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Executive Summary

1⃞ The Bank of Korea conducted monetary policy during the latter half of 2004 with
a view to underpinning the recovery of domestic demand while keeping a careful
watch on price stability.

2⃞ In line with this policy stance, the call rate target was reduced by 25 basis points in
August and by a further 25 basis points in November, bringing it to 3.25%. The
interest rates applied on Aggregate Credit Ceiling Loans and on Liquidity Adjustment
Loans were also adjusted downward each time by the same amount to stand at 2%
and 3% respectively.

3⃞ The reason for the 25-basis point reduction of the call rate target to 3.5%
undertaken in August was to avoid an overly sharp contraction of economic activity.
At the beginning of that year it had been anticipated that a recovery trend would
gradually make itself felt in the latter half of the year, but the hoped-for revival of
domestic demand in the form of private consumption and facilities investment
continually receded. Notably the sharp upward trend of international oil prices from
early July led to a further shrinking of consumer and investment confidence among
the general public. Besides this, the US Federal Reserve’s shift to a tightening
monetary policy stance from June onwards and the prospect of the dulling of global
IT business were expected to lead to a weakening of the export performance that had
been driving domestic economic growth. There was accordingly concern about a
persistent slowdown of GDP growth during the remainder of the year and on into
2005. On the prices front, meanwhile, the sharp run-up in international oil prices had
augmented the upward pressure on the cost side. But the likelihood of the rate of core
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inflation breaching the upper bound of its target range (annualized average of
2.5~3.5% during 2004~2006) was seen as being relatively slight because of the
weakness of demand-pull pressures in response to the feebleness of domestic demand
and the low level of wage increases.

4⃞ In September and October 2004, the call rate target was maintained at 3.5%. This
was because, although the business outlook was gloomy in view of the delayed
recovery of domestic demand, the persistent trend of higher oil prices greatly added to
the upside risk to prices. Along with this, it was considered desirable to take a waitand-see attitude toward the effects of the series of economic stimulation packages the
government had announced, embracing plans for tax reductions and the expansion of
fiscal spending.

5⃞ The call rate target was reduced by an additional 25 basis points in November
2004 in order to support the recovery of domestic demand, since the upward pressure
on prices appeared to be gradually receding. Both private consumption and facilities
investment remained subdued, while there was concern over a further flattening-out
of the growth trend of exports because of the sharp appreciation of the Korean won
against the US dollar from October onwards. Additionally SMEs and SOHO
businesses, which are heavily dependent on domestic demand, were experiencing the
deterioration of their funding position and a rise in their credit risk with increased
business difficulties. A continuance of the troubles of SMEs, which have a large labor
absorption capacity, would act as a stumbling block on the road to recovery of
domestic demand, and it thus called for a policy response. On the prices front, core
inflation showed a year-on-year rate of 3.4% during October, nearing the upper bound
of its target range. From early November onwards, though, international oil prices
shifted to a downward trend. The firmness of the Korean won against the US dollar,
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sustained for some time, was also expected to have a stabilizing effect on import
prices.

6⃞ From December 2004, the call rate target was maintained at the 3.25% level.
There were expectations of a gradual improvement in private consumption and
facilities investment, but the pace of their recovery was forecast to be only slow. On
the prices front, although demand pressures still retained their weakness, it was
judged that there were latent destabilizing factors present, as international oil prices
unexpectedly held to a steeply upward course while housing prices showed signs of a
rebound in some regions from the beginning of the new year.

7⃞ The downward adjustment of the call rate target in August and November 2004
had an immediate large impact on the financial markets. Long-term market interest
rates fell rapidly, bringing about a reversal of the yield curve with secondary market
yields on Treasury bonds falling for a time below call market rates. Besides this, the
burden of borrowing costs for households and firms was greatly lightened thanks to
financial institutions’ reduction of their deposit and loan rates by a large margin. At
the same time, share prices shifted to an upward trend after the call rate target was cut
in August and the Korea Composite Stock Price Index (KOSPI) broke through the
1,000 point barrier at the end of February 2005.

With some time lag, the effect of the downward adjustment of the call rate target is
seen to be gradually working through to the real economy. From December 2004, a
pattern of recovery albeit patchy in domestic demand had emerged and in January
2005, both the cyclical component of the coincident composite index of business
indicators and the growth rate of the leading composite index on a year-on-year basis
showed an increase for the first time since March 2004.
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8⃞ In the course of the conduct of monetary policy, in order to maintain the call rate at
its target level, it was necessary to absorb the excess liquidity brought about by the
continued supply of high-powered money on a large-scale through the foreign sector
owing to the widened current-account surplus. This was achieved through the issue of
Monetary Stabilization Bonds (MSBs). In consequence, the outstanding balance of
MSBs issued swelled from 105.5 trillion won at year-end 2003 to 142.8 trillion won
at year-end 2004, and it reached 153.2 trillion won at the end of February 2005. The
increase in the issue of MSBs presents problems for the conduct of monetary policy
such as imposing an interest payment burden on the Bank of Korea and the possibility
of a rise in market interest rates.

9⃞ During 2005, the effect of the previous year’s downward adjustments of the call
rate target and fiscal stimulation is expected to emerge and a gradual recovery of
private consumption and facilities investment is foreseen. GDP growth for the year,
however, is forecast to come in slightly below the 4.6% of the previous year owing to
the blunting of the increase in exports and construction investment. Looking at the
trend of growth by period, a low growth trend is expected throughout the first half of
the year, but it should pick up to around an annualized rate of 5% during the latter half
of the year. There should also be an improvement in consumer and business
confidence as the contribution of domestic demand to total GDP growth widens
compared to that of exports.

Although the underlying current-account surplus should remain, its scale for the year
is forecast to shrink greatly from that of the previous year owing to the narrowing of
the goods surplus as export growth flattens out and the deficits widen on the services,
income and current transfers accounts.
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[10] Inflation is forecast to hold steady on the whole for the year. On the demand side,
upward pressures are not expected to be large owing to the gentle pace of the
recovery of domestic demand. On the cost side, the firm tone of the Korean won
sustained for some time now, and the only slight increase of wages owing to the
delayed improvement in the labor market mean that the upside risk is not seen as
large compared to the previous year.

However, there are still not insubstantial factors making for price instability. Above
all, from the beginning of 2005, international oil prices have continued on a steeper
upward trajectory than had been initially anticipated. Apart from this, there is also the
underlying possibility that the ample market liquidity may pose a latent threat in
bringing about an increase in demand pressure and a rise in asset prices such as those
for real estate in the course of the business recovery.

[11] Accordingly, the main focus of the Bank of Korea’s monetary policy during 2005
will be placed on attaining the inflation target while keeping a careful watch on the
state of business activity. The Bank intends to devote its utmost endeavors to ensure
that the rate of core inflation during 2005 and 2006 remains stable within its target
range by keeping a close watch on the risk of cost-push induced price rises, including
the pressure of high oil prices, along with the possibility of demand pressures
emerging in the course of the recovery of domestic demand. In order to maintain a
balance between growth and stability, it also intends to continue to underpin the
recovery of domestic demand insofar as this does not disturb the basis for price
stability. At the same time, it will work to bring about a harmonious policy mix of
monetary policy with fiscal, foreign exchange and financial supervisory policy in
order to heighten its efficiency still further.
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Ⅰ. Financial and Economic Trends
1. International Economies
A. International Economic Growth

<Table Ⅰ-1>
Trends of Economic Growth by Major
Economies1)
(%)
2002

World

2003

2004

1st 2nd
Year
half half

Year

1st 2nd
half half

3.0

3.9

-

-

5.0

-

-

1.6

2.1

-

-

3.6

-

-

USA

1.9

3.0 2.1 4.0

4.4 4.9 3.9

Japan

2.6 3.7 1.6

Industrialized nations

-0.3

1.4 1.3 1.4

Euro-area

0.9

0.5 0.4 0.6

2.0 2.3 1.8

Asian emerging
markets2)

5.0

3.0

-

-

5.5

-

-

Developing nations

4.8

6.1

-

-

6.5

-

-

6.6

7.7

-

-

7.6

-

-

8.3

9.3 8.9 9.8

9.5 9.7 9.3

1.8

4.6

Asia
(China)
Latin America

-0.1

-

The global economy maintained a steady pace of
growth during the latter half of 2004.

-

-

-

Notes : 1) Compared with the same period of the previous year.
Based on IMF statistics (the figures in 2004 are estimates),
apart from certain individual countries and the Euro-area
which are based on their respective national statistics.
2) Korea, Taiwan, Hong Kong and Singapore.
Source : IMF, World Economic Outlook, Sept. 2004

The US economy continued buoyant. Influenced by
tax reductions and low interest rates, private
consumption and facilities investment accelerated their
upward trends. There was, however, a sharp narrowing
of the scale of the increase in private housing
construction, which had been very brisk for some
length of time, and US exports also showed signs of
flattening out, despite the dollar’s weakness.
Accordingly, US GDP growth for the latter half of
2004 (year-on-year basis) slowed from the 4.9% of the
first half to 3.9%. For the year as a whole, GDP growth
nevertheless came in at 4.4%, the highest level since
the 4.5% of 1999.

<Figure Ⅰ-1>
Trends of World Economic Growth
(%)
10

(%)
10

Asian emerging markets

Developing
nations

8

8

6

6

4

4

2

2

0

0

-2

-2

Industrialized
nations

World

-4

The Chinese economy maintained its trend of rapid
growth. Investment’s rate of expansion was blunted
under the impact of policy initiatives to cool down the
overheating of business activity. Consumption,
however, sustained double-digit growth thanks to the
increase of household incomes and exports expanded at
the high rate of 30%. GDP growth for the latter half of
2004, consequently, registered 9.3% year-on-year and
for the year as a whole, it chalked up 9.5%, the highest
level exhibited since the 9.6% of 1996.

-4
1996

1998

2000

2002

2004e

Source : IMF, World Economic Outlook, Sept. 2004
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<Figure Ⅰ-2>
Trends of Economic Growth1) by Major
Economies
(%)

(%)
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10
China

8

8

USA

6

6

4

4
Japan

2

2
Euro-area

0

The Japanese economy, in contrast, saw its recovery
trend tail off in the latter half of the year. Facilities
investment was comparatively buoyant, but private
consumption became subdued and the growth rate of
exports slackened. Accordingly, second-half GDP
growth for 2004 (year-on-year basis), reached just
1.6%, lower than the 3.7% of the first half. For the year
as a whole, the growth rate of GDP marked 2.6%,
somewhat higher than the previous year’s 1.4%.

0

-2

-2
2003.Q1

Q2

Q3

Q4

2004.Q1

Q2

Q3

Q4

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

In the euro-zone, the economy also showed a pattern of
mild recovery. Investment picked up somewhat on
anticipations of business recovery, but private
consumption was lacklustre with the difficulties in
labour market conditions. Exports, too, saw their
growth trend blunted by the influence of the euro’s
strength. The year-on-year growth rate of GDP during
the latter half of 2004, therefore, dipped to 1.8% from
its 2.3% of the first six months. For the year as a
whole, though, GDP growth registered 2.0%, well
above the previous year’s 0.5%.

B. International Financial Markets
<Table Ⅰ-2>
Trends of Short- and Long-term Interest Rates
in Major Economies

1)

(annual %)
2004

2003
Dec.

Apr.

Jun.

Sept.

Dec.

2005
Feb.

USA

4.25

3.84

4.58

4.12

4.22

4.38

Japan

1.37

1.45

1.79

1.45

1.44

1.48

Euro-area

4.29

3.92

4.32

3.99

3.68

3.70

USA

0.92

0.94

1.26

1.70

2.21

2.75

Japan

0.00

0.01

0.01

0.01

0.00

0.00

Euro-area

2.12

1.96

2.12

2.15

2.16

2.14

Long-term2)

Short-term3)

Notes : 1) Month-end basis.
2) Based on yields on 10-year government bonds.
3) Based on yields on 3-month Treasury bills, apart from the
Euro-area which is based on yields on 3-month EURIBOR.
Source : Bloomberg

Long-term market interest rates in the major countries
showed a generally downward trend during the latter
half of 2004, but they rebounded mildly from February
2005 onwards. US long-term market interest rates
exhibited a mild downward trend until late October
owing to concerns over a slowdown of the growth pace
brought about by high oil prices and the possibility of
the Federal Reserve’s slowing the pace of its
ratcheting-up of interest rates. They then turned back
gently upward in response to the continued hawkish
stance of the Federal Reserve toward increasing
interest rates and overseas investors’ moves to reduce
their US dollar-denominated asset holdings. From the
-2-
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<Figure Ⅰ-3>
Trends of Long-term Interest Rates1)
in Major Economies
(annual %)

(annual %)

6

6
Euro-area

5

5

4

4

3

3

Japan

USA
2

2

1

1

0
2003.1 3

5

7

9

11 2004.1 3

5

7

9

11 2005.1

0

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

beginning of 2005, with the weakening of inflationary
expectations, there was a shift to a mild downward
trend in long-term market rates, but from early
February they rebounded on the announcement of the
upward trend of producer prices and the Federal
Reserve’s hints of continued monetary tightening.
Hence, as of the end of February, they registered a rate
of 4.38% (10-year Treasury bond yields), 0.16
percentage points higher than at the end of December.
Long-term Japanese and Euro-area market interest
rates moved in lockstep with US long-term interest
rates up until the end of October 2004, but from early
November, owing to the slowing of the pace of
economic growth in Japan and the euro-zone, they
maintained their downward course whereas US interest
rates rebounded. From mid-February 2005 they shifted
to a trend, again keeping company with US interest
rates, so that as of the end of February, Japanese
long-term market interest rates stood at 1.48% and
euro-zone rates at 3.70% (both 10-year government
bond yields).
Short-term market interest rates, in the case of the
USA, moved steadily upward in line with the Federal
Reserve’s upward adjustment of its policy rate, but in
the Japan and the euro-zone, they showed little change,
given the maintenance of the existing accommodative
monetary policy stance.

<Figure Ⅰ-4>
Trends of Share Prices Indices1) in Major
Economies
4,000

13,000
Nikkei (left)

12,000

3,500

Euro Stoxx (right)
3,000

11,000

2,500

10,000
Dow Jones (left)

2,000

9,000
8,000

NASDAQ (right)

7,000
2003.1 3
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7

9

11 2004.1 3

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

5

7

9

11 2005.1

1,500
1,000

The stock markets of major countries showed an
overall upward trend. US share prices had generally
moved downward until August 2004 under the
influence of the movements of international oil prices,
and they resumed this trend again after staging a brief
rally at the beginning of September. With the
confirmation of George W. Bush’s reelection as a
president in November and the stabilization, to some
degree, of international oil prices, they climbed sharply
-3-
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to close the year with the Dow Jones Industrial
Average and the NASDAQ both at their highest points
of the year, standing at 10,854.5 and 2,178.3,
respectively. However, they showed a slightly bearish
tone on into early 2005 so that as of the end of
February the Dow Jones Industrial Average reached
10,766.2 and the NASDAQ 2,051.7, slightly lower
than at the end of the preceding year. Japanese and
European stocks, by and large, showed an upward
trend. As of the end of February 2005, the Nikkei
registered 11,704.6, which was 2.2% higher than at the
end of the previous year, while the Euro Stoxx stood at
3,058.3, up by 3.6% in the two months.
<Figure Ⅰ-5>
Trends of Major Exchange Rates1)
(US$/ =C)

(¥/US$)
125

1.4

US$/ =C (right)

120

1.3

115
1.2
110
1.1

105

¥/US$ (left)

100
2003.1 3

1.0
5

7

9

11 2004.1 3

5

7

9

11 2005.1

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

The US dollar showed a steeply weakening trend from
September 2004 onwards in line with concerns over the
widening of the US fiscal and current-account deficits,
the slowing of the inflow of capital to the United States
and anticipations of a revaluation of the Chinese yuan.
It was notable that the climate of opinion conducive to
a weaker US dollar was maintained after the US
presidential elections so that it rapidly lost its exchange
value. In consequence, the dollar fell to its lowest level
against the euro for the year of 1.36 dollars to the euro
on December 30. With the beginning of 2005, though,
the perception became widespread that there had been
an overshooting of the US dollar’s fall: the Federal
Reserve was expected to continue its upward
adjustment of interest rates and the US Secretary of the
Treasury publicly advocated a strong dollar policy.
In response, the dollar firmed to trade at 1.32 dollars
per euro as of the end of February slightly stronger than
at the end of the previous year. In terms of the Japanese
yen, the exchange value of the US dollar fell to 101.96
yen per US dollar on January 17, 2005, its lowest level
since January 2000. It subsequently rallied to reach
104.4 yen per dollar as of the end of February.
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C. International Raw Material Prices

<Figure Ⅰ-6>
Trends of Prices1) of International Raw Materials

(Sept.18.1931=100)

(US$/barrel)

1,800
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Note : 1) International oil prices are based on the price of Brent crude.
Source : Reuters

International oil prices rose sharply from the beginning
of the second half of 2004 amid mounting fears of
supply shortfalls because of the continuing expansion
of the world economy and supply problems1) in major
producing countries. Hence, crude oil reached a
historic high of 52.28 dollars per barrel (Brent crude
basis) on October 22. It then staged a corrective fall in
response to the likelihood of a slowdown of world
economic growth because of the upward adjustment of
interest rates in the US and other advanced countries,
and forecasts of a comparatively mild winter. Owing to
OPEC’s cut in production quotas, the likelihood of
their further reduction and the severe cold weather in
the North-East United States, crude oil prices shifted
back to an upward trend from the beginning of 2005,
rising to 50.13 dollars per barrel at the end of February
and reaching a new peak of 52.89 dollars per barrel on
March 3.
Apart from crude oil, most other raw materials also
showed a generally upward trend during the latter half
of 2004. Grain prices maintained stable trends on
increased shipments of corn and wheat, but the prices
of nonferrous metals such as aluminium and copper
showed a steeply rising trend. The upward trend of
commodity prices gathered pace from early 2005, led
by those for zinc, rubber, tin and coffee. Consequently
Reuters Commodity Price Index registered 1,654.6 as
of the end of February.

1) There were the bankruptcy of the Russian oil firm Yukos, insurgent
attacks against Iraqi oil facilities, political destabilization in Venezuela
and a strike by the oil workers union in Nigeria.
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2. Domestic Economy
A. Economic Growth
<Table Ⅰ-3>
Trends of Major Economic Growth Indicators1)
(%)
2002

GDP2)

2004p

2003
Year

1st
half

2nd
half

4.6

5.4

3.9

Q3

Q4

7.0

3.1

(Private
consumption)

7.9

-1.2

(Facilities
investment)

7.5

-1.2

3.8

3.0

(Construction
investment)

5.3

7.9

1.1

4.1 -1.3

(Goods export)

16.5

18.5

21.0 29.2 14.0 18.0 10.5

(Goods import)

15.6

11.4

13.8 17.4 10.5 12.5

7.0

1.9

GNI

4.7 3.3
<0.8> <0.9>

-0.5 -0.9 -0.1 -0.8

3.8

4.7

4.6

2.9

0.6

6.8

2.5

1.3 -3.4

8.8

3.6

The domestic economy experienced problems in the
latter half of 2004 as domestic demand continued
depressed. For the year 2004 as a whole, however,
GDP growth stood at 4.6%, higher than the previous
year’s 3.1% thanks to the large-scale of the increase in
exports. By period, the year-on-year growth rate
decelerated from its 5.4% of the first half to 3.9%
during the latter half of the year, but on a
quarter-on-quarter basis (seasonally-adjusted) the rate
of growth rose from 0.6~0.7% in the first half to 0.8%
in the third quarter and to 0.9% in the fourth quarter.

