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I.

Economic and Financial Background
1. General Economic Development

Although economic recovery has continued as industrial activities recovered from the
slump in April and May, the pace of recovery is still slow. Meanwhile, employment
has been stabilizing.
The economy created more jobs in July than it did in June, adding 505,000 jobs yearon-year. Inflation in August remained stable in the 1 percent range and rose 1.4
percent year-on-year. Production in the mining and manufacturing industry increased
by 1.1 percent month-on-month in July, rising for two consecutive months, despite the
relatively weak production of semiconductors & parts. Strong automobile production
driven by surging demand related to summer vacations planned for August,
contributed to an increase in July.
Service output fell 0.4 percent in July, mainly due to increases in wholesale & retail
and publishing & communications services, while retail sales continued to improve,
led by semi-durable goods and nondurable goods sales, rising 0.3 percent.
The composite index of coincident indicators remained unchanged from July, and the
composite index of leading indicators slightly picked up from the previous month,
rising 0.1 points.
Exports, which grew 5.4 percent year-on-year in July, dropped 0.1 percent in August
due to fewer days worked amid auto worker strikes.
In August, the KOSPI declined, interest rates slightly went down, and the dollar-won
and 100 yen-won ratios fell compared to the previous month.
The economy has continued to suffer from weak domestic demand as consumption
and investment have yet to fully recover.
The Korean government will continue to closely monitor internal and external
economic trends as external risks remain, including the political unrest in the Middle
East and the US tapering its quantitative easing policy. At the same time, the
government will work to protect domestic markets from possible external shocks.
The government will also focus on boosting domestic demand by successfully
implementing regulatory reform plans and fostering promising service industries, as
well as continuing to work on economic innovation.
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2.

Financial Environment

Due to an unfavorable global economic environment, including the tapering of QE in
the United States, the KOSPI reached below 1,800 points during the first half of 2013.
However, thanks to the economic recovery of both the U.S. and the EU, and the
longest period of net buy of foreign investors, the Korean market closed with a growth
rate of 0.7% compared to the previous year.
Although the EU regional risk seemed to be reduced during the first half of the year,
index change by Vanguard group and the influence of a statement from the FRB
Chairman, Ben Bernanke, indicating tapering of QE in 2013 caused the KOSPI market
index to fall below 1,800 points.
However, amid the prospect of economic recovery of advanced economies such as the
U.S. and the EU, and the 44 days of foreign investor's net buy, the longest consecutive
net purchase period in history (equivalent to KRW 13.9 trillion), the KOSPI rose up to
2,059 points on October 30, 2014, breaking the record for the largest aggregate market
value since the establishment of the KRX.
The daily trading value in the KRX derivatives market in 2013 was reduced to KRW
47.9 trillion from KRW 54.6 trillion in 2012, down by 12.3%. The trading value of
major products, KOSPI 200 futures and options, shrank by 18.8% and 13.4%,
respectively, from the previous year. However, the trading value of Euro futures and
single stock futures increased by 230.3% and 4.2%.
The daily trading volume in the futures market reached about 972.4 thousand
contracts, which is a decline of 7.3% from 2012. The daily trading volume of the
options market diminished significantly as well to a mere 2,350.1 thousand contracts
(a decrease of 63.8% from the previous year) due to the raise of the multiplier of the
KOSPI 200 options. Despite decreased trading volume in the derivatives market, the
daily average of open interests in the futures market increased by 27.6%, which
indicates high growth potential of the derivatives market.
In the KOSPI 200 futures market, institutional investor trading fell by 5.5%, while
foreigner trading rose by 6.5%. In parallel with the KOSPI 200 futures, the trading
volume of institutional investors in the KOSPI 200 options decreased by 4.3%, while
the volume of foreign investors' trading grew by 3.3%. In the U.S. dollar futures
market, individual investors increased their trading volume by 4.7%, but foreigner
trading volume dropped by 4.7%.
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II. Economic Performance and Prospects
1. GDP Growth
Korea’s real gross domestic product (GDP) expanded 0.5 percent quarter-on-quarter
and 3.5 percent year-on-year in the second quarter of 2014, according to preliminary
data released by the Bank of Korea (BOK) on September 4. The figures were down
0.1 percentage points from the advanced estimates that were released on July 24.
The quarter-on-quarter growth rates for manufacturing, construction and services were
revised down from earlier estimates. Manufacturing grew 0.9 percent, down from 1.1
percent. Construction grew 0.2 percent and services grew 0.6 percent, down from the
growth rate of 0.4 percent and 0.7 percent, respectively.
On the expenditure side, private consumption growth declined 0.3 percent, staying at
the same level as the advanced estimate while government consumption growth was
adjusted down from 0.4 percent to 0.2 percent. Facility investment was up 1.1 percent
and construction investment grew 0.4 percent, down from 1.3 percent and 0.5 percent,
respectively. Investment in software and technology, which declined 3.6 percent, was
revised up from the advanced estimate of -4.2 percent.
Export growth was revised down from 1.9 percent to 1.7 percent, while import growth
was revised up from 0.8 percent to 1.1 percent.
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2. Exports and Imports
Exports in August decreased 0.1 percent (preliminary) year-on-year to US $46.28
billion. Exports fell due to fewer days worked (down 1 day), auto worker strikes,
summer vacations in the auto industry and a decline in shipments to China. Shipments
of most export items, such as mobile phones and semiconductors, increased, but
automobile exports declined sharply. By region, exports to the US and EU rose but
exports to China, Japan and the ASEAN countries fell.

