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Interest Rate Deregulation and Money 
Market Development in Korea 

JAE-CHUN KIM 

The Korean government launched a series of Economic Development 
Plans since the early 1960s aimed at growth and employment creation. 
During the early stage of economic development, when domestic savings 
were totally inadequate to meet the ambitious investment requirements, 
the government intervened extensively in mobilizing and allocating 
scarce financial resources to strategicaUy important sectors in order to 
carry out the Plans. In this process, to facilitate systematic control of the 
financial sector by the government, commercial banks became de facto 
public enterprises. and various specialized banks such as the Industrial 
Bank of Korea and the Korea Exchange Bank were established. More­
over, a wide-ranging scheme of policy loans was introduced for the pur­
pose of allocating the limited financial resow·ces preferentially to spe­
cific industries and economic sectors with favorable provisions as to 
availability and cost. 

Though this government-led development of the fmancial system 
contributed to the rapid economic growth during the 1960s and 1970s, 
it had also a number of negative effects. The maintenance of a low in­
terest rate policy, the mobilization of the central bank's printing press, 
and credit creation by financial intermediaries brought about problems 
through the distortion of the market mechanism, including the ineffi­
cient allocation of resources, the deepening of sectoral imbalances, and 
chronic inflation. 

From the early 1980s, therefore, a number of measures were taken to 
reform the financial sector, based on the premise that efficient fmancial 
markets improve financial intermediation and allow a higher level of 
sustainable economic growth. These included the privatization of com­
mercial banks, expansion of their managetial autonomy, the lowering 
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of enu·r barriers, and tJ1c deregulation of interest rates. This paper sets 
out to describe Korea's experience wiili interest rate deregulation. Par­
ticular attention is given to the special factors considered in carrying 
out interest rate deregulation, such as tJ1c necessary preconditions and 
the sequencing of the process. The paper also provides an inu·oduction 
to the money market development and the operational status of mone­
tary policy management in Korea. 

Interest Rate Deregulation in Korea 

The process of interest rate deregulation set out by the Korean gov­
ernment in tJ1e early 1980s was one aspect of its drive to shift ilie eco­
nomic policy stance from regulation and protection by administrative 
direction to market-oriented management of the economy led by p•·i­
vate seCLor initjative. 

Process of Interest Rate Deregulation 

The 1 980s 

The first attempt at interest rate deregulation was the inu·oduction of 
commercial paper at uurcgulated rates in June 1981. I njanuary 1984, a 
band system ofloan rates was introduced. Issue rates on guaranteed cor­
porate bonds, financial debentllres, and negotiable certificates of de­
posit were allowed to be set freely in March 1986. Even so, the main 
emphasis of the drive for gradual interest rate deregulation until the 
mid-1980s was on creating a more favorable environment by easing re­
strictions on the interest rates of financial products. 

The following m.Yor steps were taken toward interest rate deregula­
tion in the early 1980s. 

• June 1981 Commercial paper introduced at unregulated 
discount rates. 

• June 1982 Yields on corporate bonds allowed to Ouctuate 
within certain limits. 

• Januar>' 1984 Band system for banks' loan rates introduced; 
they are permitted to charge different rates based 
on borrowers· creditworthiness. 

• July 1984 Banks allowed to set interest rates on deposits by 
maturity and on loans by type subject to certain 
maxima. 

• November 1984 lnterbank call rates and issue rates of unguaran­
teed corporate bonds freed. 

• March 1986 Issue rates on certificates of deposit, guaranteed 
corporate bonds, and financial debentures freed. 
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The changing economic environment during the mid-1980s enabled 
the Korean economy to proceed funher along the road to interest rate 
liberalization. Low and stable inflation narrowed the gap between mar­
ket rates and regulated rates, and meant that real interest rates contin­
ued to be positive. Thanks to the current account surplus, corporations' 
liquidity conditions also improved. Against this background, a major 
deregulation of interest rates of banks and non banks took place in De­
cember 1988. Except for rates on some policy loans, most lending rates 
were dercgulatcd. Rates on banks' long-term deposits were liberalized, 
including those on time deposits with a maturity of more than two years. 
At the same time. rates on various money and capital market insu·u­
ments were freed up, including those on commercial papers, certifi­
cates of deposit, and corporate bonds, and on financial products whose 
dividends are performance based, including beneficial cenificates and 
moner-in-u·ust. 

To sum up developments in the 1980s, in spite of interest rate dereg­
ulation efforts, most interest rates remained effectively regulated by 
window guidance. After the wide-ranging deregulation of 1988, eco­
nomic conditions promptly deteriorated from early 1989 with the 
spreading of labor-management disputes and expon stagnation, and 
market interest rates began to move upward sharply. This led to the 
reintroduction through the back door of de facto conu·ols on liberal­
ized interest rates. The first attempt at interest rate deregulation thus 
had to be abandoned. When drawing up and putting into effect their 
comprehensive plan for financial reform in the early 1990s, however, 
the authorities drew on the experience gained from this earlier reversal 
by adopting an incremental approach under which substantial progress 
has been achieved so far in the deregulation of interest rates. 

The 1 990s 

In August 1991, the government announced its second attempt at a 
plan to gradually deregulate interest rates. In view of the false start in 
1988, this second plan called for a balance to be maintained between 
the deregulation of deposit and lending rates among different financial 
products and financial sectors to minimize any disruption to the sys­
temic stability of the financial market 

The first step of the four-stage interest rate deregulation plan was put 
into effect on November 21,  J 991 (see Table l ). Most of the short-term 
lending rates of banks and nonbank financial institutions, such as over­
draft loans, commercial bill discounts, and trade bill discounts, were lib­
eralized. Deposit rates, including those on deposits wiLh maturities of at 
least three years, were partially liberalized. At the same time, interest 
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rates on various money and capi tal market insu-uments, including cor­
pOT-ate bonds with maturities of over two years, were also freed_ 

The successful completion of the first stage of interest rate dereg­
ulation laid a firm basis for the more extensive second stage of deregula­
tion, introduced on November l ,  1993. This freed up all lending rates 
of' bank and non bank institutions apart from loans financed by the gov­
ernment or by the Bank of Korea's rediscounts. I t  also deregulated rates 
on long-term deposits with mawrities of two years or more, and the 
issue rates of all bonds including financial debentures. 

In December 1994 and July 1995, most of the third stage of interest 
rate deregulation, which had originally been scheduled to be phased in 
from 1994 through 1 996, went in to effecl. l l  extended the deregulation 
of deposit interest rates to those on lime deposits with a maturity of at 
least six momhs. At the same lime, banks were permitted to freely de­
termine interest rates on certain loans1 refinanced through the Bank of 
Korea's rediscounts. 

This brought the deregulation ratio (the percentage of deregulated 
claims or liabilities over total claims and liabilities) up to about 95 per­
cent for loans and 77 percent for deposits. By the end of 1996, all in­
terest rates apan from those on demand deposits are expected to be 
freed. Although there has been an increase in interest rate volatility fol­
lowing the effective enlargement of interest rate deregulation in the 
1990s, the process is assessed as having been successful so far, given the 
following achievements. 

First, the efliciency of financial intermediaLion has improved through 
more active competition among financial institutions. Effective Febru­
ary 7, 1994, the Bank of Korea established criteria for public an­
nouncement.s concerning the terms of deposit transactions in order to 
safeguard sound financial practices in a situation in which undue com­
petition among financial institutions could spark disputes and lead to 
disturbances in financial transactions as a result of misleading adver­
tisements. The main points of the criteria arc: 

l .  In regard to the yield on a specific fmancial product, financial in­
stitutions arc obliged to give specific de tails of the following items: the 
contracted interest rate, the annual rate of return, fees, restriction 
clauses including deposit ceiling and minimum balance, the calculation 
of interest at maturity or an early withdrawal, terms and details of 
bonus, the time of interest payment, and the period during which the 
announced offer is effective. 