2.3

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

Real gross national income (GNI) registered a figure of
3.8% for the year 2004, slightly lower than GDP
growth, reflecting the deterioration of the terms of trade
generated by the steep run-up in international oil
prices.

<Figure Ⅰ-7>

(Demand)

Trends of Import and Export Growth1)
(%)

(%)
30

30
25

25
Export (goods)

20

20

15

15

10

Looking at demand trends by sector, exports continued
their high rate of growth, but private consumption’s
shrinking trend persisted while facilities investment
and construction investment generally presented a
subdued picture.

10
Import (goods)

5

5

0
2003.Q1

Q2

Q3

Q4

2004.Q1

Q2

Q3

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

Q4

0

Exports (goods) retained their steep expansionary trend
through the first half of 2004 and on into the latter half
of the year owing to the buoyancy of those of
automobiles and mobile phones. The second half’s
year-on-year export growth rate, though, slipped from
the 29.2% of the first half to 14.0%. This was
ascribable both to a base-period effect, generated by the
-6-
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surge of exports in the latter half of the previous year,
and to the blunting of IT business growth worldwide,
which dulled, to some extent, the export of IT-related
items, such as semiconductors and computers. Imports
(goods) also slowed, seeing their growth rate drop back
from the first half’s 17.4% to 10.5%, as crude oil and
coal imports declined, offsetting a large upswing in
those of cars and machinery. For the year as a whole,
exports and imports both chalked up higher rates of
growth than the preceding year, buoyed up by their
sharp expansionary trend in the first half of the year.
Consequently exports accelerated from 18.5% growth
in 2003 to 21.0% growth during 2004 and imports
from 11.4% to 13.8%.
<Figure Ⅰ-8>
Trends of Changes1) in Major Consumption
Indicators
(%)

(%)
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Private consumption maintained its downward trend
against a background of low household income growth
and the continued adjustment of household balance
sheets. Private consumption shrank by 0.1%
year-on-year during the latter half of the year and fell
by 0.5% for the year as a whole. From the beginning of
the fourth quarter, however, private consumption
shifted to 0.6% growth, centering on that of durables.
In particular from December, there continued signs of a
partial improvement in some consumption related
indicators: the retail sales index turned positive
(seasonally-adjusted basis, compared to the previous
month) and credit card billings rose.

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

Facilities investment picked up from the first half’s
growth rate of 3.0% year-on-year to reach 4.6% during
the latter half of the year as the expansion of machinery
investment offset the continued contraction of transport
equipment investment. For the year as a whole, it
registered 3.8% as compared to the preceding year’s
negative growth of 1.2%. Construction investment
shifted from the first half’s 4.1% year-on-year increase
to register a decrease of 1.3% in the second half,
-7-
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<Figure Ⅰ-9>
Trends of Changes1) in Major Investment
Indicators
(%)

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

marking a growth rate of 1.1% for the year as a whole,
much lower than the previous year’s 7.9%. This was
attributable to the following reasons: the rate of
increase in the construction of buildings fell back
sharply in a persistently lacklustre real estate market,
and investment in civil engineering projects was
subdued centering on those in water supply and
drainage facilities.
Meanwhile government consumption registered growth
of 2.4% year-on-year for the latter half of 2004, lower
than the 3.6% of the first half. Similarly, its rate of
increase for the year stood at 3.0%, having slipped
from the previous year’s 3.8%.
(Production)

<Figure Ⅰ-10>
Trends of Growth1) by Major Industries
(%)

(%)
15

15
Construction

10

10
Manufacturing
Service

5

5
0

0
Agricultural,
forestry and
fishing

-5

-5
-10

-10

-15

-15
2003.Q1

Q2

Q3

Q4

By sector, manufacturing and the agricultural, forestry
and fishing sector showed a convincing growth trend
while the construction industry’s rate of growth
slackened and that of services also presented a dull
picture.
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Note : 1) Compared with the same period of the previous year.

<Table Ⅰ- 4>
Trends of the Average Capacity Utilization Ratio
in Manufacturing Sector
(%)
1999

2000

2001

2002

2003

2004

76.5

78.7

75.3

78.4

78.3

80.3

Source : Korea National Statistical Office

Within manufacturing, domestic-demand related
sectors such as textiles, clothing and furniture, were
lacklustre, but manufacturing industry as a whole
registered a high year-on-year growth rate of 9.9%
fuelled by the buoyancy of export related sectors such
as industrial machinery, semiconductors and electronic
components, mobile phone handsets, and automobiles.
Consequently the average manufacturing capacity
utilisation ratio maintained the high level of around
80%. Agricultural, forestry and fishing saw its growth
accelerate to 8.9% during the latter half of the year
thanks to good fishing catches and plentiful harvests of
rice, fruit and vegetables, which offset the poor
performance from animal husbandry.

-8-
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The construction business shrank by 0.2% during the
latter half of 2004 compared to the same period of the
previous year in response to a slowdown in the
construction of buildings, both for housing and
commercial use. On the other hand, electricity gas and
water registered a robust rate of increase of 5.9%
owing to the expansion of consumption volumes.
The service sector marked only a 1.0% increase for the
latter half of the year, with the downturn of wholesale
and retail trade, restaurants and hotels being only
partially offset by the buoyancy of transport, storage
and communications thanks to increased air and rail
passenger numbers.

B. Employment and Wages
(Employment)
<Table Ⅰ-5>
Trends of Major Employment Related Indicators
(million, %)
2003
Year
Economically
active population

1st
half

2004
2nd
half

22.9 22.8 23.1

23.4 23.3 23.5

0.8
60.6

Number of persons
employed

22.1 22.0 22.3

22.6 22.4 22.7

22.1

Unemployment
rate
(S.A.)

-0.1

0.0 -0.3

1.9

2.2

23.0

1.7

0.78 0.78 0.78

2.0

2005
Jan.

62.0 61.8 62.1

(rate of growth)1)

0.2

2nd
half

61.4 61.1 61.7

Number of persons
unemployed

0.1

1st
half

Economic
participation rate

(rate of growth)1)

0.2

Year

1.7

0.6

0.81 0.83 0.79

2.1

0.90

3.4

3.4

3.4

3.5

3.6

3.4

3.9

-

3.3

3.5

-

3.4

3.5

3.6

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

In the course of the latter half of 2004, the annualised
rate of unemployment (seasonally-adjusted) inched up
from the first half’s 3.4% to 3.5% and picked up again
to stand at 3.6% in the first month of 2005. This was
attributable to the protracted downturn in domestic
demand and to the low job creation capacity of the
mainstream export sectors, such as the IT industry.
The number of the unemployed rose slightly on a
year-on-year basis during the latter half of 2004,
increasing from the 780 thousand persons of a year
earlier to reach 790 thousand persons.
Looking at employment trends by industry, the
downward trend of employment in the agricultural,
forestry and fishing sector was maintained owing to the
abandonment of farming. The number of people
employed in the construction sector rose slightly during
September and October but then shifted back to a
downward trend. The growth of manufacturing
-9-
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employment slowed substantially from September
onwards, and it turned mildly negative in January
2005.

<Figure Ⅰ-11>
Trends of Growth1) in the Number of Persons
Employed by Industry
(%)

(%)
12

12
SOC and other
service businesses2)

Construction

8

8

4

4

0

0

-4

Agricultural, forestry
and fishing

Manufacturing

-4

The proportion of those in full-time regular
employment among wage earners as a whole during
the latter half of 2004 edged up slightly from the 50.6%
of the same period of the previous year to stand at
51.5%.

-8

-8

(Wages)
-12
2003.1 3

5

7

9

11 2004.1 3

5

7

9

-12
11 2005.1

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

<Table Ⅰ-6>
Trends of Employed Persons Ratio1)
by Status of Workers
(%)
2003
Year

1st
half

2004
2nd
half

1st
half

Year

2nd
half

2005
Jan.

Regular

50.5 50.3 50.6

51.2 50.8 51.5

52.5

Temporary

34.7 34.8 34.7

34.1 34.7 33.6

33.4

Daily

14.8 14.9 14.7

14.7 14.5 14.9

14.1

Note : 1) Shares of total wage and salary workers.
Source : Korea National Statistics Office

During the latter half of 2004, all industry nominal
wages (on the basis of businesses employing at least
five people) rose at a rate of 7.5% year-on-year, higher
than the 4.5% rise in the first half, as settlements of
negotiation on wage, which had made poor progress in
the first half of the year, rebounded sharply. This rate,
however, was still a little lower than the 8% rise in the
second half of the preceding year. The rate of the
increase in real wages, represented by nominal wages
deflated by the rise in the consumer price index, stood
at 3.5%, a little higher than the first half’s 1.1%, but
lower than the 4.5% of the same period a year earlier.

<Table Ⅰ-7>
Trends of Wage Increases1)
(%)
2003

2004

Year

1st
half

2nd
half

Year

1st
half

2nd
half

Nominal wage

9.2

10.6

8.0

6.0

4.5

7.5

Real wage

5.5

6.7

4.5

2.3

1.1

3.5

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

For the year 2004 as a whole, meanwhile, the rise in
nominal wages registered 6% and that of real wages
2.3%, both figures substantially below the comparable
figures of 9.2% and 5.5% a year earlier.

C. External Transactions
(Current Account)
The scale of the current account surplus widened
markedly during the latter half of 2004 to reach 14.5
billion dollars, largely centering on the goods account.
- 10 -
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<Table Ⅰ-8>
Balance of Payments
(billion dollar)
2003

Current account
Goods

2004p

Year

1st
half

2nd
half

Year

1st
half

2nd
half

12.0

1.0

10.9

27.6

13.2

14.5

22.0

6.9

15.1

38.2

19.1

19.1

2005p
Jan.
3.9
4.5

Exports

193.8

89.1 104.7

253.8 123.3 130.6

43.01)

Imports

178.8

85.9

92.9

224.5 108.1 116.4

37.61)

Services

-7.4

-3.6

-3.7

-8.7

-3.4

-5.3

-0.8

Credits

33.0

15.3

17.7

41.4

19.4

22.1

3.7

Debits

40.4

18.9

21.5

50.2

22.8

27.4

4.6

0.3

-0.8

1.2

0.7

-0.9

1.7

0.5
-0.2

Income
Current transfers
Capital account
Financial account

-2.9

-1.3

-1.5

-2.5

-1.5

-1.0

13.9

4.1

9.8

8.3

0.8

7.5

-0.8

15.3

4.8

10.5

10.1

1.6

8.5

-0.6

0.1

-0.5

0.7

3.4

2.2

1.2

-0.02

Portfolio investment 17.9

2.6

15.3

9.3

10.3

-1.0

-1.5

Other investment

-2.7

2.7

-5.4

-2.5 -10.9

8.3

0.9

Other capital account

-1.4

-0.7

-0.7

-1.7

-0.9

-0.1

-38.7 -12.7 -25.9

-2.8

Direct investment

Increase(-) in reserve
assets

-25.8

-6.6 -19.2

Errors and omissions

-0.01

1.6

-1.5

-0.8

2.8

-1.1

-4.0

-0.1

Note : 1) During between Jan. and Feb.

<Figure Ⅰ-12>
Trends of Import & Export Growth1) and
Import-Export Gap
(%)

Export growth (left)

50

(billion dollar)
5

Import growth (left)
4

40
Import-Export gap (right)
30

3

20

2

10

1

0

0

-10
2003.1 3

-1
5

7

9

11 2004.1 3

5

7

9

11 2005.1

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

This surplus was larger than the 13.2 billion dollars of
the first half and the 10.9 billion dollars of the latter
half of the preceding year. For the year as a whole, the
current account surplus more than doubled the 12.0
billion dollars of the previous year to reach 27.6 billion
dollars.
Breaking this down by component account, the goods
account, although the value of imports increased by the
run-up in crude oil prices, registered a surplus of 19.1
billion dollars for the latter half of the year thanks to
the buoyancy of exports. Showing a widening pattern,
though, the services account was 5.3 billion dollars in
deficit because of the expansion of patent royalties and
of overseas travel spending. The income account
registered a surplus of 1.7 billion dollars owing to
increased receipts of overseas interest payments, while
the current transfers account showed a one billion
dollar deficit.
Exports (customs clearance basis) maintained their
trend of rapid growth, registering a 24.7% increase to
130.6 billion dollars during the latter half of the year.
The rate of increase, though, fell compared to the first
half of the year, largely owing to a base-period effect
stemming from the large expansion of exports in the
latter half of the preceding year. By commodity group,
information and communications equipment, motorcars
and shipbuilding, all maintained their buoyant tone.
Imports (customs clearance basis) carried on their pace
of growth more or less similar to the 25.8% of the first
six months of the year to reach 116.4 billion dollars, a
rise of 25.3% year-on-year. By commodity group, the
value of imports of raw materials rose by large margin
owing to the persistently high price of crude oil, but
imports of consumer goods showed a declining trend
that reflected the lacklustre state of domestic demand.
For the first two months of 2005, in view of a
- 11 -
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base-period effect from their rapid pace in the same
period a year earlier, the year-on-year growth rate of
exports and imports fell to 12.7% and to 11.5%
respectively.
(Capital Account)
<Figure Ⅰ-13>
Trends of Current and Capital Accounts
(billion dollar)

(billion dollar)
9

9

7

7
Capital account

Current account

5

5

3

3

1

1

-1

-1

-3
2003.1 3

The capital account registered a 7.5 billion dollar
surplus in the latter half of 2004, widening
substantially from the 0.8 billion dollars of the year to
June, but narrowing somewhat compared to the 9.8
billion dollars of the same period a year earlier.

5

7

9

11 2004.1 3

5

7

9

-3
11 2005.1

By component account, the direct investment account
showed a 1.2 billion dollar surplus for the second half
against the background of a continuation of large-scale
direct investments in the domestic subsidiaries of
foreign companies and financial institutions2), which
served to offset the increased capital stakes in overseas
subsidiaries taken by residents. The securities
investment account shifted into the red to the tune of
1.1 billion dollars for the second half as Korean
residents continually expanded their overseas securities
investments while foreigners’ investment in domestic
securities maintained a net outflow focused on the
stock market. The other investment account retained its
net inflow, showing an 8.3 billion dollar surplus, owing
to the collection of foreign bank branches’ interoffice
loans.
(Foreign Exchange Reserves)
The nation’s foreign exchange reserves increased 32.0
billion dollars during the second half. This was
ascribable to the underlying predominance of foreign
2) G.E.’s recapitalization of Hyundai Capital (October 2004) and
Citibank’s stake in Citibank Korea (November 2004) were major
examples.
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<TableⅠ-9>
Trends of Changes in Foreign Exchange
Reserve Assets1)
(billion dollar)
2003
155.4

2004

2005

Mar.

Jun.

Sept.

Dec.

Feb.

163.6

167.0

174.5

199.1

202.2

Note : 1) Period-end basis.

exchange supply centering on the substantial current
account surplus, and also to the increased earnings
from the management of the reserve holdings. It led to
the build-up of the foreign exchange reserves from
155.4 billion dollars at the previous year-end to 199.1
billion dollars at the end of 2004. The upward trend
was maintained in early 2005, bringing them to 202.2
billion dollars at the end of February.
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3. Financial Markets
A. Interest Rates, Share Prices and
Exchange Rates
(Long-term Market Interest Rates)
<Table Ⅰ-10>
Trends of Major Market Interest Rates1)
(annual %)
2004

2003

2005

Dec.

Mar.

Jun.

Sept. Dec.

Feb.

Call (overnight)

3.95

3.74

3.78

3.55

3.29

3.27

CD (91 days)

4.36

3.90

3.93

3.54

3.43

3.55

CP (91 days, A1)

4.55

4.12

4.02

3.69

3.61

3.75

Treasury bonds
(3yrs.)

4.82

4.50

4.24

3.53

3.28

4.04

Corporate bonds
(3yrs., AA-)

5.58

5.30

4.84

4.03

3.72

4.49

Note : 1) Month-end basis.
Source : Korea Securities Computer Corp.

<Figure Ⅰ-14>
Trends of Major Long-term Market Interest Rates
(annual %)

(annual %)

6.5

6.5
Yields on corporate
bonds (3yrs., AA-)

6.0

6.0

5.5

5.5

5.0

5.0

4.5

4.5

4.0

4.0
Yields on
Treasury bonds
(3yrs.)

3.5
3.0
2003.1 3

3.5

Long-term market interest rates during the latter half of
2004 maintained the downward trend, responding to
the downward adjustment of the call rate target on two
occasions and the slack demand for funds owing to the
delay in economic recovery. This scale of the decrease
widened notably in August, when the policy rate target
was adjusted downward by 25 basis points and market
anticipations of further reductions mounted. As this
downward trend was maintained, secondary market
yields on Treasury bonds (three-year) fell to their
lowest ever level of 3.24% on December 7. As of the
end of the year, they stood at 3.28%, fallen by 1.54
percentage points since the previous year-end’s 4.82%.
At the beginning of 2005, long-term market interest
rates shifted to an upward trend under the impact of the
increased volume of Treasury bonds issued; and the
scale of their rise widened amid growing anticipations
of a business recovery. Thus, as of the end of February,
yields on the three-year Treasury bonds registered
4.04%, a 76-basis poins rise since the end of
December 2004.
(Short-term Market Interest Rates)

3.0
5

7

9

11 2004.1 3

5

Source : Korea Securities Computer Corp.

7

9

11 2005.1

Short-term market interest rates also exhibited a
downward trend during the latter half of 2004.
Secondary market yields on CDs (91 days), which had
generally maintained a stable course since April,
began to drop from August onwards under the
influence of the Bank of Korea’s call rate target
- 14 -
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<Figure Ⅰ-15>
Trends of Major Short-term Market Interest Rates
(annual %)

(annual %)
6

6
Yields on CPs
(91 days, A1)

5

5
Yields on CDs
(91 days)

4

4

Overnight
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3
2003.1 3
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Source : Korea Securities Computer Corp.

<Figure Ⅰ-16>
Trends of Interest Rates1) on Bank Deposits and
Loans, and Spread between them
(annual %)

(%p)
3.0

7

6

5

(Financial Institutions’ Deposit and Lending Rates)
Average interest rates
on loans (A) (left)

2.5
Differential (A-B) (right)

Average interest rates
on deposits (B) (left)

4
2.0
3

2
2003.1 3

5

7

9

11 2004.1 3

5

7

1.5
11 2005.1

9

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

<Figure Ⅰ-17>
Trends of Average Interest Rates1) on Bank
Loans by Borrower
(annual %)

(annual %)
7.5

7.5
Interest rates
on loans to
household

7.0

7.0

6.5

Interest rates on
loans to SMEs

6.5

6.0

6.0

5.5

reduction, causing them to fall to a historic low of
3.35% on November 15. They later rebounded
somewhat owing to banks’ increased sale of CDs to
fine tune year-end liquidity ratios. They consequently
closed the year at 3.43%, which was 0.93 of a
percentage point lower than their 4.36% a year earlier.
In the first few weeks of 2005, as long-term rates
shifted to a rising trend, short-term market interest
rates maintained their upward trend, with investment
trust companies’ appetite for short-term marketable
products dampened by the imposition of investment
ceilings on their money market funds’ purchase of a
single issuer’s financial debentures and CDs. In
consequence, as of the end of February, yields on CDs
stood 12 basis points higher than their 3.55% at the
end of the previous year.

