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Opening Remarks

Sang-Hoon Shin
CEO, Shinhan Bank

Ladies and Gentlemen, Good Morning,

It is a pleasure and privilege to be here with you today to deliver
this opening address for the seminar on “Globalization and the
Korean Financial Sector”. I am most grateful for your invitation.

The seminar focuses on various aspects of global economics and
the financial markets. The range of topics it sets out to address is
indeed broad and diverse, but discussion of them could not be
timelier.

First of all, let me congratulate the organizers, Chairman SaKong
Il, and First Deputy Managing Director Horiguchi, and welcome oth-
er illustrious guests, including Chairman Eldon of Dubai
International Financial Center, Director Fager of the IMF’s
Asia/Pacific Department, Deputy Director Tran of the IMF’s
Monetary and Capital Markets Department and Director Seok Ho
Lee of Fitch Ratings, Hong Kong.

When 1 started to put this speech together, I wondered how I
should set about addressing all the issues posed by Globalization and
the Korean Financial Sector in a single speech because they cover
such a broad spectrum. But, after thinking about it for some time,
I decided it would be best to share with this distinguished audience
what I have learned from being at the forefront of Korean financial
industry in what I hope may turn out to be a small but meaningful
contribution to today’s proceedings.
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Initially, I would like to underline the extent to which the effects
of globalization are felt in the Korean financial sector. Ever since
the Asian currency crisis of 1997~98, the financial industry, in Asian
countries, has undergone sweeping liberalization, bringing it into
compliance with IMF guidelines. Nowhere is this more so than in
Korea.

The names of global financial players that sounded completely
alien to most Korean ears back in 1997, even for those who worked
in financial institutions in 1997 have become almost household
words by 2007. Goldman Sachs, Morgan Stanley, UBS are used as
benchmark references in speeches and briefings by not just govern-
ment officials and financiers, but also by college students and others
just entering the job market. Once virtually the exclusive turf of do-
mestic players, access to the banking market in Korea has been well
and truly opened up. As you are well aware, Citigroup acquired
KorAM Bank in 2004, and Standard Chartered purchased Korea First
Bank in 2005. Those acquisitions and the successful integration of
the new entrants into the local banking community demonstrate just
how strongly global the Korean financial sector has become in recent
years.

And the integration of global markets has led to the integration
of the financial sectors worldwide and a substantial degree of liberal-
ization in them. Obviously, the buoyant global trade climate led to
a sharp rise in global FDI flows in 2006, which approached record
levels. The UN reports that global FDI inflows surged by more than
thirty percent to $1.23 trillion, the second -highest level ever.

Because of the rise in global interdependency, almost all financial
markets around the world have become highly synchronized, and
such close lock step patterns have become even more pronounced in
the 21" century. In 2007, Korean financial market players closely
watch and track fluctuations in the US, European, Japanese and
Chinese markets. The extent of such close synchronization can be
witnessed daily in the FX and fixed income markets as well as in



Opening Remarks 15

the equity markets.

Global integration has affected not only the capital markets, but
also the daily way of doing business for participants right across the
financial sector in Korea. In a world where interest rate decisions
made by the members of the FRB strongly influence worldwide lig-
uidity and interest rate trends, even the pricing decisions of retail
bankers in Korea closely track similar decisions made by retail bank-
ers in the U.S., for example, those who work in Bank of America
Headquarters, Charlotte, North Carolina.

So in a bid to keep up with this rapid pace of integration that
ignores national boundaries, the United States and Korea successfully
concluded a round of negotiations for a Free Trade Agreement, dub-
bed the KORUS FTA. Such negotiations strengthened further a belief
that globalization is a tide that cannot be turned back but washes
over into every aspect of our lives in the 21% century.

Just about every form of financial product and service that finan-
cial institutions provide around the world has become highly homo-
genized because of globalization. With economic growth in emerging
economies moving at a head long pace, the financial needs of con-
sumers around the world are becoming increasingly similar.

As we head into the second decade of the 21* century, financial
consumers around the world will share the need for home financing,
auto financing, and children’s education financing, as well as the
need for post-retirement pension planning and asset management.

And in no region around the globe are the pace of financial in-
dustry modernization and the growth of consumers’ needs rising fast-
er than in Asia. China’s dramatic advances over the past twenty
years in particular, have had a beneficial effect on the economies of
the entire Asian region. The seemingly unstoppable demand for fa-
cilities investment and domestic consumption within China has
served as an engine of growth for most of the ASEAN nations as
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well as Korea and Japan.

As of 2003, the Asian economy made up 22.5% of the global
economy, but by 2020, its production capacity will overtake that of
the Euro area and North America, and by 2040, Asia’s economy is
expected to contribute 40% of global output, well ahead of North
America’s 23% and the Euro area's 16%. With such a shift in their
respective economic power, the importance of the Asian economies
and financial sector cannot be overstated.

It is true that Korea stands at the heart of this rising profile of
Asian financial markets in the global economy. That said, the Korean
financial industry has a quite a long way to go in terms of becoming
truly global.

In terms of asset soundness and profitability, Korean banks have
matured, at least on external indicators, to stand on a close par with
the figures of global financial institutions. As of September 2006, the
average BIS Capital Adequacy Ratio of Korean banks stood at
13.13%, exceeding the average figure even for major retail banks in
the U.S. who report a 12.07% capital adequacy ratio. Leaving aside
the Export Import Bank of Korea, the 17 banks based here earned
13.5 trillion Korean won in net income last year, which is an all time
high.

Ironically, none of the Korean banks has yet attained the global
stature of their counterparts in the manufacturing sector. Samsung
Electronics, LG Electronics and Hyundai Motors, despite some hic-
cups due to rising raw material costs and a strengthening won, have
quite firmly established brand images in the minds of overseas
consumers.

From the year 2000 through to 2005, Samsung and LG
Electronics succeeded in growing into truly global brands. In contrast
Korea’s top three financial institutions, including Shinhan Financial
Group, though ranking among the top 10 in terms of market capital-
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ization in the KOSPI, well ahead of Hyundai Motors and LG
Electronics, are hardly known to consumers outside the domestic
market.

I think it is no exaggeration to say that only a handful of finan-
ciers and global investors have become aware of Korean financial
institutions’ brand value.

Growth in the Korean banking industry can no longer be fuelled
by economic activity in its domestic market alone. In other words,
the Korean banking market has become too saturated to leave room
for a Blue Ocean strategy. Korean banks need to expand into interna-
tional markets to utilize the widened capital base, and to keep pace
with Korea’s premier manufacturers.

Most leading global banks gain roughly 1/3 of their earnings from
overseas markets, but Korean banks, on average, hold only 1% of
their assets in international markets. In contrast, the UBS Group of
Switzerland has 88.2% of its assets abroad, while 81% of the asset
portfolio held by ING Group of the Netherlands is made up of inter-
national assets

Hence, in order for the Korean financial industry to become truly
global, at least on a par with Korean manufacturers, the importance
of establishing a presence in overseas market cannot be overstated.
What is more, there can be no time more opportune to reach out to
the burgeoning markets of the Asian economies where the pace of
growth is without historic parallel. It is absolutely essential for the
Korean banking industry to link up with the financial consumers of
China, India, South East Asia and Central Asia in the near future.

Having said this, it must be admitted that many challenges
remain. In order to become a provider of total financial solutions in
other Asian economies, the Korean financial industry needs to be
prepared for head-on competition with other well-established global
financial brands such as Citigroup and HSBC. These leading global
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financial players have already captured strong positions, not only in
traditional credit products, but also in investment banking products
and services as well as wealth management and Private Banking.

Leading global players possess the necessary infrastructure and
human capital to provide retail consumers as well as corporate clients
with comprehensive financial services, covering the entire spectrum
from a simple credit portfolio to M&A advisory and asset
management. Their accumulated know-how in derivative products
and advanced IT systems mean they can potentially dominate any lo-
cal domestic players who might try to run up against them in Asian
financial markets.

Realizing these limitations of domestic financial institutions, poli-
cy makers and regulators in Korea have proposed the Capital
Markets Consolidation Act, which is now before the National
Assembly. This proposed new legislation is, in essence, an effort by
the government to upgrade the Korean financial sector so that it can
stand face-to-face with dominant universal financial solutions pro-
viders, such as Citigroup and UBS.

It will relax restrictions preventing brokerages, futures traders and
asset managers from entering each other’s turf, so that is being called
Korea’s "Big Bang." By breaking down the walls between banks,
brokerages and insurers, Korea is fostering an environment to create
financial giants to compete with global rivals. The implementation
of the Act will blur the boundaries between sectors in the financial
industry and encourage the emergence of new and diverse financial
products.

Trends in the global financial sector demand that the barriers be-
tween banks, brokerages and investment banks be brought down.
Consumers around the world, whether retail or corporate, are all
seeking a comprehensive model of financial services, incorporating
all the latest in investment banking and asset management
techniques.
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Hence, global competition among financial market participants
can only intensify in the future. In order to firm up already well-es-
tablished presence and brand value in global markets, another round
of banking consolidation is set to take place around the world.
Leading global banking players are feeling the urgent need to create
mega banks by cross border M&A.

To take but one example, Barclay’s and Royal Bank of Scotland
are vying to be the owner of the ABN-AMRO franchise in Europe,
offering dizzying amounts for the acquisition. After the global finan-
cial sector goes through this round of mega-cross border M&As,
there are expected to be only some three to five truly dominant glob-
al players left standing who will dictate the terms of transactions and
developments for the financial industry around the world.

At this stage, I would like to share with you the projects and ini-
tiatives that Shinhan Bank has carried out in order to attain global
competitiveness.

Shinhan Bank, having secured the position of the leading bank in
the domestic market, still faces the same challenge as any other
Korean banks at the moment. I have emphasized the need for
Shinhan Bank’s operations to be more international for the past few
years, and urged our staff to seek ways to reach out and establish
the uncontested Blue Ocean markets of other Asian countries to en-
sure sustained growth.