'Commercial b1lls discounted. loans for foreign trade, funds for small and medium-sized 
f1rms 1n the provinces. and loans for materials and parts Industries. 
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2. For financial products offering noating yields or on which divi­
dends are paid according to performance, financial institutions are 
obliged to set out the range of returns offered and the way in which the 
return is determined. 

3. \<\'here the terms of transaction are open to variation in part, fi­
nancial institutions are obliged to state this fact clearly immediately 
above the related clause of the announcement 

The gap between money market rates and lending and deposit rates 
has narrowed and the interlinkages among various interest rates have 
become much closer, because financial institutions now adjust their 
lending and deposit rates in response to market conditions such as 
changes in market interest rates. 

V\'hat is more, the linkages between the various market rates have also 
been strengthened by the expansion of interest rate arbiu·age and the 
activation of the short-term financial market owing to increased interest 
rate sensitivity by participants. 

Preconditions for Interest Rate Deregulation 

Although general theory says little about the macroeconomic pre­
conditions for interest rate deregulation, this subsection examines a list 
of desirable economic preconditions for both the real and the financial 
sector, based on :,cvcral other counlries· experiences with imerest rate 
deregulation, and with particular reference to Korea's expcdcnce. 

Macroeconomic Stability 

In view of several countries' experiences, economic stabilization may 
be deemed essential for successful interest rate liberalization. It is par­
ticularly crucial in order to mitigate upward pressure on interest rates 
after liberalization. If interest rate deregulation is initiated in a phase 
when inflationary expectations are widespread and there is heavy cor­
porate demand for funds as the economy overheats, the upward pres­
sure on interest rate will be much more intense. In fact, full-scale inter­
est rate deregulation has generally been carried out in advanced 
counu-ies-in particular, Japan and Germany-during pe1iods charac­
terized by price stability and moderate economic growth. 

Phase of the Business Cycle 

The state of business conditions does not appear to act as an obstacle 
to interest rate deregulation. This is because deregulation essentially 
acts to restore the automatic countercyclical function of interest rates. 
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However, the actual impact of deregulation on the economy may differ 
according to the phase of the business cycle in which it occurs. If inter­
est rates are freed in a business expansion phase, when the increased 
demand for funds drives them up in the early stages of the deregulation 
process, lhe husiness expansion is slowed because investment and con­
sumption demand fall as interest rates rise. On the other hand, if inter­
est rate deregulation takes place in the contractionary phase of business 
cycle, the upward pressures on interest rates during the early s tages of 
deregulation arc relatively mild, but the increase in interest rates may 
deepen the business recession. 

Also, considedng that interest rate deregulation in Germany took 
place in the contractionary phase or trough of the business cycle, 
whereas in Japan it occurred in the expansionary phase, and in the 
United States they were timed without any regard for the period cycle, 
it is dimcult to find any general link between the timing or interest rate 
deregulation and the business cycle. 

Capital Structure of Nonfinancial Companies 

In addition, the capital strucwre of companies in the business sector, 
which are the principal borrowers in the national economy, should be 
sound, to minimize the upward pressure on interest rates at the early 
stages of deregulation. The more heavily companies are leveraged, the 
more their balance sheets may be worsened owing to increased interest 
payments and. also, the greater will be management's difficulties in cop­
ing with fluctuations in interest rates because of the inelasticity of their 
demand for funds. 

Preconditions in the Financial Sector 

In the financial sector, account should be taken of the soundness and 
profitability or financial institutions. Interest rate deregulation usually 
brings about an increase in the cost of raising funds because of the 
more intense competition among financial institutions, thus weakening 
their management stalUs and profitability. Therefore, it is essential that 
financial institutions be sound as regards both their net worth and prof­
itability before the shock of deregulation is imposed on them. 

Korea's Two Deregulation Episodes Compared 

The economic conditions that are necessary before the onset of 
deregulation can be evaluated by comparing the Korean expcdence in 
1988 with that in 1991. In December 1988, there was heavy demand for 
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funds caused by the rapid growth in the years 1986 through 1988. Since 
1987, steep wage hikes and rampant real-estate speculation had led to 
an upswing in prices, which had been stable for several years. The yield 
on corporate bonds, the representative market rate, had risen from 
12.7 percent in the fourth quarter of 1987 to 15.5 percent in the third 
quarter of 1988, reflecting brisk investment demand and spreading in­
flationary expectations. In this unstable environment, interest rate 
deregulation u·iggered a sudden run-up in market interest rates. In ad­
dition, the widespread indusu·ial unrest in early 1989 and the conse­
quent business downturn caused by weak exports brought about grow­
ing concern as to the outlook for the economy. This is basically why de 
facto imerest rate conu·ols were reinLroduced. 

In ovember 1991, the picture was just the opposite. The economy 
was slowing clown, the excess demand for funds had evaporated as a re­
sult of stabilization policies, and inflationary expectations had largely 
been mitigated. Notably, too, market interest rates had been easing con­
tinuously, causing the gap between them and regulated rates to narrow 
abruptly in early 1992. 

On preconditions in the financial sector, i t  should perhaps be added 
that even though financial institutions in Korea suffered from poor per­
formance, this was largely a result of a long period of iinancial repres­
sion. Without interest rate deregulation, it would have been very diffi­
cult to remedy this situation. 

Sequencing of Interest Rate Deregulation 

The actual sequencing of interest rate deregulation has differed 
from country to country in accordance with each counLry's financial 
and economic conditions. For example, three major counu·ies, the 
United States, Japan, and Germany, followed different paths in botl1 
deposit and loan interest rate deregulation, as may be seen from Table 
2. But it is also possible to see some common threads in their ap­
proaches. Loan rates were deregulatecl at the same time, while deposit 
rates were gradually freed up by moving from long-term to short-term 
rates and large amounts to smaller amounts, and by inLroducing new 
iinancial products. 

ln the case of Korea, there were deep concerns about the shocks to 
financial markets and the economy in general that would occur if full­
scale deregulation of interest rates took place at a stroke. Therefore, 
Korea deregulated interest rates step-by-step, moving from loan interest 
rates to deposit rates, and from long-term to short-term among deposit 
rates. Loan rates were all deregulated relatively early because they have 
a direct effect on the allocation of resources and aggregate demand. 



©International Monetary Fund. Not for Redistribution

Interest Rate Deregulation in Korea 37 

Table 2. Paths to Interest Rate Deregulation in Major Countries 

Loan Rates Deposit Rates 

United States Already freed June 1970: deregulation of large-denomination 
certificates of deposit (more than $100,000) 
w1th maturities less than 90 days deregulated. 