Interest rates on loans
to large enterprises

5.0
2003.1 3

5

7

9

Financial institutions’ deposit and lending rates, like
market interest rates, showed an overall downward
trend during the latter half of 2004. Banks’ average
deposit rates stood at 3.41% during December 2004,
down 71 basis points year-on-year and their average
lending rates (newly-extended amount basis) marked
5.52%, down 68 basis points over the same period.
Their lending rates to large corporate customers moved
downward on a larger scale in response to the
substantial weakening of the demand for funds against
the background of buoyant exports and lacklustre
investment. Lending rates, however, shifted to a mild
upward trend from early 2005, keeping company with
long-term market interest rates.
(Korea Composite Stock Price Index)

5.5

11 2004.1 3

Note : 1) Based on newly-extended loans

5

7

9

5.0
11 2005.1

The Korea Composite Stock Price Index (KOSPI)
staged a large-scale rise during the latter half of 2004
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and its upward trend accelerated further in the first few
weeks of 2005.

<Table Ⅰ-11>
Trends of the Major Indicators of Stock Market

2004

2003
Dec.
KOSPI

1)

810.7
(29.2)

Volume (million
shares)2)

1st
half

2005

2nd
half

Jan.

785.8 895.9
(-3.1) (10.5)

Feb.

932.7 1,011.4
(4.1) (12.9)

542

421

328

395

504

Value (billion won)2)

2,217

2,557

1,925

2,309

3,136

KOSDAQ index

448.7
(1.1)

Volume (million
shares)2)

408

330

247

538

559

1,079

761

498

1,518

1,732

1)

Value (billion won)2)

385.2 380.3
(-14.2) (-15.2)

473.0 498.4
(24.4) (31.0)

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

<Figure Ⅰ-18>
Trends of KOSPI and Foreign Investors’ Net
Purchase of Stocks
(Jan.4.1980=100)

(trillion won)

1,100
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KOSPI (left)
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Having shown a downward trend from April, KOSPI
shifted to an upward trend from mid-August following
the improvement of investor sentiment in response to
the reduction of the call rate target, and a more
widespread recognition that Korean share prices were
undervalued. It fell back for a while in mid-October on
a sharp run-up in international oil prices, but returned
quickly to its rising path to finish the year at 895.9,
10.5% higher than a year earlier. In early 2005,
KOSPI’s rising trend gathered further pace. Amid
anticipations of a business recovery, there was an
increased flow of market liquidity into the stock market
as domestic businesses announced greatly improved
operating results for 2004. KOSPI accordingly put on a
further 12.9% during the first two months of 2005 to
close at 1,011.4 at the end of February.
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Source : Korea Securities Computer Corp.
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Looking at stock market transaction trends by investor
category, foreign investors, having maintained a
consistent net buying trend since the beginning of
2004, shifted to a net selling trend from October. This
was attributable to the obscure prospects of economic
recovery, and the opening up of profit-taking
opportunities thanks to the strength of the Korean won.
They returned to a net buying position from early 2005.
In contrast, institutional investors were net sellers until
September, but shifted to a net buying position led by
pension funds and investment trust companies from
October. Meanwhile, individual investors remained net
sellers both during the early part of the year and on
through the latter half.
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(KOSDAQ Index)

<Figure Ⅰ-19>
Trends of KOSDAQ Index and Foreign
Investors’ Net Purchase of Stocks
(Jul.1.1996=1000)

(trillion won)
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Source : Korea Securities Computer Corp.

The KOSDAQ Index rallied during August after a
steep fall throughout the first half of the year, and it
then maintained a comparatively gentle upward trend,
but at year-end 2004, it stood at 380.3, 15.2% down on
the previous year-end. In the first few weeks of 2005,
the KOSDAQ index showed a sharply rising trend
influenced by the government’s announcement of
Steps to Revitalise New Start-up Businesses and the
KOSDAQ on December 23, so that it registered 498.4
at the end of February, 31% up on the preceding
year-end.
(Exchange Rates)

<Figure Ⅰ-20>
Trends of ￦/US$ and ￦/100¥1)
(￦/US$)
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Note : 1) Closing price basis.

5

7

9

11 2005.1

The Korean won showed a robust strengthening trend
during the latter half of 2004. Against the US dollar,
the Korean won showed a mildly appreciating trend
until late September. But amid gathering concern
worldwide over the US fiscal and current-account
deficits, the pace of its appreciation accelerated as it
came to be foreseen that policy coordination among the
advanced countries to deflect the dollar’s weakening
trend would be no easy matter. Consequently, as of the
end of 2004, the Korean won changed hands at 1,035.1
per dollar, having appreciated against the US dollar by
15.2% since the end of the preceding year. The
continued preponderance of foreign currency supply in
the early weeks of 2005 and the sustained strength of
the Korean won meant that Korean won gained a
further 2.9% against the US dollar from the end of the
preceding year to stand at 1,006.0 per dollar.
The won maintained a strengthening trend against the
yen from August 2004 onwards, trading at 1,009.5 won
per 100 yen at the end of the year (10.4% appreciation
of the won over the previous year-end). In early 2005
- 17 -
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this trend was maintained with the won appreciating a
further 5% from the year-end to change hands at 961.3
won per 100 yen.

B. Money Supply and Financial
Institutions’ Deposit
(Monetary Growth)
<Figure Ⅰ-21>
Trends of Growth Rate1) of Major Monetary
Aggregates
(%)

(%)
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The growth rate (average-balance basis) of M3
generally remained at the low level of around 6%
throughout the latter half of 2004. This, however,
represented a slight rise compared to the first six
months owing to a base-period effect from its sharp
drop during the same period of the previous year.

9

-3
11 2005.1

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

M2 (Broad money) exhibited a comparatively low rate
of growth compared to that of other monetary
aggregates owing to the migration of deposits away
from banks. M1 (Narrow money), an indicator of
short-term liquidity, showed a relatively high rate of
growth, reflecting the persistent drift of funds toward
the short-term market. The growth rate of M1, though,
turned subdued compared to that of the first half of the
year. Meanwhile, the growth rate of reserve money was
greatly blunted amid the shrinkage of currency
issuance due to stagnant domestic demand.
(Money Supply by Sector)
Looking at the components of money supply by sector
during the latter half of 2004, on the basis of M3,
money supply through the foreign and the government
sector declined compared to the first half, and private
sector credit was also subdued.
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<Table Ⅰ-12>
M3 Supply1) by Sector
(trillion won)
2003
Year

2004

1st
half

2nd
half

1st
half

Year

2nd
half

Government

11.2

1.5

9.7

14.8

13.1

1.6

Public sector

-19.7

-5.4

-14.2

-16.0

-10.8

-5.3

Private sector

60.0

37.4

22.6

41.0

19.9

21.2

(Loans and
discount)

76.6

46.3

30.3

46.4

29.5

16.9

(Securities)2)

-18.1

-8.6

-9.4

-14.8

-16.4

1.6

2.9

2.0

0.9

-0.6

1.9

-2.5

(Loans in foreign
currency)3)
Foreign sector
Others

31.8

2.5

29.3

25.4

18.2

7.2

-29.3

-12.5

-16.8

11.3

6.1

5.2

54.0

23.4

30.6

76.4

46.5

29.9

M3 changes

Notes : 1) Changes based on period-end balance.
2) Corporate bonds, CPs, etc.
3) Foreign currency credits, advanced payment against foreign
currency payment guarantees, etc.

Despite the large-scale of the current-account surplus,
money supply through the foreign sector shrank from
18.2 trillion won in the first half of the year to 7.2
trillion won in the remaining six months, owing to the
outflow of foreign portfolio capital that have sought
investment in equities. Money supply through the
government sector fell back sharply from 13.1 trillion
won in the first half of the year to 1.6 trillion won in
the latter half, owing to the frontloading of the
government’s fiscal spending. For the year as a whole,
it widened from the previous year’s 11.2 trillion won to
14.8 trillion won in response to the implementation of
an expansionary fiscal policy. Private sector credit
remained at 21.2 trillion won, roughly equivalent to
that of the first six months. However, for the year as a
whole, private sector credit fell back sharply to 41
trillion won as against the 60 trillion won of the
previous year owing to the reduced demand for funds,
influenced by stagnant domestic demand.
(Banks’ Deposit)

<Table Ⅰ-13>
Trends of Deposits1) by Financial Institutions
(trillion won)
2003
Year
Deposit money banks2)
Real demand

1st
half

2004
2nd
half

39.9 23.0 16.9
1.4 -2.8

4.1

Time & savings

29.3 16.7 12.7

(Time)

14.7

(Instant access)

15.7

CD+RP
Cover bills
Banks’ trust account
Specific money trust
Trust investment
companies

9.3

Year

1st
half

-0.6

7.2 -7.8

2.0 -0.6

2.6

2005
Jan.Feb.
4.3
0.7

-7.4 -4.0 -3.4

-0.2

8.8

5.9

-0.4

2.7 -3.2

-3.8

7.3

8.4

-7.3 -7.0 -0.3

3.4

9.7 -0.3

4.7 11.6 -6.9

3.7

0.1

0.1

-0.2 -0.6

0.4

0.2 -0.1

-15.7 -9.3 -6.4

-9.5 -5.9 -3.7

1.2

-6.7 -4.1 -2.6

-5.0 -3.9 -1.1

2.3

-28.6 -17.1 -11.5

45.2 16.0 29.2

5.4

Short-term bond type

-3.5

0.8 -4.3

13.1

Long-term bond type

-3.7

1.6 -5.3

8.8

MMFs

-7.2 -12.3

Stock type

-1.0

Mixed type

2nd
half

1.1 12.0

-5.4

2.8

-0.8

6.0

5.1

17.7 11.5

6.2

7.7

0.9 -1.9

-0.9 -1.0

0.2

1.0

0.8 -2.2

0.3

-13.1 -8.1 -5.0

-1.4

Notes : 1) Based on changes during the period.
2) Includes due from governments and excludes deposits of the
Korea Development Bank.
Source : Representative Associations

During the latter half of 2004, deposit-taking by
deposit money banks declined by 7.8 trillion won
owing to migration of deposits brought about by the
reduction of deposit interest rates. By period, demand
deposits and instant-access type accounts exhibited
brief rallies for seasonal reasons such as an inflow of
short-term funds for settlement toward the last month
of each quarter, but apart from this bank deposits
staged a sharp fall every month. By type of deposit,
demand deposits rose by 2.6 trillion won during the
latter half of the year, but time and savings deposits
shrank by 3.4 trillion won owing to the reduction of
time deposit rates and the migration from instant access
accounts into the MMFs of investment trust companies.
Besides this, short-term marketable deposits fell back
by 7 trillion won, largely as a result of a large decline in
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RP sales in response to the reduced scale of the funds
operations of local governments. Meanwhile, in the
first two months of 2005, banks’ deposits witnessed an
expansion of 4.3 trillion won, bolstered by the increase
in instant access type accounts prompted by the
increase of government fiscal disbursements.

<Figure Ⅰ-22>
Deposits1) at Deposit Money Banks by Product
(trillion won)

(trillion won)
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Note : 1) Based on changes during the month.

<Figure Ⅰ-23>
Deposits1) at Investment Trust Companies by
Product
(trillion won)

(trillion won)
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Banks’ trust accounts shrank by 3.7 trillion won during
the second half of 2004. This was attributable to the
continued downward trend of special money in trust,
and the persistent withdrawal of funds reaching
maturity in line with the cessation of the handling of
fresh nonspecific money in trust, following the entry
into effect (July 5, 2004) of the provisions of the Act
Concerning the Management of Indirect Investment
and Assets .
(Deposit Taking by Investment Trust Companies)
Deposits placed with investment trust companies
expanded greatly during the latter half of 2004, from
the 16 trillion won of the first half to 29.2 trillion won.
This was attributable to the large-scale migration of
floating funds out of banks and into MMFs and
bond-type investment trusts, under the influence of the
decline in market interest rates and banks’ deposit
rates. Another contributory factor was that share-type
investment trusts, which had earlier been on a declining
path, returned to a convincing upward trend from
November onwards in line with the bullishness of share
prices. In early 2005, though, bond-type investment
trusts shifted to a downward trend in response to rising
market interest rates and the migration of funds into the
stock market.

-30
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Bond type

10

2004.1
MMF
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7
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Note : 1) Based on changes during the month.

- 20 -

Ⅰ. Financial and Economic Trends

C. Corporate Financing and Household
Credits
(Banks’ Corporate Lending)
<Table Ⅰ-14>
Bank Lending1) by Sector
(trillion won)
2003
Year

1st
half

2004
2nd
half

2nd
half

2005
Jan.Feb.

-3.1 -1.1 -2.0

0.8

Year

1st
half

Large
enterprises

-4.3 -0.5 -3.8

SMEs

34.8 26.5

8.3

6.9 10.9 -4.0

2.2

Total

30.5 26.0

4.5

3.8

3.0

9.8 -6.0

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

Banks’ lending (including that from trust accounts) to
firms, which had increased by 9.8 trillion won during
the first half of the year, shrank by 6 trillion won during
the last six months. By size of company, lending to
large firms fell by 2 trillion won during the latter half
of the year, continuing the trend of net redemption
from the second quarter onwards. This reflected large
companies’ lack of appetite for new borrowing in view
of their much better liquidity position brought about by
export buoyancy and holding-back of facilities
investment. Bank lending to SMEs shifted to a
decrease of 4 trillion won. This was ascribable to the
fact that, in the case of export-oriented SMEs, as
funding conditions improved, they redeemed loans
whereas, in the case of domestic-demand oriented
SMEs, although they sought to borrow, they faced
banks’ tightened credit screening in response to worries
over loans’ turning sour.

<Table Ⅰ-15>
Trends of Corporate Fund Raising1) by Direct
Financing
(trillion won)
2003
1st
Year
half

2004
2nd
half

1st
Year
half

2nd
half

2005
Jan.Feb.

Corporate bond
issuance (net)2)

-4.0 -2.1 -2.0

-2.4

0.3 -2.6

-1.4

CP issuance (net)3)

-2.0 -1.2 -0.8

-2.0 -0.8 -1.2

3.0

Stock issuance4)
Direct financing total

1.8

3.1

-3.3 -2.4 -0.9

2.8

0.9

-1.3

2.0

0.4

0.6 -1.9

1.1

2.0

Notes : 1) Based on changes during the period.
2) Excludes those issued by companies under court receivership,
in 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 Exchange or
KOSDAQ, but excludes fund-raising by financial institutions
and debt-for-equity swaps by creditor financial institutions for
the purpose of structural adjustment of corporations.
Based on the paid-in date.
Sources: The Financial Supervisory Service, Representative
Associations

Meanwhile, during the first two months of 2005,
banks’ corporate lending rose by 3 trillion won owing
to the re-extension of loans that had been temporarily
retired at the year-end.
(Direct Financing)
Firms’ fund-raising through the direct financial
markets during the latter half of 2004 presented a
lacklustre pattern, with a net redemption of 1.9 trillion
won. Although there was a mild upturn in fund-raising
through the issue of shares in a rising stock market, this
was more than outweighed by the net redemption of
corporate bonds and CPs owing to firms’ favorable
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cash flow and weak demand for investment in the dull
business climate.
<Figure Ⅰ-24>
Trends of Corporate Fund Raising1) by Direct
Financing
(trillion won)

(trillion won)
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Note : 1) Based on changes during the month.
Sources : The Financial Supervisory Service, Representative
Associations

Corporate bonds, which had registered a net issuance
of 0.3 trillion won during the first half of the year,
shifted to a net redemption of 2.6 trillion won during
the latter six. They continued a trend of comparatively
large-scale redemption in the first weeks of 2005 in
response to the increase in bonds reaching maturity. CP
saw a net redemption of 1.2 trillion won during the
latter half of the year, a larger scale than that in the first
half. The background to CP’s net redemption trend
throughout the year is that businesses’ demand for
funds was generally at a low level, and those few
companies that sought to raise funds shied away from
the issue of CPs at short maturities in view of the
prevailing low interest rate trend. January and February
2005 witnessed an increase of 3 trillion won as firms
reissued CPs that had been briefly retired at year-end.
Meanwhile, companies’ fund-raising through the stock
market, which had stood at 1.1 trillion won during the
first half of the year, expanded to 2 trillion won during
the latter half.
(Corporate Funding Conditions)

<Figure Ⅰ-25>
Trends of Major Corporate Funding
Conditions’ Indicators
(%)

(%)
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Note : 1) After adjustmenet for the electronic settlement amount.

Reflecting the ample market liquidity conditions,
corporate fund-raising conditions during the latter half
of 2004 remained generally favorable, but SMEs
oriented toward domestic demand experienced
difficulties.
The ratio of default on bills (after adjustment for
electronic settlement) and the draw-down ratio of
overdraft facilities, an indicator of urgent fund demand,
exhibited generally low levels. The arrears rate on
business loans, though, showed a relatively high level
compared to the average year, centering on SOHO and
- 22 -

Ⅰ. Financial and Economic Trends

SMEs dependent on domestic demand amid the
stagnant domestic demand and banks’ strengthening of
risk management.
(Household Credits)
<Table Ⅰ-16>
Trends of Household Loans1)
(trillion won)
2003
1st
half

Year

2004
2nd
half

Banks loans

31.7 14.9 17.1

Non-bank financial
association loans

-1.9

Sales credits
Total

-3.2

1.3

-21.3 -11.4

-9.9

8.5

0.0

8.5

1st
half

Year

2nd
half

22.6 11.5 11.0
5.9

1.3

4.6

-1.4

-2.4

1.0

27.1 10.4 16.6

Note: 1) Based on changes on the period.