Shinhan Bank, unlike its domestic competitors, boasts of being
the powerhouse of a Financial Services Holding Company. This pro-
vides the leading-edge infrastructure for the generation of the great-
est synergy effects by working with its sister companies, in fields
ranging from brokerage and asset management to life insurance and
credit cards to name but a few.

Our business model is in line with the leading global players’
model of providing comprehensive financial services. Shinhan Bank
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is not content with simply having the best ability to generate syner-
gies, but at my initiative, has adopted many business process im-
provement programs, such as 6 Sigma and Cost Reduction Initiative.

Owing to the success of such programs, Shinhan Bank was able
to reduce its budget outlay significantly last year. Thanks to the 6
Sigma projects, 13 billion Korean Won was saved and a 42 billion
Korean won reduction is expected through the Cost Reduction
Initiative in 2007. That these cost reductions are being realized in
the crucial period following the integration between Choheung Bank
and Shinhan Bank testifies to our commitment to delivering cost effi-
ciency in order to become a global challenger.

We have achieved further cost reductions by offering a voluntary
retirement program to 608 staff following the integration. The in-
tegration itself was legally finalized in April of 2006, and so far
there have been no significant clashes of cultures or organizations
within the integrated bank. IT system integration was completed
without a glitch last October. With the confidence gained through
this successful integration, Shinhan Bank is actively upgrading more
aspects of its operations to global best practice standards.

For securing the path to long-term sustainable growth, we have
concentrated on our efforts to recruit the best and the brightest from
overseas MBA and KAIST MBA programs for the past few years.
The bank is also energetically constructing a compensation system
based on performance like the global leading players. We have in-
tensified our efforts to boost our brand footprint by creating a
bank-wide marketing department, and all such initiatives tie in at the
core of our long-term strategy for becoming a global contender. I be-
lieve that our global expansion should first take place along the
South East Asian Belt, encompassing China, Hong Kong, Singapore,
Vietnam, and Cambodia, and going through India into the newly
emerging economies of Central Asia.

I am quietly confident about Shinhan Bank’s prospects in the
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global markets because we have a proven track record of growth and
the best human capital among domestic competitors in Korea. The
same degree of passion for creating value for customers that an en-
tire generation of Shinhan Bank’s associates shared in the past will,
I believe, prove to be just the formula for success that the new kid
on the block in the global financial markets needs.

Drawing to the end of my remarks, I will try to pull this
altogether. Despite a number of challenges, Korea’s financial sector
is well placed to thrive in the stream of globalization. I believe that
over the course of time, Korean financiers will prove to be just as
inventive and trustworthy as their successful counterparts in the man-
ufacturing sector. In the not so distant future, the names of Korean
banks will be just much household names for financial consumers
as Citigroup or HSBC.

Backed by government efforts to create an atmosphere in which
globalization can blossom, like the KORUS FTA and the Capital
Markets Consolidation Act, it will not be long before Korean finan-
cial institutions, Shinhan Bank to the fore, will be making new
strides in markets around the globe.

Thank you very much.



Mastering Globalisation:
as simple as A—B-C?

David Eldon
Former Chairman, HSBC
Chairman, Dubai International Financial Centre

Good morning Ladies and Gentlemen. I trust no one minds, but
as you can see I am going to share the podium this morning. The
reason | brought Hello Kitty along will become clearer, later.

In the meantime, let me begin by saying that I intend to use my
allotted time this morning to draw certain parallels between two
organisations. Two organisations which I am quite familiar with. Two
organisations which are, however, very different. Yet two organ-
isations which must master globalisation if they are to continue being
successful.

The first organisation I am referring to answers to more than
200,000 shareholders and serves some 125 million customers around
the world. It has approximately 312,000 employees in various
locations. And it focuses - for the most part - on one line of business:
banking. It also faces a number of challenges directly related to
globalisation. Challenges such as increasing competition, shrinking
margins and rising expectations.

The first organisation I am referring to - in case you have not al-
ready guessed - is the organisation I used to work for: HSBC.

The second organisation I want to highlight also answers to share-
holders, albeit of a slightly different sort. Its customers are also both



24 David Eldon

domestic and foreign. This other organisation, however, has an even
larger employee base: close to 50 million. This second organisation,
for its part, also has significant stakes in many different lines of
business. Everything from finance to shipping. From agriculture to
cars, textiles and electronics manufacturing. It is perhaps the mother
of all chaebols. However, it must also adapt in the face of increasing
globalisation to continue to be successful.

This second organization - again if you have not already figured
it out - is none other than Korea Inc.

Now, as the title of my speech suggests, I believe there are three
things which are critical for any organisation wanting to succeed un-
der globalisation. Whether the organisation is as small as HSBC or
as large as Korea Inc.

The first key to mastering globalisation is attitude. Let me correct
that. The first key to mastering globalisation is attitudes - with em-
phasis on the plural.

To state the extremely obvious, organisations hoping to succeed
in a globalised world need to think global.

By this, I mean have they need to have an international
perspective. A basic understanding of what lies beyond traditional
borders and boundaries. At the very least, a willingness to accept that
things foreign are not necessarily bad.

HSBC, for its part, has some advantages in this respect. HSBC
was international from its earliest days. In fact, the bank’s original
business plan was built entirely around financing trade between Asia
and the Americas and Europe. And if my memory serves correct,
HSBC’s founding Board some 142 years ago included directors from
Germany, India, the United States, Norway, England, and Scotland.

In fact, if anyone wants to know the secret of HSBC’s success
- and I think I am allowed to reveal this! - the secret to HSBC’s suc-
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cess has been its willingness to embrace the opportunities arising
from and the benefits provided by globalisation.

Korea Inc, by comparison, seems to be sending mixed messages
about its attitudes towards globalisation.

On one hand, there are senior government officials proclaiming
that opening the Korean economy is “not a matter of choice, but a
matter of survival.” Efforts are also being made to attract more FDI
to Korea. And the country continues to aggressively pursue bilateral
free trade deals. All things which suggest that Korea Inc is also em-
bracing globalisation.

On the other hand, there remains a lingering perception that Korea
is still not overly welcoming to foreign participation in its economy.
That an ‘us’ versus ‘them’ attitude still prevails. To echo the words
of Financial Times, that some in Korea seem to want the capital, but
without the capitalists.

It is a lingering perception reinforced by reports that long-time ri-
val companies in Korea have reportedly been “prodded” by the gov-
ernment into forming an alliance to fend off foreign competitors. It
is a lingering perception reinforced by off-handed comments by offi-
cials that it is foreigners who are reaping most of the profits from
the recent bull market, while domestic investors are losing money.
It is a lingering perception that will have to be changed — internally
and externally.

Clearly, in the era of globalisation, Korea Inc cannot be seen ex-
ternally as being too inwardlooking. Too narrowly focused. Too
defensive. Otherwise, investment will eventually suffer. Long-term
economic growth will be hindered.

What is also clear is that historical perceptions must also be over-
come internally. Ultimately, this country needs to see the eagerness
of foreigners to participate in the domestic economy for what it really
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is. Not some sort of threat. But as vote of confidence in the future
of Korea and in the many talents of Koreans.

The second key to mastering globalization - beyond having the
right attitudes - is building your brand.

Again let me start with HSBC. Although not as well known as
say Samsung, HSBC currently ranks amongst the top 30 brands in
the world. According to experts in such things, the letters H, S, B,
and C - when put together - are the 28th most recognised brand in
the world. Worth somewhere in the order of 11.6 billion US dollars.

That said, HSBC has not always been a global nor for that matter
even a well-known regional brand. In fact, for much of my working
life at the bank, its businesses were run under longestablished but de-
cidedly different names. Here in Asia, people knew the organisation
as HongkongBank. In the United Kingdom, however, it operated un-
der the name Midland Bank. In the United States, it was known as
Marine Midland. In Dubai - where 1 was first posted — it was called
British Bank of the Middle East.

Not surprisingly, some saw HSBC as some sort of federation of
local banks. Others were much less polite. I recall, for example, one
columnist describing HSBC as “a first world institution with a third
world franchise.”

I also recall the days, not all that long ago, when HSBC did not
show up at all in the rankings of global brands. Even here in Asia,
where the organisation was founded, HSBC only barely registered as
a recognised brand. In fact - and I am somewhat reluctant to admit
this - but at one point during my chairmanship, HSBC’s brand in
Asia ranked far below that of my little companion here...

That’s right, Hello Kitty - a fictional cartoon character - was better
recognised, was more well known, was more respected, was more
top-of-mind, was a bigger brand than the organisation I spent more
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than 30 years working for.
Not that I’'m bitter about it - at least not anymore!

But I digress. The point I want to make it that all this began to
change not long after HSBC adopted a single, unified global brand.
Slowly, HSBC began a steady climb up the recognition ladder - sur-
passing Hello Kitty and others. It is a climb HSBC continues today.

Of course, an organisation’s brand is more than just an exercise
in increasing name recognition through advertising spend. In fact, one
of the things we use to regularly remind ourselves at the bank was
that the name HSBC was not all that important. Rather, it is what
the name stands for that counts the most. And by the way - just for
the record - HSBC is not an abbreviation for ‘Highly Suspicious
British Company’!

But I digress once again. Simply put, the importance of a
well-known brand is something that should not be taken lightly, par-
ticularly in an era of globalisation. For an organisation like HSBC,
its brand equates to a promise of performance. A promise that will
help it stand out in an increasingly crowded and competitive market.
A market that transcends traditional geographic borders.

For an organisation like Korea Inc, brand is also vital.

A few years ago - when I was an active member of the Seoul
International Business Advisory Council - I remember participating
in more than one discussion about this very issue. Our focus at the
time was around the branding of Seoul.

I also remember in preparing for such discussions, coming across
more than one article lamenting the lack of a coherent brand for this
country in general. Articles from overseas quoting marketing gurus
as saying that South Korea was a case study in how difficult it can
be to attach a successful brand to a country. Also articles from local
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Korean publications suggesting Korea’s image was in urgent need of
a massive makeover.