Japan April 1975. abolit1on 
of Bank of Japan 
gu1dehne on loan 
rates 

January 1989: new 
short-term prime­
rate-related 
average cost of 
funds Introduced 

November 1971: introduction of money market 
mutual funds for securities companies 

May 1973: deregulation of all large-denomination 
certificates of depos1t 

June 1978· Introduction of money market 
certificates (more than $10,000 at s1x-month 
maturity) for banks 

December 1980· NOW accounts allowed for all 
1nst1tutions 

May 1982: introduction of short-term money 
market certif1cates (at least $7,500 and 91-day 
maturity), deregulation of 1nterest rates on 
11me depos1ts with a matunty of at least three 
years and SIX months 

December 1982: Introduction of money market 
deposit accounts (at least $2.500) for banks 

March 1986: removal of ceiling on 1nterest rate of 
NOW accounts 

May 1979 1ntroduct1on of large-denominatiOn 
certificates of depos1t (COs) (more than 
¥500 m1lhon) 

March 1985: 1ntroduct1on of 1arge-denom1nat1on 
money market certificates (¥50 million) 

October 1985: deregulation of large­
denomination time deposits (more than 
¥1 billion) 

June 1989: introduction of smaller-denomination 
money market certificates (more than 
¥3 million) 

October 1989: deregulation of large­
denomination time deposits and money 
market certificates (more than ¥10 million) 

June 1992: 1ntroduction of sav1ng deposits at 
free, floating interest rates 

June 1993: deregulation of smaller time depos1ts 
and money market certificates (less than 
¥10 million) 

October 1994: deregulation of all deposits 
except demand depos1ts 
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Table 2 (concluded} 

Loan Rates 

April 1967: Decree 
Concerning 

Interest Rate 
Regulation 
abolished 

Deposit Rates 

March 1965: deregulation of deposits with 
maturities of more than 2 years and 6 months 

May 1966: deregulation of large denomination 

deposits (more than OM 1 million) with a 

maturity of at least three months 

April 1967: overall deregulation of deposit rates 
(but members of each federation of financial 

institutions offered standard interest rates) 

July 1969: abolition of standard interest rates for 
time deposits 

October 1973: abolition of standard interest 

rates for savings deposits 

Particularly in Korea, the banks had raised the effective loan rate by 
compensating balances, negating the effectiveness of controls. If the 
deregulation of loan rates had been carried out differen tly, by term or 
by sector, this might have distorted resource allocation between manu­
facturing and other sectors, or that between affiliates of large conglom­
erates and small and medium-sized enterprises. 

Interest rates on policy loans, which are supported by fiscal funds or 
rediscounts of the Bank of Korea, have long been set below market 
rates. They have not on ly hindered interest rate deregulation and 
greater nexibility in interest rate policy, but have also diversified the 
strucLUre of interest rates. Therefore, it was necessary to reduce the pol­
icy loans and to shift their provision from banks to fiscal funds. In 
March 1994, the Bank replaced the automatic rediscount facility neces­
sitaLed by policy loans with an aggregate credit ceiling system. And these 
loans are now restricted to enfeebled sectors or enterprises such as agri­
culwre or small and medium-sized enterprises that find it difficult to ac­
cess finance for themselves. 

In principle, deposit rates should be deregulated in parallel with loan 
rates to harmonize the demand for and supply of funds. In Korea, 
though, the authorities feared that overall deregulation might spark a 
steep run-up in deposit in terest rates through competition among 
banks, undermining their profitability and pushing up loan rates. Thus 
deposit rates are being deregulated step-by-step. Deposit rate deregula­
tion has expanded from the long-term to the short-term and from a 
large amount w a smaller amount so as w prevent sudden portfolio 
shifts and stabilize interest rates. Issue rates on financial market prod-
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ucts such as corporate bonds have been freed up in keeping with loan 
rate deregulation. 

Money Market Development in Korea 

The money market refers to the market that provides economic en­
tities, such as financial institutions, business firms, governmental units, 
and individual participants, witJ1 various kinds of instruments to inter­
mediate tJ1eir short-term demand for and supply of funds. In general, 
tlle behavior of the money market provides the most immediate indi­
cation of the current relationship between the supply of and demand 
for funds through changes in yields on instruments in response to 
shifts in market conditions. This helps the monetary authotities con­
u·ol liquidity. 

In Korea, tlle money market embraces the call market and a wide 
range of otller financial markets, including those for treasury bills, 
monetary stabilization bonds, negotiable certificates of deposit, repur­
chase agreements. and commercial paper. Table 3 summarizes the 
trends in the recent evoJutjon of tlle mone)' markel. 

The beginnings of tlle organized money market in Korea date back 
to the 1960s, when monetary stabilization bonds and treasury bills were 
first issued in 1961 and 1967, respectively. It was not actively developed 
until tJ1e early 1970s though, when the government took a series of mea­
sures designed to channel curb-market funds into financial institutions 
and to organize the short-term financial market more systematically. 

In 1972, with the promulgation of the Short-Term Financing Business 
Act and the establishment of investment and finance companies, the 
sale of paper issued by nonfinancial business firms and investment and 
finance companies was initiated, which was a first step toward the for­
mation of the modern money market. 

In  1974, negotiable certilicates of deposit, that is, large time deposits 
at banks with a specified maLUrity, were inLroduced. In addition, call 
transactions, which had previously taken place between individual 
banks, were formalized by the establishment of the Call Transaction Of­
fice in accordance with "The Agreement on Call Transaction Office of 
Banking Institutions" in 1975. In 1977, the Korea Securities Finance 
Corporation initiated transactions in bonds under repurchase agree­
ments with securities companies on a short-term basis. 

Along with tlle expansion in the number of financial institutions, var­
ious new financial instruments have been introduced since tJ1e early 
l980s and have comributed to broadening and activating the money 
market. Among them were commercial paper, new types of repurchase 
agreements, and certificates of deposits. 
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Several additional measures have been taken to realign anct activate 
the money market in accordance with financial deregulation, including 
the integration of the segmented call market and the liberalization of 
the discount rate of commercial paper. 

Call Market 

The call market was established in 1975 when the Call Transaction 
Office was opened to adjust temporary shortages or surpluses of funds 
among financial institutions. Participants in the call market arc banking 
instiwtions, including foreign bank branches in Korea, as well as non­
bank financial instiLUtions, such as investment and finance companies, 
insurance companies, and the Korea Secw;ties Finance Corporation. 
However, the market became segmemed into an interbank market and 
an over-the-counter market between non bank financial institutions, as a 
result of differences in the patterns of transaction behavior. 

To promote the smooth adjustment of surpluses or shortages of 
shon-term funds among financial institULions, including non bank fi­
nancial institutions, the segmented market was integrated in October 
1989 into a single market. Six investment and finance companies and 
the Call Transaction Office were nominated as brokers and dealers of 
call transactions. Later, the obligation for banking institutions to trans­
aCL through the Call Transaction Office was abolished and all transac­
tions were permitted LO be conducted either directly or through the 
brokers, which consisted of eight investment and finance companies. 
However, for all intents and purposes, direct transactions between 
banks conlinued as before. In February 1992, a "Blind Brokerage Sys­
tem," designed to ensure perfect competition between participants, 
was introduced. In July 1992, transactions backed by the security of gov­
ernment or commercial bonds were introduced to allow small institu­
tions to participate. The interest rate, previously applied uniformly to 
all transactions, could now be freely determined for each transaction. 
The various maturity periods of the two segments were standardized to 
l6, that is, 1-15 days and 30 days. Call transactions arc made in multi­
ples of W 100 million. In May 1995, the daily average transactions vol­
ume amounted to W 2.8 trillion, of which W 1.8 u·illion was transacted 
through brokers. 

In a further development, a U.S. dollar call market was launchecl in 
December 1989 lO foster the foreign exchange market. Thereafter, 
Japanese yen, dcutsche mark, and sterling markets were inaugurated in 
1991. 1992, and 1994, respectively. Participants arc foreign exchange 
banks including merchant banking corporations. The malllritics arc 
classified ac; overnight, tomorrow/next, spot/next, l week, and 1 month 
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to 12  months, with interest rates being determined freely in relation to 
rates prevailing in international financial markets such as the London 
interbank offered rate (LIBOR). The volume of foreign currency call 
transactions has grown very rapidly, at over 20 percent a year. In May 
1995, the dail} average transactions amounted to US$145.7 million, 

¥ 1 . 1  billion, DM 3.8 million, and £0.4 million, respectively. 