<Table Ⅰ-17>
Trends of Major Arrears1) Rates
(%)
2003
Bank Company loans
lending Household loans

2004
Q1

Q2

Q3

Q4

2.39

2.45

2.65

2.40

2.40

2.19

2.25

2.30

2.15

2.00

10.05

10.10

8.75

7.50

Bank’s credit card 11.28
Credit divisions
card2) Credit card special- 14.06
ized companies3)
(28.28)

11.98 10.84 11.64
9.00
(27.49) (25.12) (23.06) (18.24)

Notes : 1) Simple average on monthly overdue ratio (except the
end-month in every quarter).
2) Based on the overdue over 1 month.
3) Month-end basis.
Figures in parentheses include roll-over loans in arrears.
Source : The Financial Supervisory Service

In the latter half of the year, household credits showed
an upward trend compared to the first half (10.4 trillion
won) to reach 16.6 trillion won, owing to the shift of
sales credits to an increase.
Despite the constant growth of loans against housing
collateral, the increase in banks’ household loans
stayed at the 11 trillion won level, roughly similar to
the 11.5 trillion won of the first half. This was
attributable to the fact that households’ demand for
general borrowings weakened owing to the
shrivelling-up of consumer confidence, and banks’
tightening of their credit application screening with a
view to securing the soundness of household loans. In
contrast, sales credits shifted to an increase of one
trillion won during the latter half. By quarter, the
declining trend from the first quarter of 2003 in sales
credits was maintained until the third quarter with
decrease of 0.3 trillion won. However, their growth
turned positive in the fourth quarter, with an increase of
1.3 trillion won.
Looking at rates of arrears on household credits, both
those of banks and of credit card companies showed
low levels.
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4. Prices
(Consumer Prices)
<Table Ⅰ-18>
Trends of Movements1) of Major Prices
(%)
2003

2004

1st 2nd
Year
half half

1st 2nd
Year
half half

2005
Jan.Feb.

Consumer prices

3.6 3.8 3.3
3.6 3.3 3.8
(3.4) (1.8) (1.6) (3.0) (2.0) (1.1)

3.2
(1.3)

Agricultural,
livestock and
marine products

5.9 4.4 7.3
8.9 9.5 8.3
(8.9) (0.4) (8.5) (3.2) (3.0) (0.2)

4.2
(5.7)

Industrial products

2.3 3.5 1.2
2.6 1.6 3.6
(1.4) (0.6) (0.8) (2.8) (1.7) (1.1)

3.2
(1.3)

6.0 9.1 3.0
8.9 5.7 12.1
(4.3)(-0.2) (4.5) (7.2) (5.5) (1.6)

4.1
(0.7)

Services

3.6 3.7 3.8
3.1 3.1 3.0
(3.5) (2.7) (0.8) (3.1) (1.9) (1.2)

3.0
(0.3)

(Rents)

3.5 4.1 3.1
1.6 2.2 1.0
(2.8) (1.7) (1.1) (0.4) (0.5)(-0.1)

0.2
(0.0)

(Public service
charges)

2.5 2.1 2.8
(2.0) (2.6)(-0.6)

2.5 1.7 3.4
(4.7) (1.7) (3.0)

4.6
(0.5)

(Private services)

4.5 4.3 4.6
4.1 4.2 3.9
(4.7) (3.3) (1.3) (3.7) (2.8) (0.9)

3.5
(0.4)

Cost-of-living

4.1 4.0 4.1
4.9 4.3 5.6
(4.2) (2.1) (2.1) (4.5) (2.8) (1.6)

4.8
(1.9)

Core inflation

3.1 3.2 3.0
2.9 2.6 3.1
(2.8) (2.0) (0.7) (2.9) (2.0) (0.9)

3.1
(0.8)

(Petroleum
products)

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

The Consumer Price Index (CPI) gathered further pace
during the latter half of the year, accelerating from the
3.3% of the first half to reach 3.8% on a year-on-year
basis. Notably, consumer price rises reached 4.8% in
August, pushed up by the hikes in charges for public
utilities including bus and subway fares, together with
the sharp rise in prices of agricultural and petroleum
products, in response to the exceptionally hot dry
summer and to the sharp run-up in international oil
prices. From early in the fourth quarter, though, as
prices of agricultural products turned to a downward
trend thanks to bumper harvests and international oil
prices shifted to a fall, consumer price inflation eased
back to stand at 3% in December. Meanwhile, for the
year 2004 as a whole, consumer prices rose 3.6%,
similar to the previous year’s rise. There was a mild
rise in consumer price compared to the end of the
previous year in the early weeks of 2005, prompted by
the effects of Lunar New Year demand and the increase
in cigarette prices. Its year-on-year increase, however,
still remained at a little about the 3% level.
Looking at the movements of consumer prices by
commodity during the latter half of 2004, prices of
petroleum products surged 12.1% driven by the sharp
run-up in international oil prices, while the prices of
agricultural, livestock and marine products showed a
steep upward trend to reach 8.3%. Strikingly, for the
year as a whole, the rise in prices of agricultural,
livestock and marine products reached 8.9%, the
highest level since 1994 (12.2%). In particular, the
prices of livestock products showed an unusually high
level of 15% in response to the outbreak of a
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contagious livestock disease at the beginning of the
year and the hot summer. Service charges rose 3%
during the period. Charges for public services,
including transportation fares and city gas tariffs, led
the acceleration of their upward trend but housing rents
and private service charges showed a moderating trend.

<Figure Ⅰ-26>
Major Prices1) Environment in Years
(Domestic sector)
Private consumption
2002
2003
2004

Wage

If we divide the factors affecting consumer prices into
domestic and overseas factors, the domestic side
including private consumption, housing prices and
wages was more favourable than the average year.
But the overseas side including overseas demand
(export), international oil prices and other raw material
prices served as a destabilising force.

Housing prices

(Foreign sector)
Goods export
2002
2003
2004

Other raw material
prices (IMF index)

International crude
oil prices (Brent)

Meanwhile, the cost of living index, made up of
necessities frequently purchased by consumers, rose
from its 4.3% of the first half of the year to 5.6% in the
latter half.

Note : 1) Based on changes compared with the previous year.

(Core Inflation)
<Figure Ⅰ-27>
Changes in Inflation Target and Rate of Increase
of Prices1)
(%)

(%)
6

6
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Core inflation, the inflation target3) index of the Bank of
Korea, rose to 3.1% during the latter half of 2004 as
against its 2.6% in the first half in response to the
increases in charges for public services and in raw
material prices. By quarter, the upward trend of core
inflation gathered strength during the third quarter,
centering on public service charges and livestock
product prices, but flattened out during the fourth
quarter thanks to bumper harvests. Meanwhile, for the
year as a whole, core inflation stood at 2.9%, which
meant that its annualised rate has held stable within
0.1% point of the midpoint for the three straight years

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

3) The current inflation target has been set as a range of 2.5~3.5% for the
period 2004~2006 in terms of the annualised rate of core inflation,
which strips out from the CPI the prices for petroleum-based fuels and
farm products apart from grains.
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since 2002. In the first two months of 2005, core
inflation remained at a level of just above 3%.
<Figure Ⅰ-28>
Degree of Contribution1) to Core Inflation
(%, %p)

(%, %p)

4

4
Core inflation

3

3

2

2

1

1

0

2003.1st half

2nd half

2004.1st half

2nd half 2005.Jan.~Feb.

0

Agricultural, livestock and marine products

Looking at the contribution to core inflation by product
during the latter part of the year, that of industrial
products excluding petroleum products rose from 0.2%
points in the first half to 0.6% points owing to rising
raw material prices. That of grains, livestock and
marine products expanded from 0.6% points to 0.8%
points, and that of charges for public services excluding
gas from 0.3% points to 0.4% points respectively. On
the other hand, housing rents saw their contribution
drop from 0.3% points to 0.1% points and that of
charges for private services eased from 1.3% points to
1.2% points, with both these index components
maintaining stable trends.

Industrial products (excluding petroleum products)
Public services (excluding gas)

Rents
Private services

Examining the factors making for change during the
latter half of the year, on the demand side, upward
pressures on prices appeared slight in view of the
delayed recovery of domestic demand as shown by the
contraction of private consumption and the subdued
state of facilities investment. On the cost side, the rate
of wage increases remained at a relatively low level
and the appreciation of the won against the dollar from
October onwards acted as a stabilising factor. However,
the effect of pass-through of high international oil
prices with some time lag to other products and
sustained high level of other raw material prices served
as upward pressures.

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

<Table Ⅰ-19>
Differentials between Rates of Increase in
Consumer Prices and Core Inflation
(%p)
1999

2000

2001

2002

2003

2004

Average

0.5

0.4

0.5

-0.3

0.5

0.7

0.4

Meanwhile, the difference between consumer price
(3.6%) and core inflation (2.9%) stood at 0.7
percentage points, its widest since 1999. This was
attributable to the rises of price of products vulnerable
to supply shocks, such as agricultural, livestock and
marine products and petroleum products, which are
heavily influenced by weather conditions and
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<Table Ⅰ-20>
Increase Rates of Major Prices and Degree of
Contribution1) by Products
(%, %p)
2000~2003 2003
Consumption prices

3.2

Supply shock-related products2)
Increase rates
Contribution

3.6

2004
3.6

<213.2>
5.5
6.1
7.9
(1.17) (1.35) (1.78)

Domestic demand-related products3) <515.9>
Increase rates
Contribution

<270.9>

Other products4)
Increase rates
Contribution
Core Inflation

3.1
3.8
2.7
(1.61) (1.99) (1.41)
1.4
0.8
1.6
(0.39) (0.21) (0.41)
<883.5>
2.9

3.1

2.9

Notes : 1) Contribution to consumer prices.
Figures in the brackets refer to weighting on consumer prices
index (total weighting is 1,000.0).
2) Agricultural, livestock and marine products, petroleum
products, public transportation fare, city gas and so on.
3) Textile goods, domestic demand-related industrial products,
private services, rents and so on.
4) Processed foods, computer-related products, semi-industrial
products like gold rings, public utilities charges except for
public transportation fares and gas.

international oil prices. The price rises for these
products were very much higher than their average
level, 5.5%, of 2000 to 2003, reaching 7.9%. They
accounted for around one half of the total rise in prices,
bringing about an 1.8 percentage points rise in the CPI.
In contrast, the prices of domestic demand-related
commodities depending on household incomes and
consumption demand, rose 2.7%, below their average
in the last few years, and they brought about an 1.4
percentage points rise in consumer prices, accounting
for only 39% of the total increase in prices. Apart from
this, the prices of other items embracing industrial
commodities, which are influenced by domestic
demand and changes in international raw material
prices, and public utility charges whose scale of
increase is decided in line with government policies in
relation to prices, rose 1.6%, a similar level to that in
the average year’s 1.4%.
(Producer Price Index)
The Producer Price Index (PPI) rose 6.9% year-on-year
during the latter part of 2004, influenced by the run-up
in the prices of raw materials including international oil
prices. This showed an acceleration from its 5.2% rise
during the first half of the year. For the year as a whole,
the producer price index rose 6.1%, exhibiting the
steepest upward trend since the foreign exchange crisis.
By quarter, the upward trend accelerated sharply during
the third quarter, led by the prices of agricultural and
marine products and of industrial goods, but it was
somewhat blunted during the fourth quarter by the shift
of the prices of agricultural and marine products to a
downward trend. In early 2005, the rise in producer
prices showed a steady flattening-out, slowing to 3.6%
in the first two months. Looking at items making up the
Producer Price Index, during the latter half of 2004, the
prices of agricultural and marine products were held to
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<Table Ⅰ-21>
Trends of Movements1) in Producer Prices
(%)

Producer prices
Goods
(Agricultural,
forest and marine
products)

2003

2004

1st 2nd
Year
half half

1st 2nd
Year
half half

2005
Jan.Feb.

2.2 2.1 2.2
6.1 5.2 6.9
(3.1) (0.7) (2.4) (5.3) (4.3) (1.0)

3.6
(0.6)

2.0 2.1 2.0
7.5 6.2 8.8
(3.2) (0.4) (2.7) (6.9) (5.7) (1.1)

4.6
(0.6)

5.7 1.6 9.9 12.1 18.3 6.3
-1.9
(12.1)(-1.2)(13.5) (-4.4) (4.7)(-8.7) (10.2)

(Industrial products)

1.8 2.1 1.3
7.5 5.6 9.5
5.4
(2.7) (0.5) (2.2) (8.1) (6.1) (1.8) (-0.2)

(Electric power,
water and gas )

3.0 3.8 2.1
(0.6) (2.3)(-1.7)

Services

2.3 2.1 2.5
2.8 3.0 2.7
(2.9) (1.3) (1.5) (2.1) (1.1) (0.9)

0.9 -0.5 2.2
2.2
(4.6) (0.6) (4.0) (-1.0)
1.4
(0.3)

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

<Table Ⅰ-22>
Trends of Movements1) in Import and
Export Prices

Import prices

Export prices

(%)
2003

2004

1st 2nd
Year
half half

1st 2nd
Year
half half

2005
Jan.Feb.

Won-basis

-2.2 -4.2 -0.1
6.2 4.4 8.0
-5.1
(3.3)(-1.4) (4.7) (-2.8) (2.4)(-5.1) (-1.1)

Contract
currency-basis

1.3 1.4 1.2
9.6 6.7 12.5
(2.9)(-1.1) (4.0) (9.7) (5.9) (3.6)

7.9
(1.5)

Won-basis

1.8 0.9 2.7 10.2 8.2 12.1
(6.5)(-0.5) (7.0) (0.7) (5.1)(-4.2)

-0.6
(0.7)

(Raw materials)

2.5 2.0 3.1 12.2 9.6 14.8
(6.8)(-0.8) (7.7) (2.7) (6.7)(-3.7)

1.3
(1.2)

(Capital goods)

-1.8 -3.9 0.5 -0.6 1.0 -2.3 -11.1
(4.3) (0.5) (3.8) (-9.7) (-3.5)(-6.4) (-3.1)

(Consumer
goods)

-0.6 -3.3 2.3
5.1 4.2 6.0
(6.3) (1.3) (5.0) (-5.1) (1.1)(-6.1)

-4.1
(1.1)

Contract
currency-basis

5.0 6.3 3.8 13.2 9.9 16.5
(5.5)(-0.1) (5.6) (13.4) (8.5) (4.6)

13.0
(3.7)

Exchange rates2)

4.9

7.3

2.6

4.2

3.4

5.0

13.9

Notes : 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 pervious period.
2) ￦/US$ basis, year-on-year average rate of increase during the
given period.

a 6.3% rise, rather lower than that of overall producer
prices, because of the downward trend of grain and
vegetable prices from October onwards. Charges for
services exhibited a 2.7% rise, lower than that during
the first half of the year, thanks to the reduction of
telecommunications tariffs. In contrast, the prices of
industrial products registered a high rate of increase of
9.5%, as the prices of petroleum products and chemical
products showed a sharply increasing trend in respond
to the run-up in international oil prices, and metallic
products prices maintained a steeply upward trend
owing to the rise in raw material prices.
(Export and Import Prices)
Export prices (Korean won basis) showed a sharp
acceleration to reach 8% year-on-year during the latter
half of the year, higher than the 4.4% during the first
half. From the beginning of the fourth quarter, though,
their upward trend was blunted in response to the
widening scale of the decline in the prices of
semiconductors and so forth. For the year as a whole,
they rose 6.2%, the first annual increase since the
currency crisis. They, however, shifted to a downward
trend in the early 2005 owing to the effects of the
Korean won’s appreciation against the US dollar.
Import prices (Korean won basis) rose 12.1% during
the latter half, driven by the run-up in raw material
prices, showing a higher rate of increase than 8.2% of
the first half. From early in the fourth quarter, though,
the upward trend was greatly blunted as international
oil prices fell back and the Korean won appreciated
sharply against the US dollar. For the year as a whole,
import prices rose 10.2%, recording their highest rate
since the currency crisis.
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(Real-Estate Prices)
<Table Ⅰ-23>
Trends of Movements1) in Housing Prices and
Leasehold Deposits
(%)
2003

2004

2005
Feb.2)

Year

1st 2nd
half half

Year

Housing Prices

5.7

4.5 1.2

-2.1 -0.1 -2.0

0.0

Apartment

9.6

6.1 3.3

-0.6

1.0 -1.5

0.3

Seoul

10.2

4.6 5.3

-1.0

1.6 -2.6

0.7

(Gangnam)

14.3

6.3 7.5

-1.3

1.9 -3.2

1.4

Taejeon

28.5 18.4 8.5

1.4

4.0 -2.5

-0.3
-0.3

Leasehold deposit
Apartment
Seoul
Land prices

1st 2nd
half half

-1.4

0.7 -2.1

-5.0 -0.9 -4.1

-0.4

0.8 -1.1

-2.7

-3.2 -1.1 -2.1
3.4

0.9 2.5

0.5 -3.2

0.0

-4.4 -0.2 -4.2

-0.4

3.9

2.5 1.4

0.2

Notes : 1) Compared with the same period of the previous year.
2) Land prices are figures for January.
Sources : Ministry of Construction and Transportation, Kookmin Bank

Housing prices saw an acceleration of their downward
trend to fall by 2% compared to the last month of the
preceding period, centering on detached houses and
multi-family dwellings during the latter part of 2004.
This was ascribable to the contraction of the housing
market caused by the overall downturn in domestic
demand and the government’s policy measures to rein
in real estate speculation. Housing prices for the year as
a whole, shifted from the 5.7% rise of the previous year
to a 2.1% fall. In the early 2005, housing prices were
generally stable, influenced by the government’s
measures to stabilize the suburban housing market,
announced on February 17. Housing leasehold prices
accelerated their downward trend in response both to
the weakened demand for moving house following
sluggish domestic demand and to the coming on stream
of newly-built rental apartments.
Land prices, meanwhile, maintained their upward
trend; But this was somewhat blunted by the
government’s steps to stabilize real estate prices and
the court’s ruling on October 21, 2004 on the
unconstitutionality of the announced move of the
administrative capital.
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<Reference Ⅰ-1>

Reasons for the Widened Divergences between the Principal Price Indicators

In the course of 2004, not just core inflation but also the Producer Price Index and the Cost of Living Index
diverged more widely from the consumer price index.
Trends of Movements in Major Price Indices
(%)

(%)

8

8
Cost-of-Living

6

6

4

4

2

2

Core Inflation

Consumer
Prices

0

0

-2

-2

-4
-6
1999.1

-4

Producer Prices
2000.1

2001.1

2002.1

2003.1

2004.1

2005.1

-6

(Consumer Prices and Producer Prices)
The rate of increase in the Producer Price Index (PPI) is normally lower than that in the Consumer Price Index
(CPI). During 2004, though, the rate of increase in the PPI reached a level of 6.1%, its highest since the foreign
exchange crisis and well above the 3.6% of CPI. This is above all attributable to the fact that the weight in the
PPI of industrial products, which are sensitive to overseas factors such as exchange rates and international raw
material prices, is almost double that in the CPI, so that the influence on the PPI of the run-up in the prices of
international raw materials including oil was much greater. A similar situation had occurred when the Korean
won had weakened sharply against the dollar while international oil prices had risen steeply in 1998 and the
first half of 2000.
The Weight of Producer Prices and Consumer Prices by Basic Groups
Producer Price Index

All
Agricultural, livestock and marine products
Mining and industrial products
Services1)

Consumer Price Index

Number of Items

Weight

Number of Items

Weight

923

1000.0

516

1000.0

55

49.0

71

107.4

783

615.9

286

342.9

85

335.1

159

549.7

Note : 1) Includes electric power, water and gas
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In addition, another factor widening the difference between the price indices was that businesses were unable
to pass through adequately to the selling prices of their goods the burden of their raw material costs because of
the depression of domestic demand. Rises in international raw material prices are generally transmitted to
domestic prices through the channel running from import prices via producer prices to consumer prices. In
2004, though, to counter the burden of higher raw material costs, businesses were forced to narrow their
margins and hold down wage rises rather than increase the selling price of their products, because of the deepseated depression of domestic demand. According to the findings of the Bank of Korea’s business activity
survey, the raw materials purchasing price index rose by 16 points during 2004 over the previous year. On the
other hand, during the same period the index of product selling prices rose no more than 8 points while
profitability showed a fall of 3 points. Thus it can be seen that the effects of the rise in raw material prices
could not be adequately passed through to consumer prices. This suggests that the upward pressure on prices
may be heightened in the course of a future recovery of business activity as already occurred burden of input
costs is passed through to selling prices and the rate of wage increases accelerates.
Trends of Business Survey Index (BSI) of Buying, Selling Prices and Profitability
2001

2002

2003

2004

Buying prices of raw material

118

117

123

139

Selling prices of goods1)

87

94

93

101

Profitability2)

79

93

78

75

1)

Notes : 1) Ratio of increase responses (%) – ratio of decrease responses (%) + 100
2) Ratio of better responses (%) – ratio of worse responses (%) + 100

(CPI and the Cost-of-Living Index)
In the course of 2004, the gap between the cost-of-living index and the CPI widened greatly. The rise in the
cost-of-living index, which had remained only slightly higher than the rate of increase in the CPI since the
latter half of 2001, accelerated to 4.9% in 2004, widening the gap between it and the rise in the CPI to 1.3
percentage points. This was largely because the weights of gasoline, gas and intracity bus service, whose prices
all rose sharply during 2004, are relatively higher in the cost-of-living index than in the CPI.