Fast forward to today and it appears - at least to me - that an over-
all coherent brand for Korea still remains elusive. This is not to say
that there is something wrong with the ‘Korea Sparkling’ brand
launched last month by the Korea Tourism Organization. There isn’t.
However, ‘Korea Sparkling’ is a destination brand. What Korea still
lacks is a brand that encompasses more than just tourism.

That said, the reality is that building a brand is not an easy
process. It takes time. Likewise, there will always be critics. People
who are looking to poke holes in an organisation’s image. For exam-
ple, some commentators have suggested HSBC’s slogan ‘the world’s
local bank’ is inaccurate. Inaccurate because many of its senior exec-
utives in emerging markets are people like what I used to be: a mid-
dle-aged white guy.

The other reality is that there are a number of other places in Asia
which - like Seoul —also want to be financial hubs. There is Japan,
where officials have recently announced their desire to turn certain
districts in Tokyo into an enclave for investment bankers. Then there
is Singapore, out touting its wealth management capabilities and pro-
moting itself as the ‘Switzerland of Asia’. Malaysia, meanwhile, is
working towards being a central hub for Islamic finance.

Perhaps the most sobering reality, however, is the fact that these
and other aspiring financial centres in Asia are not only in direct
competition with each other. But also with all other financial centres
and wannabes around the world. After all, capital is no longer con-
fined by borders.

All of which brings me to the third and final key to mastering
globalisation. Beyond having the right attitudes and building your
brand, one must also be competitive.
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Being competitive is absolutely critical in a globalised world
where - in addition to capital - companies and people are also in-
creasingly mobile. An increasingly mobile world where only the most
competitive will truly flourish. That said, let me address a key
misconception. Namely, the notion that competitiveness equates sole-
ly to costs.

Now, it may come as a surprise to some of you, but HSBC’s serv-
ice charges are not necessarily the lowest in many Asian markets
where it operates. Yet many people still bank with HSBC and there
are many reasons why.

For some, it might be HSBC’s international reach. For others, it
may be the range of products that the bank offers, products that per-
haps suit their individual needs. Convenience may be another factor,
whether through HSBC’s online offerings or its physical branch
network. In other words, it does not really matter whether HSBC’s
fees or service charges are the lowest. What does matter is that the
Bank creates value for its customers and clients. The same sentiment
applies to countries and to cities.

Consider Dubai.

One of the things I am doing since retiring from HSBC, is serving
as the Chairman of the Dubai International Financial Centre. The
DIFC - as it is commonly called - is relatively new. Opened in
September 2004. In just a few short years, however, it has helped
Dubai establish itself as an ideal gateway for capital and investment
flowing out of as well as into the Middle East.

Dubai is - for the record - not a cheap place to live in or to visit.
In fact, the last time I stayed in Dubai about a month ago my hotel
bill was somewhere in the order of 550 US dollars per night. Yet
Dubai is buzzing. The hotel I was staying in was completely full.
People from around the world are flocking there for work and for
play. There are a number of reasons why Dubai has successfully
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made the transition from a small desert trading post into a thriving
modern metropolis.

First of all there is Dubai’s location. It is located in a region flush
with petro-dollars. It also happens to sit squarely in the middle of
a massive gap between existing global financial centres. Between
Hong Kong and Singapore to the east and Frankfurt and London to
the West.

A second significant factor in Dubai’s success is the collective de-
sire for continuous improvement. People in Dubai - at all levels - are
very focused on the future. On planning ahead. On everything from
building new attractions for tourists to enhancing existing
infrastructure.

A third factor in Dubai’s success is that the government has put
in place the right software. Establishing a world-class, independent
regulatory system. Bringing in financial expertise from other centres.
In other words, Dubai authorities have recognised the fact that it
takes more than just putting up a few new buildings to become a hub
for finance.

The most important factor in Dubai’s success, however, is the
city’s openness to foreigners. Not just openness to people like me.
But to foreigners from all backgrounds and all levels and to foreign
participation in all forms. Foreign banks operating in the Dubai
International Financial Centre, for example, enjoy a zero tax rate on
their profits, can be 100 per cent foreign owned and face absolutely
no restrictions on repatriation of profits.

The point I want to make is that going forward the competitive-
ness of Korea Inc will depend on more, much more, than just costs.

Korea’s competitiveness will depend, for example, on the pace
and scope of liberalisation of this country’s financial sector. Ensuring
that reforms continue with limited uncertainty about the overall direc-
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tion or intention. Raising standards in some areas to international
levels. Creating a robust financial system that can handle the increas-
ing and fluctuating capital flows.

Korea’s competitiveness will also depend on the ability of banks
here to learn from past mistakes. For example, to avoid a repetition
of the excess lending through credit cards or to SMEs. Indeed, one
of the reasons I personally think that allowing chaebols to own banks
is not such a great idea is this very issue. Such cross-ownership will
make it harder for banks to say no, even when the numbers don’t
make sense.

Korea Inc’s competitiveness will also depend on how Seoul itself
continues to measure up against other business centres in a highly
competitive region. A region where many cities are working very
hard to hubs of something, of anything.

However, as I have said before and will say again: I think Seoul
i1s geographically blessed. Geographically blessed because this city is
at the centre of one of Asia’s most promising nations. But also geo-
graphically blessed because Seoul is ideally located in between the
largest economy in the region today and what some think will be the
largest economy in the world 20 years from now. The only question
is whether this city will seize the opportunity to take advantage of
such blessings.

Conclusion

In sum, success in an era of globalisation for any organization -
whether it be HSBC or Korea Inc - comes down to three key things.
It comes down to one’s attitudes. It comes down to one’s brand. It
comes down to one’s competitiveness. In other words, mastering
globalisation really can be as simple as A-B-C.

That said, I realise some people - perhaps some people here today
- may be blissfully thinking that they do not have to be concerned
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about such issues. That they work for a domestically focused
organisation. That globalisation does not apply to them.

The reality is that the impact of globalisation is being felt every-
where and in every industry. Particularly in the financial services
sector. The reality is that globalisation is not some passing fad which
can be escaped or ignored.

Indeed, this speech is a perfect example of just how ‘global’ the
world is today. After all, you have just spent the last 25 minutes or
so listening to a retired Scottish banker from a former British colony
that is now a Chinese Special Administrative Region drawing on his
Middle East experiences all while sharing the podium with a
Japanese cartoon character.

The corresponding thought I want to leave you with is simply this.
If you want proof of just how far globalisation has already gone -
look at me. If you want to know who globalisation is going to have
a significant impact on in the future - look in a mirror.
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Thank you, Dr SaKong. It is an honor to be given an opportunity
to share with all of you my perspective on the global economic and
financial outlook. Instead of talking about the short-term economic
outlook, as I often do in front of a large audience like this, today
I want to talk about a broader brush picture of the global economy,
focusing on some of the most important developments that are shap-
ing its overall trend.

Let me start with why the world economy is doing so well. I am
sure you agree that there has been a pretty good growth performance
within a context of broad macroeconomic stability. I want to take a
rather long-term perspective in discussing key factors behind such a
favorable performance. Looking at how far the world economy has
come in terms of conquering inflation, at the turn of the decade of
the 1970s into the 1980s, the inflation in the OECD on average
reached about 16%. Now it is down to 2%. It’s been there for some-
time and is not going up. And this result was really a policy victory.
The policymakers had to work very hard, starting in the UK with
Margaret Thatcher’s medium-term financial strategy in the late
1970s, followed immediately by Paul Volcker’s incredibly tight-fisted
monetary policy from 1979 to well into the early 1980s. As inflation
came down, the credibility of the monetary authorities was gained
and, later on, people learned that it is good to give the central bank
independence, and that in fact happened in many countries. Some of
those central banks adopted inflation targeting to consolidate their
victory against the inflation that they had achieved earlier.
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At the same time, at least in some countries, particularly
Anglo-Saxon countries, there was a policy victory also against market
rigidity, to make the market function better than it used to. You re-
member Ronald Reagan’s firing of Air Traffic Controllers because
they went on strike despite the fact that they were public sector work-
ers (for whom going on strike is illegal). He simply fired them. This
event left a stark impression on economic agents that this is going
to be the new paradigm. In the UK, under Margaret Thatcher, when
I was a UK desk officer in the IMF in the mid-1980s, there was a
huge battle between the government and the coal miners. Some of
you may remember what it was like; but it ended in a decisive vic-
tory for the government and that broke the back of the militant un-
ions in the UK. New Zealand, Canada, Australia, and nowadays
Sweden and Denmark are following suit, in pursuing that kind of
market-flexible economic policy. Of course, not everyone is moving
forward at a fast pace. For example, progress was lagging in Japan
a few years ago. Maybe they are doing a bit better in more recent
periods as they see some of the benefits of a turn of policy against
the market rigidity. The Eurozone has not done much better.

As a result of conquering inflation and the achievement of much
greater flexibility of the markets, at least in the Anglo-Saxon coun-
tries, we have seen over the past decade or so a decrease in the vola-
tility in both inflation and growth performance. This makes the eco-
nomic planning by economic agents much easier, allowing them to
have a longer-term perspective in their economic planning, which is
of course very beneficial to long-term economic growth.

There is another development I want to mention here — since the
late 1990s, we have been seeing something spectacular, perhaps the
biggest development in the world economy of our time, which is the
rise of China, in particular China’s incredible advance in international
trade. The share of China in world trade in goods was somewhere
around 3% as recently as 1997, but it was over 8% in 2006, and I
am sure that in 2007 it will be approaching somewhere near 9%. That
is a really unprecedented expansion in the trade share. And that
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brought many benefits as well as some pains to the rest of the world.
One of the benefits is an anti-inflation force this expansion of China
in the world trade has generated, affecting every country in the global
economy. Lots of low-cost goods, based on cheap but efficient labor,
are being shipped from China, putting lots of downward pressure on
the general price levels in so many countries, particularly those coun-
tries which produce goods that compete with Chinese exports in the
world markets.

