country’s reserve position with
Fitch

A+ (Nov. 18)
A (Dec. 3)
BBB- (Dec. 11)
B- (Dec. 23)

Overseas Borrowings Environment

BB+ (Feb. 2)
BBB- (Jan. 19)
BBB (Jun. 24)
BBB+ (Mar. 30)
-

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

the IMF of 0.3 billion dollars (0.12%).

A+ (Oct. 24,outlook:S)2)
Upward adjustment
of outlook
(S→P, Apr. 25)2)

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

On April 25, 2006, an international credit rating agency
Moody’s upgraded its sovereign credit rating outlook for
Korea from “stable” to “positive” on the grounds of the
soundness of public finances, the improvement in
macroeconomic fundamentals and the reduction in
geopolitical uncertainty. The spread on Foreign
Exchange Stabilization Fund bonds (2013-maturity
basis) widened by 80 basis points on June 30, reflecting
an increased tendency for risk avoidance in regard to
emerging countries’ bonds following the hike of policy
rates in major countries, but subsequently, as the
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tendency for risk avoidance gradually eased, it narrowed

Table Ⅰ-19
Spreads on Foreign Exchange Stabilization Fund (FESF)
bonds and short-term borrowings
(bp)

Dec. Dec. Feb. Apr. Jun. Jul Aug.
FESF bonds (2013)1)
Short-term borrowings2)

65
16

65
9

63
6

65
4

80
7

higher than at the end of the previous year. The premium
on short-term borrowings by domestic banks registered

2006

2004 2005

to 70 basis points as of the end of August, 5 basis points

71
9

70
5

around 4~9basis points, somewhat lower than at the end
of the preceding year.

Notes: 1) Spreads on US T-note, period-end basis.
The number in parenthesis refers to the maturity.
2) Spreads on LIBOR. Period-average basis.
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5. Prices

Consumer Prices
Consumer prices retained their stable trend into 2006.

Table Ⅰ-20

During the first eight months of the year, despite the high

Major consumer price indicators1)
(%)

Consumer Prices
Agricultural, livestock
and marine products
Industrial products
(Petroleum products)
Services
(Rents)
(Public service charges)
(Private services)
Cost-of-living
Core inflation

2005
Year 1st 2nd
half half
2.7 3.1 2.5
(2.6) (1.6) (0.9)
1.8 3.7 0.2
(1.6) (2.0) (-0.3)
3.7 3.5 4.0
(4.1) (2.3) (1.8)
8.1 6.5 9.6
(10.8) (5.3) (5.3)
2.4 2.6 2.1
(2.0) (1.1) (0.9)
-0.2 0.0 -0.3
(-0.3) (-0.3) (0.1)
3.2 3.8 2.5
(1.9) (0.4) (1.5)
3.2 3.4 3.0
(3.1) (2.2) (0.8)
4.1 4.6 3.4
(3.7) (2.4) (1.2)
2.3 2.8 1.9
(1.9) (1.4) (0.5)

2006
Jan.~ Q1 Q2
Aug.
2.4 2.3 2.4
(2.7) (1.5) (0.1)
-0.8 0.6 -2.4
(5.0) (2.9) (-3.7)
3.0 3.0 3.0
(2.0) (0.4) (1.0)
9.3 10.9 9.3
(5.7) (1.4) (3.3)
2.7 2.4 2.9
(2.6) (1.8) (0.3)
0.2 -0.2 0.3
(0.5) (0.2) (0.3)
3.7 3.0 4.1
(3.5) (2.2) (0.3)
3.4 3.3 3.6
(3.1) (2.4) (0.4)
3.1 3.2 3.0
(3.7) (2.2) (-0.1)
1.9 1.6 1.9
(1.9) (1.0) (0.6)

Jul.~
Aug.
2.6
(1.1)
-0.2
(5.9)
2.8
(0.5)
6.9
(0.9)
3.1
(0.5)
0.5
(0.1)
4.4
(1.0)
3.6
(0.2)
3.4
(1.6)
2.2
(0.3)

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

international oil prices, the rate of increase in the
consumer price index eased from the previous year to
stand at 2.4% year-on-year, largely thanks to the
appreciation of the Korean won and the fall in
agricultural, livestock and marine product prices.
By period, in the first quarter the increases in consumer
prices remained at 2.3%, slightly lower than in the fourth
quarter of the previous year (2.5%), helped by the stable
movements of prices in other industrial goods excluding
petroleum products and in agricultural, livestock and
marine products. In the second quarter, in spite of falling
prices in agricultural, livestock and marine items,
consumer price inflation accelerated a little to 2.4%,
driven by increases in the prices of petroleum products
and in charges for individual services and public utilities
amid the run-up in oil prices. During July and August, its
rate moved more upward to 2.6% while reduced
shipments following torrential rainfall caused the prices
of agricultural, livestock and marine products to rise and
the scale of increases in charges for public utilities such
as piped-gas and subway fares widened.
Looking at the movements of consumer prices during
the year to August by product category, the prices of
petroleum products, affected by the high oil prices, rose
by 9.3% year-on-year and maintained a rapid pace of
increase, similar to that in the latter half of the previous
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year (9.6%). However, the prices of other industrial
products decelerated their upward trends, increasing by
just 1.5%, and the prices of agricultural, livestock and
marine products fell by 0.8% because of the increased
shipments of vegetables and fruit. Even though rents
remained stable, charges for services rose by 2.7%,
higher than in the latter half of the previous year (2.1%),
owing to the widened scale of increases in charges for
public utilities and individual services.
Meanwhile, the rate of increase in the cost of living
index, which focuses on necessities that are frequently
purchased by consumers, showed a rise of 3.1% during
the year to August, rather higher than headline inflation,
but its pace was somewhat slower than in the second
half of the previous year (3.4%).
Core Inflation
The rate of core inflation, the inflation target index6) of
the Bank of Korea, remained at a level of just 1.9% in
the first eight months of the year, as much as in the latter
half of the previous year. More specifically, it fell to
1.6% during the first quarter owing to the stable prices in
grain and in livestock and marine products, but picked
up slightly to 1.9% in the second quarter, and further to
2.2% during July and August.
Viewed by the contributions of the major components of
the core inflation index during the first eight months of
the year, prices of grains, livestock and marine products

6) The present inflation target has been set at a range of 2.5~3.5% for the
2004~2006 period in terms of the average annualized rate of core
inflation (the CPI stripping out petroleum products and agricultural
products apart from grain).
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and industrial products apart from petroleum products

Figure Ⅰ-31

served as primary stabilizing factors as their

Contributions1) to core inflation
(%, %p)

contributions declined to -0.10 and 0.48 percentage

(%, %p)

4

4

Core inflation

3

3

2

2

1

1

0

0

-1

-1

points, respectively, from the -0.07 and 0.79 percentage
points of the preceding six-month period. On the other
hand, the contributions of charges for individual services
and housing rents rose slightly to 1.08 and 0.03

2004. 1st half 2nd half 2005. 1st half 2nd half 2006. 1st half Jul.~Aug.
Grain, livestock and marine products

respectively, in the latter half of the previous year, and
the charges for public utilities except piped-gas
contributed 0.38 percentage points similar to the 0.37
percentage point in the second half.

Industrial products (excluding petroleum products)
Rents

percentage points from 0.93 and -0.05 percentage points,

Public services (excluding piped-gas)

Private services

Examining the changes of the first eight months by

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

sector, though upward pressures on prices remained
weak on the demand side, the upward trend of prices in
domestic-demand related industrial products and charges
for individual services gradually accelerated as private
consumption continued its recovery trend. On the cost
side, the Korean won appreciated, but the sharp run-up
of prices in international raw materials including oil
exerted the cost-push pressures.
Meanwhile, the gap between the rate of consumer price

Table Ⅰ-21
Differentials between rates of CPI and core inflation
(%p)

2002

2003

2004

-0.3

0.5

0.7

Year
0.4

2005
1st
half
0.3

2nd
half
0.6

2006
Jan.~
Aug.
0.5

inflation (2.4%) and that of core inflation (1.9%) during
the first eight months of 2006 stood at 0.5 percentage
points, a similar level to the 0.6 percentage point in the
latter half of the previous year. This was because the
prices of products subject to supply shocks such as
petroleum products, which are stripped out from core
inflation, showed a similar pace of rise of the preceding
half-year. For the year to August, the prices of products
subject to supply shocks rose by 5.9%, contributing 0.79
percentage points to consumer price inflation, similar to
its contribution of 0.74 percentage points in the latter
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half of the year. In contrast, the prices of domestic

Table Ⅰ-22
Rates of increase of prices and contributions1) by product
(%, %p)

2005
1st
half
3.1

Year

2nd
half
2.5

2006
Jan.~
Aug.
2.4

CPI inflation

2.7

Supply shock-related products2)
<116.5> Rate of Increase
Contribution

5.3
0.68

4.9
0.62

5.7
0.74

6.1
0.79

Domestic demand-related
products3)
<604.3> Rate of increase
Contribution

1.5
0.90

1.6
0.96

1.5
0.89

2.0
1.18

Other products4)
<279.2> Rate of increase
Contribution

4.0
1.12

5.3
1.47

2.9
0.82

1.5
0.43

Core inflation
<883.5>

2.3

2.8

1.9

1.9

Notes: 1) Contributions to consumer prices. Figures in brackets refer to
weights in consumer price index (total weight is 1,000.0).
2) Agricultural products (excludes grain products), petroleum
products, piped-gas, etc.
3) Textile goods and publications (domestic demand-related
industrial products), private services, rents, etc.
4) Grain, livestock and marine products, certain industrial
products such as processed foods, and public utilities charges
except for piped-gas, etc.