Commercial Paper Market 

Commercial paper refers to short-term promissory notes issued on a 
discount basis by nonfinancial companies on the strength of their own 
credit. For business firms, the issuance of commercial paper serves as an 
alternative to short-term borrowing from banks. 

The commercial paper market currently consists of four types of 
paper: ( 1 )  resold notes with recourse issued by business firms whose 
payment is guaranteed by the dealing companies; (2) resold notes with­
out recourse, that is, paper issued by business firms whose payment is 
not guaranteed by the dealing companies; (3) "intermediate paper" is­
sued by business firms and bought directly by investors through the 
mediation of investment and Iinance companies; (4) "own paper" is­
sued by the investment and f:inance companies and merchant banking 
corporations themselves, the issue of which has diminished with the ad­
justment of the investment finance companies' functions since 1992. 

Maturities for commercial paper range from I to ISO days. Discount 
rates arc deregulated, while for the selling rates only those on the paper 
with a mawrity of 9I-l80 days and a minimum par value ofW 30 mil­
lion or more are allowed to nucwate freely. Commercial paper can be 
redeemed from dealers prior to maturity against a specified loss of 
interest. 

The investment and finance companies and merchant banking cor­
porations have long been engaged in this short-term financing business 
as dealers for the various types of paper. (Between April 1984 and 
December 1988, six large securities companies with paid-in capital of 
W 20 billion or more were also allowed to handle commercial paper 
business.) 

Since most commercial paper is unsecured, the quality rating is of 
particular importance. The borrowers, whose creditworthiness is evalu­
ated by the individual inveslment and finance companies and by pro­
fessional credit rating companies, are usually graded into one of four 
ranks: A, B, C, or D. There are three professional credit-rating compa­
nies: the Korea Investors' Service Inc.; the National Information & 
Credit Evaluation Inc.; and the Korea Management & Credit Rating Co. 
Intermediate notes are only permiued with a rank of A or B. At the end 
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Table 4. Commercial Paper Outstanding 
(End of period: in billions of won) 

1980 1985 1991 1992 1993 1994 Feb. 1995 

Own paper 1,012.0 1,804.0 1,346.3 784.9 411.8 318.4 393.0 
(48.2) (34.2) (1 1.5) (4.8) ( 1 .5) ( 1 .2) (1.2) 

Resold notes 
W1th recourse 186.0 301.0 1 ,789.5 4,034.3 5,776.2 171 .1  164.0 

(8.9) (5.7) {15.3) (24.7) {21.5) (0.6) (0.5) 
Without recourse 901.0 3,067.6 8.579 7 1 1,540.9 20,727.5 27,157.6 31 ,442.5 

(42.9) (60.1) (73.2) (70.5) (77.0) (98.2) (98.3) 

Total 2,099.0 5,281.0 1 1 ,715.5 16,360.1 26,915.5 27.647.1 31 ,999.5 
(100.0) (100.0) (100.0) ( 100.0) (100.0) (100.0) (100.0) 

Note Ftgures tn parentheses indicate percentages or the total. 

of February 1995, the outstanding amount of commercial paper stood 
at W 32 u·illion. of which resold notes without recourse accounted for 
98 percem (sec Table 4). 

Bond Repurchase Agreement Market 

A repurchase agreement involves the acquisition of immediately 
available funds through the sale of bonds with a simultaneous commit­
melll to repurchase the same bonds on a date at a specified price. So a 
repurchase agreement is essentiaJJy a secured means of short-term bor­
rowing and lending, even though the instruments used in repurchase 
agreement transactions are bonds. 

Repurchase agreements were first inu·oduced in February 1977, 
when the Korea Securities Finance Corporation undertook such trans­
actions with securities companies. Securities cornpanies were allowed to 
engage in this business from February 1980 and banks from September 
1982. ln addition, post offices began to engage in the repurchase agree­
ment business from March 1983. 

The nature and scope of the business, however, is somewhat different 
at these three kinds of instiwtions.2 The maturities differ by institution: 
for the Korea Securities Finance Corporation and securities companies 
they are between 1 and 364 days; for banking institutions, 91-364 days; 

zsetore August 1990. the Korea Securi!tes Finance Corporat1on and securities compantes 
could both purchase and sell bonds under repurchase agreements, while banks and post of­
fices were permttted to handle only the sale of government and public bonds under repur­
chase agreements 
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Table 5. Outstanding Amounts of Sales Under Repurchase 
Agreement by Institution 

(In billions of won) 

1985 1990 1991 1992 1993 1994 Feb. 1995 

Korea Securit1es 
Finance Corporation 8.3 20.0 12.3 9.2 13.2 10.2 9.4 

Securities compan1es 837.3 520.9 1,438.1 2,480.3 1,665.8 815.5 786.4 

Deposit money banks 1,053.9 1,337.6 2,453.0 1,351.4 981.4 2.199.1 2,177.4 

Post offices 663.2 1,458.6 1,467.8 1,455.8 1,484.0 1.790.9 1,905.6 

Total 2,562.7 3,337.1 5,371.2 5,296.7 4,144.4 4,815.7 4,878.8 

and for post offices, 1-90 days. The minimum denominations are also 
ciifferent: for post offices, W 50,000, and for other participants, 
W 100,000. In December 1988, a new type of repurchase agreement was 
permitted for securities companies and banking institutions; it had a 
minimum value of more than W 50 million and a maturity of from three 
months to one year. In September 1993, its minimum denomination 
was lowered to W 30 million. 

Repurchase agreement rates are freely determined by the handling 
institutions subject to a ceiling set by the Chairman of the Securities and 
Exchange Commission. The large denomination repurchase agreement 
mentioned above, however, has no maximum limit imposed on its in­
terest rate. The main borrowers of funds in the repurchase agreement 
market are securities companies, banks, post offices, and business cor­
porations, while the main investors are individuals and noriprofit 
corporations. 

Repurchase agreements have functioned mainly as an alternative form 
of interest-bearing demand deposit at banks, post offices, and securities 
companies. Recenlly, however, the financial institutions have gradually 
begun to use them as a means of adjusting their short-term liquidity for 
longer periods than those of call transactions. The outstanding volume 
of sales under repurchase agreements stood at W 5.1 trillion as of the 
end of April 1995. By institution, banks' repurchase agreements made 
up the largest share, accounting for W 2.4 trillion, followed by post office 
repurchase agreements at W 2.0 u·illion (see Table 5). 

Negotiable Certificates of Deposit Market 

Negotiable certificates of deposit are large time deposits at banks with 
a ftxed maturity date and a specified interest rate. The certiJicates are 
negotiable and can be traded on the secondary market. 
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Nationwide commercial banks and local banks once again began to 
handle certificates of deposit business in June 1984, having given it up 
in December 1981 mainly because of their lackluster performance, 
which reflected their lower interest rates compared with those on other 
financial instruments. In March 1985, the certificates of deposit busi­
ness was opened to all banking institutions except for foreign bank 
branches in Korea, who were permitted to issue certificates of deposit 
in September 1986. 

The introduction of certificates of deposit was designed to promote 
banking institutions' competitiveness against nonbank financial inter­
mediaries for short-term deposits and, through their higher interest 
rates compared \vith t.hose of time deposits, to encourage the mobiliza­
tion of short-t.erm funds otherwise left idle. 