The trade balance (preliminary) in August remained in the black for the 31th
consecutive month, posting a surplus of US $3.41 billion.
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3. Employment
The economically active population marked 26,775 thousand in August of 2014,
which grew by 701 thousand persons or 2.7 percent year-on-year and the labor force
anticipation rate stood at 62.9 percent, up 1.1%pt year-on-year.
The number of employed persons totaled 25,885 thousand persons in August of 2014,
which went up 594 thousand persons or 2.3 percent year-on-year, and the
employment-population ratio recorded 60.8 percent, up 0.8%pt year-on-year.
The number of unemployed persons totaled 890 thousand people in August of 2014,
which increased 107 thousand persons or 13.7 percent year-on-year and the
unemployment rate marked 3.3 percent, up 0.3%pt year-on-year.
The economically inactive population totaled 15,797 thousand people in August of
2014, decreasing 298 thousand persons or 1.8 percent year-on-year.
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4. Balance of Payments
Korea’s current account (preliminary) in July posted a surplus of US $7.91 billion,
staying in the black for 29 consecutive months. The goods account surplus expanded
from US $6.65 billion in June to US $6.86 billion in July, as export growth exceeded
import growth.
Compared to the same period of the previous year, the goods account surplus
contracted by US $1.05 billion as import growth exceeded export growth due to a rise
in consumer goods imports.
The services account deficit contracted from US $0.58 billion to US $0.01 billion due
to improvements in the construction and intellectual property rights accounts.
The primary income account surplus contracted from US $2.23 billion to US $1.49
billion due to a decrease in dividend income, while the secondary income account
deficit expanded from US $0.38 billion to US $0.43 billion.
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5. Prices
The Consumer Price Index was 109.45 (2010=100) in August of 2014 and the index
increased 0.2 percent from the preceding month and rose 1.4 percent from August of
2013. The index excluding agricultural products and oils was 109.16 in August of
2014. The index increased 0.1 percent from the preceding month and rose 2.4 percent
from August of 2013.

The index for Food and non-alcoholic beverages, Alcoholic beverages and tobacco, Housing,
Water, electricity, gas and other fuels and Furnishings, household equipment & routine
maintenance went up 0.8 percent, 0.2 percent, 0.1 percent and 0.4 percent respectively in
August. The index for Recreation and culture, Restaurants and hotels and Miscellaneous
goods and services increased 1.3 percent, 0.2 percent and 0.1 percent respectively in August.
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6. Household Income & Expenditure
The average monthly income per household amounted to 4,152 thousand won in the second
quarter of 2014, up 2.8% from the second quarter of 2013. (At 2010 prices a rise of 1.1%
from the second quarter 2013) The employee and self-employment income grew by 4.1% and
0.7%, respectively. The property, non-regular and transfer income declined by 10.8%, 0.4%
and 0.1%, respectively.

The average monthly consumption expenditure per household marked 2,478 thousand won in
the second quarter 2014, which rose 3.1% from the second quarter 2013. (At 2010 prices a
rise of 1.5% from the second quarter 2013) The increase in consumption expenditure was
mainly caused by the rise in expenditures on 'Transport (5.9%)', 'Restaurants and hotels
(4.9%)', ‘Miscellaneous goods and services (6.1%)' and 'Health (6.5%)'. The expenditures on
'Housing, water, electricity and other fuels' and 'Communication' fell by 1.1% and 5.8%,
respectively.
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7. Service Sector Activity
Service output in July declined 0.4 percent month-on-month, led by wholesale & retail,
publishing & communications services and financial & insurance services. Compared
to the same period of the previous year, service output increased 2.7 percent.
Wholesale & retail (down 1.6%, m-o-m), publishing & communications services
(down 3.6%, m-o-m), financial & insurance services (down 1.4%, m-o-m) and
professional, scientific & technical services (down 2.9%, m-o-m) fell after rising for
the last two months. Hotels & restaurants (up 3.8%, m-o-m) and entertainment,
cultural & sports services (up 5.0%, m-o-m) remained robust. Service output is likely
to improve in August, as sales at department stores and large discount stores recovered,
stock transactions increased and box office ticket sales rose.
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Ⅱ. Capital Market Performance
1. Stock Market