There are other channels through which spectacular trade ex-
pansion by China puts downward pressure on inflation in the rest of
the world. And that comes from the process of factor price
equalization. You know China does not have to actually export its
cheap and efficient labor in order to put downward pressures on wag-
es around the world, as long as China is allowed to freely trade and
ship out lots of goods made by its own cheap but efficient labor. This
is the essence of Hechser-Ohlin’s famous factor price equalization
process. That is what is happening.

Let me illustrate. In the United States between 2000 and 2005,
there was a huge shortfall in real wage growth compared to pro-
ductivity growth. This does two things. The first is to raise the profit-
ability of the company sector in a major way. You see that, not only
in the United States but also around the world, profit shares are very,
very high now. This is a result of China. Without China, this phe-
nomenon of real wage growth falling substantially short of the
growth of productivity would not have occurred. Second, this is the
condition for something called non-accelerating inflationary rate of
unemployment (NAIRU) to go down. A decline in the NAIRU put
downward pressure on inflation.

As a result of all this, inflation and inflationary expectations have
come down a good deal globally, and it has been very stable at low
levels in recent years. In the case of the United States, it’s been
somewhere around 2)2% for a long time after coming down from
well over 10% ten years ago. Even during the 1990s there was tre-
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mendous additional improvement in the UK, especially after the cen-
tral bank was given independence by the newly elected Labor
government. Chancellor of the Exchequer Gordon Brown gave the
Bank of England operational independence in 1997, to pursue the
monetary policy that it sees appropriate in light of the inflation tar-
gets set by the government.

At the same time as those things were happening in the
Industrialized World, we have seen a major improvement in the
emerging markets’ economic performance and the strengthening of
their fundamentals. Many of the emerging markets after a series of
crisis decided to float their currencies. It is not necessarily a clean
float, but nonetheless they no longer are fixing their currencies,
which will help them a great deal.

The current account of emerging market countries has swung from
a large deficit in the mid-90s to a very big surplus nowadays. Also,
the total external debt as a ratio to exports has declined markedly,
and there has been a major buildup of reserves across the board. This
is particularly the case for China, but is not just China. And reflecting
all those improvements in the fundamentals, emerging markets have
been enjoying the upgrading in terms of their credit ratings. It used
to be B+ or Bl, to now B/A+ to Al.

To sum up. My first question was why are things going so well
now. The answer is that the great background for sustained global
growth is here with us, including low and stable inflation, high busi-
ness profits and sharply improved emerging market fundamentals. No
wonder why we are having a great time worldwide in terms of
growth and inflation. However, there are a number of challenges that
the world economy is facing. They include, among others, a spike
in oil prices and the global current account imbalances. There are
many others but I want to focus on those in today’s presentation.

Let’s start with oil price spikes. An interesting thing is that despite
the fact that oil prices went up from $20 per barrel in 2002 to $65-70
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per barrel range at this time, we have seen hardly any visible impact
on world economic growth. After all, from 2004 to now, the world
economy has been growing by about 5% per annum as measured by
the IMF, unprecedented in the last several decades.

Why is this the case? There are many reasons why the oil impact
on growth has been rather small. It is partly because the price spike
has reflected demand shock rather than supply shock. Also, the effi-
ciency in the use of oil has increased in the last twenty or thirty
years, particularly in mature economies. Thus, a task which used to
require two barrels thirty years ago now requires only one. But the
most important in my view is the fact that monetary authorities, hav-
ing gained huge credibility, no longer have to react by raising interest
rates when oil price increases put big pressure on headline inflation.
The second-round effect through wage catch-up is limited, actually
very limited. When you do an economic simulation, we can see very
visibly the difference this makes. When the monetary authorities’
credibility is very high, they don’t have to jack up interest rates in
the face of oil price increases. Thus, the decline of world growth re-
sulting from the $10 per barrel increase is estimated to be about 0.2
percentage points. When the monetary authorities lack credibility in
their ability to keep inflation at bay, they have to jack up interest
rates sharply in response to higher oil prices and higher headline
inflation. In such a case, the decline in global growth resulting from
the $10 per barrel increase in oil prices is about 0.5 percentage point.
There is a huge difference between the two situations.

As we look forward to the future, oil and commodity prices re-
main a concern. I would emphasize that current high prices are not
a big deal. It is a manageable factor though a bit of a headache.
However, if there are to be sharply higher prices, it would be prob-
lematic, and there is some potential for sharply higher oil prices be-
cause the spare capacities are very, very low, which makes the sys-
tem very vulnerable to any shock. This applies also to some of the
key industrial commodities.
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Turning to the global current account imbalances, which is another
key challenge the world economy faces, let me start with causes,
which I think everybody understands very well. One is the very
strong expansion in U.S. domestic demand over the past several
years; second is the sluggish domestic demand growth in the
Eurozone and Japan; and the third factor is the huge desire of the
emerging markets to stay very competitive, run sizable current ac-
count surpluses, and build up very big reserves. And they are related,
they want to stay competitive, so whenever they face upward pres-
sure on the currencies they buy reserves. On the last of those desires
of emerging market countries, let me note that from January 2002 to
March 2007, the last quarter for which data are available, the total
increase in the emerging markets’ reserves is $2.2 trillion. And it is
not just China. China is of course a big part, but the non-China
emerging markets in aggregate have also acquired truly impressive
amounts of reserves.

What about the financing of the huge U.S. current account deficit?
Why has it been rather smooth? One reason for the smooth financing
for the big current account deficit in the United States is one of very
causes of the global current account imbalances, that is the desire of
emerging markets to accumulate reserves. In turn, this huge buildup
of reserves has had a lot to do with the very sizable current account
surplus that emerging market countries have run, which their very
competitive currencies clearly have helped generate. Seen from the
saving/investment perspective, a low investment-to-GDP ratio, rather
than a high saving-to-GDP ratio, has been behind the big current ac-
count surplus of emerging market countries.

Other factors that have made the financing of the U.S. current ac-
count deficit rather smooth in the last few years include robust pro-
ductivity growth in the United States, big credibility that the Federal
Reserve has, and attractive financial markets in the United States,
which are very efficient, resilient and liquid. Those things combine
to let the United States attract lots of capital from the rest of the
world to finance the current account deficit without any precipitous
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decline in the dollar. And just to illustrate what has been the reserve
accumulation in individual emerging market regional countries, Asia
has really accumulated lots of reserves, both China and non-China,
including Korea, a crisis-hit country. Another crisis-hit country,
Russia, also has accumulated reserves in a most impressive way,
helped by high oil prices. For those who know what Russia was like
in the 1990s, it has been an incredible pace of accumulation, and now
they have well over $400 billion. Even Brazil and Argentina, two
Latin American countries which had a very difficult time in the late
1990s and early this decade, have accumulated very substantial sums
while also repaying large sums owed to the IMF. All of the crisis
countries as well as other emerging markets have accumulated mas-
sive amounts of reserves, which has helped fund the U.S. current ac-
count deficit.

At the risk of repeating a little, let me emphasize that reserve ac-
cumulation doesn’t come out of thin air; they also have an economic
background to it, which is basically the current account picture. There
has been a huge swing in the emerging markets’ current account bal-
ance as a ratio to GDP, from a deficit of about 2% in 1995 to the
surplus of 3% in recent periods which is a big swing. Why did the
current account swing in the way it did? It is a decline in investment,
not a rise in savings. People tend to talk about a world savings glut,
but it is actually more the decline in investment ratio, which caused
the relatively unchanged savings to look too much relative to what
was needed in the world.

What will change going forward in terms of the picture of the
global current account imbalances and financing? Some elements will
be moving in a less favorable direction: for example, China’s ex-
change rate will be steadily appreciating in real effective terms, either
through nominal appreciation or domestic cost/price pressures. It’s
not just China’s RMB. As you know, the emerging markets’ ex-
change rates are under tremendous appreciation pressure. Look at
your own currency in Korea, but also in Thailand, Brazil, even
Argentina. The authorities in those countries are buying massive
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amounts of dollars. That hurts their inflation performance. However,
if they don’t buy the dollar massively, then there will be an apprecia-
tion of the currency. Either way, the current account surplus will nar-
row, making it more difficult for the United States to borrow from
abroad.

I fear that the limit may be approaching. It is not that they are
going to stop accumulating reserves but the allocation of the reserves
to be accumulated might start shifting away from the dollar.

Second factor I am beginning to see is a slowdown in the pace
of the emerging markets’ reserve accumulation outside China. Note
that, for the financing of the U.S. current account deficit, what mat-
ters is not the outstanding huge amount of reserves but the pace of
change in the level of reserves.

Third, Asian Tigers are waking up to the fact that they may have
to do a bit more investment in order to spur growth to a higher level.
They have been growing at a good pace but not so fast as before,
and I think the lower investment ratio is one of the potential reasons
for a slower pace of growth nowadays relative to the pace before the
crisis. I would not be surprised if those countries are to begin step-
ping up their investment spending. That would reduce their current
account surpluses and reserve accumulation, with clear implications
for the financing of the U.S. current account deficit.

All these things tend to lower financing available to the United
States at reasonable prices. So disorderly economic adjustment may
happen at some point in the future. The possibility is becoming a bit
more distinct than before. And knowing that, it’s best that the orderly
resolution of global economic imbalances be sought, and the best
way to go about it would be a coordinated strategy involving the
United States, Eurozone, Japan and China, and also other Asian
emerging markets. And you all know about the policy prescription
that the IMF has presented, and accordingly I won’t go into it at this
stage.
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I have talked about the most notable challenges facing the global
economy at present. What about the future major risks, and to me
the greatest ones are man-made, self-inflicted problems. Let me ex-
plain what I have in mind. What I worry about include protectionist
actions, which is man-made stupidity; geopolitical tensions that might
flare up, that are again man-made; climate change, man-made to the
extent that while knowing there is a problem we are taking no action.
The G8 was praised at the time of the latest meeting for coming to
agree on the timetable for considering what to do. But their agree-
ment is not about taking specific action. So, taking action will be
quite a long time from now. In the meantime, I’'m afraid there will
be a lot of adverse weather conditions happening all over the world
including hurricanes, drought and flood that will affect not only agri-
culture but also energy -- as you remember, Katrina really devastated
the infrastructure for energy production in the Gulf of Mexico.