The minimum denomination of certificates of deposit was initially 
W 100 million but this was lowered to W 50 million in February 1987 
and toW 30 million from September 1993. The interest rate was dereg­
ulated from November 1991, and the rates since then have tended to be 
a little above those of time deposits. The maturity period was expanded 
from 91-270 days to 60-270 days in July 1994. The banks have also been 
allowed, since October 1989, to issue certiiicates of deposit \vith matu­
rities from 30 days to 180 days for interbank u·ansactions only, with the 
aim of adjusting short-term liquidity in the interbank market. The ceil­
ing on issuance was set from March 1995 at 150 percent of capital for 
nationwide commercial banks and local banks, 400 percent for special­
ized banks, and W 35 billion or 400 percent, whichever is higher, for for­
eign banks. In tl1e secondary market, investment and finance compa­
nies and securities companies arc engaged in the brokerage of 
certificates of deposit. The volume of certificates of deposit outstanding 
has grown very rapidly, shooting up from W 1 . 1  trillion at the end of 
1985 to W 23.6 trillion at the end of April 1995. And the volume of sec­
ondary transactions has expanded to quadruple its outstanding balance 
in 1994. 

Monetary Stabilization Bond Market 

Monetary stabilization bonds have been issued since 1961. They are 
special negotiable obligations of the Bank of Korea issued to control 
monetary growth, and serve as one of tl1e most important instruments 
in the open market operations of the Bank of Korea. 

Monetary stabilization bonds are issued by public offerings (includ­
ing subscription, competitive auction, and sale) to individuals and fi­
nancial institutions and by assignment to specific financial institutions. 
However, they are usually underwritten by banks, scCLuitics companies, 
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Table 6. Monetary Stabilization Bonds Outstanding 
(In billions of won) 

1985 1990 1991 1992 1993 1994 Feb 1995 

Issuance 2 100 20.262 18.900 24.853 29,796 34.879 9,388 

Redemption 2,159 22.327 20,644 18.086 25,858 33.741 1 1 , 990 

Outstandtng 504 15,241 13.497 20,264 24,202 25.340 22,738 

insurance companies, in\'est.ment and Jinance companies, and mer­
chant banking corporations. Monetary stabilization bonds have five face 
values: 1 ,  5, 10, 50, and 100 million won, and the maturit.ies are no more 
than 2 years, but those of 182 and 364 days are most common. 

Their issuance expanded rapidly in the period J 986-89, as the gov­
ernment sought to absorb excess liquidity resulting from t.he large cur­
rent account surpluses. The outstanding balance of monetary stabiliza­
tion bonds soared from W 504 billion at the end of 1985 to W 22.7 
u·iJlion at the end of February 1995 (sec Table 6). 

Short-Term Government Bond Market 

Shon-tcrm government securities in Korea arc those witl1 mat.uritics 
of less than one year. The most. important types of short-term govern­
ment securities are the following (sec Table 7 ) :  

1 .  Treasury bills, issued b)' the government t.o cover short-term 
deficits in tl1e fiscal balance or to control tile monetary aggregates; 

2. Foreign Exchange Equalization Fund bonds, issued by the Foreign 
Exchange Equalization Fund to enhance t.he cf1iciency of liquidity con­
trol and t.o stabilize tile nation's foreign exchange markets; and 

3. Grain Management Fund bonds, issued by t.l1e Grain Management 
Fund t.O stabilize t.l1c price of grain. 

Treasury bills were issued intermittently in 1967-68 and 1977-82 
after being inu·oduccd in March 1967. The issuance of treasury bills 
ceased in 1983 as a result. of the improvement in the fiscal balance 
achieved through strict resu·aint of government. expenditures and a 
large increase in t.ax receipts. However, from 1986 t.o 1989, tl1e issuance 
of the bills was resumed as an insu·umem to control Lhe rapid expan­
sion of tile mone)' supply resulting from the large surpluses in t.he bal­
ance of payments. Treasury bills have three face values: W I million, 
W 10 million, and W 100 million. The maximum maturity is 364 days 
but now only bills of that maturity are being issued. They are issued on 
a discount basis and are underwritten by financial institutions, which ei­
tller sell them to investors or hold them as assets. Witll the widening of 
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Table 7. Outstanding Amounts of Government Bonds 
{In billions of won) 

1985 1990 1991 1992 1993 1994 Feb. 1995 

Treasury b11ls 2,500 2,207 1,580 630 100 100 
Foreign Exchange 

Equalization Fund Bonds 3,000 4,483 5.483 4,483 4,200 4,500 
Gra1n Management 

Fund Bonds 750 3.742 4,492 5,051 6,201 6,021 6.234 

Total 750 9.242 11,182 12,114 1 1 ,314 10,321 10,834 

the current account surplus, treasury bills outstanding increased from 
W 200 billion at the end of 1986 toW 2.5 trillion at the end of 1989, but 
then decreased again to W 100 billion as of February 1995. 

The Foreign Exchange Equalization Fund was founded in 1968 
under the management of the Bank of Korea, but was not activated 
until 1986. A rapid increase has also taken place in the volume of the 
Fund's bonds issued in recent years. The bonds, which are issued on a 
discount or at par basis, have three face values ofW 1 million, W 10 mil­
lion, and W lOO million. For some time, the most common maturity was 
364 days. However, in December 1989, to alleviate the pressure of reis­
suance and the burden on redemption after maturity, the maximum 
maturity was extended fi·om three years to five years. The yield on bonds 
is fixed at a level equal to that of monetary stabilization bonds. The out­
standing balance stood at W 4.5 trillion at the end of February 1995. 

Grain Management Fund bonds are issued under the Grain Bond Act 
of I 972. Their maturities range between three months and five years, 
and they are usually underwritten by financial institutions. At the end 
of February 1995, the outstanding balance registered W 6.2 trillion. 

Other Financial Instruments 

In September 1982, deposit money banks were permitted to sell com­
mercial bills to investors, both individuals and corporations. Bills eligi­
ble for sale were confined to those supported by underlying commercial 
transactions and were on a discount basis. Sales in the secondary mar­
ket, however, remained inactive, mainly because banks could only re­
discount the bills at the Bank of Korea. But in 1994, the Bank of Korea 
inu·oduced an aggregate credit ceiling system and allowed banks to sell 
cover notes. This caused the outstanding balance of sales of commercial 
bills to leap from W 90.3 billion at the end of 1993 to W 2.4 trillion at 
the end of February 1995. 
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Trade bills were introduced in Korea in August 1989 to help export 
firms raise funds. This market is similar to the Banker's Acceptance 
market. Banks, investment and finance companies, and merchant bank­
ing corporations are all permitted to engage in the acceptance, dis­
count, and sale of u-ade bills. The institution that discounts u-ade bills 
can either sell them to investors or hold them on its own books. Their 
maturity must be of no more than 180 days and their face value must be 
at least W 5 million. At the end of 1994. the outstanding balance of 
u·ade bills discounted stood a t  W 2.0 trillion, of which only W 189 bil­
lion were resold. 

Cover notes arc securitized or packaged bills that financial institu­
tions issue under their own name, with denomination or maturity fac­
torcd to meet investors' wishes. In September 1989, cover notes were in­
troduced for invcsU11ent and finance companies, and expanded to 
include factoring bills in July 1992. In July 1994, banks were also per­
mitted to sell cover notes on the basis of commercia] bills, trade bills, 
and factoring bilLs for the purpose of easing their difficulty in raising 
the funds to discount small and medium-sized enterprises' bills. Their 
maturit)' must be less than the original bills and the selling rates are also 
determined in relation to the rate on the original bills. In February 
1995, the outstanding balance of cover notes registered W 12.2 trillion, 
which included W 2.5 trillion in notes by banks, and W 8.2 u-illion in 
those issued by investment and finance companies. 