The KOSPI in August fell 7.6 points to 2,069 points from 2,076 points in the previous
month. The KOSPI fell earlier in the month due to increasing concerns over Ukraine
and Iraq, but later gained some ground as concerns over an early interest rate hike in
the US eased.
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2. Exchange Rate
The dollar-won exchange rate in August fell 13.9 won to 1,014.0 won from 1,027.9
won at the end of July. Despite the Bank of Korea’s decision to cut its benchmark
interest rate (2.50% > 2.25%), as well as talks over an early interest rate hike in the
US, the dollar-won exchange rate declined due to inflows of portfolio investment
funds. The 100 yen-won exchange rate declined from 1,000.6 won in July to 976.7
won in August, as the yen remained weak due to diverging monetary policies between
the US and Japan.
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3. Bond Market
3-year Treasury bond yields fell from 2.52 percent in July to 2.51 percent in August.
Treasury bond yields, which had been rising due to diminishing expectations for
additional interest rate cuts, inched down as long-term interest rates in major countries
fell.
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4. Derivatives Market
Reinforced regulations on the derivatives market, contraction of the spot market, and
reduced volatility dampened the Korean exchange-traded derivatives market in 2013.
Total trading volume for the year was approximately 820 million contracts, a decrease
of 55.3% from 2012, and the daily average trading volume of the futures market
decreased by 7.3%, recording 972,424 contracts in 2013. The options market
experienced a drop of 63.0% in the daily average trading volume, amounting to
2,350,042 contracts in 2013, resulting from a decline in investments due to the FSC’s
measures aimed at enhancing the soundness of the KOSPI 200 options market
(multiplier increased from KRW 100,000 to KRW 500,000, cash deposit ratio raised
from one-third to one-half).

5. Fund Market
As of the end of 2013, the total net assets of funds stood at around KRW 328tn, a
growth of 1.73 times from the 2004 figure of KRW 190tn. The aggregate assets under
management (AUM) totaled KRW 335tn by the end of 2013, an increase of 1.79 times
from 2004’s KRW 187tn.
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Among the total deposits received by domestic financial institutions, banks’ deposits
and trusts make up the largest portion, though the amount of funds has been on a
steady rise. With the global financial crisis and the fiscal crisis in Europe hitting the
Korean economy, the bank ratio of deposit and trust holdings increased as investors
moved to safer assets in fear of declining asset value. However, as investor sentiment
toward funds recovers, the ratio of funds is expected to turn around.
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Ⅲ. Regulatory Development
The Financial Service Committee (FSC) announced its plan to ease regulations on
license system for financial investment business, which includes integrating business
units for license, currently overly subdivided, and simplifying license process.

1. Improve License System for Financial Investment Business
In principle, financial investment business will be required to apply for a business
license for only when it first enters the sector. The number of business units for
regulatory approval will be cut from the current 42 to 13(see the table below). Once a
financial institution is granted a regulatory approval for business (①~⑬), the
company will be allowed to add new business within the same sector simply through
add-on registration, without any additional procedure for approval.
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2. Simplify Procedure for Financial Investment Business License
A fast-track procedure will be introduced on a temporary basis in order to expedite
regulatory approval process for added-on business, given that it would take time to
make revisions to the FSCMA to allow add-on registration system. The fast-track
procedure is expected to reduce the time for regulatory approval from the current 7 to
8 months to 3 to 4 months.
Guidelines on review standards for business license will be publicly disclosed to
enhance transparency and predictability in the approval process.
Documents required to submit for regulatory approval, which currently amount to 20
or more will be simplified, eliminating overlapping requirements.
3. Amend License-Related Policy for Financial Investment Business
(Investment trading & brokerage business) Business units with similar
characteristics and synergy will be merged for a “package approval"
(Collective investment business) New standards for regulatory approval will be
developed at each stage of business growth, considering business model and growth
path of asset management companies.
(Insurers) Non-life insurance companies will be permitted to operate money trust
business.
(Futures investment companies) Futures companies will be permitted to deal with
OTC derivatives based on currency, interest rate and credit.
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