Another risk relates to low inflation, which in itself is a great
thing to have. However, one has to pay attention to some side effects
of it. In a low inflation and interest rate environment, there can be
a tendency towards asset price bubbles. The monetary authorities are
putting together their brains to figure out how to deal with this issue.
Another one is the financial market complacency. The financial mar-
kets’ performances have been really remarkable. But when a remark-
ably good performance continues, people become complacent. And I
hear a great deal about the lowering of lending standards, including
the “cov-light.” I think it is a dangerous situation because when the
credit discipline is relaxed, all of a sudden a calamity could attack
you.
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Thank you Mr. Chairman for your kind introduction. Let me begin
by saying that it is my pleasure to be here with you and to share
with you my thoughts on this fascinating topic “The Changing
Landscape in Global Financial Markets”. And since it is so fascinat-
ing, | hasten to add this disclaimer that what I am about to present
to you is my personal views, and I should not be interpreted as pre-
senting the views of the IMF, its management or its board.

I will go through and describe the changes and growth in the fi-
nancial assets market, changes in the complex instruments, changes
in the set of institutional investors or actors in those markets, changes
in their behaviors including the use of leverages and therefore de-
scribe the impact on market dynamics including an increase in
cross-border capital flows. And if I have time after all of that, T will
touch upon two things that Yusuke Horiguchi said at the end of his
presentation about potential risks to financial markets coming through
the major relaxation of credit discipline and credit standards that we
observe in many segments of the credit markets.

First, the theme that Yusuke described so well in his presentation.
The so-called “great moderation” in my view has a lot to do with
facilitating increase in risk appetite by market participants and there-
fore supporting the growth of financial assets markets. The growth
in capital markets for bonds and stocks as a percentage of GDP has
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steadily increased and will accelerate in the future. Here, just to show
you some numbers, about 39 trillion dollars of world stock market
capitalization, about 55 trillion in debt outstanding, as of 2005. By
now the total value is 100 trillion dollars of financial assets, reflect-
ing significant growth in financial assets of the past five years. If you
throw into that mix bank assets, so in addition to equities, debt mean-
ing bonds, you include bank credits, the stock of financial assets is
more than three times the global GDP. Ten years ago it was less than
two times, so in the space of ten years it grew to three times and
it will be growing more in the future as you will see later on the
reason why.

On top of so-called cash instruments namely actual bonds, actual
shares, bank credits, we have also seen in recent years an explosive
growth in the derivative markets that is the market instruments whose
value depends on or derives from the underlining changes, in some
underling instruments. Here in the Over-The-Counter derivatives mar-
ket the notional amount outstanding as of last year is about 415 tril-
lion US Dollars. And if you recall that the actual value of bonds,
stocks and bank credits outstanding as of now is about 100 trillion
US Dollars, you realize that derivatives has exceeded by far the value
of the underling value of the cash instruments. In other words, if de-
rivatives is the tail and cash instruments is the dog, then the tail is
many times bigger than the dog itself.

The number I show you here is the OTC derivatives market, of
course you have significant amounts of derivatives traded on different
international derivative exchanges, including one in Korea where
equity derivatives is one of the largest in the world, if you add that
to the OTC derivates, the total volume is truly significant.(<Figure 1>)

On top of these growths of financial instruments, another sig-
nificant development in the past few years has been the strong
growth of collateralized debt obligations, which is really the financial
instruments of the 21st Century. It is based on a rather old technique,
that of securitization, but adds to it a simple but powerful concept
of subordinization. Basically between securitization and subordiniza-
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<Figure 1>

Global OTC Derivatives Markets
(December 2006)
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tion, you can basically take a pool of very lousy credits, junk bonds,
high-yield credits, below-investment grade credits and constitute
AAA tranches of CDOs, by virtue of subordinization—meaning those
who buy the AAA-rated tranches of the CDO will be the very last
to suffer losses and by and large it has been very rare that more than

<Figure 2> ABS CDO Issuance
(In billions of U.S. dollar)
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a certain percent, let’s say 30% to use a big figure, of a pool of di-
versified underling collateral would default.

Here you see that on a monthly basis, CDO issuance on the basis
of a different kind of instruments has changed very significantly.(<Figure
2)> So far we see the growth of different kinds of assets, and 1 want-
ed to highlight the growth of derivatives and complex instruments
like CDO. Of course the other side of the asset is the investors, the
institutional investors and here we see significant increase(<Figure
3>) in the asset under management by different classes of institu-
tional investors, 55 trillion as of 2005, definitely much more by now.
It is destined to grow explosively in the years to come because it rep-
resents pension funds and at the moment the world is facing a variety
of challenges, driven by demographics, namely the ageing of society
not only in the OECD industrialized countries but also in China and
all the emerging markets. Given the pressure for society and the gov-
ernment to make provisions for the retirement for the growing portion
of retirees, more and more pension schemes both in the public and
private corporate sector will be funded, meaning that money will be
set aside for pension funds and therefore assets under management

<Figure 3> AUM of Institutional Investors
(In trillions of U.S. Dollars)
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funds will explode. It will have a great impact on financial market
dynamics, as I will show you later on.

Another major phenomenon in recent years is of course the
growth of hedge funds, which is very interesting because if you see
the numbers it varies between different research and news organizations.
According to Hedge Fund Research at the end of last year, the asset
under the management of the hedge fund community is about 1.6 tril-
lion Dollars, some others have put it even higher at 2.5 trillion
Dollars—it does not matter how high it is, it is a very tiny part of
the overall asset that I showed you earlier, against the 53 trillion as-
sets under the management of the major institutional investors.

However, the important and challenging development driven by
the hedge fund is that by the still rather modest volume of asset un-
der management, their very active trading style, their growing reli-
ance on leverage means that they have an outsized impact on market
dynamics.

So, so far we have pension funds, which will be very big in the
future, hedge funds whose behavior will have a major impact on mar-
ket dynamics that I will go into in a minute. You also have in recent
years, particularly in the past year, another major development which
has seen the coming of age of the so-called “sovereign wealth funds”
which in the past came from commodity exporting countries setting
aside a share of their surplus if the commodity market went through
a boom, so as to either stabilize the market or to set aside some re-
serves of some fiscal resources if the commodity price declined. But
in the past few years due to the significant accumulation of foreign
reserves that Yusuke explained to you on the chart, more and more
authorities have and will set aside a significant portion of their re-
serves in different “sovereign wealth funds” so that they can manage
these resources more efficiently with the aim of increasing the return.

Here I use the <Figure 4> compiled by Morgan Stanley and their
research based on a number of assumptions suggests that it will in-
deed be a major actor in the international financial markets in a few
years time. Right now, it is about 2.5 trillion dollars altogether com-



48 Hung Q. Tran

<Figure 4> Major Sovereign Wealth Funds

Total Global
Year SWF Reserves Private Financial Assets
($tn) (%) ($tn) (%) (%) ($ tn) (%)
2007 25 25 51 5.1 92.4 100.0
2012 8.7 6 74 5.1 88.9 144.4
2017 17.5 8.4 9.9 4.7 86.9 208.6
2012 27.7 9.2 13.0 4.3 86.5 301.3

Source: Morgan Stanley

prising of about 25 to 27 different “sovereign wealth funds”. Both
the number and the asset under management of those funds will
grow.

Indeed the growth of this class of investors will pose major ques-
tions about disclosure and transparency, especially to offer market
participants information about the degree to which “sovereign wealth
funds” are seen as behaving according to purely commercial
considerations.

Now back to leverage, you have significant growth in different
major classes of institutional investors, particularly the hedge funds.
At the same time, you observe that thanks to a variety of conditions
not the least of which is a rather conducive and favorable economic
outlook with rather low interest rates in real and nominal terms, the
use of leverage has increased significantly. Here I tried to capture
some dimension of leverage because the concept itself is not easily
measurable. You have two kinds of leverages, one is the balance
sheet, the traditional kind of leverage, meaning you borrow money
based on your balance sheet and you invest. It is really quite large.
However, more important, more difficult to understand and to meas-
ure and therefore more difficult for the supervisors and financial reg-
ulators to deal with is embedded leverage that has become part of
the new landscape of global financial markets. The collateralized debt



The Changing Landscape in Global Financial Markets 49

obligation market, that I showed before, embedded in it is 15 to 30
times leverage, 10 to 30 times leverage in CLO and for total return
swaps typically about 25 times leverage.

Hedge funds are most active in using these leverages, both on bal-
ance sheet and embedded leverage and coupled with their active trad-
ing style despite the size of the industry they have grown to have
a major impact on the business of brokerage and on market
dynamics. On the business of brokerage they already have accounted
in trading volume, one quarter to two thirds of trading volume of dif-
ferent instruments in the US: the high-yield market 25%, the cash
equity market 30% and the credit derivatives 60%.

And because of that high volume of trading they accounted for
a huge and significant amount of revenue for the investment banks.
Somewhere lets say between 30% of all equity commission in the US
is due to hedge funds and even here in Asia, 22% of equity commis-
sion flow is generated by hedge funds.

Here, I just wanted to give you a very quick exposure of the em-
bedded leverage so you can see and appreciate what is truly going
on.(<Figure 5>) This represents the different trenches of a CDO; a
CDO typically has a super senior tranche, the triple A and then a se-
nior tranche, mezzanine tranche and equity tranche.

What this means is that the hedge funds are usually the investors
in the equity tranches, they are the first to lose if the credit under-
lying these CDOs were to default. The first 3% of loss would be
borne by the holder of equity tranches. The next 4% to 7% would
be born by different mezzanine tranches, and you can see all the way
up to 30% of losses, then the super-senior trenches would be touched.
The leverage embedded in these instruments is such that for hedge
funds who put 3 dollars, or up to three in the equity tranche and
therefore hold the equity of the CDO in other words, they put up 3
dollars to gain exposure of over 100 dollars of the portfolio of the
underlining collateral. They have exposure to risk and reward of up
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<Figure 5> Instrument Leverage:
Tranche National Value versus Economic Risk Transfer'
(As a Percent of the reference pool)
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to 65% of the total portfolio, after “paying off” holders of senior
tranches.