Conclusions 

As a key part of' comprehensive financial reforms, interest rate dereg­
ulation in Korea adopted the strategy of introducing new money mar­
ket insu·uments, while at the same time gradually deregulating the 
rates and terms on existing products. This strategy is assessed as having 
been followed successfully so far. AJso, given that, in keeping with the 
spirit of' interest rate deregulation, monetary and interest rate policy 
ought to be conducted on the basis of market principles, Korea has 
also worked to improve the environment for monetary control through 
the activation of the money market and the reform of the rediscount 
system of the Bank of Korea and so fonh. These efforts have enabled 
the Bank of Korea to proceed further in its shift toward indirect mon­
etary colllrol. However, there arc still several problems in practising 
monetary control through indirect methods. For example, the behav­
ior or the Korean money market does not provide adequate informa­
tion on the current relationship between the supply or and demand for 
funds; therefore, Lhe interest rate does not yet function satisfactorily as 
an information variable. Accordingly, the Korean government will 
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continue w devote considerable attention to improving the financial 
sector infrastructure and broadening and deepening the money mar­
ket as well as pursuing the successful completion of interest rate 
deregulation. 

In conclusion, I should like to repeat that irHerest rate deregulation 
is the key to improving the effectiveness of monetary pol icy and devel­
oping the linancial sector. Therefore, even ir difficulties and complica­
tions occur in the course of carrying it out, it is important to push ahead 
with deregulation dynamically and consistently. 

The successful pursuit of interest rate deregulation calls for deter­
mined stabilization policies, which wil l  prevent wild fhrcLUations or 
steep run-ups in market rates. And the authorities need lo show strong 
resolve wgethcr with mediation skills because deregulation may 
spark conflicts of interest between financial institutions, enterprises, 
and households. In short, w cushion the shocks to the financial mar­
ket and real secwr, interest rate deregulation should be gradual ly 
phased in hand in hand with the achievement of stable economic 
fundamentals. 

Appendix 

Monetary Policy Management 

Objectives and Intermediate Targets 

There i!> a general const·nsus that the final o�jectives of monetary policy are 
stabilization or prices, appropr;ate expansion of output, attainment or full em­
ploymem, and the rnaimenance of external equilibr·ium. Tn general, policies de­
signed to achieve these objectives inevitably involve some tradc-offs. Among 
these objectives, however, pdcc stability is widely accepted to be not only an end 
in itself, b111 also a necessary conctilion for achieving the other ohjectin:s. Stable 
implementation of monetan policy helps to foster the process of steady eco­
nomic growth, t·emO\'es a source of endogenous disturbance, and reduces the 
effects of exogenous shocks. 

In can·ying out monetan polirv, cemral banks set and operate various forms 
of intermediate targets so as to work effectively toward their final objectives. 
The Bank of Korea has focused on the management of a chosen monetary ag­
gregate rather than interest rates since 1957 in its t'vo-stage monetary control 
pr·ocedure to grapple with the persistent high inflation accompanying rapid 
economic growth. From 1979 onward. the Bank adopted M2, consisting of cur­
rency in circulation plus total deposits of banking institutions, a� the main in­
termediate target or its monetary policy. 

The rationak behind the adoption or M2 as the main imermediate target 
is based on empirical findings of a stable relationship between M2 and 
macroeconomic variables such as nominal income and pdce level. In addirion, 



©International Monetary Fund. Not for Redistribution

50 Jae-Chun Kim 

M2 has hcen found to be superior to other agg1·egates in terms of predicta­
bility and conu·ollability.:1 Other monetary aggregates, however, such as M 1 

and .\13, which respectively represent the narrow monetary aggregate and 
the broadest monetary aggregate, are used as supplementary monetary 
indicators. 

However, following the improvement in the price function of interest rate 
with interest rate deregulation, ways LO enhance the extent of the use of the in­
terest rate as an information variable in monetary policy have recently been ex­
amined. Also, if interest rate deregulation is to be successfully completed, it is 
expected that the extent LO which interest rate targets are utilized will be pro­
gressively increased. 

Monetary Policy Instruments 

The Bank of Korea is currenLly trying to keep money supply within a target 
range through indirect monetary control instruments that affect the reserve po­
sition or banking institutions. 

In addition to these policy instruments of an orthodox nature. the Bank is 
empowered 10 11tili7e such policy instruments as setting and altering interest 
rates and controlling the volume of bank c1·edit direCLiy in periods of pro­
nounced monetary expansion, although these powers arc nowadays seldom ac­
tually used. 

Open Market Operations 

Compared with other policy instruments, such as changes in the discount rate 
or reserve requirements, open market operations are suitable for day-to-day 
mon!'tary management because they are more flexible in time and in magni­
lltde. For open market operations LO be effective, L11ere should be a developed 
money market in which a substantial volume of outstanding securities are 
u-aded, and the central bank should be able to manage skillfully the sale and 
purchase of secudtics at a level consistent with its reserve target. 

The Bank of Korea is authorized to buy or sell both securities representing 
government obligations (or other securities fully guaranteed by t11e govern­
ment) and monetary s tabilization bonds in the open market. Monetary st.abi­
lization bonds arc issued under terms and conditions determined by Ll1e Mon­
etary Board, the supreme policymaking organ at the Bank of Korea. and may be 
repurchased before malllriry depending on monetary and credit conditions. 
The amount that can be issued is limited by the Monetary Board to a certain 
percentage of the target monetarv aggregate (.\12), currently 50 percent. At pre-

JGenerally. three practical cntena based on the structure of the tntermed1ate target strategy Itself 
are suggested to anatyze the relative usefulness of each aggregate as an intermediate target. First. 
the target should be closely and reliably related to economic activity (the closeness-of-fit criterion) 
Second, movements of the target should conta1n 1nformat1on about the future movements of mone­
tary policy goals {the exogeneity criterion). Third. the target should be at least potentially controllable 
by the monetary authonlles (the controllability criterion) 
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�cm, monetarv stabilit<uion bonds arc the principal instrument used in open 
market optTations. To a certain degree, though, ope1<1tions involving them can­

not lw regarded as lullv market ba�cd. 
The Bank of Kmea introduced ft·ee competitive bidding for monetary stabi­

lintion bond� in April 1993, with the main bidders being non bank financial in­
stitutions. lt aim� to rt·ali/c, in time, a trul) market-based prici ng of monetary 
�tabilintion bonds and to minimit.e restrictions on nonbank financial institu­
tion�· as�ct management. 

As of the end or :-.1<w 1995, the otllstanding balance of monetary stabilization 
bonds had reached \\' �(Hl trillion, cquivalcm to 15.6 percen t of the money sup­
pi) in terms of :V12. and the yield on monetary stabilization bonds with a one 
vear malllritv in the primarv market was 1 4  percent a year. 

Trea�ury bilb and Foreign Exchange Stahilintion Fund bonds have also been 
u�ed in open market optrations, hut their share in the Bank of Korea's ovemll 
open markt't opnaLions ha� remained only trivial. This relaLively insignificant 
usagt of gon-rnmem cleht instruments i� mainly attributable LO the Korean gov­
ernment's own anti-fiscal deficit stance. Fo1· manr years, the government in­
sisted on keeping expenditures within the scope of revenue and there was little 
need to i��ue lar�c amounts of debt to finance its spending. 

Bccatt�c of the lack of availability of government debt imu·umen ts in suffi­
cient volume ot· range of mattt.-ities, neithet· Lhe primary nor the secondary 
market for tltc�c in�truments has been developed. However. in the long run, the 
impot tance ol gowt nment securities will increase. First, the supply of govern­
nwm debt 't'cudties will be increasingly t•xpanded, because cenu-al bank fi­
nancing of de lilCto gcwernment prf!.jens through. say, policy loans will be 

rapidh phased out. Second. the workings of the debt market will also be signil� 
icantlv improwd "'ith the twin processes of interest •·ate liberalization and cap­
ital market opening. Hence. the Bank of Korea plans tc> activate iL� open mar­
ket op(•ratiom.. putting emphasis on the u�e or governmem debt securities in 
the foreseeable f'uture. 