demand-related products, which are heavily affected by
household income and consumption demand, rose by
2.0%, increasing their contribution substantially from the
0.89 percentage points in the preceding half-year period
to 1.18 percentage points. On the other hand, the rate of
price increases in other products, including public utility
charges, the scale of whose increase is decided in line
with government policy concerning prices, and industrial
products, which are influenced by changes in both
domestic demand and international raw material prices,
fell from 2.9% in the latter half of the previous year to
1.5%, reducing its contribution sharply from 0.82
percentage points to 0.43 percentage points.
Producer Prices
During the first eight months of 2006, producer prices

Table Ⅰ-23

rose by 2.4% year-on-year, a rather higher level than the

Producer prices1)
(%)

Producer Prices

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

2006
2nd Jan.~
half Aug. Q1 Q2
1.6 2.4 1.7 2.5
(1.1) (3.4) (0.7) (1.4)

Jul.~
Aug.
3.1
(1.2)

Goods

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

2.7 1.8 2.6 3.6
(4.4) (0.9) (1.8) (1.6)

(Agricultural,
livestock and
marine products)

-3.7 -2.5 -4.9 -7.3 -6.6 -8.7 -6.0
(-1.2) (4.2) (-5.2) (4.8) (2.8) (-5.1) (7.3)

(Industrial products)

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

3.3 2.4 3.4 4.3
(4.1) (0.5) (2.5) (1.1)

(Electric power,
water and gas)

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

6.6 5.5 6.9 8.0
(5.9) (3.2) (0.2) (2.4)

Services

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

1.8 1.6 2.0 1.8
(1.3) (0.5) (0.3) (0.5)

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

1.6% of the latter half of the previous year. Viewed by
period, in the first quarter of the year the increase stood
at no more than 1.7%, influenced by the reduced prices
of agricultural and marine products. In the second
quarter, despite the continued reduction in agricultural
and marine product prices, producer price inflation
picked up to 2.5% owing to the wider scale of increases
in industrial product prices and charges for services.
During July and August, producer price inflation was
pushed up still higher to 3.1% while industrial product
prices and charges for electricity, water and piped-gas
steepened their upward trends further.
Viewed by individual components of the index, the
prices of agricultural and marine products fell 7.3%
year-on-year, led downward by grain and fruit prices,
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and widened the scale of their fall more than in the latter
half of the previous year (-4.9%). On the other hand, the
prices of industrial products, centering on petroleum
products, rose under the run-up in oil prices by 3.3%,
which was even higher than the 2.3% in the latter half of
the previous year. Charges for services, focusing on
charges for professional, financial and transport services,
rose by no more than 1.8%, which is, though, a little
higher than the 1.4% in the second half of the previous
year.
Export and Import Prices
During the first eight months of the year, export prices

Table Ⅰ-24

(Korean-won basis) fell by 1.7% year-on-year due to the

Export and import prices1)

Import prices

Export prices

(%)

Korean won-basis
Contract-currency
basis

2005
1st
Year half
-6.7 -6.3
(-3.1) (-3.0)

2006
2nd Jan.~ Q1 Q2
half Aug.
-7.0 -1.7 -4.3 -0.7
(-0.2) (4.8) (-2.0) (3.5)

Jul.~
Aug.
0.9
(3.3)

4.6 7.5 1.8 4.7 1.2 5.6 8.5
(0.9) (1.8) (-0.9) (11.0) (2.8) (5.2) (2.6)
8.2 8.1 8.8 7.7
(9.2) (-0.4) (5.6) (3.8)

overall fall in the prices of industrial products, despite
the rising prices in petroleum-related products, including
general machinery & equipment and sound image &
communication equipment, influenced by the
appreciation of the Korean won and lackluster demand.

Korean won-basis

2.9 0.5 5.2
(10.2) (6.2) (3.8)

(Raw materials)

5.3 2.6 7.8 11.0 11.1 11.6 10.1
(13.4) (8.4) (4.7) (11.3) (0.2) (6.6) (4.2)

changes in the exchange rate, however, exports prices

(Capital goods)

-11.0 -11.5 -10.4 -9.2 -9.7 -9.2 -8.7
(-8.5) (-6.5) (-2.1) (-5.8) (-4.6) (-1.4) (0.1)

rose by 4.7%.

On a contract-currency basis, stripping out the effects of

(Consumer goods) -4.2 -5.1 -3.3 -2.6 -3.6 -1.5 -2.6
(0.3) (0.5) (-0.2) (1.1) (-2.1) (1.2) (2.0)
Contract-currency
basis
Exchange rate2)

15.2 15.1 15.4 15.6 14.7 16.2 16.2
(15.3) (11.5) (3.4) (15.8) (4.4) (7.5) (3.2)
+11.7 +14.9 +8.7 +6.0 +4.7 +6.1 +7.7

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

Import prices (Korean-won basis) rose by 8.2% year-onyear as international raw material prices, especially oil
prices, moved up sharply, offsetting the continued
downward trend of prices of both capital and consumer
goods resulting from the Korean won’s appreciation. On
a contract-currency basis, excluding the effects of
exchange-rate fluctuations, import prices rose by 15.6%
so that the firmer Korean won greatly reduced the scale
of the increase in import prices.
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Real Estate Prices
From the beginning of the year, the upward trend of

Table Ⅰ-25

housing prices, centering on Gangnam and metropolitan

1)

Housing prices and leasehold deposits

(%)

Housing prices
Apartments
Seoul
(Gangnam)
Leasehold deposits
Apartments
Seoul
Land prices

2005
1st
Year half
4.0 2.4
5.9 3.7
9.1 5.7
13.5 9.5
3.0 0.8
5.7 2.1
6.2 0.7
5.0 2.7

2006
2nd Jan.~ Q1 Q2 Jul.~
half Aug.
Aug.
1.6 4.3 1.4 2.4 0.5
2.1 5.2 1.9 2.8 0.4
3.2 9.6 3.9 5.0 0.5
3.7 13.4 5.6 6.9 0.5
2.2 2.9 1.6 1.0 0.3
3.6 3.6 2.0 1.3 0.3
5.4 6.0 3.3 2.0 0.6
2.3 3.22) 1.3 1.4 0.43)

Notes: 1) Compared with the last month of the preceding period.
2) January through July.
3) July only.
Sources: Kookmin Bank, Ministry of Construction and Transportation.

areas of Seoul, picked up again amid revived
anticipations of price increases. But from June onwards,
the upward trend was greatly blunted as government
measures, including increased property-holding taxes
and tighter restrictions on lending, began to bite.
Consequently, for the year to August, the rise in nationwide housing prices stood at 4.3% while the selling
prices of apartments in Seoul rose by a much steeper
9.6%. Meanwhile, housing rents, whose movements are
largely dictated by real demand, showed a generally
similar pattern to that of selling prices. They rose
somewhat more steeply from the beginning of the year,
but their upward trend flattened out greatly from June
onwards.
Land prices exhibited a constant upward trend, rising
3.2% in the year to July, led by those in areas slated for
development, such as new towns in Seoul, innovation
cities and administrative complex cities.
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1. Call Rate Target
In the year through August 2006, the Bank of Korea
maintained a policy stance of gradually reducing the
degree of monetary accommodativeness in line with the
trend of improvement in the real economy, while
continuing its careful watch over price stability.
In keeping with this stance, the Bank of Korea, having

Figure Ⅱ-1

already increased its policy rate twice in the fourth

Overnight call rate target

quarter of 2005, raised it further in February, June and
5.0

(%)

(%)

(Aug. 10)

4.5

(Feb. 9, 2006)
(May 13, 2003)

(Oct. 11, 2005)

3.5

(Aug. 12, 2004)

3.0
Jan. 2002

(Nov. 11)

Jan. 2003

Jan. 2004

Jan. 2005

August of this year, by 25 basis points each time, to
bring it to 4.5% per annum. The rates on Aggregate
Credit Ceiling Loans and Liquidity Adjustment Loans

4.0

(Dec. 8)

(Jul. 10)

3.5

4.5

(Jun. 8)

(May 7, 2002)

4.0

5.0

3.0
Jan. 2006

have been raised by the same margin this year, as well,
to 2.75% and to 4.25%, respectively.
These additional hikes of the call rate target by the Bank
of Korea, following on from the previous year, were

Figure Ⅱ-2

undertaken on the basis of its judgment of the need both

Interest rates on Aggregate Credit Ceiling Loans
and Liquidity Adjustment Loans
5.0

(%)

(%)

4.5

Liquidity adjustment
loan interest rate

4.0
3.5

(Jul. 10, 2003)

(Nov. 11)

2.5
2.0
1.5
1.0
Jan. 2002

(Aug.10) 3.0
(Jun.8)
2.5
(Feb.9, 2006)

(Aug.12, 2004)

Aggregate credit ceiling
loan interest rate

retention of the low interest rate stance as the economy
5.0

(Aug. 10) 4.5
(Jun. 8)
4.0
(Feb. 9, 2006)
(Dec. 8)
3.5
(Oct. 11, 2005)

(Aug. 12, 2004)

3.0

to moderate the side-effects generated by the protracted

Jan. 2004

1.5
Jan. 2005

the expected upward pressures on prices.
Increase of the Call Rate Target in February 2006

2.0

(Nov. 11)

1.0
Jan. 2003

had moved into recovery, and to deal preemptively with

Jan. 2006

The Bank of Korea raised its call rate target by 25 basis
points for the third time in February 2006, bringing it
from 3.75% to 4.0% following its increases in October
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and December the previous year.
At the beginning of this year, there were fears of a

Figure Ⅱ-3

slowdown in economic growth owing to the sharp run-

International oil prices1)

up in international oil prices, the appreciation of the
(US$/barrel)

(US$/barrel)

90

(Aug. 10)
(Jun. 8)

(Feb. 9)

80

(Dec. 8)
Call rate target increase (Oct. 11)

70

90

Korean won and the fall in share prices. However, the

80

domestic economy was recovering faster than expected

70

with the help of improvement in private consumption
and facilities investments, judging by the preliminary

60

60

50

50

compared to the previous period and 5.3% year-on-year.