Number of Items and Weights of Major Indices
Number of items

Weight

Consumer Price Index

516

1000.0

Cost-of-Living Price Index

156

522.4

Such a high rate of increase in the cost of living index means that the level of inflation perceived by the general
public is higher than CPI or core inflation. This may serve as a factor in augmenting the upside risk to prices by
way of the heightening of inflationary expectations.
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Ⅱ. Conduct of Monetary Policy
1. Call Rate Target

<Figure Ⅱ-1>
Changes in Overnight Call Rate Target
(annual %)

(annual %)

5.5

5.5
(10.5)

5.0

(2000.2.10)

5.0

(2001.2.8)
(7.5)

4.5

4.5

(8.9)

(2002.5.7)

(2003.5.13)
(7.10)

4.0

(9.19)

4.0
(2004.8.12)
(11.11)

3.5

3.0
2000.1

3.5

3.0
2001.1

2002.1

2003.1

2004.1

2005.1

<Figure Ⅱ-2>
Changes in Loan Interest Rates of Aggregate
Credit Ceiling and Liquidity Adjustment
(annual %)

(annual %)

5.0
4.5

5.0
(2001.8.9)
(9.19)

Liquidity adjustment
loan interest rate

4.0

4.5

(2004.8.12)
(11.11)

3.5
3.0

4.0

(2003.7.10)

(2001.9.19)

Aggregate credit ceiling
loan interest rate

3.5
3.0

(2004.8.12)

2.5

(11.11)

2.5

2.0

2.0

1.5

1.5

1.0
2001.1

1.0
2002.1

The Bank of Korea reduced the call rate target by 25
basis points in August and again in November 2004,
lowering it to 3.25%, and held it at this level from
December onwards. In addition, interest rates on
Aggregate Credit Ceiling Loans and on Liquidity
Adjustment Loans were adjusted downward to 2% and
3%, respectively, in line with the reductions of the call
rate target.

2003.1

2004.1

2005.1

(Reduction of the Call Rate Target in August 2004)
In August 2004, the call rate target was lowered by 25
basis points from 3.75% to 3.5%, in a move to ward off
an excessive contraction of economic activity. At the
beginning of the year 2004, it had been anticipated that
the business recovery would begin to gather pace
during the latter part of the year, but the hoped-for
recovery of domestic demand was continually delayed.
Private consumption continued to shrink year-on-year
and facilities investment remained in the doldrums.
Investment and consumer confidence among economic
agents, which had shrunk abruptly from May onwards
because of the uncertainties at home and abroad,
weakened further under the impact of the sharp run-up
in international oil prices from early July. It was also
expected that the pace of growth of the world economy
would slow in response to the run-up in oil prices and
the Federal Reserve’s shift to a tightening monetary
policy bias. Meanwhile, with the possibility of global
IT business moving to a downward trend, it was feared
that the expansion of exports, which had been the
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mainstay of economic growth for some time, would
falter. Accordingly, there was concern that the rate of
GDP growth would continue to slow throughout the
remainder of the year and on into 2005.
<Figure Ⅱ-3>
Changes in Business Survey Index (BSI)1) and
Consumer Survey Index (CSI)2)
110

110

100

100
CSI (Expectation index)

90

90

80

80

BSI (Manufacturing sector)

70

70

60
50

BSI
(Non-manufacturing sector)
2004.1

3

5

7

9

60

CSI
(Evaluation index)
11

50

2005.1

Notes : 1) Refers to the share of “goodness” respondents minus that
of “badness” respondents + 100
2) Consumer expectation (evaluation) Index 100 refers to
the number of households expecting (evaluating) business
activities and living conditions for the next six months
(present time) in optimistic sentiments compared with
present time (six month ago) is equal to that of in
pessimistic sentiments
Sources : The Bank of Korea, Korea National Statistical Office

<Table Ⅱ-1>
Loan Shares by
Types of Applied Interest Rate1)
(%)
2004

2001
Dec.

2002
Dec.

2003
Dec.

Jun.

Dec.

Fixed rate

52.1

50.4

54.7

58.1

46.1

Floating rate linked

47.9

49.6

45.3

41.9

53.9

to Prime rate

17.4

20.7

19.3

13.9

20.0

to Market rate

28.2

26.8

24.8

27.2

33.3

to Deposit rate

2.3

2.1

1.2

0.8

0.6

Fixed rate

28.8

22.9

28.4

31.5

15.9

Floating rate linked

84.1

Business loan

Household loan
71.2

77.1

71.6

68.5

to Prime rate

16.3

12.6

6.3

4.4

8.8

to Market rate

48.0

48.9

54.9

58.5

69.2

to Deposit rate

6.9

15.6

10.4

5.6

6.1

Note :1) Based on Deposit Banks.
Newly-extended loans basis.

The sharp run-up in international oil prices had at the
same time increased the upside risk to prices. Notably,
the rates of increase in the CPI and the PPI during July
were both running at high levels, with the former rising
to 4.4% while the latter accelerated to 7.0%. Added to
this, the prices of a number of farm products rose
steeply in August, which was expected to further
accelerate the rate of price increases. At the same time,
however, the prospects of core inflation breaching the
upper bound of its target range were largely discounted
because of the stability of housing prices and the low
rate of increase in wages while the GDP gap was
expected to remain in negative territory owing to the
delayed recovery of domestic demand.
In the such judgment that the downside risks to
economic growth rather greater than the upside risks to
prices, the call rate target was adjusted downwards. In
view of the fact that a considerable part of households
and firms’ borrowings is at rates linked to market rates,
the cut in the call rate target and the consequent decline
in market interest rates were expected to reduce the
downside risks to economic growth by expanding
consumption and investment capacity through the
lowering of their financial expenses.
In the financial markets, the reduction of the call rate
target in August was taken as a signal concerning the
future direction of interest rates. With the improvement
of business conditions from the latter half of 2003 and
the prospect of a full-blown recovery trend in the latter
half of 2004, the financial markets had been expecting
an adjustment of the accommodating stance of
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monetary policy from early 2004. These anticipations,
though, gradually receded in line with the delayed
domestic recovery and, strikingly, the cut in the call
rate target served to spur on a further change in
financial market anticipations concerning the direction
of future interest rate policy.
<Table Ⅱ-2>
Trends of Changes in Expectation about
Overnight Call Rate Target Decision1)
(respondent ratio, %)
Period for
forecast

2004.Q3

2004.Q4

Monitoring
date

Feb. Mar. Apr. May

Jun. Jul. Aug. Sept.

Increase

79

70

59

42

45

47

17

5

Maintain

15

26

34

57

40

35

51

29

Decrease

6

4

7

1

15

18

32

66

Note : 1) A few days ago of monthly Monetary Policy Committee
meeting to determine the monetary policy direction, the Bank
conducts a regular survey of expectations of monetary policy
on about one hundred economists of financial institutions,
corporations, colleges, economic labs and organs of public
opinion.

Consequently the effects of the lowering of the policy
rate were immediately felt in the financial markets.
Secondary market yields on the three-year Treasury
bond fell by 17 basis points on August 12, the same
day that the policy rate was reduced, dropping through
the psychological 4% barrier to register 3.87%. The
Korea Composite Stock Price Index (KOSPI) rose 14
points on August 12 and 9 points on 13, providing the
momentum for a sustained upward trend in future.
(Call Rate Target Maintained Unchanged during
September and October)
In September and October 2004, the call rate target was
maintained at 3.5%. This was because, although the
business outlook was gloomy in view of the delayed
recovery of domestic demand, the persistent trend of
higher oil prices greatly added to the upside risk to
prices.
In the real economy, as anticipated in August when the
call rate target was lowered, domestic demand
remained in the doldrums while the year-on-year rate
of export growth flattened out.
The environment for prices had worsened in
comparison to that at the time the call rate target was
reduced in August. The rise in the Consumer Price
Index had accelerated to 0.9% in August compared to
the previous month and to 4.8% year-on-year while the
rate of the increase in the Producer Price Index had
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risen to 0.9% month-on-month and to 7.5%
year-on-year. In particular, because the rate of increase
in the Produce Price Index showed a very high level,
there was concern that this would work through with a
time lag to influence the CPI and core inflation.
Furthermore, international oil prices, which had shown
a mild correction in August, returned to a steeply
upward trend from September onwards, opening up the
strong possibility that this would in future serve as a
factor making for price instability. In this situation, if
the policy rate target had continued to be ratcheted
down following its reduction in August, it was
anticipated that inflationary expectations would be
aroused among the general public. In the final analysis,
though, there was deemed to be little danger of the
inflation target not being attained in view of the
persistent weakness of demand pressures, the
comparatively low level of wage settlements and the
stable appreciating trend of the Korean won against the
US dollar.

<Figure Ⅱ-4>
Trends of Yields on Treasury Bonds and
Changes in Bond-Type Beneficiary Certificates1)
of Investment Trust Company
(annual %)

(trillion won)
30

6
Yields on Treasury bonds (3yrs.) (left)

25

5

20
4

15
Changes in bond-type of
investment trust company (right)

3

10
5

2

0
1
-5
0
2004.1

3

Meanwhile, it was considered desirable to take a
wait-and-see attitude toward the effects of the series of
economic stimulation packages that government had
announced, embracing plans for tax reductions and an
expansion of fiscal spending, along with the August
downward adjustment of the policy rate.

5

7

9

11

2005.1

Note : 1) MMFs and bond-type beneficiary certificates.
Sources : Korea Securities Computer Corp., Investment Trust
Association

3

-10

What is more, the bond markets showed signs of partial
overheating as the anticipations of further interest rate
reductions aroused by the cut in the call rate target in
August became more widespread. In the bond markets,
demand dominated supply as market liquidity was
flowing into investment trust companies’ money
market funds (MMFs) and bond-type beneficiary
certificates. Accordingly the phenomenon of an
inverted yield curve had begun to emerge with
long-term market interest rates falling back sharply so
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that yields on Treasury bonds (three-year) stood below
call market rates as of the end of September. The
prospect of its continuance aroused fears that the
financial markets could be thrown into turmoil by
large-scale portfolio shifts between financial
institutions and resurgence of long-term market interest
rates once conditions changed with business prospects
taking a turn for the better in future.
(Reduction of the Call Rate Target in November
2004)
In November 2004, the call rate target was lowered by
25 basis points to 3.25%. The decision was based on
the desire to underpin the recovery of domestic demand
now that the upside risk to prices was seen to be
gradually receding.
<Figure Ⅱ-5>
Trends of Export Volume and Increase Rates1)
(billion dollar)

(%)

25

60

Export (left)

50

20

40
15

Export increase rates (right)
30

10
20
5

0

10

2004.1

3

5

7

9

11

2005.1

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

0

Examining firstly the state of business activity,
domestic demand in the form of private consumption
and facilities investment continued to present a dull
picture. The growth rate of exports (customs clearance
basis) had slowed to around the 20% level since early
in the latter half of the year from its 30~40% in the first
half of 2004, largely because of the base-period effect
generated by its sharp increase from the latter half of
2003 onwards. At the same time, there were worries
that the growth rate of exports could be further blunted
in line with the sharply appreciating trend of the
Korean won against the US dollar from October
onwards that mirrored the greenback’s weakening trend
in international financial markets.
SMEs and SOHO businesses, which are heavily
dependent on domestic demand, were experiencing a
sharp rise in their credit risk with increased business
difficulties. The rate of arrears on SME loans had,
accordingly, risen and from the third quarter of 2004
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<Figure Ⅱ-6>
Yield-Curves on Treasury Bonds
(annual %)

(annual %)
3.7

3.7
3.6

3.6

Nov.10

3.5

3.5

Oct.29

3.4
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3.3
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3.2

3.1

3.1
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3
6
9
1
month month month year
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2
month year

30
3
month year

3.0

5
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Source : Korea Securities Computer Corp.

<Figure Ⅱ-7>
Trends of Risk Premiums1)
(%p)

(%p)

5.0

Corporate bonds’ credit
spread (left) [(BBB-) - (AA-)]

4.8
4.6

2.0
Call rate target
decrease (Nov.11)

1.8
1.6

Call rate target
decrease (Aug.12)

1.4

4.4

1.2
4.2

Corporate bonds’
premium (right)
[Corporate bonds (AA-)
- Treasury]

4.0

1.0
0.8

3.8

0.6

3.6

0.4

3.4
2004.1

3

5

7

9

11

0.2

2005.1

Note : 1) The yield on Corporate bonds is the average yield of three
private bond pricing institutions.
Sources : Korea Securities Computer Corp., Korea Bond Pricing co.,
Korea Investors Service Inc., National Information & Credit
Evaluation Inc.

bank lending to SMEs turned deeply subdued. So there
were signs of a vicious circle emerging, at least in part,
whereby the increased credit risk of SMEs meant that
financial institutions avoided extending credit to them
and so the funding situation of SMEs worsened. There
was a growing necessity for initiatives on the part of
monetary and credit policy in this regard. If the
difficulties of SMEs, with their large labour absorption
capacity persisted, it would prove an obstacle to any
recovery of domestic demand.
Even though domestic demand had remained in the
doldrums for some time, the rate of core inflation had
risen to 3.4% year-on-year in October, converging on
the upper bound of the inflation target range. From an
overall perspective, though, price conditions were
assessed as having improved. After spiking at 52.3
dollars per barrel (Brent crude oil basis) on October 22,
at that time their highest ever level, international oil
prices moved into a corrective phase, falling to the low
forties in early November. Furthermore, the Korean
won had appreciated 2.9% against the US dollar in just
one month, strengthening from 1,151.8 won per dollar
at the end of September to 1,119.6 won per dollar a
month later. It was anticipated that this easing of
international oil prices and strengthening of the Korean
won would reduce the upside risk to prices.

<Figure Ⅱ-8>
Trends of ￦/US$ and KOSPI
(￦/US$)
1,250

(KOSPI)
1,050

￦/US$ (left)

Call rate target
decrease (Nov.11)

1,000

Call rate target
decrease (Aug.12)
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Note : 1) Compared with the same period of the previous year.

3

650

The cut in the call rate target had an immediate impact
on the financial markets. The yield curve flattened out
as long-term market interest rates fell sharply. What is
more, the interest rate premium on corporate bonds
over Treasury bonds narrowed to its lowest ever level
(average of 40 basis points during November). The
credit premiums imposed depending on the grade of
corporate bond issuers also contracted. A fence-sitting
mood prevailed in the stock market, however, as
investors fretted over a weakening of exporters’
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profitability in line with the sharp appreciation of the
Korean won against the dollar, shrugging off the effects
of the decline in all types of interest rates following the
policy rate cut.
(Call Rate Target Left Unchanged from December
2004 Onwards)

<Figure Ⅱ-9>
Trends of Private Consumption and Sale of
Durable Goods1)
(%)

(%)
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40
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-20
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-5.0

Sources : Korea Securities Computer Corp., Korea National
Statistical Office

<Table Ⅱ-3>
Trends of Consumer Expectation Index
by Income Brackets1)
2004

2005

Aug. Sept. Oct. Nov. Dec.

Jan. Feb.

87.0 88.9 88.0 86.6 85.1

90.3 99.4

more than 4 million won

91.0 94.8 91.4 88.7 93.1

99.0 107.5

3~4 million won

89.6 94.9 93.5 91.6 87.7

93.7 106.5

2~3 million won

89.9 90.8 89.5 88.7 87.1

91.6 102.8

1~2 million won

84.3 84.0 83.6 84.8 82.7

87.1 93.5

less than 1 million won

81.2 84.7 85.9 80.4 77.1

82.3 89.1

Total

Note : 1) Based on monthly average income.
Source : Korea National Statistical Office

The call rate target was held unchanged at the rate of
3.25% from the December 2004.
The effects of the downward adjustment of the policy
rate in August and November were already clearly
visible in the financial markets and were anticipated to
work through to the real economy after some time lag.
The government also planned to frontload the major
part of the disbursement of the annual budget during
the first half of 2005 and intended to implement the
Integrated Investment Plan for Economic
Reinvigoration during the latter half. What is more, in
the area of taxation, steps had been taken to promote
consumption and investment including a 1 percentage
point reduction of the rate of comprehensive
income-tax and a 2 percentage point reduction in
corporation tax (approved by National Assembly at the
end of 2003) and the lengthening of the period of
application of flexible rates on special consumption
tax. It was accordingly thought that the effects of these
fiscal and monetary policy actions undertaken would
make themselves fully felt from the latter half of 2005.
And in fact, private consumption showed signs of a
somewhat patchy improvement from December 2004,
including expanded sales of consumer goods and
brisker service sector activity. With the dawn of the
new year, a gradual pickup in consumer confidence
was awaited led by the greatly improved figures for
anticipated consumer spending that centered on high
income groups. Notably January’s cyclical component
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of the coincident composite index of business
indicators and the growth rate of the leading composite
index on a year-on-year basis showed a rise for the first
time since March 2004, bringing about a further
increase in anticipations of a future business recovery.