If you look at the pension funds, insurance companies and banks
which typically buy the super-senior tranche, they get triple-A credit
quality, they get a spread which is much better than the spread on
triple-A corporate bonds but they are exposed to a very, limited
amount of risk. From a hedge fund point of view it is a very efficient
way for them to leverage, meaning using a very small amount of own
money to have exposure to a huge amount of credit risk exposure.
And because of those leveraging and exposures that hedge funds and
other players are transacting, a major impact on market dynamics has
been a steady decline in volatility in major financial markets. Equity
volatilities as measured by the VIX index, which is the index of the
volatility based on the implied volatility on option on S&P 500 op-
tion contracts in the US, on a cyclical basis, show that steadily over
the past three cycles the volatility has declined and we are lower now
than otherwise would have been if we go by previous cyclical
developments. Lower volatilities contribute, among other things, to
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steady declining credit risk premia on a variety of markets.

Since the turn of the century the yield spread on those classes of
assets have steadily declined to a record low, consistent with the de-
cline in volatility. Lower volatility has also ushered in another phe-
nomena which is the Carry Trade meaning the borrow of funds in
the low interest rate currency of the Yen or Swiss Franc and invest
in high yield currency like New Zealand Dollar, Australian Dollar,
Brazilian Real, Turkish Lira and so on. What is interesting to note
here, is that while low interest rates of Japan and Switzerland have
been around for a long time, what is new this time is the low vola-
tility in foreign exchange markets to go with it. So Carry Trade basi-
cally is a bet on volatility, and they tend to move together, rising vol-
atility will tend to cause poor performance on the Carry Trade, low
volatility will offer high return.

So all of the things I have described to you is really to show how
the functioning of the global financial markets have changed, the as-
set classes, the institutional investor basis, the instruments and that
gave rise to a huge increase in the cross-border capital flow. As a
percentage of the world GDP we are almost 15% in terms of annual
capital flow, which is truly remarkable. And you can see this steady
increase from the 1980s to the mid 1990s of around 4% to 5% and
then from the mid-1990s a very steep increase on a yearly basis.
Capital flow to emerging markets has also increased very sig-
nificantly, particularly flows to the private sector.

The most important thing to see is the change in composition of
issuers. Sovereign debt issuers are getting to be a smaller and smaller
share of the emerging market borrowing entities. In recent years
thanks to significant increases in current account surpluses, thanks to
good economic performances, thanks to active debt practices they
have basically shifted their external issuance to domestic issuance. In
their place private sector corporations and public corporate entities
have become the major issuers from emerging markets to interna-
tional capital markets.
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Of course this will have implications for eventually assessing the
vulnerabilities of emerging markets and potential stresses for the
future. Personally I think the kind of sovereign debt crisis we saw
in the mid-1990s and early-2000, where sovereign borrowers ran into
difficulties because their foreign currency debt was ballooned by the
weakening of their foreign exchange rate, is going to be less and less
frequent. In its place the new risk is going to be more credit risk of
the corporate issuers. Corporate issuers have raised huge amounts of
money in different instruments in recent years and to go with that
is the tendency by international investors to directly buy into the lo-
cal currency instruments in the local market.

In 2007, we expect the emerging markets will run another year
of current account surplus of about 455 billion dollars, that is about
the 10th consecutive year of large size current account surplus, col-
lectively run by emerging market and developing countries. On top
of the current account surpluses, these emerging market countries re-
ceived net capital flow of another 750 billion dollars. In other words,
for this year 2007, emerging market countries have to recycle out-
wards, back out to the world, mainly to the United States, but not
only to the United States, around 1.3 trillion Dollars. And basically
since 2005, emerging market countries every year on a net basis, re-
cycle, invest and send back to the world more than a trillion dollars.
So the concept of the impact of capital flows and the potential vul-
nerabilities will have to change very significantly because if you -
meaning the emerging market countries as a whole—are in the posi-
tion to invest in the rest of the world more than a trillion dollars ev-
ery year, your vulnerability to crisis is different than what it was in
the 1990s.

The major impact of these flows is the fact that in many emerging
market countries the huge flow of capital is fueling very strong
growth in domestic credit. For emerging European countries, huge in-
creases in the growth of corporate and consumer credit have already
presented problems for the monetary authorities and financial super-
visors over the quality of credit.
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I would like to use the next few minutes to recap and review these
capital flows with references to Asia but particularly compare the sit-
uation now to that with the situation before the crisis. With the mac-
roeconomic backdrop between 1995/6 and that of now, we can see
that growth is still strong but inflation is significantly lower, debt as
a percent of GDP is significantly lower and reserves of course is sig-
nificantly higher. Against that backdrop, growth capital inflows into
Asia have been increasing in recent years and have surpassed the lev-
el of that before the crisis. Equity investment, particularly to publicly
listed companies is a component to these inflows. However the vola-
tility of capital inflow has increased, here not only for Asian coun-
tries but also practically for all countries that we observe. In terms
of gross capital outflow, which is a new development, there has been
a significant increase in outflow representing the recycling outward
of the current account surplus and the capital inflow these countries
has been receiving—the picture varies significantly from different
Asian countries.

And that is the main challenge to many countries not only in Asia
but also in other emerging market countries—that is the growth and
volatility of capital inflow and outflow. Here on a net basis, volatility
has declined but the volatility of gross inflow and outflow has in-
creased in the last period compared to the previous period. And it
has an impact on market dynamics, pushing up asset prices, causing
credit growth in these countries and pushing up exchange rates and
complicating the task of monetary authorities—issues that Yusuke
briefly explained in his presentation. And clearly this is one of the
major challenges for countries in the region going forward. So I think
that I have used enough time to go through the story and I would
like to stop here.
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Ladies & Gentlemen,
I am grateful to the Institute for Global Economics and The
Institute of International Finance for the invitation to this conference

and for the opportunity to present to you a personal perspective of
Asia.

Introduction

Having worked for a long time on Asian countries , I continue
to be struck by the fast-changing developments in this area. In the
course of Asia’s developments, there have been periodic shifts be-
tween economic optimism and pessimism; and between views that
countries either did everything right or everything wrong.

First, there was the early post-World War II period of pessimism.
The view then was that Asia will not develop and be left behind.
Korea, for instance, was widely considered 50 years ago to remain
a basket case. Then followed a burst of optimism as countries started
to recover. Japan was hailed as a new model for advanced countries
(remember the best sellers “The New Asian Giant” and later “Japan
as Number One”). The SEA countries were called the “tigers”, and
observers watched in awe the “Asian Miracle” which they
performed. This period was abruptly ended by the outbreak of the
“Asian Crisis” when pessimism on Asia returned, and many people,
including some economists, expected a prolonged depression. Well,
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you know what happened: The “Asian Crisis” left as quickly as it
came. A period of vigorous development set in on a broad front,
with the crisis countries recovering, later joined by Japan, and both
India and China continuing to grow at record speed. We are in the
optimistic phase again, and some people have already pronounced
that this will be the “Asian Century”.

Considering this historical record, we have to be cautious and try
to come to a more balanced view. It is true, Asia is back on the
global stage as the fastest growing region and its future looks bright.
But we cannot blindly extrapolate recent trends into the future. Nor
should we generalize too much, given the great diversity of Asian
countries.

To help us in our assessment, I will briefly review developments
over the past decade in the major regions, draw some lessons of what
went right and wrong, and offer some reflections on the future.

The past decade - overview

As we could all observe, there have been many changes during
the past 10 years, following the “Asian Crisis”. Among them, the
two outstanding features are:

e First, the resumption of strong growth and the restoration of a
strong external position.

e Second, the transformation of the economies through a process
of reforms, encompassing liberalization and restructuring on a
broad front.

These two developments were not independent of each other.
Indeed, it is my hypothesis that Asia’s impressive economic perform-
ance over the past decade is mainly due to these reforms. They
raised productivity growth and competitiveness, enabled exporters to
take advantage of expanding international demand, and encouraged
FDI.
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My presentation will, therefore, focus on the reform process. But
first, let’s briefly look at the economic performance during the past
decade. To reduce the unavoidable distortions of generalizing, the
following 5 regions are considered separately in the attached tables:
Korea and ASEAN — 4, the former “crisis countries”; China; India;
and Japan.

Growth performance

Real GDP growth in Asia has been quite buoyant, especially in
the second half of the past decade (Tables 1 and 2). Korea and the
SEA countries staged an impressive recovery after the sharp re-
cession in 1997 / 98. China had high growth throughout the decade,
and India significantly accelerated its growth (historically, its econo-
my had growth at the “Hindu rate of growth” of 3.75%). Japan fi-
nally got out of near-stagnation and reached its potential growth. So
by 2006 we had strong growth across the region which is continuing
in 2007.

Unlike in the preceding two decades, fast growth was achieved
at low inflation rates (Table 3). As a consequence, living standards
in Asia have improved substantially during the past 10 years (Table 4).