40

40

Since the impact of the rise in oil prices and the Korean

30

won’s appreciation on domestic economic activity has

30
2005.1 3

5

7

9

11 2006.1

3

5

7

fourth-quarter GDP growth rate, which reached 1.6%

become smaller nowadays than in the past, it was

Note: 1) Based on Brent crude oil.

considered that, although downside risks to growth were
present to some degree, the economy could attain the

Figure Ⅱ-4

originally-forecast level of potential growth.

Won/US dollar exchange rate
(＼/US$)
1,100
Call rate target increase (Oct. 11)

(Dec. 8)

(Feb. 9)

(＼/US$)
(Aug. 10)
1,100
(Jun. 8)

1,050

1,050

Prices maintained generally stable trends but there were
latent upward pressures on prices generated by the
domestic economic recovery and higher oil prices. In

1,000

1,000

950

950

addition to that, despite the completion of the legislative
process for the anti-speculation package announced on

900
2005.1 3

900
5

7

9

11 2006.1 3

5

7

August 31, 2005, real estate prices in the Seoul
metropolitan area had shown a sharp upward trend in
January, owing to anticipations of some easing of the
regulations concerning the reconstruction of apartments.
After the hike of the call rate, both long-term and shortterm market interest rates exhibited divergent
movements. Long-term interest rates fell back slightly as
a perception gained ground that, after the three-step
increases in the call rate target, the Bank of Korea would
pause in its series of rate hikes. In contrast, short-term
rates, which are more sensitive to the direction of the
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central bank’s interest-rate policy, rose in line with the
call rate target. Financial institutions’deposit and lending
rates were generally adjusted upwards, but only by a
small margin. Rates on housing finance loans,
nevertheless, eased slightly owing to the application of
prime lending rates as a result of competition among
financial institutions.
Call Rate Target Held Steady During March~May 2006
From March through May 2006, the call rate target was
held steady at 4%. This reflected the need to observe the
effects of the three interest rate hikes and to monitor
closely the influence of the sharp run-up in oil prices and
appreciation of the Korean won from early April.
The domestic economy maintained its upward

Table Ⅱ-1

momentum evident since the second quarter of the

Major real economic indicatiors1)
(%)

2005

2006

Year Q1 Q2 Q3 Q4 Q1 Q2
GDP growth rate2)

4.0 0.5
(2.7)
Exports3)
12.0 12.7
Imports3)
16.4 14.8
Consumer goods sales
3.9 1.2
Facilities investment estimates 3.4 3.9
Construction work-in hand
5.7 1.9
Manufacturing production
6.2 3.3
Service activities
3.6 0.8

1.4
(3.2)
9.0
15.2
3.4
1.4
9.6
3.4
2.4

1.6
(4.5)
15.4
21.1
4.4
1.1
3.8
7.4
5.4

1.6
(5.3)
11.4
14.6
6.8
7.0
6.9
10.4
5.8

1.2
(6.1)
10.6
19.0
5.0
4.3
5.8
12.6
6.1

0.8
(5.3)
17.1
20.0
5.5
4.2
1.4
11.4
5.3

Notes: 1) Compared with the same period of the previous year.
2) Compared with the previous quarter. Figures in parentheses are
compared with the same period of the previous year.
3) Customs-clearance basis.
Sources: Korea National Statistical Office, Korea Customs Service.

previous year. While exports kept up their double-digit
growth rate, private consumption maintained its
convincing growth trend, and facilities investment also
showed modest stirrings of improvement. First-quarter
GDP growth registered 1.2% (S.A.), compared to the
previous quarter, and 6.1% year-on year, which was
rather high. In terms of production, too, both the
manufacturing and service sectors maintained buoyant
trends. But from early April, international oil prices and
the exchange rate, which had both been moving stably
since February, once again recorded violent swings,
heightening the uncertainty as to whether the upward
economic trend could be sustained.
Despite the run-up in the oil price, overall prices
generally remained comparatively low compared to
previous years, being helped by the effects of the Korean
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won’s appreciation and the fall in the prices of
agricultural, livestock and marine items. During March
and April, headline inflation fell to 2% year-on-year and
core inflation to 1.6%. It was assessed, though, that there
were still latent upward pressures building on prices
because of the economic recovery and the persistently
high oil price. Housing prices accelerated their upward

Table Ⅱ-2

trend amid continued expectations of further price

Real estate prices1)
(%)

2005

measures undertaken on March 307), and the areas in

2006

Dec. Jan. Feb. Mar. Apr. May Jun. Jul. Aug.
Housing prices
Apartments
Seoul
(Gangnam)
Land prices

0.2
0.2
0.5
0.8
0.4

0.3
0.5
0.9
1.4
0.4

0.5
0.6
1.1
1.5
0.4

0.6
0.8
1.8
2.6
0.5

0.9
1.1
2.3
3.2
0.5

1.0
1.2
2.0
2.8
0.5

increases, shrugging off the effects of the supplementary

0.5
0.5
0.6
0.7
0.4

0.2
0.2
0.3
0.3
0.4

0.2
0.2
0.3
0.2
-

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

which housing prices rose appeared to be expanding.
Meanwhile, land prices, for their part, rose continually.
In the financial markets, while liquidity conditions were
favorable on the whole, financial institutions’ lending,
especially in the form of SME loans and housing finance
loans, was constantly expanding. Long-term market
interest rates exhibited generally stable movements,
affected by the increased demand for long-term bonds
and the weakened anticipations of additional hikes in the
call rate due to concerns over an economic slowdown.
Stock prices rose across the board from end of March,
especially those included in KOSPI, on expectations of
improved performance by large companies, coupled
with the bullishness of stock markets in major countries

7) The Ministry of Construction and Transportation announced its “Plan for
Promoting Housing Welfare and an Orderly Housing Market” containing
the following main points on March 30. ① Enhancing housing stability
for low-income and disabled households and an expansion of public
sector rental housing. ② Strengthening of apartment reconstruction
regulations through the clawing-back of development profits, the
broadening of the central government’s consultation to local
governments, the tightening of processes and standards of safety
evaluation, etc. ③ Expansion of housing supply and the fleshing-out of
the house sales reporting system. In a matching move, the financial
supervisory agency introduced a ceiling on the debt-to-income (DTI)
ratio in addition to the existing ceiling on the loan-to-value (LTV) ratio
for housing finance loans, which took legal effect from April 5.
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and a continuing inflow of indirect investment funds.
Consequently, KOSPI reached its highest-ever level of
1,464.7 on the 11th of May.
Increase of the Call Rate Target in June 2006
In June 2006, the Bank of Korea adjusted the call rate
target upward by a further 25 basis points to 4.25%. This
step was consistent with the policy stance it had
maintained for some time, of gradually reducing the
degree of monetary accommodativeness in keeping with
the recovery trend of the economy.
In the real sector, international oil prices and the
won/dollar exchange rate, which had both fluctuated
widely in March and April, maintained stable
movements from early May. Export growth picked up
further and domestic demand including private
consumption and facilities investment retained its
solidly-based recovery. In the light of this strong
recovery trend in the real economy, it was forecast that,
despite lingering uncertainties, the upward momentum
of the domestic economy could be sustained as
originally predicted, provided that there was no severe
worsening of external factors such as oil prices and
exchange rate movements. Besides this, the policy rate
was still evaluated as being at a level sufficient to
underpin real economic activities even after its upward
adjustment.
Overall price movements were stable, but their upward
trends rather accelerated by the rise in the prices of
petroleum products. During May, the rate of core
inflation had risen to 2.0% from its 1.6% in April and
headline consumer price inflation had gathered pace to
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2.4% as compared to 2.0% a month earlier. In view of
these price movements, upward pressures on prices were
deemed to be mounting under the continuing influence
of the economic upturn and high oil prices. In addition,
housing prices were continuing to move upward
centering on Seoul and metropolitan areas in an
environment characterized by favorable liquidity
conditions and anticipations of further price rises.
In the financial markets, financial institutions’ supply of
credit was increasing on a large-scale led by SME loans
and housing finance loans. In particular, housing finance
loans swelled by more than 3 trillion won in both April
and May, helped by expectations of increases in house
prices and the competition among banks for market
share. Meanwhile, the US Federal Reserve had

Figure Ⅱ-5
Policy rate and long-term interest rates in Korea and the US
(%)
6

spread between Korean and US long-term market

(%)
6

Yields on 10-year TBs (Korea)

continued its stance of raising interest rates, and the
interest rates narrowed substantially.