<Figure Ⅱ-10>
Trends of the Composite Index of Business
Indicators
(%)
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Note : 1) Leading CI is compared with the same month of the
previous year.
Source : Korea National Statistical Office

<Figure Ⅱ-11>
Trends of Long-term Real Interest Rates
(%)
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Sources : Korea Securities Computer Corp., Korea National Statistical
Office

There were latent risks to prices even though demand
pressures still remained weak. International oil prices
confounded expectations by maintaining a steeply
upward course and it was considered that changing
conditions such as the unstable conjuncture between
supply and demand could act to destabilise oil prices
further. Besides this, there was also the consideration
that the Producer Price Index, which affects consumer
prices after some time lag, had risen steeply during
2004. In fact although the PPI had maintained a steep
upward trend during 2004 in response to higher oil
prices, it had had little impact on consumer prices in
the course of the year. This was mainly because
manufacturers and distributors were unable to pass on
the rise in producer prices to consumers with domestic
demand in the doldrums. It was recognised, however,
that the possibility of these cost push factors being
realized all at once would present a potential
destabilizing factor once the economy entered onto a
recovery phase in future. In particular, with a change in
conditions, the ample market liquidity resulting from
the accommodating stance of monetary policy over the
previous months might be translated into demand
pressures, with the possibility of sparking an excessive
run-up in asset prices including those for real estate.
A partial distortion of the financial markets following
the downward adjustment of the call rate target in
August and November, also served to form a consensus
that the call rate target would be maintained at its
existing level. For one thing, real long-term interest
rates were running at very low levels judging by
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<Figure Ⅱ-12>
Trends of Spread between Short- and
Long-term Interest Rates
(annual %)
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<Figure Ⅱ-13>
Trends of Spread between Domestic and
Overseas Interest Rates
(%p)
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secondary market yields on Treasury bonds and the rate
of increase in the CPI. Real long-term market interest
rates had shown a rapid downward trend since April
2004, moving briefly into negative territory from July.
This was the first time that real long-term market
interest rates had turned negative, apart from the time
of the first oil shock in the mid-1970s and the second
short oil shock at the beginning of the 1980s, when the
CPI had risen very steeply. From November onwards
the upward trend of prices had moderated and in early
2005 long-term market interest rates showed an
upward trend, so that real long-term interest rates
turned positive again, though still remaining at a level
of only about 1%. A reversal of the yield curve with
secondary market yields on three-year Treasury bonds
falling below the overnight call rate took place on
several occasions. Notably ahead of the decision on the
level of the call rate target on the Thursday of the
second week of October and November, there was an
inversion of the yield curve lasting respectively four
days and nine days. From September 2004 up until the
end of that year, this phenomenon occurred on seven
occasions in all, lasting a total of 20 days. At the same
time, with US long-term interest rates running higher
than Korean interest rates, the Korean interest rate
premium underwent a partial reversal. Because Korean
growth rates and inflation rates are generally higher
than those of the US, Korean interest rates are also
normally higher. This was the first instance of a
reversal of the premium on Korean interest rates since
the early 1980s. There was concern that if these
phenomena were to become entrenched, it might
produce various malign side effects including a delay
in adjusting household balance sheets, a preference for
investment in assets such as real estate, an
intensification of the concentration of market liquidity
in short-term financial products and an outflow of
domestic capital. In the early weeks of 2005, though,
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long-term market interest rates rebounded sharply on
expectations of economic recovery, soothing to a
certain degree the concerns over financial market
distortions.
(Liquidity Adjustment to Maintain the Call Rate
Target)
<Table Ⅱ-4>
Trends of Liquidity Adjustment1)
(trillion won)
2002
Dec.
RB demand (A)

2003
Dec.

2004
Dec.

2005
Feb.

34.8

37.1

37.4

39.7

RB supply (B)

116.8

144.7

179.1

191.8

Government

-10.9

-3.5

-1.9

6.9

Private

-5.2

-17.8

-32.6

-34.3

Foreign

138.0

173.7

213.9

210.9

-5.1

-7.7

-0.2

8.3

82.0

107.6

141.6

152.1

MSBs

84.4

106.9

142.3

149.4

Net sale of RPs

-2.4

0.7

-0.7

2.7

Others
Liquidity adjustment (B-A)

Note : 1) Based on monthly average.

<Table Ⅱ-5>
Trends of Outstanding Amounts1)
of Liquidity Adjustments
(trillion won)

MSBs outstanding2)
Net sale of RPs
Total

2002
Dec.

2003
Dec.

2004
Dec.

2005 2)
Feb.

84.3
(4.8)

105.5
(5.0)

142.8
(5.6)

153.2
(1.0)

0.0

4.0

2.5

4.5

84.3

109.5

145.3

157.7

Notes : 1) Period end basis
2) Figures in parentheses refer to the interest payments on
MSBs, for each year.
2005 is for Jan. and Feb.

In order to facilitate the actual call rates at the level of
the decided target, market liquidity was adjusted by
way of the issue of Monetary Stabilisation Bonds
(MSBs) and the purchase and sale of securities under
repurchase or resale conditions (RPs).
In the early part of 2004, the scale of the current
account surplus had widened greatly and foreign direct
investment funds had generally maintained a trend of
net inflows, so that the large-scale supply of
high-powered money through the foreign sector had
continued. Such a supply of reserve money acts to
lower call market rates. The Bank of Korea, therefore,
absorbed the excess liquidity through the issue of
MSBs and the sale of RPs to the market. Consequently,
the outstanding balance of MSBs continued to increase
on a large-scale, rising from 105.5 trillion won at the
end of 2003 to 142.8 trillion won at the end 2004 and
to 153.2 trillion won at the end of February 2005. This
accumulation of MSBs outstanding, entailing an
increase of interest payments on them, will not only
impose a burden on the Bank of Korea’s income, but
will itself act as a factor in automatically generating
reserve money. Besides this, in the process of the
rollover issue of MSBs, market interest rates may be
driven up depending upon the situation of the financial
markets, which also imposes a further burden on the
operation of monetary policy.
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<Reference Ⅱ-1>

Policy Rate Adjustment of Major Countries’ Central Banks since 2004

Confronting a recovery of business activity and mounting inflationary pressure generated by the run-up in oil
prices, the central banks of major countries shifted their monetary policy stance in the direction of tightening
and away from the accommodating position that had prevailed since 2002. Looking at the year 2004 as a
whole, among the central banks of 27 major countries, those of 13 countries including the USA and the UK
raised their policy rates, eight countries, including Canada, Sweden and Norway, lowered theirs and the
remaining six countries held them at the same level as at the end of the preceding year. Strikingly, there were
quite a few central banks that adjusted their policy rates downward during the first half of the year, but from
the beginning of the second half of the year, many central banks raised their policy rates.

Policy Rate Changes in Major Countries1)
20042)
2002

2003
Year

Q1

Q2

Q3

Q4
11

Increase

7

2

13

2

4

11

Decrease

15

21

8

7

4

4

3

4

3

6

18

19

12

15

26

26

27

27

27

27

27

Maintaining current level
Total

Notes : 1) Based on central banks which JP-Morgan surveyed (including Malaysia from 2004).
2) The sum of quarters’ changes is not equal to the annual number as policy rate changes through quarters are counted once a year.

Looking more closely at the adjustment of interest rates by individual central banks from early 2004, the US
Federal Reserve steadily ratcheted up its Federal Funds target interest rate on seven occasions from 1% to
2.75% in March 2005, facing the prospect of mounting inflationary pressure in future in line with the
continuing solid growth trend of the US economy. The Bank of England raised its policy rate on four occasions
by a total of one percentage point to 4.75% to counter an increase in household borrowings and a run-up in
housing prices. The Bank of Canada lowered its policy rate in three steps by a total of 75 basis points during
the first half of 2004, but then carried out a two-step increase of 50 basis points during the latter half of the
year. Despite the inflationary pressures generated by high oil prices, the European Central Bank did not adjust
its policy rate upward in view of the partial tightening effect brought about by the strength of the euro in a
situation where the trend of business recovery in member states turned out to be more low-key than expected.
The Bank of Japan maintained its zero interest rate policy and intensified its policy of quantitative easing,
including the expansion of the target outstanding balances of current accounts held with it.
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Trends of Policy Rate Changes in Major Countries
(annual %)
US

UK

ECB

Canada

Australia

2001. Dec.

1.75

4.00

3.25

2.25

4.25

2002. Dec.

1.25

4.00

2.75

2.75

4.75

2003. Dec.

1.00

3.75

2.00

2.75

5.25

2004. Jan.

2.50

Feb.

4.00

Mar.

2.25

Apr.

2.00

May

4.25

Jun.

1.25

4.50

Aug.

1.50

4.75

Sept.

1.75

2.25

Oct.

2.50

Nov.

2.00

Dec.

2.25

2005. Jan.
Feb.

2.50

Mar.

2.75

5.50

Sources : Central banks of individual countries and the ECB
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<Reference Ⅱ-2>

The Principal Details of Government Fiscal Policy since July 2004

During the year 2004, the government put in place fiscal policies to stimulate business activity in order to
counter the protracted downturn of domestic demand. During the first half of the year, fiscal expenditures
including the budget, public funds, and investment of public corporations were brought forward, causing the
scale of disbursement during the first six months of the year to expand to 87.5 trillion won, which was 4.2
trillion won larger than in the same period of the previous year. In terms of the ratio of the planned annual
disbursement, this represented 55%, 2 percentage points more than in 2003.
The fiscal policy stance to regenerate the economy was maintained during the second half of the year.
Provision was made for a planned expansion of fiscal spending by 4.5 trillion won including the compilation of
a supplementary budget (1.8 trillion won) in July, of which 3.2 trillion won was disbursed during the third
quarter. In September the Special Consumption Tax Act was revised, abolishing special consumption tax on
eleven categories of goods including projection TVs, PDP TVs, air-conditioners, and golfing equipment. To
expand the flow of private investment for social overhead capital facilities, the revision of the Overhead
Capital Act was undertaken in October, expanding the scope of eligible projects from 35 to 45 categories
including educational facilities and public rental housing. (This was passed by the full session of the National
Assembly on January 1, 2005, being renamed the Act on Private Investment in Infrastructure ). At the end of
October, the measure originally taken in April 2004 provisionally lowering for a period of six months the rate
of customs duty on petroleum fuels including crude oil (crude oil: 3%

1%, petroleum products: 7%

5%)

for the sake of price stability and to ease the cost burden on firms by countering the sharp run-up in the
international oil price was extended for a further six-month period. In November the regulation prohibiting the
advance sale of housing allocation rights and the tightened restrictions on “speculation prone areas” were eased
to some degree in view of the stability of housing prices for some time. In December, “Measures for the
Promotion of Venture Businesses Startups” were unveiled, the principal aims of which were the revitalization
of transactions on the KOSDAQ market and the promotion of venture capital. Meanwhile, the government
announced more specific details of its Integrated Investment Plan for Economic Reinvigoration , originally
unveiled in November. This comprehensive plan seeks to create new job openings and push up the GDP
growth rate in 2005 to the 5% mark by giving positive inducements to private capital, pension funds and
foreign capital while aiming in the medium and long-term to stimulate investment activity through the
development of new towns and company towns. Its provisions are expected to enter into effect from the second
half of 2005. In a related move, through the amendment of the tax legislation, the rate of comprehensive
income-tax was reduced by one percentage point and the standard employee tax deduction was increased from
0.6 million won to 1 million won while the period of application of flexible tax rates for special consumption
tax on 14 types of commodities including automobiles was prolonged for six months from the end of 2004 to
the end of June 2005. Similarly, the time limit for the tax deduction of 10% of the amount of the investment
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under the provisional investment tax deduction system was extended until the end of 2005. Moreover, under
the amended Corporate Tax Act passed by the National Assembly at the end of 2003, the rate of corporate tax
was lowered by two percentage points from fiscal 2005.
The total scale of the General Account Budget for 2005 has been increased by 11.8% compared with the
previous year. The consolidated fiscal account for administration was compiled so as to expand the scale of the
deficit to reach 8.2 trillion won, equivalent to 1% of GDP (2004 fiscal deficit: 7.2 trillion won, 0.9% of GDP).
At the same time, fiscal spending has again been frontloaded in 2005 with a focus on reinvigorating economic
activities and improving the general level of confidence. Consequently, the proportion of the budget including
funds and investment of public corporations to be disbursed during the first half of the year has been brought
up to 59% from 55% in that of 2004.

Trends of Major Balances of Fiscal Accounts
(trillion won)
2001

2002

2003

2004 (budget)

2005 (budget)

Consolidated fiscal balance

7.3
<1.2>

22.7
<3.3>

8.1
<1.1>

3.3
<0.4>

5.6
<0.7>

Control fiscal balance1)

-8.2
<-1.3>

5.1 2)
<0.7>

1.5
<0.2>

-7.2
<-0.9>

-8.2
<-1.0>

Notes : 1) Consolidated fiscal balance - the balance of social security funds - the repayment of public funds.
2) Registered a surplus of 5.1 trillion won thanks to increased inflows following the sale of KT Corp. shares (6.7 trillion won).
Figures in brackets refer to the ratios of fiscal balances to nominal GDP.
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2. Other Monetary and Credit
Policies
(Strengthening Support for SMEs)
<Table Ⅱ-6>
Aggregate Credit Ceiling Allocations1)
(trillion won)
Sorting

Quota allocated
to financial
Institutions

Sum

Quota to support
settlements

2.5

General quota

2.5

Sub total

5.0

Quota allocated to the BOK’s regional branches

4.4

Retained reserve

0.2

Total

9.6

Note : 1) As of the end of Feb. 2005.

<Table Ⅱ-7>
Fund Operation Performance Evaluation Ratios
(%)
Prior to alternation

Following alternation

Status of interest operations 50 Status of interest operations 30
Status of management

30 Status of management

20

Ratio of credit-based
lending to SMEs

20 Ratio of credit-based
lending to SMEs

20

Degree of compliance with
policies1)

30

Note : 1) Reflects rollover ratio of lending to SMEs (10%), the weight of
line-of-credit lending to SMEs (10%) and degree of cooperation
in policy operation (10%).

The Bank of Korea conducted monetary and credit
policy with a view to strengthening financial support
for small and medium enterprises (SMEs), which had
been experiencing difficulties owing to the protracted
sluggishness of domestic demand.
To heighten the effectiveness of financial support for
SMEs, in the allocation of funds under the Aggregate
Credit Ceiling from October 2004 onwards, the scale
of the quota deduction from banks that failed to meet
their ratio of lending to SMEs was widened and the
scale of the additional allocation to banks which were
observing it was adjusted upwards. Specifically the
ratio of the deduction from the Aggregate Credit
Ceiling quota of noncomplying banks was increased
from the previous 75% of the shortfall to 100% of it. In
view of the fact that the recommended ratio of lending
to SMEs is higher for local banks (60%) than for
nationwide commercial banks (45%), however, where
a local bank’s lending performance to SMEs is below
60% but still above 45%, then the previous deduction
ratio of 75% of the shortfall is applied. On the other
hand, the scale of the additional allocation under the
Aggregate Credit Ceiling to those banks observing the
recommended ratio of lending to SMEs was adjusted
upwards from up to 100% to up to 200%. Also,
incentives for financial institutions to provide support
to SMEs were also strengthened by establishing a new
criterion of policy compliance , which would be
applied when allocating quotas to individual
institutions under the Aggregate Credit Ceiling. This
comprehends performances in terms of “the rollover
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ratio of lending to SMEs” and “the weight of
line-of-credit lending in SME loans”.
(Improvement of Monetary and Credit Policy
Instruments)
The Bank of Korea conducted its open market
operations in a market-friendly manner and improved
the bond market systems. From August 2004, to
heighten transaction convenience for institutions taking
part in bidding and to invigorate MSB transactions, the
minimum tender amount and minimum size of
successful bids in competitive auctions for MSBs was
adjusted upwards, from 5 billion won to 10 billion
won, to be on a par with the minimum size of bond
transaction units in the markets. For the buying and
selling of securities including RPs (those under
repurchase conditions), the minimum unit for
successful tenders at competitive auctions was also
increased from 100 million won to 1 billion won. At
the same time, the date for collection of payment for
MSBs issued in competitive auctions was changed
from the previous D+2 (auction day plus two business
days) to D+1 (auction day plus one business day), in
keeping with market practice.
In January 2005 the schedule for the auction of MSBs
by maturity was changed and the revised arrangements
were brought into effect from the first auction in the
first week of March. First of all, the timing of auctions
of two-year MSBs, whose issue in the first and third
weeks of each month, coming together with the
auctions of three-year Treasury bonds4), acted as a
factor making for a fractional rise in interest rates, was

4) Auctions of three-year Treasury bonds are held in the first week of
each month, those of five-year bonds in the second week and those of
ten-year bonds in the third week, with bidding taking place on Monday
and the bonds being issued on Tuesday.
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<Table Ⅱ-8>
Schedules for MSBs’ Tender by Maturity

Week1)

Prior to alternation

Following alternation

First

2-years 91-days

91-days

Second

364-days

2-years 182-days

Third

2-years 91-days

91-days

Fourth

182-days

2-years 364-days

Note : 1) Tendered on Tuesday and issued on Wednesday.

changed to the second and fourth weeks. At the same
time, taking it into consideration that investment trust
companies, who are the main bidders for short-term
MSBs, experience an outflow of funds from their
MMFs at the end of each month but a renewed inflow
at the beginning of the next month, the timing of the
auction of 182-day MSBs was shifted from the fourth
week of the month to the second week. Then the timing
of the auction for 364-day MSBs, which had been held
in the second week of the month, was changed to the
fourth week, along with two-year MSBs. It is
anticipated that the markets will be able to digest MSB
issues more smoothly owing to the staggering of the
auctions of two-year MSBs and three-year Treasuries.
Since 1980, the Bank of Korea had maintained a fixed
annual rate of 5% on its loans to government. But from
October 2004, this was changed to a floating rate
linked to the secondary market yield on the 91-day
MSB, so as to reflect the movements of market interest
rates.
(Heightening the Efficiency of Monetary Policy)
The Bank of Korea devoted great efforts to heightening
the credibility and transparency of its formation and
conduct of policy so that its effects could be smoothly
transmitted to the financial markets and the real
economy.
From January 2005, some improvements were made in
the meeting procedures for the Monetary Policy
Committee’s decision-making on the direction of
monetary policy. Previously, the Economic Situation
Report meeting to monitor the economic situation had
been held on Wednesday afternoon preceding the full
session of the Monetary Policy Committee (normally
the Thursday of the second week each month) at which
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the policy stance is decided. Since the beginning of
January 2005, a subsidiary meeting of the Monetary
Policy Committee has been held to check on the state
of the economy as a whole on the Friday of the week
preceding its policy setting meeting. Meanwhile, the
Economic Situation Report meeting, which reports on
the movements of the domestic and international
economies, foreign exchange and international
financial trends, and domestic financial market trends,
has been brought forward from the afternoon to the
morning of the Wednesday preceding the full session
of the Monetary Policy Committee. This arrangement
was put in place in order to enable more efficient
decision-making on policy by allowing thorough
discussion among members beforehand of the
economic and financial situation.
<Table Ⅱ-9>
Schedules for Publications of Monetary Policy
’
Committee’
s Minutes for Deciding Monetary
Policy Direction
Date of
meeting
Publication
date
(Publication
measures)

2004
Dec.
In early April
2005
(Monthly
Bulletin,
March)

2005
Jan.

Feb.

Mar.

Apr.