<Table 1> Real GDP growth

(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007f

Korea 70 47 -69 95 85 38 70 31 47 42 50 44
ASEAN+4 72 36 92 30 58 25 47 55 59 59 54 55
China 100 93 78 76 84 83 91 100 101 104 107 10.0
India 75 47 60 67 53 41 43 73 78 92 92 84
Japan 27 16 -20 -01 29 02 03 14 27 19 22 23

f = forecast
Source: IMF-World Economic Outlook, April 2007
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<Table 2> GDP by Purchasing Power Parity Index
(1996 = 100)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 100 106 100 111 123 131 143 150 162 173 187

ASEAN+4 100 105 96 101 109 114 121 131 142 154 167

China 100 111 121 132 146 162 180 202 228 259 294

India 100 107 114 124 133 142 151 165 183 205 228

Japan 100 103 102 104 109 112 114 119 125 132 140
Source: IMF-World Economic Outlook, April 2007

<Table 3> Consumer prices

(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 49 44 75 08 23 41 28 35 36 28 22

ASEAN+4 66 53 296 103 28 66 61 40 45 73 84

China 8§83 28 -08 -14 03 05 -08 12 40 18 15

India 90 72 132 47 40 37 44 38 38 42 58

Japan 01 18 07 -03 -07 -08 -09 -02 00 -03 02
Source: IFS

<Table 4> GDP per capita
(current US dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 12,258 11,474 7,528 9,558 10,891 10,177 11,504 12,711 14,181 16,444 18,392

ASEAN+4 1,769 1,625 987 1,180 1,237 1,168 1,308 1,463 1,597 1,751 2,090

China 69 771 817 81 946 1,038 1,132 1,270 1486 1,716 2,001

India 406 433 428 448 455 461 473 543 618 712 797

Japan 36,898 33,837 30,645 34,634 36,811 32,234 30,809 33,180 36,076 35,672 34,188
Source: IMF-World Economic Outlook, April 2007
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Significantly, while growth during the earlier preceding period
was largely based on increased in puts, there are indications that re-
cent growth is to a greater extent based on productivity gains, and
therefore, more durable.

Although domestic demand was more important than in the pre
-crisis period, reflected among other things in strong import growth
(Table 5), exports remained a major motor of growth (Table 6), help-
ed by growing global demand, in particular from the US. This led
to a greatly strengthened external position of Asia.

External position

Asia has remained a high saving area, and current account balan-
ces have been in surplus - with the exception of modest deficits in
India - and after Korea and the SEA countries achieved a quick re-
versal from the crisis-induced deficits (Table 7).

<Table 5> Import Growth
(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 37 50 -28 86 199 -127 80 193 31.0 120 144

ASEAN+4 57 64 -45 113 180 -11.1 58 82 203 127 163

China 15 210 05 61 278 68 224 346 354 284 272

India 81 57 -45 67 188 23 162 171 300 29.7 21.0

Japan 73 24 78 81 143 -158 33 132 199 52 92
Source: IFS

<Table 6> Export Growth
(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 37 50 -28 86 199 -127 80 193 31.0 120 144

ASEAN+4 57 64 -45 113 180 -11.1 58 82 203 127 163

China 15 210 05 61 278 68 224 346 354 284 272

India 81 57 -45 67 188 23 162 171 30.0 297 21.0

Japan 73 24 -78 81 143 -158 33 132 199 52 92
Source: IFS
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<Table 7> Current Account Balance
(percent of GDP)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 41 -16 116 55 24 17 10 20 41 19 07

ASEAN+4 -49 -30 82 65 52 40 41 47 33 21 48

China 08 39 31 14 17 13 24 28 36 72 91

India -6 07 -17 07 -10 03 14 15 01 -09 -22

Japan 14 23 31 26 26 21 29 32 37 36 39
Source: IMF-World Economic Outlook, April 2007

Because of current account surpluses and capital inflows
(including FDI, especially into China), foreign exchange reserves
rose dramatically (Table 8).

<Table 8> Foreign Exchange Reserves
(billions of dollar)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Korea 107.0 142.8 149.2 157.7 168.3 215.6 291.1 408.2 614.5 821.5 1068.5 1159.4'
ASEAN+4 202 247 273 327 379 459 677 989 126.6 131.9 170.7 192.4°
China 216.6 219.6 215.5 286.9 354.9 395.2 461.2 663.3 833.9 8343 879.7 892.7°
India 340 204 520 740 961 102.8 121.3 155.3 199.0 210.3 2389 242.7'
Japan 93.0 709 86.4 104.4 101.9 102.6 115.7 133.5 162.6 169.5 208.4 218.5'

' February 2007
? March 2007
Source: IMF-World Economic Outlook, April 2007

The strong external position was further enhanced by a relative
decline in external debt (Table 9) and, in the case of the former
“crisis countries”, a significant reduction of the relative importance
of short- term debt (Table 10).
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<Table 9> External Debt
(percent of GDP)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 28.2 337 474 344 289 267 259 259 253 241 239
ASEAN+4 469 543 1054 794 723 703 604 546 516 435 36.0

China 202 195 179 169 156 14.0 128 127 128 125 123

India 259 247 258 246 245 237 232 212 200 184 192
Source: IIF

<Table 10> External Debt
(short-term/total external debt)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 482 36.6 242 281 335 313 341 322 327 346 391
ASEAN+4 309 268 200 149 132 149 153 156 184 195 225
China 290 29.7 262 241 264 269 311 377 423 497 518
India 120 105 98 100 107 103 112 120 129 123 119

Source: IIF

The accumulation of foreign exchange reserves in Asia, im-
pressive as it has been, has not escaped criticism. Two arguments
have been made:

e first, reserve accumulation is not the most productive use of re-
sources and also is subject to currency risk;

e second, the large reserve accumulation is an indication of lim-
ited exchange rate flexibility. In other words, the central banks,
through buying foreign exchange, are keeping currencies from
appreciating.

As far as the first argument goes, I think the cost of reserve accu-
mulation is an insurance premium which countries are willing to pay
- after the traumatic experience of the Asian crisis — in order not
to get into a similar situation. At that time, even enlarged IMF loans,
together with World Bank and ADB credits, were not sufficient to
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stem the depletion of foreign exchange reserves in the face of sudden
and huge capital outflows. As far as the second argument goes,
Asian currencies have in fact appreciated, reflecting the stronger ex-
ternal position, and the evidence of currency manipulation is not
conclusive. There is, nevertheless, a persuasive case for greater ex-
change rate flexibility, in particular in China, for domestic macro-
economic reasons as well as to contribute to a gradual resolution of
global imbalances which, if going unchecked, may hurt everybody.

In any case, I think that at some point in time, Asian governments
will decide that the insurance premium is high enough compared to
the risk. So we will probably see, apart from further diversification
of reserves away from USD, increased investment in higher yielding
but riskier assets as well as in foreign physical assets, together with
more exchange rate flexibility and further market opening. All this
will slow the trend of rising foreign exchange reserves.

Finally, it should be mentioned that the strengthening of Asia’s
external position is not due to increased protectionism, but took place
during a period when progress in external liberalization was made.
The crisis countries included market opening measures in their recov-
ery programs. Korea also took liberalization measures as part of its
membership obligations in the OECD, and China has been taking
steps under the protocol of accession to WTO. Barriers to external
trade are also being removed under a number of bilateral agreements
which Asian countries have concluded. However, I should add that
this is a sub-optimal route since it involves diversion of trade from
non-participating countries.

Let’s now turn to the reforms.

Spread of reforms

Reforms are not new in Asia. In the period preceding the last dec-
ade, they were undertaken by various countries sporadically, usually
under IMF programs, needed to overcome BOP difficulties, or, in the
case of Japan, under external pressure. But the reform efforts were
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accelerated and expanded under the impact of the “Asian crisis
which exposed a number of structural weaknesses in the economies,
in particular in the financial sector.

Korea and the SEA countries made a major effort to correct these
weaknesses. They had little choice in acting decisively, in the face
of depleted foreign exchange reserves, runs on banks, and bank-
ruptcies of corporations.

India’s reform efforts had started earlier, again in the context of
a major BOP crisis in the early nineties. China had started ex-
perimental reforms even earlier, together with the opening of its
economy in the eighties, and broadened them significantly during the
past decade. Japan, after the collapse of the asset markets in the late
eighties, undertook reforms only gradually, because unlike in Korea
and the SEA countries, there was no pressure of an immediate crisis.
However, as the banking and corporate sectors deteriorated further
and growth remained stagnant, the necessary measures were even-
tually taken.

Elements of Reform

The actions undertaken can be grouped under external and domes-
tic liberalization, and restructuring.

External liberalization included the dismantling of export and im-
port licensing (India) as well as of import and export monopolies
(Indonesia); the removal of barriers to trade and services (Korea,
Japan, China); and the opening of the capital account.

Part of capital account liberalization had occurred before the cri-
sis, and there has been criticism that this came too early, i.e. before
the banking system was reformed, and that this contributed to ex-
cessive short-term borrowing and unprofitable domestic lending —
important factors triggering the “Asian crisis”. This criticism is justi-
fied and the right lesson has been learned: banking reform has played
a prominent role in the aftermath of the crisis, while at the same time
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the trend towards capital account liberalization was not reversed, but
was strengthened.

Domestic liberalization included reducing or eliminating the
over-regulation by the government of production, investment and
other activities (in particular in India); the dissolution of monopolies
granted by the government (Indonesia); and the reduction or elimi-
nation of various subsidies which freed budgetary resources for more
productive uses.

Wide ranging measures of restructuring affected corporations and
the financial sector. Corporations were financially restructured to
clean up their balance sheets (debt rescheduling, haircuts, debt-equity
swaps) and operationally restructured to increase their efficiency
(concentration on core tasks, spin-off of unprofitable units, etc). At
the same time, higher governance standards were introduced
(disclosure requirements, independent directorships, minority share-
holders’ rights, accounting standards etc). In addition, there were the
beginnings of labor market reform and expansion of social safety
nets.

An important part of reforms was also the setting up of new or
the strengthening of existing institutions, in particular competition
authorities and financial supervisory authorities. Central Banks were
made more independent, following a global trend. The heart of the
reform effort was the restructuring of the banking system. By now,
a significant part of the task has been completed in Korea, the SEA
countries, and Japan, and efforts are ongoing in China and India.

Financial restructuring

In the former “crisis countries”, the first task was to save the sys-
tem from collapse through a large infusion of public money used to
guarantee depositors, buy NPLs from banks, and recapitalize viable
banks. The rescue was conditional on bank owners taking a loss and
on the adoption of a recovery program by bank management.
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In the course of bank restructuring, a number of non-viable banks
were closed, others were merged, and banks taken over by the gov-
ernment were privatised.

Furthermore, banking regulations and prudential regulations were
updated and brought closer to best international practice. Banking su-
pervision was modernized and strengthened. Like other sectors, the
banking sector was opened to foreign investment.