5
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4

4

the call rate target in June 2006. Both long-term and

3

short-term market interest rates rose sharply, affected by

Financial markets responded sensitively to the raising of
Yields on 10-year
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3
Overnight call rate (Korea)
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more widespread anticipations of additional upward
adjustment of the policy rate and the increased yields on

Federal funds rate (US)
3

5

7

US Treasury bonds. Financial institutions’ deposit and
lending rates were adjusted promptly, with deposit rates
being raised at a similar speed and to a similar extent as
at the time of the previous policy rate hike, whereas the
upward adjustment of loan rates was faster and
comparatively larger than before. In particular, interest
rates on housing finance loans, which had been held
down by lending competition, rose by a large margin in
a situation in which CD interest rates and their spreads
had risen. In a further development, financial institutions
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strengthened their risk management, and their lending
attitude concerning housing finance loans became very
cautious. In the stock market, the correction phase was
continued in line with the weakening of share prices
worldwide and foreign investors’ net selling position.
Increase of the Call Rate Target in August 2006
A number of events occurred both at home and abroad
from early July that acted as sources of risk factors.
Geopolitical risk increased greatly with the eruption of
armed conflicts in the Middle-East and international oil
prices rose steeply again. In the case of Korea, various
unhappy events also took place including the test-firing
of missiles by North Korea, torrential rainfall and strikes
at several large firms. All of these combined to slow
down economic activity for a while and reduced
confidence among economic agents. In addition, both
coincident and leading indices of economic activity
declined continually and construction investment
retreated more than originally expected. In the
meantime, fears of an economic slowdown mounted
somewhat as second-quarter GDP growth rate slipped
back to 0.8% (S.A.) compared to the preceding quarter
and to 5.3% year-on-year. Nevertheless, in the light of
the movements of the overall economic indicators, it was
evaluated that, although growth rates were edging down
somewhat, the overall trend of the business upturn was
being maintained. Manufacturing production was
sustaining its brisk trend, and service sector activity was
comparatively animated. On the demand side, exports
were continuing their robust expansion, and both private
consumption and facilities investment were sustaining
their recovery trend. Consequently, it was judged that
despite the greater degree of uncertainty concerning
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growth the domestic economy would maintain its upbeat
tone, albeit at a more subdued level, provided there was
no further worsening of the domestic and external
environments.
For prices, a gradual emergence of upward pressures
was anticipated in view of the effects of persistently high
oil prices, even though price increases in July remained
at lower-than-expected levels, helped by the stable prices
of agricultural, livestock and marine items. The upward
trend of housing prices flattened out from early June
onwards following the implementation of diversified
government stabilization measures, such as the raising of
housing-related tax rates and the tightening of loan
regulations. Meanwhile the current account, which had
registered a deficit from February to April owing to the
enlarged repatriation of dividends, shifted back to a
surplus from May, aided by the improvement in the
goods account position brought about by buoyant
exports.
Taking this overall economic situation into

Table Ⅱ-3

consideration, the Bank of Korea undertook an

Expectations about call rate target decision1)
(respondents)

raising it up from 4.25% to 4.5%.

Period for forecast

2006. Q2

2006. Q3

Monitoring date

Jan. Feb. Mar.

Apr. May Jun. Jul.

Increase
Maintain
Decrease

90
10
0

44
56
0

40
60
0

87
13
0

51
49
0

45
55
0

additional 25-basis point hike of the call rate target,

58
42
0

Note: 1) At the end of month each before the monthly policy-setting
meeting of the Monetary Policy Committee, the Bank polls a
group of one hundred people working at financial institutions,
corporations, colleges and economic research institutes or as
economic newspaper columnists concerning their expectations as
to the decision on the policy rate.

After the hike of the call rate target, short-term market
interest rates moved up slightly whereas long-term rates
drifted aimlessly at their level before the upward
adjustment and then eventually inched downward
slightly. These movements of long-term rates were
largely ascribable to the widespread perception that the
Bank of Korea’s policy stance of gradually raising
interest rates from October the previous year, had now
almost come to a close. Worries over an economic
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slowdown and the favorable conditions for bond supply

Figure Ⅱ-6

and demand were also instrumental in long-term rates’

Long- and short-term interest rates spread1)
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movements. Consequently, the spread between long-term
and short-term interest rates (the difference between

TBs (3 yrs) (A) (left)
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CDs) has shrunken considerably, from 99 basis points at
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the end of the previous year to only 8 basis points as of
the end of August 2006. For their part, financial
institutions adjusted their deposit and lending rates
upwards in line with the hike of the policy rate, but the
scale of the increase in lending rates was relatively small.

Note: 1) period-end basis.

Stock prices rose slightly in response to the bullish US
Table Ⅱ-4

stock market and falling international oil prices.
Changes in market interest rates
(%, %p)

Aug.05 Dec.05 Aug.06
(A)
(B)
(C)
CD (91 days)1)
Treasury bonds (3 yrs)1)
Average interest rate on
saving-type deposit 2)3)
Average interest rate on
loans3)
(SME loans)3)
(Housing finance loans)3)
Call rate target

C-A

C-B

3.51
4.16
3.44

4.09
5.08
4.05

4.68
4.76
4.49

+1.17 +0.59
+0.60 -0.32
+1.05 +0.44

5.49

5.74

6.18

+0.69 +0.44

5.68
5.26
3.25

5.92
5.60
3.75

6.36
5.85
4.50

+0.68 +0.44
+0.59 +0.25
+1.25 +0.75

Notes: 1) Period-end basis.
2) Excludes demand deposits, instant access time & savings
deposits, financial debentures.
3) Based on newly extended loans and deposits, Figures for
August 2006 are preliminary estimates.

Examining the scale of the change in long-term and shortterm rates and financial institutions’ deposit and lending
rates in the period from August the previous year, just
before anticipations of a shift in the policy stance, until the
end of August 2006, we find that short-term rates moved
up by 117 basis points, very close to the scale of the rise in
the call rate target, whereas long-term rates rose by no
more than 60 basis points. The average interest rate on
saving deposits was raised by 105 basis points whereas
the average rate on loans was increased by a rather smaller

Figure Ⅱ-7

69 basis points. Among lending rates, that on SME loans

Weights of short-term deposits at major financial institutions1)

was adjusted upward by 68 basis points and that on

(%)

(%)

54

54

52

52

housing finance loans by 59 basis points.
Meanwhile, there has been an improvement in the shortterm bias of major financial institutions’ deposit

50

50

48

48

46
2003.1

46

structure, thanks to the ratcheting-up of the call rate
target so far. The proportion of short-term deposits with

7

2004.1

7

2005.1

7

2006.1

7

maturities of no more than six months has eased back,
from 52.6% in August 2005, to 51.8% in December that
year and to 50.3% in August 2006.

Note: 1) Deposits of bank, asset management companies, merchant
banks, trust account deposits with maturities of no more than
six month.
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Policy Mix with Fiscal and Foreign Exchange Policy
In carrying out its monetary policy, the Bank of Korea
pays careful attention both to the government’s fiscal
policy stance, and to the movements of the exchange
rate. In line with the prospects for business recovery,
government fiscal policy was amended this year so that

Table Ⅱ-5

expenditures were disbursed evenly in the first and

Fiscal balance
(trillion won)

2005
Budget
Revenue (A)
Expenditure (B)
Adjustment1) (C)
Fiscal balance (A-B-C)

199.7
194.1
13.9
-8.3

2006

1st
half
93.7
105.2
7.6
-19.1

1st
half
106.4
106.5
8.3
-8.4

Budget
208.0
206.8
13.9
-12.7

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

second halves. This was in contrast to the frontloading of
fiscal spending in 2005, and it led to a sharp contraction
in the scale of the consolidated budget deficit in the first
half, relative to that in the same period last year.
The Korean won continued to appreciate against the US
dollar from early in the year, and reached the 920-wonto-the-dollar level in early May. This was largely a result
of domestic exporters’ large-scale sales of foreign
currency forwards, in anticipation that the Korean won
would experience further rapid appreciation owing to a
weaker US dollar. In the last weeks of May, however, the
won began to depreciate due to the outflow of foreign
stock investment funds and to prospects for a substantial
narrowing of the current account surplus, and then

Table Ⅱ-6

fluctuated within a narrow range of 950~960 won,

Reserve base (RB) and liquidity adjustment1)

lessening anxieties about a slowdown of exports caused

(trillion won)

by a firmer Korean won.

2006

2003

2004

2005

Dec.

Dec.

Dec.

Jun.

Aug.p

RB demand (A)
37.1
RB supply (B)
144.7
Government
-3.5
Private2)
-17.8
Foreign2)
173.7
Other
-7.7
Liquidity adjustment (B-A) 107.6
MSBs
106.9
Net sale of RPs
0.7

37.4
179.1
-1.9
-32.6
213.9
-0.2
141.6
142.3
-0.7

40.3
195.3
1.0
-39.9
214.9
19.3
155.0
154.5
0.5

40.7
201.0
-0.4
-45.1
222.4
24.1
160.3
157.3
3.0

40.3
204.2
1.7
-45.3
219.23)
28.63)
163.9
160.7
3.3

Notes: 1) Based on monthly averages.
2) The BOK’s foreign exchange deposits with domestic banks and
foreign currency deposits are included in the foreign sector.
3) Figures are before adjustment for foreign currency gains(losses).

Liquidity Adjustment to Maintain the Call Rate Target
To maintain the policy rate at its target level, the Bank of
Korea adjusted market liquidity through open market
operations including the issuance of Monetary
Stabilization Bonds (MSBs). As of the end of August,
the volume of MSBs outstanding stood at 162.6 trillion
won. This was an increase of just 7.4 trillion won over
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the end of the previous year, down considerably from the

Table Ⅱ-7
MSBs outstanding and interest payments on them
(trillion won)

Outstanding1)
Interest Payments

2006

2001

2002

2003

2004

2005

79.1

84.3

105.5

142.8

155.2

162.6

4.9

4.8

5.0

5.6

6.1

4.4

Note: 1) Period-end basis.