In a related ckvclopmem, the Bank has, since 1989, employed repurchase 
agreements involving government and public bonds as an increasingly impor­
tallt means of controlling the short-term liquidity of banks:1 

The total volume of the Bank's repurchase agreement operations in 1994 

amounted to W 1 7 1 trillion, all of which was related to sales of securities under 
repurchase agreement$ designed to absorb excess bank reserves (sec Table 8). 

Discount Policy 

Lending through the discount window of a central bank is one of the 
principal instruments u�ccl to change the level of bank reserves and, thereby, 
control money �ttpply. A central bank can affect the volume or discount loans 

•1n Korea repurchase agreements are mainly operated as an tnstrumenl for the fine-tuning of 
banks' reserve posthons Repurchase operattons have a dtrect effect on banks' reserve postllons. 
altering ltqutdlly conditions ol financial tnstitullons and thereby affecting market rates, in particular. 

the call rate 
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Table 8. Repurchase Agreements Involving Government and Public Bonds 
(Dunng the period; in billions of won) 

1989 1990 1991 1992 1993 1994 

Purchases 5.601 7 1 18.930.9 36.641 .9 3,208.7 33,975.0 

Sales 1 1 ,943 7 8,300.0 53,929.5 173,471.6 121,841.4 171 .443.5 

Total 17.545.4 127,230.9 90,571.4 176,680.3 155,816.4 171 ,443.5 

in two ways: by affecting the price of loans (the discount rate) or by affecting 
access Lo the quantity of the loans through its adminisu·ation of the discount 
window. 

In addition, changes in the price dimension or quantity dimension of lend­
ing policy can be an effective way of announcing the stance of monetary policy 
to both banks and the public. The effect of discount rate changes is generally 
greatest when the market views the ac!justment as signaling a shift in the central 
bank's evaluation of underlying economic conditions and of money and credit 
demand. 

The Bank of Korea, like most central banks, employs discount and lending 
policy to control the availability of banking institutions' funds in order to affect 
overall monetary and credit conditions) Until recently, however, a significant 
proportion ofloans through the discount window was operated as autOmatic re­
discount facilities in suppon of policy and quasi-policy loans. As a result, the dis­
count policy's original function of controlling the availability of credit had been 
substantially weakened. 

The Bank can also raise or lower interest races on discount window loans to 
control the credit operations of banking inslitutions. However, changes in the 
discount rate in Korea have had only limited influence on the volume of bank 
credit. The main reasons fo1· this arc that the discount rate was set at very low 
levels regardless of the movements of market interest rates, and as a result of 
many years or financial repression, there was no well-organized structure of in­
terest rates. Thus, the traditional interest ,·ate polic)' mechanism of a central 
bank, through which a change in discount rates ultimately affects firms' de­
mand for bank credit by bringing about changes in the loan rates of banking in­
stitmions. has not functioned well in Korea. The emphasis of discount policy 
has, therefore, been placed on the quantity dimension, altering the eligibility 
and discount ratios of the central bank credit facilities, and thereby affecting 
the a\railability or banking funds. 

In accordance with the progress of financial liberalization, in March 1994, the 
Bank replaced the auLOmatic rediscount facility necessitated by policy loans with 

�Many Industrialized countries have tended to reduce their reliance upon the discount window as 
a tool to manage short-term bank reserves, but there are still many countries. including most de­
velopmg countnes, where central bank credit facilities play an important role in controlling bank 
reserves. 
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enhancing competition among various types of institutions and increas­
ing the overall efficiency in resource mobilization and allocation. 

Strengthening Prudential Supervision 

During the same period that financial liberalization and deregulation 
were carried out, prudential supervision was also upgraded Lo ensure 
the soundness of financial institutions. Following financial liberalization 
and deregulation, financial institutions had to be more competitive in 
all areas of business. They were compelled to engage in more risky busi­
nesses (which, on average, yield higher returns) to maintain profitabil­
ity. The BOT upgraded its internal standard of bank supervision and ex­
amination to ensure that the solvency problem experienced in the early 
1980s would not repeat itself. The guideline on capital adequacy and 
asset quality of the Basle Committee on Banking Supe1·vision was ap­
plied Lo both commercial banks and finance companies. 

Developing Financial Instruments and Markets 

A wider variety of financial instruments than before was necessary to 
support long-term economic growth in Thailand. The Securities and 
Exchange Commission Act was enacted in 1992 to correct several weak­
nesses in the regulawry settings regarding the issuing of debt instru­
ments and trading in the secondary market. The Secwities and Ex­
change Commission was established to supervise all aspects of securities 
business, as well as public offerings of all types of securities. The Act 
specifies that the mobilization of funds from the public by issuing stocks 
or equity instruments is limited to public companies, but debt instru­
ments can be issueci by both public companies and limited companies. 
On the initiative of the BOT and the Ministry of Finance, the Thai Rat­
ing and Information System was established in 1993 as a limited com­
pany in order to support invesm1ent decisions. 

Improving the Payment System 

As the financial system becomes more developed, a more efficient 
payment system is needed to facilitate a growing volume of transactions. 
The BOT has developed elecu·onic systems for fund transfers and check 
clearing, namely, the Bahtnet for large-value transfers and the Thaiclear 
for small-value Lransfcrs and check clearing. The Bahmet has already 
started operation, while the Thaiclear is expected to operate soon. 

In June 1995, the first Financial Master Plan, drafted by the Ministry 
of Finance, the BOT, and the Security and Exchange Commission of 
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tives were su�ject to preferential ratios considerably lower than those for 
other banks, reflecting efTorL� to su·engthen financial support for the relatively 
underdeveloped agriculture and fisheries sector. However. in July 1981, the 
Bank of Korea unified the ratios with the aim of countering the phenomenon 
whereby a shift of funds between financial assets with different resen·e re­
quiremenu; resulted in added instability of the money multiplier. During the 
period from May 1989 lO January 1990. the Bank tcmpora.-ily introduced mar­
ginal reserve requirements w cope with the rapid growth of claims on the pri­
vate sector. Under this measure, a marginal reserve requirement of 30 percent 
was imposed on the avetage increment of demand deposits and time and sav­
ings deposiL�. Currently, the common ratio is 11.5 percent, while lower ratios 
are applied only to a few long-term time and savings deposits and nonresi­
dents' deposits. 

A change in reserve requiremenL� affects both the amount of excess reserves 
available and the money multiplier, which determines the amount of potential 
money expansion per unit of excess •·eserves. AdjustnH::nts to reserve requirc­
mems arc not, howcvet·, well-suited tO the day-to-day implementation of mone­
tary policy because the initial impact of even a small aqjustment is substantial. 
Thus, when there is a change in reserve ratios, the large and sudden impact 
often has to be at least partially offset by open market operations or rediscount 
policy. 

Anothet· •·eason for the infrequent use of reserve requit·ement policy may be 
the recognition that reset·ve requirements directly affect the prolltability of 
commercial banks. Required reser\'es earn no interest in gene1·al. So. when re­
ser\'e requit·ements are increased, banks must hold an increased proportion of 
their assets in non-interest-bearing form. 

Operating Techniques for Monetary Management 

As described earlict·, the Bank or Korea imposes relatively high reserve 
requirement ratios on banks. Nevertheless, its reserve control has not been 
easy, because its discount window loans were largely directed toward sup­
poning policy loans and, under such conditions, it was quite dinicult to con­
trol the monetat·y base smoothly. ThercfotT, the characteristics of the Bank of 
Korea's liquidity management differ somewhat from those of advanced central 
banks. 