Apr. 15

Apr. 29

May 13

May 24

(Internet) (Internet) (Internet) (Internet)

In order to heighten the transparency of the monetary
policy decision-making process, the minutes of the
Monetary Policy Committee meetings previously
published in Monthly Bulletin two months after the
relevant meeting, have since the beginning of April
2005 been put up on the Bank of Korea’s website on
first Tuesday (the next business day if this is a holiday)
after six weeks from the Meeting. For those who are
not frequent users of the Internet, the minutes will
appear in the next edition of Monthly Bulletin
published after they have been put up on the website.
The drive continued to heighten the Bank of Korea’s
credibility with the general public and popular
understanding of the policy environment, in the
recognition that the effects of monetary policy are
largely determined by the anticipations of general
economic agents. From the year 2005, the Bank of
Korea Economics Classroom , which had been held
every other week, has been extended to hold every
Friday and renamed as Friday Economic Lectures of
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the Bank of Korea . In November and December 2004
economic lectures were held at elementary and middle
schools having been designated Model Schools for
Youth Economic Education in the Seoul area.
Moreover, from 2005, the number of schools
participating in this scheme has been extended to
around 600 nationwide and it is now known as Youth
Economic Lectures . In a similar move, the Bank of
Korea’s Youth Economic Camp , targeting high school
students, and High School Economics Teachers
Training Camp directed toward high school faculties
were held during school vacations. In March 2005,
meanwhile, the former Economic Information Office
of the Bank of Korea was reorganised and expanded as
the Public Economic Education Centre , dedicated to
public economics education.
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3. Financial Market Stability
(Monitoring and Reacting to the State of the
Financial Markets)
<Table Ⅱ-10>
Trends of Credit Card Arrear Rates and
Credit Delinquents1)
(%, thousand won)
2003

2002
Q1
Credit
card
`arrears
rate2)

Bank’s credit
card divisions
Credit card
specialized
companies

Credit delinquents

Q2

Q3

Q4p

78

92

80

77

41

141

120

108

116

90

3,720

3,768 3,694 3,661 3,615

Notes : 1) Period-end basis.
2) Based on over one month in arrear.
Sources : Financial Supervisionary Service, Korean Federation of Banks

<Figure Ⅱ-14>
Trends of Yields and Premiums of Card
Company Bonds
(annual %)

(%p)
5

9
8

4

7

Yields on card company bonds1) (left)
3

6
2
5
1

4
Premiums on card company bonds2) (right)
3

0
2004.1

3

5

7

The Bank of Korea worked toward financial market
stability by maintaining a constant watch for
destabilising factors while taking prompt preemptive
action against the symptoms of instability.

9

11

2005.1

Notes : 1) Samsungcard bond (1yr.), period-end basis.
2) Spread between yields on Samsungcard bonds (1yr.) and
on Treasury bonds (1yr.).
Sources : Korea Bond Pricing Co., Korea Securities Computer Corp.

The results of its continuous monitoring of the state of
financial markets revealed that the overall level of risk
in the financial markets was assessed as having
declined with an improvement in the problems of
household indebtedness and credit card companies.
In the case of the problem of household indebtedness,
the roll-over of loans backed by housing collateral has
been largely free of friction as the downward trend of
housing prices has eased off and banks have
experienced difficulties in the operation of their funds.
Besides this, the rate of arrears on household loans has
shown downward stability since the second half of
2004 in response to banks’ continuing management
over their soundness. Similarly, the number of people
listed as “credit delinquents” has maintained a
declining trend, helped to some degree by various
measures of government to assist the rebuilding of
credit. In this light, the adjustment of households’
balance sheets is seen as proceeding comparatively
smoothly. Provided these trends are maintained, it is
assessed that the adjustment of households’ balance
sheets will have largely been completed during 2005
with the ratio of household outstanding liabilities to
their disposable income to fall below its long-term
trend. The business performance of credit card
companies has also greatly improved as shown by the
shift to an upward trend of credit card billings
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compared to the preceding period. The rate of arrears
has maintained a downward trend. Reflecting this,
there has been an overall improvement in their funding
situation as illustrated by the reduction in secondary
market yields and risk premiums on credit card
company paper. On the other hand, financial
institutions have tightened their risk management
because of the deterioration of their business conditions
such as the protracted downturn of domestic demand
while the arrears rates in the case of SMEs and
individual business owners (SOHO) have continued at
a high level. The Bank of Korea has maintained an
accommodative monetary policy stance while giving
careful attention to the possibility of further
deterioration of the funding problems of such sectors.
<Table Ⅱ-11>
Performance of Joint Examinations

2000

2001

2002

2003

2004

Domestic
banks

Hanvit, Korea Exchange, Daegu (3)

Domestic
banks

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

Foreign bank
branches

Citi, Deutsche, HSBC (3)

Domestic
banks

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

Foreign bank
branches

Tokyo Mitsubishi, BOA, Standard Chartered
(3)

Domestic
banks

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

Foreign bank
branches

Citi, BNP Paribas, JP Morgan Chase (3)

Domestic
banks

Chohung, Korea Exchange, 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)

In September 2004, the Financial Supervisory
Commission issued an order of cessation of business
against Hanmaum Mutual Savings Bank. There was
concern that the closedown of its business would
intensify the financial difficulties of SMEs dealing with
it. To counter this problem, the Bank of Korea’s Pusan
regional headquarters extended support through special
loans under the Aggregate Credit Ceiling to those
banks handling new lending to the SMEs that had been
clients of Hanmaum Mutual Savings Bank. From
September, 100 billion won (200 billion won calculated
on the basis of funds handled by financial institutions),
which included the Pusan regional headquarters own
ceiling of 50 billion won and 50 billion won of the
allocation reserve, was made available for such support
for a period of one year, but an extension of the support
may also be available.
In January 2005, long-term interest rates ran up sharply
owing to a change in the balance of bond market
supply and demand following the expanded issue of
Treasury bonds. The Bank of Korea, to restore orderly
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bond market conditions, supplied liquidity to the tune
of 2 trillion won through the outright purchase of
Treasury bonds and Deposit Insurance bonds5).
The Bank of Korea undertook the joint examination of
12 banks together with the Financial Supervisory
Service (FSS) during the year 2004. Through such joint
examinations, it was able to analyze and assess banks’
management status including their credit operations,
asset soundness and securities investment, focusing on
the prior ring-fencing of unstable factors threatening
the financial markets. Besides this, they facilitated the
smooth transmission of its monetary and credit policies
by checking compliance with monetary policy related
regulations and guidelines including Aggregate Credit
Ceiling lending, reserve requirements and payments
and settlements.
Looking at major government financial supervisory
policies during the second half of 2004, in preparation
for the introduction of the revised system of capital
adequacy ratios under the New Basle Accord (Basle
II), an “Improvement Plan for Banks’ Accumulation of
Provisions for Problematic Loans” was drawn up.
Under that plan, the accumulation of provisions based
on the expected ratio of loan losses is to be adopted in
full during the second half of 2006. Following this in
December, it was decided that the new Basle Accord
would come into force for all domestic banks from the
end of the year 2007. Moreover, during December,
with the revision of the Act Concerning the
Utilization and Protection of Credit Information (entry
into force April 28, 2005) the term “credit delinquent”
was deleted from legislation and the registration system
of credit delinquents was abolished. This system of
5) The Bank of Korea purchased 862 billion won’s worth of Treasury
bonds and 138 billion won’s worth of Deposit Insurance Fund bonds in
operations undertaken on January 19 and January 24, 2005.
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blacklisting so-called “credit delinquents” posed
considerable obstacles to the economic activities of
people with minor credit arrears, and had consequently
acted as a factor in depressing consumption to some
degree. Thus, its abolition is seen to have a positive
effect on the recovery of private consumption.
(Augmenting the Safety and Efficiency of the
Payment and Settlement System)
The Bank of Korea has continued its efforts to heighten
the safety and efficiency of the Korean payment and
settlement system.
<Table Ⅱ-12>
Scale of Settlement1) Handled by BOK-Wire
(unit, trillion won, %)
2003
2nd half

2004
2nd half

Increase
rate

4,941(080.3)

6,251(087.3)

26.5

4,291(069.7)

5,607(078.3)

30.7

650(010.6)

644(009.0)

-0.8

Treasury funds transfer

1,173(019.1)

868(012.1)

-26.0

BOK loans & discounts

26(000.4)

27(000.4)

1.5

Government and public
bonds

16(000.3)

18(000.3)

12.7

6,156(100.0)

7,164(100.0)

16.4

9(00- 0)

9(00- 0)

-1.4

85.2(095.3)

100.4(095.6)

17.9

(Gross settlement)

71.5(080.1)

89.8(085.6)

25.6

(Net settlement)

13.6(015.2)

10.6(010.1)

-22.3

Treasury funds transfer

2.3(002.5)

2.4(002.3)

4.4

BOK loans & discounts

0.9(001.0)

0.8(000.8)

-7.7

Government and public
bonds

1.0(001.1)

1.4(001.3)

35.0

89.3(100.0)

105.0(100.0)

17.5

100.8(00- 0)

153.7(00- 0)

52.5

Domestic currency funds
transfer
(Gross settlement)

Volume

(Net settlement)

Total
Foreign currency funds
transfer

Value

Domestic currency funds
transfer

Total
Foreign currency funds
transfer (million dollar)

Note : 1) Daily average basis, figures in parentheses refer to shares in
total.

The simultaneous settlement system of foreign
exchange, whose introduction had been prepared for
the past two years, was successfully brought into
operation on December 6, 2004. This system allows for
the real-time settlement through Continuous Linked
Settlement Bank International, CLS Bank, of Korean
won - foreign currency transactions and of transactions
between foreign currencies. Consequently, the foreign
exchange settlement risk exposure of domestic banks is
removed. In addition, the net-balance-based payment
under the new system brings about a large-scale
reduction of the funds needed for settlement compared
to the individual gross settlement under the former
system. Meanwhile, because the entire settlement
operation process takes place automatically using
straight-through processing (STP), the foreign
exchange settlement operations of domestic banks have
been greatly curtailed while it has the added benefit of
greatly reducing operational risks such as input errors
arising from manual entry. What is more, it is
anticipated that this will contribute to augmenting the
status of the Korean won as an international currency,
to upgrading the domestic foreign exchange market
and heightening its external credibility.
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In order to avoid the systemic risk arising from
financial institutions’ nonperformance of settlement
and to provide legal guarantees of the settlement
finality6) demanded by the BIS and the CLS Bank, the
Bank of Korea requested that the government and the
National Assembly incorporate these matters in the
draft bill expected to be passed into Law concerning
Bankruptcy and the Rehabilitation of Debtors
(otherwise known as the Consolidated Bankruptcy
Act)7). In the reflection of this request, a special
provision was inserted guaranteeing the legallybinding effect of a payment order made through
specified payment and settlement systems including
BOK-Wire and of the settlement relating to that
payment order even in the event of a financial
institution’s bankruptcy.
The method of adjusting funds between banks in
relation to cashier’s checks was changed from July
2004 from a method involving compensation of the
balance to a method involving adjustment of the
interest foregone; and from March 2005, a system of
the adjustment of interest foregone was also applied to
cashier’s receipts8). Opting for compensation of the
interest foregone eases the problems of banks’
increased settlement risk and the intraday liquidity
6) Means that a settlement through a payment and settlement system in
accordance with a transfer order given by a financial institution
participant in the system shall be irrevocable under any circumstances
or legislation, and shall be carried out unconditionally according to the
procedure set by the system.
7) The Bill concerning Debtor Rehabilitation and Bankruptcy passed
the full session of the National Assembly on March 2, 2005 and is
intended to take legal effect after the lapse of one year following its
promulgation.
8) Where payments should be receivable by banks following call
transactions, but receipt of the funds that same day is not possible
because of the ending of business hours, the issued payment order is
settled on the following day at the time of the net settlement of bills
cleared/exchange (14:30). In compensation for delayed payment, the
paying institution furnishes the payee institution with an amount
multiplied by the number of days until the settlement day (including
weekends). And this is collected at the time of the settlement the
following business day.
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burden imposed by the expanded scale of the balance
compensation owing to the increased frequency of
non-business days following the adoption of the
five-day week.
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<Reference Ⅱ-3>

The Credit Risk of Households and SMEs

During 2004 households’ credit risk exhibited a declining pattern with the progress in the adjustment of
household indebtedness. While the average credit score of the household sector rose considerably, the
proportion of customers with outstanding ratings (grades 1~3) increased. Additionally, there was a substantial
reduction in the number of people with arrears of less than 90 days among those making use of household
credits. The number of persons newly blacklisted as credit delinquents also fell and, after peaking in April
2004, the total number of people blacklisted shifted to a downward trend.

Trends of Credit Scores of Household
and Shares by Credit Rating
(Jan. 2004=100)

Trends of Arrears and Credit Delinquents
(Jan. 2004=100)

(share, %)
100

102

110

110

100

100

80

Delinquents
90

101

Average credit score (left)

60

80

4

5

6

7

8

9

10

11

Arrears less than
one year

60

20
50

50

40

0
3

70

60

8~10-rated
4~7-rated
1~3-rated

80

70

40
100

99
2004.1 2

90
Arrears less than
90 days

40
2004.1 2

12

Source : National Information & Credit Evaluation Inc

3

4

5

6

7

8

9

10 11

12

Sources : Korean Federation of Banks, National Information
& Credit Evaluation Inc.

On the other hand, the credit risk of SMEs persisted at a relatively high level. According to the findings of the
Bank of Korea’s Survey of Financial Institutions’ Lending Behavior financial institutions still remained
acutely sensitive to the credit risk of small and medium enterprises. With banks greatly reducing their lending
to SMEs, the rate of arrears on SME loans continued high.
Trends of Credit Risk Index and Loan Changes by Corporate Size
2003
Q1

Q2

2004

Q3

Q4

Q1

Q2

Q3

Q4

2005
Q1 (forecast)

7

20

9

7

11

5

2

2

2

enterprises Change in bank lending
(during period, trillion won)

1.8

-1.0

0.1

-3.8

1.2

-2.3

-0.1

-1.9

0.82)

SMEs

16

26

32

26

30

25

26

22

23

14.7

11.9

7.3

1.1

7.0

4.0

1.7

-5.7

2.22)

Large

Credit risk index of financial institutions1)

Credit risk index of financial institutions1)
Change in bank lending
(during period, trillion won)

Notes : 1) Credit risk index = (1.0×share of “greatly increased” respondents + 0.5×share of “slightly increased” respondents) - (1.0×share of
“greatly decreased” respondents + 0.5×share of “slightly decreased” respondents).
2) From Jan. to Feb.
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Ⅲ. Monetary Policy Environment and Direction for the Future
1. International Economy
A. International Economic Growth
<Table Ⅲ-1>
Outlook for World Economic Growth1)
(%)
e

20032)
World Economy

3.9

2005

20042)
IMF

OECD

5.0

4.3

2.93)

e

e

(US)

3.0

4.4

3.5

3.3

(China)

9.3

9.5

7.5

8.0

(Japan)

1.4

2.6

2.3

2.1

(Euro-area)

0.5

2.0

2.2

1.9

Notes : 1) Compared with the same period of the previous year.
2) Based on IMF statistics, apart from certain individual
countries and the Euro-area which are based on their
respective statistics.
3) Members of OECD.
Sources : IMF, World Economic Outlook, Sept. 2004
OECD, OECD Economic Outlook, Nov. 2004

Throughout 2005, the world economy is expected to
maintain last year’s solidly-based recovery trend.
The pace of growth, though, is seen to be slightly
slower than in 2004. There are also a number of
uncertainties surrounding the world economy,
including the high level of oil prices, the international
weakness of the US dollar and the possibility of a
revaluation of the Chinese yuan.
The steady growth trend of the US economy is also
forecast to be maintained during 2005, but at a
somewhat slower pace than the preceding year.
Facilities investment is seen to continue its buoyant
trend, borne up by firms’ improved business
performance while the expansionary trend of
government spending seems set to expand, driven by
defence outlays. In addition US exports are expected to
boast a firm upward trend, supported by the dollar’s
weakening trend against other major currencies.
The increasing trend of private consumption seems
likely blunted by the Federal Reserve’s interest rate
hikes and the fading-out of the effects of tax
reductions. Housing construction is also seen to
contract somewhat from its long-time rampancy in
response to higher mortgage rates.
The Chinese economy’s rapid growth is predicted to be
sustained, but at a somewhat slower pace in
consequence of the Chinese government’s steps to cool
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down overheated business activity and the slowing
pace of the advanced economies. Private consumption
should maintain its high rate of increase and
investment remain buoyant owing to continued inflows
of foreign direct investment funds and firms’ increased
profits. The pace of increase in investment, however, is
seen to slacken owing to expectation of additional
government measures such as the raising of interest
rates. The rate of export growth is predicted to fall in
response to a combination of trade frictions, the
slackening of world economic growth and a
base-period effect generated by its high figure a year
earlier.
The Japanese economy is seen to show slower GDP
growth than in the previous year. Private consumption
seems set to persist on its gentle upward course, helped
by the more favourable turn of consumer sentiment and
improved income conditions. Facilities investment
should show a brisk tone and government spending is
forecast to stay on its upward track, centering as before
on disaster relief and recovery efforts. The scale of the
increase in exports, though, is seen to narrow under the
impact of the slowing of US growth and China’s steps
to cool down the economy.

<Table Ⅲ-2>
Outlook for Foreign Exchange Rates by
Major International Investment Banks1)
2004 2005
Dec. Feb.
(￥/$)

102

J.P. Morgan
Goldman Sachs2)
Citigroup2)
Deutsche Bank2)
Lehman Brothers2)
Morgan Stanley

1.36

Q1

Q2

Q3

Q4

108

103

98

96

96

94

94

100

104

Morgan Stanley

= )
($/C

2005e

98

98

98

95

102

98

-

95

99

97

95

93

100

-

-

90

1.32
1.29 1.28 1.26 1.24

J.P. Morgan

1.37 1.38 1.38 1.34

Goldman Sachs2)

1.35 1.35

- 1.40

Citigroup2)

1.32 1.36

- 1.40

Deutsche Bank2)

1.35 1.38 1.40 1.43

Lehman Brothers2)

1.34

-

- 1.40

Notes : 1) The date of forecast is based on Feb. 2005.
Month-end basis.
2) 3, 6, 9, and 12 months respectively after the date of the
forecast.

The euro-area economy is anticipated to sustain its
mild growth trend at a similar level to that of the
previous year. Private consumption should show a
solidly-based recovery trend as prices remain stable
while the mild improvement in labour market
conditions continues. The upward trend of investment
is expected to gather pace, boosted by the improvement
of firms’ profitability and continuing low interest rates.
On the other hand, the pace of increase in exports is
expected to be slower than in the previous year owing
to the strength of the euro as well as the contraction of
overseas demand.
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B. Exchange Rates and International
Raw Material Prices
<Table Ⅲ-3>
Outlook for International Oil Prices1)
(US$/barrel)
e

2004
Year
Actual value
CERA2)

CGES3)

Q4

2005
Year

Q1

Q2

Q3

Q4

38.4 44.1

Base

43.6 44.1 42.2 43.5 44.5

High

54.5 46.0 53.0 57.0 62.0

Low

36.4 42.3 38.5 35.5 29.5

Base

44.5 44.4 44.3 45.0 44.3

High

49.2 44.4 46.6 51.6 54.3

Low

39.8 43.0 40.7 39.0 36.6

OEF

41.5 45.0 43.0 39.3 38.6

Notes : 1) Forecast on Feb. 2005.
Period average on basis of Brent crude oil.
2) High assumes a further increase in oil demand and cold winter.
Low assumes low world economic growth and a warm winter.
3) High assumes political unrest of oil producing countries.
Low assumes a hard landing for the Chinese economy and low
growth in the US economy.
Sources : CERA, CGES, OEF

<Table Ⅲ-4>
Outlook for International Raw Materials except Oil
(%)
2002

2003

2004e

2005e

IMF

0.6

7.1

16.8

-3.9

OEF

0.6

7.1

17.9

-2.8

EU

0.7

6.3

12.9

-2.9

Note : 1) Period average compared with the previous year.
Sources : IMF, World Economic Outlook, Sept. 2004
OEF, Oxford Economic Forecast, Nov. 2004
EU European Commission, Economic Forecast, Oct. 2004

The weakening trend of the US dollar in international
financial markets is expected to persist during 2005. It
is hard to see any great improvement taking place in
the structural reasons for this including the massive US
current account and fiscal deficits while the
possibilities of a revaluation of the Chinese yuan
(renminbi) and of the US government’s tolerance for
the dollar’s weakness remain unchanged. However,
its weakening trend is seen to show a mild progression
because the US dollar has already lost around 30% of
its exchange value against other major currencies since
the beginning of 2002 and the US Federal Reserve is
expected to continue its step-by-step increase of
interest rates. Besides this, it is considered that the
likelihood of coordinated foreign exchange market
intervention by the USA, Japan and the European
countries to curb its overly sharp fall would act as a
factor limiting a more steeply weakening trend.
International oil prices will be heavily influenced by
changes in the interplay of supply and demand factors,
but the trend of high oil prices seems set to persist.
Demand for crude is expected to ease in line with the
deceleration of the global economy, but is likely to
form above its average volume in the past. Also, on the
supply-side, the factors disrupting production in the
principal oil producing countries are unlikely to be
eased in the near future while there is the possibility of
OPEC’s response by way of cuts in production quotas
to limit a decline in crude oil prices.
Although there is the possibility of unstable supplies of
primary metal products, the prices of raw materials
other than oil are anticipated to show a mild downward
trend owing to the slowing growth of the world
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economy, stable grain prices thanks to improved
harvests and the base-period effect of their sharp
run-up in 2004.