Jan.~Aug.

17 trillion won expansion for the same eight-month
period a year earlier. The decline was due not only to the
expansion of currency swap transactions with the
National Pension Fund (NPF)8), and the reduction of
government borrowings from the Bank of Korea,
leading to a sharp contraction in the scale of liquidity
needing to be absorbed, but also to the substitution of
long-term RPs for some part of MSB issuance.
Nevertheless, the overhang of MSBs still presents
difficulties for the Bank’s conduct of monetary policy by
causing upward pressures on market interest rates and
higher interest payments.

8) As a part of measures to moderate the increase in MSB issuance, an
arrangement between the NPF and the Bank of Korea was introduced
from May 2005. Under this arrangement, the Bank absorbs Korean won
funds from the NPF in exchange for foreign currency reserves, and a
reverse transaction takes place at maturity.
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<Box II-1>

The Macroeconomic Effects of Higher Oil Prices
and the Korean Won’s Appreciation
The run-up trends in international oil prices and the large-scale appreciation of the Korean won from the beginning of this year are factors that impose a burden on the macro economic policy operations. The influence of runup in oil prices and the appreciation of the Korean won on macroeconomic variables such as growth, prices and
the current account can be analyzed as follows.
The rise in oil prices aggravates firms’ profitability by increasing the cost of intermediate inputs. In order to handle this, firms raise the price of their products and curtail employment, which causes their production to decline.
For the household sector, the rise in oil prices crowds out other household consumption as its outlays for fuel
increase. In addition, household consumption shrinks as a result of the decline of real incomes generated by higher prices and the contraction of employment and reduction of real purchasing power caused by the worsening of
the terms of trade. What is more, higher oil prices not only increase the cost of fuel directly and push up the price
of other goods, but in doing so they also bring about increases in prices by raising inflation expectations among
economic agents. Meanwhile, higher oil prices may decrease exports through the rise of export unit prices and the
slowdown of the world economy. The total amount of imports, on the other hand, increases as oil import prices
rise. Therefore, the rise in international oil prices worsens Korea’s current account position.

Paths of expansion of the effects of rising oil prices

International oil prices�

Import unit prices�

Firms’�
profitability

Household�
real purchasing
power

Wages and employment�

Output�

World GDP�
growth

Prices�

Inflation expectations�

Real income�

Export unit
prices�

Consumption�

Export�

Interest rate�

Investment�

G D P�
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The appreciation of the Korean won acts to reduce exports by weakening export price competitiveness. In addition, exporters’ profitability is worsened by the reduction of export earnings upon their conversion into Korean
won. And if they react to this by adjusting employment, production may decline. Meanwhile, appreciation of the
domestic currency acts as a factor lowering domestic prices by way of the reduction in import prices, which in
turn bring about increase in domestic consumption. The appreciation of the currency may also act as a factor
increasing facilities investment in that it reduces the import prices of capital goods and lightens the repayment
burden of foreign currency loans. The influence of currency appreciation on GDP differs across the various components, but its predominant effect is to reduce exports, which generally brings about a contraction of GDP. Its
impact on the current account position, in addition to the reduction of exports, is to increase overseas consumption because of the changes in relative domestic and international prices, the consequence of which is a further
weakening of the current account position.

Paths of expansion of the effects of Korean won appreciation

Exchange rate�

Prices�
Export price competitiveness�

Consumers’purchasing power�

Funding costs for foreign capital�

Exports�
Overseas�
consumption

Company sales�

Wages and employment�
Imports�
Real income�

Output�

Net exports�

Consumption��

Investment��

G D P�

To summarize the above discussion, higher oil prices and currency appreciation have similar macroeconomic
effects in that they act to lower GDP and worsen the current account position. Higher oil prices, though, act to put
upward pressure on domestic prices whereas currency appreciation serves as a stabilizing factor on prices. When
carrying out an estimation of these impacts on the domestic economy using an econometric model (BOK04), we
find that a 10% increase in international oil prices acts for three years out on average to bring about an annual
0.2% reduction in GDP, a rise of 0.4% in headline consumer price inflation each year and a deterioration of 1.9
billion dollars annually in the current account position. A 10% fall in the exchange rate (currency appreciation)
will reduce GDP by an annual 0.6%, lower headline consumer price inflation by 1.0% a year and bring about a 5.2
billion deterioration annually in the current account position, for three years out on average (“Rebuilding the Bank
of Korea’s Quarterly Econometric Model of the Macro Economy”, Monthly Statistical Bulletin, May 2005).
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2. Other Monetary and Credit Policies
Enhancing the Effectiveness of Financial Support for SMEs
The Bank of Korea operated its Aggregate Credit
Ceiling system in such a way as to heighten the
effectiveness of financial support for small and medium
enterprises (SMEs).
First, the Bank of Korea had made efforts to reduce the

Table Ⅱ-8

burden of SMEs’ financial cost by raising its rate on

Aggregate Credit Ceiling Allocations1)
(trillion won)

Type

Amount

Quota allocated to
financial institutions

5.0

Allocations
Corporate procurement loans,
Electronically-processed
secured receivables loans,
Discounts on commercial bills
Trade financing,
Funds for the production of basic
materials and parts

Quota allocated to
the BOK’s regional
branches

4.4

Regional SMEs

Retained reserve

0.2

Set aside reserves for natural
disasters, etc

Total
Note: 1) As of August, 2006.

9.6

Aggregate Credit Ceiling Loans by a smaller margin
than the call rate target increases from October 2005.
Accordingly the gap between the call rate target and the
Aggregate Credit Loan rate widened from its 125 basis
points up until September last year to 175 basis points
from December 2005 onwards.
In addition, in order to aid the recovery of SMEs from
damage caused by the torrential rainfall in July 2006,
special allocations of low-interest bearing Aggregate
Credit Ceiling Loans were made available through 15
regional branches of the Bank of Korea. The scale of the
loan support provided was up to 50% of the working
capital lent by banking institutions to SMEs, with a
ceiling of 700 million won per SME (for 1.4 billion won
in loans extended to it by banking institutions).
Moreover, the scope of trade finance loans eligible for
Aggregate Credit Ceiling Loans has been extended since
August 2006. Specifically, when SMEs deliver raw
materials or completed goods to large enterprises for
export use, support through the Aggregate Credit Ceiling
system to the SMEs has become available based on
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confirmations of purchase issued by banks. This
measure was put in places in consideration of the recent
sharp increase in domestic exports under “confirmations
of purchase of raw materials and other products for the
acquisition of foreign currency,” in addition to those
under the domestic letters of credit, which were already
eligible for trade finance loans. This expansion of the
eligibility for trade finance loans enables SMEs, startups
and those entering new markets, that used to be paid by
confirmations of purchase to use trade finance loans at a
lower interest rate of the Aggregate Credit Ceiling
system. It is expected that these SMEs will easily raise
the funds needed for the production of export goods and
reduce their financing costs to a large degree as well.
Improvements of Monetary Policy Instruments
The Bank of Korea devoted great efforts toward
improving the instruments of monetary policy such as
open market operations as well to heighten the efficiency
of its conduct of monetary policy.
Firstly, from February 2006, the Bank enlarged the range

Table Ⅱ-9

of bonds eligible for use in RP operations and, by putting

Purchases of bonds eligible for RP
(trillion won)

maturity) contracts, thereby eased the over-concentration

2006
Jan. Feb. Mar. Apr. May Jun. Jul. Aug.
Amounts of
purchases

0.4

1.0

0.5

-

them into use, introduced long-term RP (14-day

-

-

0.5

0.9

of short-term transactions of funds among financial
institutions to the call market. Along with this, in order
to step up monitoring and analysis concerning the bond
market, one of the key channels for the transmission of
monetary policy, it developed the “Bond Market
Information System (BOMIS)” and brought it into
operation from February 22. In April, RP transactions
with financial institution counterparts were altered from
the method of “borrowing and lending of funds using
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securities as collateral” to the “buying and selling of
securities” to galvanize the RP and bond markets.
Additionally from July, the Bank of Korea changed the

Table Ⅱ-10
Changes of regular monthly auction volumes of MSBs
(trillion won)

Previous

Current

scale and schedule of regular auctions of MSBs to
smooth their issue and develop the money market. The
scale of regular auctions each month was widened from

Auction volume

around 10.0

around 13.0

2-year and
less than 91-day

2-year : around 5.0
91-day: around 3.0

around 11.0

364-day

around 1.0

around 1.0

less and two years, the scale was enlarged from the

182-day

around 1.0

around 1.0

previous around 8 trillion won to around 11 trillion won

the previous around 10 trillion won to around 13 trillion
won. In the case of those with maturities of 91 days or

in all, while flexible adjustment was allowed according
to financial market conditions. For maturities of 182-day
and 364-day bonds, the scale was held at its existing
Table Ⅱ-11

level around one trillion won in both cases. In terms of

Changes of monthly auction schedule for each maturity of MSBs

auction schedule, in order to assist smooth absorption by
breaking up the volume of issuance and to heighten the