The Bank of Korea has three tools for liquidity management: repurchase and 
resale agreements involving government bonds, monetary stabilization bonds, 
and the monetary stabilization account The monetary stabilization account is 
an account at the Bank of Korea that was introduced in 1978 so that banks' ex­
cess reserves could be easily absorbed. This account v.ras used as one of the main 
tools for short-term fine-tuning of bank reserves, while the volume of govern­
ment bond issuance remained rather small. But. since the Bank of Korea uni­
laterally determines the quantity of reserves that should be deposited in and 
withdrawn from the monetary stabilization account, this severely restricted 
banks' asset management. Therefore, the Bank suspended its use from May 
1989. The other two tools will now be explained in detail. 
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Repurchase Agreement Operations 

The Bank of Kot·ea sets the target for total bank reset·ves in line with its 
monthly M2 growth target. every half-month. lt also Iot·ccastS the expected level 
of reserves in the same pet;od on the basis of inf01·mation from various sources 
and the historical trend of reset·ve movements. In doing so, it takes into account 
such elements as the demand and supply of fiscal funds, schedules f01· govern­
ment bond issuance and redemption , and inflows and outflows of overseas 
money. 

Once all this targeting and forecasting has been done, the 13ank determines 
the volume of its repurchase and reverse transactions. lf the level of M2 is (or is 
expected to become) too high, it u;es to absorb liquidity and, in the opposite 
case, it tries to ease banks' reserve positions through reput·chase agreement op­
erations. After the operation, the Bank of Korea checks whether the actual level 
of bank resen-es coim·ided with its original forecast and determines whethct· or 
not it should undertake an additional operation. 

There are two kinds of operations: so-called long-term (7-15 day) repurchase 
agreements, which at·e intended to absorb (cover) nontemporary reserve SUI-­
pluses (reserve shonages); and 2-3 day very short-term repurchase agreemenL� 
for fine-tuning day-to-day fluctuations of banks' reserve positions. The Bank 
forecasts the level of bank reserves on the fit•st day of the maintenance period 
and when it detects a clear tendency of reserve surplus (shonage), it decides to 

use long-term repurchase agreements to tighten (e<L�e) banks' reserve posi­
tions. The underlying t·eason for adopting mainly long-term repurchase agree­
mentS is that, in so doing, the Bank can signal clearly its intention to financial 
institutions so that they can adjust theit· reset·ve position smoothly. 

Long-term repurchase agreements at·e executed through competitive bid­
ding, which wa� adopted in March 1993, and the Bank determines the lowest 
(highest) tender rate, considering mainly the level of the cutTenl call market 
rate. As it adopts what is called the Dutch method, the t·atc {lowest ot· highest) 
applied to all successful bidders is equal. The operation desk of the Bank of 
Korea notifies bidders, that is, banks, by phone about the details of the offer, 
including the volume of forthcoming t·epurchase agreements, one day before 
the bidding day. The actual bid takes place at 10:30 a.m. at the Bank. The suc­
cessful bidders must clear their settlement balance within banking hours that 
same day. 

In case the volume of successful bids is not large enough to meet the Bank's 
original imemion, the gap is covered by an additional allocation of repurchase 
agreemenL� on an assignment ba<;is. The interest rate applied then will be less 
favorable to banks because there is a certain spread (usually 0.05 of a percent­
age point) between this and the free bidding rate. The Bank decides the 
amoum of the allocation to each bank. calculated on the basis of each bank's 
reserve requirement si7e and other factors. 

A"> mentioned before, two- to three-day repurchase agreement operations are 
implemented mainly to smooth out very short-let--m fluctuations in reserve po­
sitions and their use is confined to resen'e surpluses or shortages arising for t·ea­

sons that are both unexpected and unavoidable. 
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Sales of Monetary Stabilization Bonds 

Monetary stabilization bonds arc issued by the method of competitive bid­
ding or direct sale to 64 primary dealers.7 The ,·ate on monetary stabilization 
bonds issued bv competitive bidding applies equally to all successful underwrit­
ers through the Dutch method as with repurchase agreemems, and the level is 
sliglnl) belo'' the market imerest rate, reflecting the standing of the Bank as 
well as the possibility of instigating a rise of market imercst rates. The direct sale 
rate is set at a slightly lower level than the competitive bidding rate. 

Despite the relatively low yield on monetary stabilization bonds, financial in­
stitutions arc willing LO panicipate in the auction process of monetary stabiliza­
tion bonds because a certain ratio of deposits should be allocated to buying 
them by regulation, and those bought by financial institutions are counted to­
ward their re!>erve requiremems. 

Auctions of monetary stabilization bonds are usually announced every 
\<\'edne�day on the bulletin board and t.hey are carried out at 2:00 p.m. on the 
Friday of that same week. The Bank informs all participant� of the auction out­
come by telephone or BOK-Wire.s and the successful panicipants should de­
posit funds in the Bank by the following Monday in response to their under­
w,·iting. However, in�tead of drawing physical secwities in tl1e bearer form, most 
financial institutions register their monetary stabilization bonds in book-entry 
form and leave them in the custody of the Bank. The weekly scale of issuance of 
monetary stabilization bond� is dctci-mined in consideration of factors, such as 

monetary stabilintion bond redemption and money and reserve conditions. 
Although there are. in principle, 1 1  types of monetary stabilization bond ma­

turities, from 14 days to 2 years, only 7 of these have been issued in practice: 63 
da�·l>, 91 days, 182 days, 364 days, 371 days, 392 days, and 546 days. Among them, 
tht 364-day is mainly issued and it is distinctive in being issued only by the 
method of com}Jetitive bidding. 

Nowadays. as described earlier, the Bank of Korea is trying w decrease the is­
suance of monetary stabilization bonds because, with the progressive expansion 
of ouL� tanding instrumenL�, the interest payments required on them appear on 
the Bank's balance sheet, as well as acting to expand money supply still further. 

Measures Taken in Case of a Reserve Shortage 

In case the reserves of a banking institution fall short of the legal reserve 
amoum, the Bank of Korea may impose a penalty of 1 percem of the amoum of 
the average deficiency or extend the bank a liquidity loan, termed a B2 loan, on 

'Thtrty depostt money banks. apart from foreign bank branches: 8 investment and finance com­
pantes; 17 secunttes companies; 6 life tnsurance companies: and 3 investment and trust 
companies 

llThe Bank of Korea has tntroduced a real-time gross settlement system. known as BOK-Wtre. for 
large value transactions. whtch went into operation 1n December 1994. AI present, 138 financial in­
stuuttons. tncludtng foretgn bank branches. that maintain operational accounts with the central bank 
can use BOK-Wire as a commumcation network as well as an electronic fund transfer system 
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which a penalty interest rate, equivalent to the call rate plus 2 percent, is 
applied. 

Imposing a penalty when the actual growtJ1 rate of money greaLiy exceeds the 
target range may be undertaken only within certain limits, because it has a sig­
nificant inllucnce not only on the international credit-standing of the banks in­
volved but also the domestic financial markets. Thus, the imposition of penal­
tics can be used only sparingly. 

B2 loans can be extended to banks where they are manifestly doing their best 
to decrease their knding though the actual money growth is slightJy over the 
target growth. The extension of a B2 loan is as su·ong a sanction as imposing a 
penalty in that it signals a stern warning, which increases implicit surveillance 
cosL�. rather than adding an interest rate burden. l t  is usually extended on the 
last day of the reserve maintenance period when short-term interest rates, such 
as the call rate, are inclined to 1ise. The Bank of Korea pe1·mits shon-tenn in­
terest rates to rise temporarily with a view to signaling the policy stance of the 
mone tar)' amhority. After receiving a 82 loan, banks typically show self-control 
in lending, bringing about the decline of monetary growth to within the target 
range. 