<Reference Ⅲ-1>

Impact on the World Economy of the Weakening US Dollar

The US dollar has shown a steeply depreciating trend since 2002 against other major currencies including the
euro and the yen. At the beginning of 2004, it initially displayed a firmer trend for a while in response to the
strong recovery trend of the US economy, but in the latter part of the year it shifted back to a weakening trend
amid a decline in the inflow of foreign portfolio investment to the United States. The euro appreciated 49.6%
against the US dollar in the period from January 2002 until February 2005, while the Japanese yen registered
an appreciation of 25.9% over the same period. In the international financial markets, in spite of the solidlybased growth trend of the US economy and the Federal Reserve’s consequent step-by-step increase of interest
rates, the US dollar is seen to continue on its underlying weak trend for some period of time in view of the
difficulty of solving its structural weakness within the near future.
Trends of Major Exchange Rates
(US$/=C)

(¥/US$)

1.4

100
105

1.3

110

¥/US$ (right)
1.2

115

1.1

120
125

1.0

130
0.9
0.8
2001.1

US$/=C (left)

7

2002.1

7

2003.1

135
7

2004.1

7

2005.1

140

The US dollar’s weakness imposes no small burden on the world economy. Firstly, its weak trend has acted as
a principal factor in the rise in internationally-traded raw material prices. In the period from January 2002 until
the end of February 2005, international oil prices (Brent crude basis) rose 87.1% in terms of the Japanese yen
and 60.5% in terms of the euro, but in US dollar terms the scale of their increase reached as much as 136.3%.
Similarly, the IMF’s index of raw material prices (excluding oil) fell 4.1% in terms of the euro while rising
11.8% in terms of the Japanese yen. On the other hand, its 41.3% rise on a US-dollar basis became a principal
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factor driving price increases as a whole. In the event of the persistence of the US dollar’s weakening trend,
there are fears that this will generate further rises in international raw material prices along with the expansion
of demand brought about by the constant growth of the global economy.
Trends of Prices of International Raw Materials by Major Currencies
< Brent Crude Oil Price >
(Jan. 2002=100)

< IMF International Raw Materials’ Price Index (except Oil) >
(Jan. 2002=100)

(Jan. 2002=100)

(Jan. 2002=100)

280

280

150

150

250

250

140

140

220

130

130

190

120

160

110
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100

220

US$ basis

190

US$ basis

¥ basis

120

¥ basis
160
130
=C basis

100
70
2002.1

2003.1

7

2004.1

7

100
=C basis

90

100

80
2002.1

70
7

110

2005.1

90
80

7

2003.1

7

2004.1

7

2005.1

Secondly, there is concern that it will heighten the instability of the international financial markets. If the
weakening trend of the US dollar continues, the attractiveness of US dollar denominated assets will be
reduced, further accelerating the downward trend of the US dollar. This would open up the possibility of
generating a vicious circle by acting to narrow the basis of demand for US Treasury bonds. Furthermore,
augmented by speculative international capital flows, the instability of international financial markets could
deepen still further.

Trends of Capital Inflows to USA
(billion dollar)

Net inflows of long-term
portfolio investment funds

20031)

2004.
Jan.

Feb.

Mar.

Apr.

May

Jun.

Jul.

Aug.

Sept.

Oct.

Nov.

Dec.

57.0

86.9

70.5

71.7

82.3

60.2

81.1

58.7

51.8

61.2

46.9

89.3

61.3

Note : 1) Monthly average basis.
Source : US Treasury Department

Thirdly, the persistent weakness of the US dollar may limit the business recovery of other regions apart from
the United States. The euro-zone and Japanese economies already experienced lower GDP growth during 2004
as their exports slowed in response to the weak US dollar. Notably, Japan is now haunted by deep concern over
a recurrence of the phenomenon of acute deflation generated by the fall of import prices.
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2. Domestic Economy

In 2005, as the effects of the previous year’s reductions
of the call rate target and fiscal stimulation policies
make themselves felt, there is expected to be a gradual
recovery of private consumption and facilities
investment. GDP growth for the year, however, is
forecast to come in slightly below the estimated 4.6%
of the previous year owing to the blunting of the
increase in exports and construction investment.
Looking at the trend of growth by period, a low growth
trend is expected throughout the first half of the year,
but it should pick up to around an annualized rate of
5% during the latter half of the year. There should also
be an improvement in consumer and business
confidence as the contribution of domestic demand to
growth widens compared to that of exports.
Private consumption is forecast to pick up, breaking
free from its downward trend of 2003~2004.
However, the continued adjustment of households’
balance sheets, the low rate of increase in household
incomes, and the lack of improvement in labour market
conditions will limit the scale of its expansion.
Facilities investment is seen to expand. Pressures for an
adjustment of facilities investment have continued and
businesses have now secured sufficient cash liquidity.
From the beginning of 2005, the improvement in
investment confidence, although somewhat patchy,
should also act as a positive factor. Even so, the upward
trend is expected to be moderated by the weakness of
the IT industry’s domestic investment-generation effect
and the continuing relocation of production facilities
overseas.
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The rate of increase of construction investment is seen
to flatten out. During 2005, housing construction will
be held back by limiting factors in the form of the
policy steps taken to rein in speculation, which are
expected to be put in place in the course of the year,
including the imposition of a comprehensive real estate
tax, the clawing back of profits from redevelopment,
and the levy of an increased transfer taxes on sales by
owners who possess several dwellings. The
construction of buildings is also expected not to
increase much owing to the rise in office vacancy rates.
Meanwhile, the Integrated Investment Plan for
Economic Reinvigoration , being pursued by the
government, is expected to be implemented from the
latter half of the year, so that its effects on construction
investment during 2005 are seen to be somewhat
limited.
The robust upward trend of exports will be maintained
but the rate of increase is forecast to fall because of a
base-period effect brought about by their sharp rise in
the previous year. Most major export items including
automobiles, mobile phones, and shipbuilding are
expected to continue brisk, but exports of IT products
are likely to see the scale of their increase narrowed by
an expected fall in prices and a worldwide slowdown
in IT business. Small and medium exporting businesses
may well run into difficulties owing to the weakening
of their export profitability and price competitiveness
engendered by the appreciation of the Korean won.
The rate of increase in imports is also forecast to be
lower than the previous year’s in reflection of the
blunting of export growth.
The scale of the current account surplus is seen to
shrink from the previous year’s 27.6 billion dollars to
stand at around the 16 billion dollar level as a result of
the narrowing of the goods account surplus by the
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flattening-out of export growth, and the widening of
the deficit on the services, income and current transfers
account. Meanwhile, despite the government’s job
creation initiatives, labour market conditions are not
likely to witness any substantial improvement, given
that the recovery of domestic demand remains in a
minor key and firms are carrying on with their efforts
for business rationalization.
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3. Prices
Inflation is forecast to hold steady on the whole for the
year.

<Figure Ⅲ-1>
Trends of Economic Growth1) and GDP Gap2)
(%)

(%)
8

3
GDP growth (left)

6

2

4

1

2

0

0

On the demand side, demand-pull pressures are not
expected to be large owing to the low-key pace of the
recovery of domestic demand. The GDP gap ratio,
which indicates demand pressure, was estimated to
have been negative during the fourth quarter of 2004
and this situation is likely to persist throughout 2005.

-1
GDP gap ratio (right)

-2

-2
2001

2002

2003

2004

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

<Figure Ⅲ-2>
Trends of Wages and Labor Unit Costs in
Manufacturing Industry1)
(%)
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18

30

15

25
Wages per hour (left)

12

20

9

15

6

10

Unit labor costs (right)

3

5

0

0
Labor productivity (left)

-3

-5

-6

-10
2001

2002

2003

2004

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

The upward pressures on the cost side are expected to
be relatively milder than in the previous year.
International oil prices confounded expectations from
the beginning of 2005 by continuing to run at a high
level, but their rate of increase is seen to ease in view
of a base-period effect from their sharp run-up the
previous year. The appreciation of the Korean won
against the US dollar over the last few months should
also act as a factor in defusing upward pressure through
the foreign sector. Additionally, on the home front,
despite the price’s rise for some products of public
corporations such as cigarettes (January 2005), upside
pressures are not seen to be very large because unit
labour costs are expected to remain at a similar level to
the previous year along with the flattening-out of the
rate of wage increases. Meanwhile, housing rents are
predicted to fall slightly amid the continued downturn
of the housing market.
Accordingly the rate of increase in the Consumer Price
Index (CPI) is anticipated to register a level of 3%,
somewhat lower than the previous year’s 3.6%. By
period, it is likely to be a little higher than 3% during
the first half of the year, but should dip slightly during
the latter half of the year because of a base-period
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effect brought about by its high rate of increase in the
same period of the previous year.
The rate of core inflation, which is the Bank of Korea’s
target indicator of price stability is expected to remain
close to the midpoint of its target range of 2.5~3.5% for
the three-year period from 2004 to 2006, as in the
previous year’s 3.1%. While demand pressures remain
weak, upward pressures on the cost side are not
forecast to be high with the exception of those for
petroleum products, which are heavily influenced by
changes in international oil prices. By period, the rate
of core inflation, like that of the increase in the CPI,
is expected to ease in the course of the second half of
the year.
<Figure Ⅲ-3>
Core Inflation Projection
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When we look at the analysis by means of a fan chart9)
of the future course of inflation predicted from 2005
onwards, assuming the maintenance of call rates at
their current level, the probability of the rate of core
inflation remaining within its medium-term target
range is given as 75% for the year 2005 and as 69% for
the year 2006.
There are, however, latent factors present making for
price instability that could raise the rates of both
consumer price inflation and core inflation higher than
their expected levels. First of all, considering the cost
side, in the case of international oil prices, we cannot
exclude upside risks arising from unpredictable factors
such as the disruption of supplies owing to the political
instability of oil producing countries. Notably,
international oil prices (Brent-crude basis) defied
prevailing expectations that they would show a mild
downward trend from the beginning of 2005 by

9) This shows the distribution of the range of probabilities associated with
the predicted path of inflation.
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maintaining a steep upward trend, repeatedly testing
new peaks during March. In addition the prices of
agricultural, livestock, and fisheries products have
continued to show a steep underlying upward trend
over the last few years, and they have also exhibited
much greater volatility. Against this background, there
is a risk of their rising sharply in the event of unusual
changes in weather patterns or outbreaks of contagious
disease in livestock. On the other hand, the
appreciation of the Korean won for the time seems to
serve as an inflation stabilizing factor.
The demand side factor is considered to be likely to
pose either an upside risk or a downside risk to price
stability, depending upon the degree to which domestic
demand recovers. If the recovery of domestic demand
is delayed, the downward trend of prices would flatten
out, centering on charges for individual services, but if
it recovers more rapidly than expected, the upward
trend of prices may gather pace. Notably, the abundant
market liquidity may well act to heighten demand
pressures in the course of business recovery in future,
and there is the latent possibility of its spurring a
run-up in the prices of assets including real estate.
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<Reference Ⅲ-2>

Structural Factors Driving the Prices of Agricultural,
Livestock, and Fisheries Products

During the period 1991~2000 agricultural, livestock, and fisheries product prices showed a similar upward
trend to that of consumer prices generally. But from 2001 onwards they have continued to rise at a rate that is
between 1.5 and 2.5 times that of consumer price inflation. Strikingly, in 2004, their rate reached 8.9%, which
was very much higher than the 3.6% rise in the CPI.
Trends of Price Increases
(%, %p)
1991~2000
average

2001

2002

2003

2004

Agricultural, livestock and
fisheries products’ prices (A)

5.5

6.3

6.2

5.9

8.9

Consumer prices (B)

5.1

4.1

2.7

3.6

3.6

Spread (A–B)

0.4

2.2

3.5

2.3

5.3

Ratio (A/B)

1.1

1.5

2.3

1.6

2.5

What is more, during the period 1991~2000 the standard deviation of their rate of fluctuation (compared to the
previous month) remained at 1.94, but for the period 2001~2004 their price volatility increased considerably as
shown by the rise of the standard deviation to 2.71.
Trends of Price Volatility1)
(%)
1991∼2000

2001∼2004

Agricultural, livestock and
fisheries products’ prices

Average fluctuation

1.49

2.30

Standard variation

1.94

2.71

Consumer prices

Average fluctuation

0.52

0.40

Standard variation

0.55

0.42

Note: 1) Compared with the previous month.

This is ascribable to the complex interaction both of one-off factors such as adverse weather conditions and of
structural factors including a reduction of the area under cultivation and changes in consumer preferences.
Looking first of all at the structural factors, there has been an acceleration of the decline of the agricultural
population and of the ageing of those remaining in agricultural employment. Over the last 10 years, the
agricultural population has declined by more than 30% and the proportion of agricultural families headed by
persons more than 60 years old has risen very close to the 60% level. Largely because of this, the area under
cultivation for crops has gradually declined since the mid-1990s and volatility of crop production volumes has
been widening. In addition, recently with consumers’ increased awareness of health issues, there has been
more widespread demand for high-quality agricultural products such as organic vegetables and fruit and a

- 69 -

Monetary Policy Report

heightened preference for taste rather than price. This has served as a factor bringing about a structural increase
in the prices of agricultural, livestock, and fisheries products.

Trends of Farming Population
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Added to this, the much greater frequency of natural calamities in recent years has acted as a major factor in
driving up the prices of agricultural, livestock and fisheries products and heightening their volatility. Each year
since 2001 has witnessed a natural disaster caused by unusually severe weather conditions in Korea including
the drought of 2001, Typhoon Rusa in 2002, the severe cold weather and Typhoon Maemi in 2003 and the
scorching summer of 2004. Particularly in the case of vegetables, possibilities for imports are limited by
problems of shipping and storage so that their prices are relatively even more strongly affected by the effects of
natural disasters.
It is difficult to see a solution in the near future to the structural problems affecting the prices of agricultural,
livestock, and fisheries products and there is a gradually increasing likelihood of major climatic change
brought about by global warming. Consequently the rapidly increasing trend is likely to continue for some time
and we are unlikely to see any great reduction in their volatility.
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4. Monetary Policy Direction in 2005
During 2005, the Bank of Korea intends to conduct
monetary policy with an emphasis on attaining the
inflation target while paying careful attention to the
state of business activity. It also plans to devote greater
efforts toward financial stability and heightening policy
efficiency.
Interest rate policy will be conducted flexibly while
preserving the balance between growth and stability
to the extent that the real economy is expected to show
a mild recovery trend and the overall stability of prices
to be maintained. Specifically the recovery of domestic
demand will continue to be underpinned in so far as
this does not detract from the basis for price stability.
Nevertheless, along with upside risk in the cost
centering on high oil prices, a careful watch will be
kept on the possibility of demand pressures emerging
in the course of the recovery of domestic demand, and
the utmost efforts will be devoted to ensuring that the
rate of core inflation during 2005 and 2006 remains
stable within its target range. Besides this, in order to
heighten the efficiency of monetary policy, a
harmonious policy mix will be sought with fiscal,
foreign exchange and financial and supervisory policy.
Furthermore, close attention will be paid to the spread
between long- and short-term market interest rates,
private sector credits and the movements of share and
real estate prices.
The Aggregate Credit Ceiling Loans system will be
improved in the direction of heightening the
effectiveness of financial support for SMEs. The range
of objects eligible for support from these loans will be
widened to include those secured by future receivables
such as network loans10). In allocating quotas to
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individual financial institutions, in order to strengthen
the incentives for financial institutions to lend to
SMEs, the new criterion of net increase in lending to
SMEs will be taken into consideration along wih the
existing that of the total volume of loans.
Improvements are planned in the tools of monetary
policy for their more accurate utilization. In response to
the growing diversification of financial institutions’
deposit products, a plan for the more logical
realignment of the reserve requirements system will be
sought including changing the current system of
imposing differential requirements according to the
types of deposit into one based on the degree of
liquidity of deposits. Additionally, to improve the
environment for open market operations, proposals for
alleviating the problems posed by the accumulation of
MSBs will be studied, the range of securities eligible
for RP transactions will be widened, and the call
market’s function of adjusting the supply and demand
for funds will be strengthened.
Efforts for financial market stability will be
strengthened. Factors with the potential of causing
disruption of the financial markets will be constantly
monitored and, in the event of symptoms of their
emergence, prompt action to counter it will be taken.
Notably, in line with the increasing shift of financial
institutions’ deposit structure toward the short-term
end, particular attention will be paid to the possibility
of large-scale portfolio shifts between financial
institutions and financial products at the time of an
alteration in the financial environment such as a change
in interest rates. It is also planned to guard against the
possibility of financial institutions’ overly reducing

10) This refers to financial institution loans to firms secured against sales
on credit arising in future under a purchasing contract between firms.
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their supply of credit to sectors with low credit
standing such as SMEs and individual businesses
ahead of the entry into effect of the New BIS Accord at
the end of 2007.
The Bank of Korea intends to devote constant efforts
toward heightening the safety of the payment and
settlement system. In order to augment the efficiency
and safety of BOK-Wire, research is underway on the
introduction of a hybrid settlement system that would
add net settlement methods to gross settlement
methods. Arrangements are also to be explored for the
deconcentration of settlements so as to avoid delay in
settlement occurring because of the concentration of
transactions at the closing of business hours. It is also
firmly intended to give positive encouragement for the
drawing up of Business Continuity Planning for other
five core payment and settlement systems11) as well as
the already equiped BOK-Wire.

11) BOK-Wire, Cheque Clearing System, Interbank CD System,
Interbank Funds Transfer System, Electronic Banking System, and
the Over-the-counter Bond Market Settlement System.
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