Previous

Current

role of their yields as the benchmark short-term interest

First week

91-day

91-day or less and
364-day

Second week

182-day and
2-year

91-day or less and
2-year

were scheduled weekly. Considering the auctions

Third week

91-day

91-day or less and
182-day

scheduled for three year Treasuries, the schedule for

Fourth week

364-day and
2-year

91-day or less and
2-year

rate, auctions for short-term securities of 91 days or less

auctions of two-year MSBs was kept at the existing
second and fourth weeks of every month, and that for the
182-day and 364-day maturities was altered,
respectively, to the third week and the first week of
every month, when there are no auctions for two-year
MSBs.
Announcement of the Plan for the Issue of New
10,000-won and 1,000-won Banknotes
The Bank of Korea decided upon and announced the
issue of newly-designed 10,000-won and 1,000-won
banknotes from January 22, 2007, following the issue of
new 5,000-won banknotes on January 2, 2006.
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Considering the estimate of new banknote production
and the expected progress in replacing financial
institutions’ CD/ATMs before the issue date, the target
date for new banknotes was set at a time before Lunar
New Year’s Day (February 18, 2007), by which time a
sufficient volume of new banknotes should be supplied.
It was also essential not to choose the beginning of the
year and the beginning or end of a month, when
financial institutions have a heavy business workload. In
a further move, a new 10-won coin is to be issued from
around the end of 2006, since the cost of the existing
coin’s production is now higher than its face value in
view of the recent steep rise in copper and zinc prices.
Heightening the Understanding and Credibility of
Monetary Policy
The Bank of Korea maintained its efforts to heighten the
credibility and popular understanding of its monetary
policy.
Table Ⅱ-12

To strengthen communication with economic agents,

Performance of the BOK’s financial education program in
the first half of 2006

feedback channels were actively utilized through
monthly meetings such as the Financial Consultation

# of program # of people
362

35,427

Meeting, consisting of presidents of financial

128

11,445

institutions, and the Economic Review Meeting,

Public servants

24

1,124

Teachers

23

1,492

187

21,366

761

99,069

Elementary school

446

43,853

Middle school

173

27,638

Besides this, a variety of programs for each age group

124

26,869

11

431

was put in place with economic education programs

754

98,791

5

205

2

73

7

278

organizations. Meanwhile the “Monetary Policy

1,123

134,496

Contest” was held to provide an opportunity for

Adults (A)
College and graduate students
Lectures

Others
Youths (B)

Lectures High school
Others
Sub total
Economics Camp

Advanced
Teacher’
s course
course
Sub total
Total (A+B)

consisting of representatives from financial research
institutes and academia.

targeting elementary, middle and high school students,
university students, teaching staff and various
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university students to grasp the economic state of the
country and to experience for themselves the decisionmaking process concerning monetary policy. In addition,
to enlarge the basis for public economic education
through online media, the “BOK Economic Education
Website” was constructed and brought into use from
September 4 for the systematic delivery of educational
materials, targeting various populations such as children
and adolescents.
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3. Financial Market Stability

Monitoring Financial Markets and Reactions
The Bank of Korea worked to bring about financial
market stability, constantly monitoring financial markets
and taking prompt steps to counter potentially disruptive
factors when necessary.
In particular, at the time of North Korea’s test-firing of
missiles on July 5, 2006, a “Financial and Foreign
Exchange Markets Monitoring Team” was set up
immediately to facilitate the comprehensive monitoring

Table Ⅱ-13
Joint examinations with the FSS

of its influences on the financial and foreign exchange
markets. The Bank also announced that market
stabilizing measures, such as expansion of the supply of

2000 Domestic banks

Hanvit, Korea Exchange, Daegu (3)

Domestic banks

Hanvit, Chohung, Seoul, Korea
Exchange, Peace, Pusan, Kwangju,
Kyungnam, Jeonbuk, Jeju (10)

Foreign bank
branches

Citi, Deutsche, HSBC (3)

Carrying Out the Joint Examinations of Banks

Domestic banks

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

Foreign bank
branches

Tokyo Mitsubishi, BOA,
Standard Chartered (3)

Supervisory Service (FSS), carrying out the on-site joint

Domestic banks

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

examination on four commercial banks in the course of

Foreign bank
branches

Citi, BNP Paribas, JP Morgan Chase (3)

Korea Development Bank and the National Agricultural
Cooperative Federation. Through these examinations,

Domestic banks

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

Foreign bank
branches

HSBC, Deutsche, UBS (3)

check the level of compliance with regulations and

Domestic banks

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

guidelines concerning its policies, such as the handling

Foreign bank
branches

Calyon, ABN AMRO (2)

of Aggregate Credit Ceiling Loans, deposit reserve

SC First Bank, Daegu, KDB, National
Agricultural Cooperative Federation (4)

requirements and payments and settlements. In addition,

2001

2002

2003

2004

2005

2006 Domestic banks

liquidity, will be implemented when stirrings of financial
or foreign exchange market instability are detected.

The Bank of Korea, together with the Financial

the year to August: SC Korea First Bank, Daegu Bank,

the Bank was able to gather information needed for the
conduct of monetary and credit policies and also to

in February and May, it undertook jointly with the FSS
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the partial examination of domestic banks (six banks in
both February and May) in order to grasp the details of
their handling of housing loans.
Establishment of Foreign Exchange Transaction
Monitoring and Examination System
In view of the risk of foreign exchange market instability
following the abolition of the capital transaction permit
system and the early implementation of foreign
exchange liberalization, the Bank of Korea brought into
operation in July 2006 a newly-constructed foreign
exchange monitoring system. This represents an
automatic early-warning system that flags the major
details of both large-value and abnormal transactions in
real time. It also forms a day-by-day oversight system
that allows the monitoring of changing transaction
patterns and of summarized information on major
foreign exchange trades. With this, monitoring
operations can be carried out more systematically in the
future, and the prompt implementation of effective
measures can be facilitated through the prior grasp of
indications of unusual or suspicious transactions in the
foreign exchange market.
From January this year, the Bank also set up the Foreign
Exchange Investigation Team, in charge of the newlyauthorized task of joint examination with the FSS of
financial institutions’ foreign exchange transactions. In
February, it laid the ground work to boost the
effectiveness of these examinations, by defining the
conditions for the Bank’s involvement and the operating
procedures. Further to this, the Bank sought to establish
sound and fair practices in the foreign exchange market
by holding joint examinations with the FSS where there
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was suspicion that various banks might have engaged in
unfair foreign exchange trading.
Improvement of Intraday Overdraft Arrangements
In order to facilitate financial institutions’ efficient
payments and settlements, the Bank of Korea abolished
the ceiling on access to intraday overdrafts9) from
September 1. In addition, interest was imposed on
portions of overdraft loans that exceed 25% of equity
capital as to deter the growing risk in the settlement
generating from commercial banks’excessive reliance
on intraday overdrafts. The interest rate is calculated by
subtracting the overnight uncollateralized call rate from
the average yield on three-year Treasury bonds of the
last month of the preceding quarter.
Table Ⅱ-14

Heightening the Safety and Efficiency of the Payment

Settlement through BOK-Wire1)
(number, trillion won, %)

2005.
1st half

2006.
%
1st half change

Domestic Currency Funds Transfers 6,964(88.8) 7,526(89.9)
(Gross Settlement)

Volume

(Net Settlement)
Treasury Funds Receipt and Payment

8.1

6,344(80.9) 7,033(84.0) 10.9
621( 7.9)

493( 5.9) -20.6

824(10.5)

796( 9.5) -3.4

BOK Loans and Discounts

27( 0.3)

26( 0.3) -3.7

Government and Public Bonds

26( 0.3)

21( 0.3) -19.2

Total
Foreign Exchange Funds Transfers

7,841(100) 8,369(100)
9( - )

9( - )

6.7
-

Domestic Currency Funds Transfers 105.7(92.6) 123.2(94.4) 16.6
(Gross Settlement)

Value

(Net Settlement)

96.0(84.1) 112.4(86.1) 17.1
9.7( 8.5) 10.8( 8.3) 11.3

Treasury Funds Receipt and Payment

2.6( 2.3)

2.9( 2.2) 11.5

BOK Loans and Discounts

0.9( 0.8)

0.9( 0.7)

5.0( 4.4)

3.4( 2.6) -32.0

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

0.0

114.1(100) 130.5(100) 14.4
150.0( - )

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

and Settlement Systems

170.0( - ) 13.3

The Bank of Korea stepped up its efforts to augment the
safety and efficiency of payment and settlement systems.
As a major step, under the provisions of the “the Debtor
Rehabilitation and Bankruptcy Law” (entry into effect
April 1, 2006), five systems were designated as payment
and settlement systems for which the settlement finality
is guaranteed, effective from August 21, 2006. These
five systems are BOK-Wire, the Interbank CD/ATM
system, the Interbank Funds Transfer system, and the
CLS system. Consequently, a sound foundation was
provided for the normal operation of payment and
9) This system was introduced in September 2000 as a facility to provide
automatic support to financial institutions (banks) suffering from
temporary shortages of payment and settlement funds arising in the
course of the business hours.
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settlement systems even in the event of several financial
institutions’ bankruptcy. What is more, it secures a legal
framework complying with global standards.
In addition, the Bank of Korea was empowered to
oversee electronic finance businesses under the
“Electronic Financial Transaction Law,” which was
passed at the end of April this year (entry into effect,
January 1, 2007). Under its provisions, the Bank of
Korea is given the right to request the FSS to examine,
either itself or jointly with the Bank, businesses handling
the issue of electronic money and the transfer of
electronic funds; additionally it is commissioned to order
the submission of materials and data from financial
institutions and electronic-finance businesses.
A prior announcement system through the Bank of
Korea’s website was also introduced on June 22, to
improve the transparency of payment and settlement
policy and to incorporate in policy formation the needs
of users including operating institutions and participant
institutions. On the establishment or revision of payment
and settlement-related regulations and the improvement
of related systems, users’opinions will be gathered
through this system. From August, in a matching move,
the system for the classification of payment and
settlement systems was simplified from the previous
three-level classification to a two-tier classification in
line with international standards, and the evaluation
system for each level was reorganized as well, for
example, with the adjustment of criteria and intervals for
evaluation.
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1. Overseas Economies
A. Economic Growth
During the latter half of 2006, the global economy is

Table Ⅲ-1

forecast to maintain its soundly-based growth rate,

Outlook for world economic growth1)
(%)

20052)
World Economy

4.9

2006e

2007e

although its pace of growth will be blunted by the
influence of higher oil prices and the raising of interest

IMF

OECD

IMF

OECD

5.1

3.13)

4.9

2.9 3)

rates. There are, however, latent downside risks

(USA)

3.2

3.4

3.6

2.9

3.1

including the instability of oil prices and a possible

(China)

10.2

10.0

9.7

10.0

9.5

(Japan)

2.6

2.7

2.8

2.1

2.2

correction of the US housing market.

(Euro-zone)

1.4

2.4

2.2

2.0

2.1

Notes: 1) Compared with the previous year.
2) Based on IMF statistics, apart from certain individual countries and the
euro-zone, which are based on their respective statistics.
3) Members of OECD.
Sources: IMF, World Economic Outlook, September 2006.
OECD, OECD Economic Outlook, May 2006.

The US economy is expected to grow a little above 3%
for the year as a whole because the cooling of
consumption and house-building construction
investment will ease its pace of growth somewhat.
Private consumption is forecast to slow its expansion
owing to the shrinking of households’ purchasing power
caused by the persistently high oil prices and the
flattening-out of the upward trend of housing prices.
House-building investment is also likely to contract
sharply in response to lackluster demand following the
rise in interest rates. Facilities investment, though, is
seen to maintain its comparatively strong growth trend,
judging by firms’ increased profits and the high level of
capacity utilization rates; and exports, as well, are
foreseen to stay on an expansionary track, aided by the
economic recovery of major trading partners including
Japan and the euro-zone.
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The Chinese economy is forecast to maintain its strong
growth throughout the latter half of 2006, but it will
register a somewhat lower growth rate than that of the
first half of the year as the effects of policy tightening
take hold. For the year as a whole, the growth rate is
likely to register around 10%, higher than previous
expectations. Private consumption is seen to grow
constantly at a high rate, driven by the government’s
continued policy of raising incomes and the improved
employment conditions brought about by booming
production. Fixed investment is likely to cool down
somewhat influenced by the administrative controls on
investment, but since infrastructure investment and
investment by provincial governments are being
maintained, its pace of increase is not expected to fall
greatly. Exports are set to experience a decline in their
rate of growth because of efforts to narrow the scale of
the trade surplus and developed countries’ strengthening
of environmental and safety regulations.
The Japanese economy is forecast to continue its current
trend of steady recovery throughout the latter half of the
year. The growth of exports may be blunted to a certain
degree due to the cooling of the US economy, but private
consumption will continue to recover smoothly, helped
by improved employment conditions and higher wages.
In addition, facilities investment is anticipated to
maintain a high rate of growth amid a general upturn in
firms’ profits. For the year as a whole, GDP growth is
expected to achieve a level of around 2.5%, similar to
that of the preceding year.
The euro-zone will carry on its current firmly-based
recovery trend in the second half of the year so that GDP
growth for the year as a whole is forecast to register a
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little above 2%, higher than in the preceding year.
Private consumption will continue to recover, aided by
the increased employment generated by higher growth,
and facilities investment is anticipated to accelerate its
pace of increase in a climate of low interest rates,
improved corporate profits and favorable financing
conditions. Exports are seen to continue their buoyant
tone, judging by the sound growth of the world
economy.

Table Ⅲ-2

B. Exchange Rates and International Raw
Material Prices

1)

Outlook for exchange rates

2006

2005
Dec.
(¥/US$)
Morgan Stanley
JP Morgan
Goldman Sachs
Citigroup
Deutsche Bank
Lehman Brothers
(US$/=C )
Morgan Stanley
JP Morgan
Goldman Sachs
Citigroup
Deutsche Bank
Lehman Brothers

Q1

Q2

2007
Q3

Q4

Q1

Q2

111
113
108
116
107
112

106
112
98
106
102
105

103
110
103

101
108
102
104
95
-

1.26
1.29
1.32
1.30
1.28
1.28

1.24 1.24
1.32 1.34 1.35
1.37
- 1.30
1.28
- 1.26
1.30
- 1.33
1.32 1.32
-

117.5 116.9 114.4

1.18

1.20 1.26

Note: 1) On the basis of forecast as of the end of August 2006.

In the international financial market, it is the
predominant view that the US dollar will show a
generally weakening trend against other major
currencies such as the yen and the euro. This is based on
factors such as the continuing recovery of the Japanese
and euro-zone economies, and the consequent likelihood
of further hikes in their policy rates, coupled with
worries over a slowdown of the US economy and the
large-scale of its trade deficit. Meanwhile, the Chinese
yuan will be allowed to appreciate further as pressure
from trading counterparts for its additional revaluation
increases, but the scale of its appreciation is not likely to

Table Ⅲ-3

enlarge sharply, considering the Chinese authorities’

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

2005
Actual Value

2006e
Year

54.5

Q1

Q2

Q3

Q4

2007e

stance of deflecting this pressure primarily through the
relaxation of capital controls.

61.5 69.4

2)

CERA(September13)

67.4

71.1 67.5

62.3

International oil prices shifted to a downward trend from

CGES(September 25)2)

65.2

68.9 60.7

58.4

OEF(September 14)2)

68.3

71.5 70.0

65.8

mid-August with some progress in defusing tensions in

Barclays
Capital(September 20)2)

68.6

70.6 70.8

75.3

Notes: 1) Period-average on the basis of Brent crude oil.
2) Figures in parentheses refer to the date of the forecast.
Sources: CERA, CGES, OEF, Barclays Capital.

the Middle East, but there remain latent unsettling
factors such as the geopolitical risks including the
Iranian nuclear issue and worries over damage to supply
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facilities by hurricanes. The upward trend of prices in

Table Ⅲ-4
Outlook for other international raw material prices1)
(%)

2004

2005

2006e

2007e

raw materials other than oil is predicted to flatten out
during the latter half of the year in response to a
correction following their protracted surge, and the

IMF

18.5

10.3

22.1

-4.8

dulling of demand. In the case of several commodities

OEF

18.5

10.3

19.1

-2.0

European Commission

15.5

8.3

16.8

0.7

such as copper and zinc, there is the likelihood of

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

heightened price volatility owing to in- and out-flows of
international investment funds.
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2. Domestic Economy
During the latter half of 2006, the domestic economy is

Table Ⅲ-5
Outlook for GDP growth

forecast to maintain its underlying upward trend,

1)

(%)

2005

2006

Year 1st half 2nd half Year e 1st half 2nd half e
G D P

4.0

1.0
(2.9)

1.6
(4.9)

5.0

1.0
(5.7)

0.9
(4.4)

Private consumption

3.2

0.9
(2.3)

1.1
(4.1)

4.4

1.1
(4.6)

1.0
(4.2)

Facilities investment

5.1

2.4
(2.8)

2.5
(7.4)

6.3

1.1
(7.2)

1.5
(5.9)

Construction investment

0.4

1.1
(0.1)

-0.4
(0.6)

1.0

-1.7
(-1.9)

0.7
(1.6)

Goods exports

9.7

2.1
(7.0)

3.4
(12.2)

12.5

4.4
(13.9)

0.7
(11.1)

Goods imports

6.1

1.4
(3.5)

2.1
(8.6)

10.0

4.8
(13.1)

-0.8
(7.7)

Note: 1) Compared with the previous quarter. Figures in parentheses refer to
original series rates compared with the same period of the previous
year. The quarter-on-quarter rates of the 1st half and 2nd half are
averages of the respective quarterly rates of increase.

although the pace of growth is expected to slow down.
The rate of GDP growth on a quarter-on-quarter basis is
expected to slip back slightly from the 1% of the first
half to 0.9% in the latter half-year. There are still
downside risks posed by uncertainties at home and
abroad, including geopolitical risks and international oil
price movements.
Private consumption will continue along its generally
smooth recovery path. The delayed improvement in
terms of trade and weakened consumer confidence, both
generated by the rise in oil prices, will act as restrictive
factors. Consumption capacity is, however, expected to
be supported by a gradual improvement in the labor
market and the steady supply of household credit.
Facilities investment is forecast to continue its trend of
overall improvement, despite some weakening in firms’
investment confidence. Although transport equipment
investment is not expected to come up to previous
anticipations, being affected by the rise in oil prices,
machinery investment will show a strong upward trend,
judging by favorable leading indicators including
machinery equipment orders and the vigorous upward
trend of exports.
Construction investment is predicted to remain in the
doldrums. Civil engineering & construction investment
will, though, show comparatively strong increase owing
to the enlarged disbursement of SOC investment-related
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budget and the outlay of disaster recovery expenses
following torrential rainfall, yet building construction
investment appears set to continue its declining trend in
view of depressed leading indicators such as
construction orders received and the high ratio of vacant
office-space.
Exports (in volume terms) are forecast to swell
constantly thanks to the robust growth of the global
economy. Their rate of increase, though, is expected to
slip back slightly compared to the first half of the year.
Imports (in volume terms) are predicted to grow more
slowly than in the first half of the year owing to the
effects of the rise in import unit prices.
When we analyze the future growth path of GDP by

Figure Ⅲ-1

means of a fan chart (Fig. III-1), we find that, as of

GDP growth1) fan chart

August 2006, there is a 52% probability that the GDP
(%)

(%)

10

10

8

8

6

6

4

4

2

2

growth rate for the latter half (year-on-year basis) will be
between 4% and 5%, a 35% probability of it being below
4%, and a 13% probability of it being 5% or above.
The current account, despite the robust export growth, is
forecast to approach equilibrium, due both to the

0
2003

0
2004

2005

2006

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

increase in the amount of imports caused by high oil
prices and to the widening deficit on the services
account.
In the labor market, though the weakening profitability
of export firms may act as a limiting factor, employment
conditions are likely to improve in line with the steady
increase, led by the service sector, of those in
employment.
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3. Prices

Prices are forecast to rise with a gradual acceleration
during the latter half-year in response to the run-up in oil
prices.
On the demand side, the upward trend of prices is

Figure Ⅲ-2

expected to steepen, centering on domestic demand-

Growth1) in prices of industrial products related to
domestic consumption
(%)

related items including industrial products and individual

(%)

15

6.0

Private consumption
(three quarters earlier, left)

10

services as the cost pressures, which have been
accumulated so far, emerge in line with the steady

4.0

Prices of domestic consumptionrelated industrial goods (right)

5

2.0

recovery of private consumption. The GDP-gap ratio,
which was in negative territory during 2004~2005, is
expected to be around zero in the course of the current

0

0

-5
2000

-2.0
2001

2002

2003

2004

2005

2006

year.
The upward pressures on the cost side are also predicted
to become gradually realized. In the meantime,

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

international oil prices have maintained a steeply upward
Figure Ⅲ-3

trend while the prices of other raw materials including

1)

Rate of increase of charges for public services
(%)

nonferrous metals have risen by a considerable margin.
The effects of these steep rises, emerging after some

6.0

(%)
6.0

5.0

5.0

the latter half of the year, additionally, charges for public

4.0

4.0

services including intercity and express bus fares are

3.0

3.0

likely to be adjusted upwards and cigarette prices are

2.0

2.0

1.0

1.0

0

0
04.1

7

05.1

7.

06.1

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

7

time lag, are expected to impose a burden on prices. In

expected to be raised. Housing prices are seen to
continue their stable trend by and large, held down by
the effects of the government housing stabilization
package, but factors making for instability remain latent,
including anticipations of some easing of real estate
related regulations.
Taking into account these demand and cost side aspects,
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the rate of consumer price inflation in the latter half of
2006 is forecast to accelerate faster than in the first half
(2.4%), rising to 2.8% year-on-year. By quarter, it is
likely to edge up slightly to around 2.5% during the third
quarter and to rise close to 3% in the fourth quarter.
Core inflation, currently the Bank of Korea’s target
index, is also foreseen to move similarly to headline
inflation during the latter half of the year. It is seen to
approach 2.8% in the latter half of the year, remaining
within the range of the inflation target (annualized
average of 2.5%~3.5% during 2004~2006). By quarter,
it will run at around 2.5% in the third quarter and at the
3% level in the fourth quarter. Consequently, the gap
between consumer price inflation and core inflation is
likely to narrow greatly.
Analyzing the future path of inflation using a fan chart

Figure Ⅲ-4

(Fig. III-4), we find, as of August 2006, a 78%

Core inflation1) fan chart

probability that the rate of core inflation in the
(%)

(%)

6.0

6.0

subsequent 1 year will be within the 2.5~3.5% range and

5.0

5.0

a 16% probability that it will stand below the lower

4.0

4.0

3.0

3.0

2.0

2.0

level, the inflation target for the 2004~2006 period

1.0

1.0

(2.5~3.5%), which will expire at the end of this year,

0

0
2003

2004

2005

2006

bound (2.5%) of this range. Considering the point that
the average rate of core inflation in the period from
January 2004 through August 2006 stood at the 2.5%

appears likely to be met with ease.

2007

Note: 1) Compared with the same period of the previous year.
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4. Future Direction of Monetary Policy

In the coming months, the Bank of Korea will continue
to conduct its monetary policy in such a way as to
maintain price stability, while paying careful attention to
the trends of business activities. In line with this basic
policy stance, the Bank plans to heighten the flexibility
of its conduct of monetary policy by taking into overall
consideration changes in domestic and international
conditions, the movements of macro-economic
fundamentals such as prices and business activities, and
financial market developments. In addition, the Bank is
going to exercise greater vigilance in carrying out its
financial stabilization function, remaining ever on the
alert for latent destabilizing factors in the financial
markets and acting swiftly to counter them as and when
needed.
Establishment of the Medium Term Inflation Target for
2007~2009
As the period of application of the current mid-term
inflation target (2004~2006) is to expire at the end of this
year, the Bank of Korea has established, in coordination
with the government, a 2007~2009 inflation target of 3.0
±0.5% in terms of the average rate of increase in the
CPI.
The index used as the objective of the inflation target has
been changed from core inflation to the CPI in
consideration of its public recognition and its
universality as a global standard. Core inflation has the
merits of less short-term volatilities and greater
reactionary effects to the adjustment of the policy rate
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compared to consumer price inflation, but it also has
demerits in that it excludes non-grain agricultural
products (weight 4%) and petroleum products (weight
7.7%), which are important for the cost of living, and
hence it is thought by the general public to be little
related to their daily lives. In addition, most inflation
targeting countries have adopted the CPI as their target
index. Furthermore, if the Bank were to continue to
adopt core inflation while the government employed
consumer price inflation as the price index in its plans
for the fiscal activities, there would be the likelihood of
confusion arising among the general public in judging
price levels, which was also thought over.
Even though the target index has been changed to
headline inflation, core inflation will be monitored
continuously as one of the principal reference indicators
for the conduct of monetary policy. By taking into
account not just the CPI but core inflation at the same
time, monetary policy will be planned so as to smooth
out volatilities in the real economy as well as achieving
price stability over the medium-term.
Furthermore, in setting the new inflation target of 3.0±
0.5%, the recent tendencies toward price stabilization
and the will to achieve price stability were taken into
overall consideration. In recent years, consumer price
inflation has been running at about 0.5 percentage points
above the rate of core inflation, so that, even though the
numerical target is the same as the present target range
(2.5% ~3.5%), the change of the target index to the CPI
will, in practice, have the effect of adjusting the price
stability target downward to that extent.
In a further move, the expression of the inflation target
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has been modified from its simple target range to the
establishment of a midpoint and a fluctuation band. This
change is based on the judgment from the operating
experience of inflation targeting built up so far that the
general public will be able to grasp more easily the
central bank’s policy intentions when the midpoint of the
target is clearly expressed and that expected inflation
will converge more readily upon the inflation target.
The Bank of Korea will in future conduct monetary
policy from a medium and long-term perspective, taking
into consideration changes in underlying price
movements when a temporary supply shock raises
prices. Besides this, if it is found necessary to modify the
inflation target because of unexpected domestic or
international shocks as well as severe changes in
economic conditions, the Bank will do so in
coordination with the government.
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<Box III-1>

Current Inflation Targets in Major Countries
There are differences across the countries that have adopted an inflation targeting regime as to the target index, the
method of establishing the target level and range, the period of its application, and so forth. While initially a
choice was made between the consumer price index and core inflation as the target index, these days most countries employ the consumer price index. The United Kingdom, New Zealand, Australia and the Czech Republic
originally adopted core inflation as the target index but later shifted to the consumer price index. This is because
core inflation, despite having the great merits of allowing the underlying price movements to be grasped and clarifying the degree to which monetary policy is responsible, is not often practiced in the general public’s lives so that
its weak recognition may impair monetary policy credibility. Nowadays, only a small number of countries employ
core inflation as the target index including Thailand and South Africa, which adopted inflation targeting in 2000.
As to the level of the inflation target, advanced countries including the United Kingdom, Canada, Sweden and
New Zealand have set targets between 1~3% (2±1%) while developing countries including Chile, Mexico and
South Africa have set targets between 2~4% or higher. In regard to the method of setting the target range, the
United Kingdom, Canada, Sweden and the Czech Republic set a midpoint whereas New Zealand, Israel, Thailand
and South Africa make use of a target range without defining a midpoint. The width of the target range is generally 2 percentage points, but Australia has a narrower range of 1 percentage point while South Africa, Thailand,
Brazil and other countries operate with a somewhat wider range of 3~5 percentage points.
Most countries have not actually established a specific duration for the inflation target. Australia and Sweden, for
example, have not announced any term of application since opting for inflation targeting. Chile, Israel and other
countries, in contrast, initially established a specific period of application, but abandoned it after prices stabilized.
Other countries including Brazil and South Africa, which recently introduced the system or experienced a relative
high rate of inflation, set time limits for their inflation targets.

Inflation targets in major countries

New Zealand
Canada
Israel
United Kingdom
Sweden
Australia
Czech Republic
Brazil
Chile
South Africa
Thailand
Mexico

Adopted year

Target index

Target level (%)

1990
1991
1992
1992
1993
1993
1998
1999
1999
2000
2000
2001

CPI
CPI1)
CPI
CPI
CPI
CPI
CPI
CPI
CPI
CPIX2)
Core CPI3)
CPI

1~3
2±1
1~3
2±14)
2±1
2~3
2±14)
3.75±2.5
3±1
3~6
0~3.5
3±1

Notes: 1) From 2002, the CPI became the target index, yet core CPI is used as the index for operating monetary policy.
2) Excluding mortgage interest payments.
3)Excluding food and energy prices.
4) The United Kingdom and the Czech Republic set a pinpoint target but they actually operate with a fluctuation band of one percentage point above and below that point.
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