These reforms have significantly changed the banking landscape
in Asia compared to the pre-crisis time.

One lesson which was learned during the banking crisis is that
a “blanket guarantee” by the government to depositors is essential
in preventing a collapse of public confidence. Such a guarantee was
initially resisted (including by the IMF) because of the “moral haz-
ard” (deposits and loans are made without due regard to soundness)
and the potentially huge liability of the government. The controversy
initially worsened the situation, particularly in Indonesia, where the
guarantee was introduced only after some delay.

Reform controversies

Reforms have always been controversial and politically difficult,
in Asia as well as elsewhere. But the controversies came to a height
during the Asian crisis. I will mention three of the arguments made,
and provide some comments.

The first argument was that reforms deal with longer-term issues,
and their implementation during a crisis diverts policymakers from
the immediate issues of crisis management. IMF programs were, in
particular, criticized for containing too many conditions relating to
reform measures. A few points can be made in response: first, this
argument does not apply to banking reform. In the face of runs on
banks, vanishing public confidence, and the threat of a collapse of
the payments system, banking rescue and reform had to be part of
crisis management and could not have been postponed. Second, the
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need for reforms in several areas had become obvious during the
crisis. Without initiating steps in this direction immediately, govern-
ments would have lacked credibility to deal with the crisis. They
would also have lost the confidence of markets which were needed
to restore calm, as well as the trust of official international lenders,
which were needed to provide financing in order to stop the rapid
exchange rate depreciation. Finally, as historical experience shows,
very often reforms are made only under crisis conditions, when the
political and social obstacles are more easily overcome than in good
times. So, Korea and the SEA countries used the crisis as an oppor-
tunity to make long needed reforms, just as India had done earlier,
and they were right.

A second argument was that reforms entailed hardships to some
groups of society and caused therefore, social disruption. This deep-
ened the economic crisis and worsened the political situation
(Indonesia). There are indeed hardships for some in the short-term,
particularly in the case of external liberalization and labor market re-
form, but there are long-term benefits for all. The solution is, there-
fore, not to stop the reforms. Rather, the government should recog-
nize the hardships during a transitional period provide protection and
help to the groups adversely affected. All crisis programs contained,
therefore, provisions for improving the ‘“social safety net” (e.g. un-
employment compensation, health insurance, re-training schemes
etc). Although countries undertaking reforms were trying to mitigate
their side effects through increased social protection, not enough in
this direction has been done.

A third argument which was sometimes made is that reforms, es-
pecially those undertaken under the crisis programs, reflected the
preferences of advanced countries and imposed “Western values” on
Asia. This is nonsense. Reforms have their own economic logic and
governments undertake them for their longer-term benefit to the
country’s economy. Besides, reforms face the same political and so-
cial difficulties in non-Asian countries (look, for instances, at the
controversies surrounding labor market reform in the EU or health
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and pension reform in the US).

By now, the arguments against reform in Asia have calmed down,
as they have been overtaken by events showing their overall benefits.
There is now a fair consensus that:

e reforms are necessary for sustained growth in a globalized envi-
ronment, and that

e socially undesirable short-term effects have to be recognized and
ameliorated.

Results of reform

As I said at the beginning, reforms — although still incomplete
- have already transformed Asian economies over the last 10 years.
Let me mention the most striking features:

e Government directives have been largely replaced by market
signals, there is more competition, greater efficiency, trans-
parency, and accountability. International standards are more
prevailing, the markets are more open, and the economies are
more closely integrated into the global economy.

e The banking system is generally much sounder, with high
CARs, low NPLs, healthy loan growth, adequate provisioning,
and restored profitability. And banks are better supervised.

e International confidence has been restored and risen, as evi-
denced, among other things, by the growing flow of FDI.

Compared to 10 years ago, Asian economies are on more solid
ground for sustained growth, and are more resistant to crisis. The
question is, where will Asia go from here, and, despite the achieve-
ments made, are there important challenges left?

Outlook

In my view, the key challenge is to maintain strong economic
growth in the region. With the exception of Japan, per capita in-
comes are still comparatively low. (Even in Korea, per capital in-
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come is substantially below the OECD average.) More catching-up
with advanced countries is, therefore, needed.

Although past performance and the structural changes in the
economies achieved through reforms inspire optimism, we have to
recognize some restraints on rapid growth — in the nearer term infra-
structure and energy, in the longer term demography and environment.

More importantly, continued strong growth will depend on the
success of policy makers, in the social and political context of their
respective countries, to sustain productivity growth and competitiveness.
The means to this end are well-known:

e first, to upgrade education, research, and health care — to be
achieved in the context of competing demands on the budget.

e second, to complete the unfinished agenda of reform which is
still considerable, in particular in the areas of external liberaliza-
tion, deregulation, the financial sector, and the labour market —
to be achieved in the context of sometimes considerable social
and political resistance.

Given the recent experience of reform which 1 have reviewed,
there is good reason to assume that Asian policymakers will be able
to make further progress in this area.

But there are two more challenges which in my view are im-
portant for the long-term economic success of Asia:

e The first is the safe-guarding of social harmony through a major
expansion of the “social safety net”, including unemployment
protection, minimum income protection (i.e. through a negative
income tax), health insurance, and a fair pension system. This
will be a difficult challenge since it has to be accomplished
without stifling incentives and while maintaining sound public
finances.

e The second is the greater economic and financial integration of
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Asian countries, including the regional labor markets. This will
also be a difficult challenge and probably be a slower process
than in Europe, due to the much greater diversity of countries
in Asia and also because of remaining unresolved political fric-
tion points (China — Taiwan, India — Pakistan).

So, while Asia’s future looks bright, it is not without major
challenges. Having spent much of my professional career working on
Asian countries, I think they have the potential to meet these chal-
lenges successfully, and I sincerely wish they will.



Economic and Financial Trends
and Challenges in Asia (II)

Gregory Fager
Director, Asia/Pacific Department, IIF

Thank you Mr. Chairman and Mr. Shin, it is always a challenge
being the last man up on a panel, it is much more difficult because
of the distinguished panel that is here.

Let me move on, we have had a tremendous amount of back-
ground on Asia and the global economy and I think that sets the
stage for where Asia is now and where we think it is going now.
When we look at the growth profiles for the leading emerging mar-
kets in Asia, this is a familiar picture, we see the dichotomy between
the rapid growth and development we see taking place in India and
China and what’s happening to the Asian Five, which are the five
economies most affected by the “IMF” Crisis. And I think what is
very telling than this, it is much more subtle than what the picture
shows.

This year marks the fourth year in which the Asian Five have un-
der performed their peer group. That is that the growth in these
economies, Korea, Philippines, Malaysia, Indonesia and Thailand is
below that of the peer group of emerging markets around the world
and it’s been four years now.

And we all know this picture now, I think Hung Tran has his
numbers behind all of this, obviously the build up in reserves has
been dramatic in Asia, even when you take out China, every leading
emerging market has had a significant increase in reserves over the
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past year. And I draw your attention to this because I think this is
in fact still the legacy of the 1997 crisis, the idea is that you still
can’t safeguard yourself enough against financial turmoil and you do
that with a stockpile of reserves, which I think is not the case. And
in fact if you look around the region, the exportled growth model
has led to current account surpluses for every country with the ex-
ception of India, obviously China dominates this, but every country
has a current account surplus. And the circumstances are such that
we are seeing a sharp increase in capital flows.

Now when we talk about the financial crisis, there is no chance
that there will be a financial crisis in the near term, but I think that
Asia is facing a growth crisis. The whole notion that you will build
security with reserves is misguided; the export-led growth model has
seen its time. You build safeguards against financial stability with dy-
namic economies, with flexible and deep financial markets. I was a
bit discouraged for example of the Kyoto meetings of the ADB; the
focus of the governments was on pulling their reserves to protect
against financial crisis. This is an old story; this is a policy that was
meant for ten years ago not for now. So I am not sure the govern-
ments quite understand that the challenge ahead is to generate growth
in a competitive environment. There is a story though behind the in-
crease in capital flows that deserves attention, we are now seeing for
the first time a sharp run up in debtcreating flows. Before Asia relied
more heavily and certainly since the crisis on equity, on non-debt cre-
ating flows and now the signals is that it is creating an incentive to
incur debt again. Again I want to emphasize we are not near a crisis
proportion.

Let’s look at some of the key factors; looking at domestic banks
external assets and liabilities in Korea we can see in 1996 a very
large gap between the external liabilities. This is the epicenter, this
is ground zero for the financial crisis, tremendous borrowing abroad,
it was refunding, it was funding shortterm obligations, it was funding
bad credits at home and the crisis we all know what happened. Now
look at what is going on now, there is another huge imbalance that
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has emerged. Again I want to emphasize that I am not calling for
a financial crisis in Korea, market signals dictated that banks take
these positions. Today in the Wall Street Journal they highlighted
that part of this might be to do with the shipbuilders hedging against
their foreign exchange earnings and there is no doubt that this is part
of this. But we now see this big imbalance emerging in Korea and
we are getting signals from the official side that there is great con-
cern on what is happening here.

The Central Bank in its Policy Minutes, the last released policy
minutes drew tremendous attention to this, they are worried about
this increase in shortterm borrowing. I believe just a week or two
ago, the FSS came out and said, “Wait a minute we see a big ramp
up in credit in Korea, maybe there is a too much lending to small
and medium enterprises”. I draw your attention to this because some
of the factors that we discount as we have put so much distance be-
tween the 1997 Crisis, we are starting to see financial markets react
in the same kind of way. There will not be a crisis, Korean banks
are better managed and they are better capitalized. But we do know
that this will correct itself and it will have an impact on the Korean
Economy. The question is how smooth and we see that Korea is real-
ly reacting to the signals of the global economy, this is carry-trade,
this is the thing we are all talking about and it is coming here.

Look at Thailand, what is happening in Thailand? Political and
policy uncertainty has suppressed investment and depressed it in a
way we have not seen since the 1990s. And you can’t take for grant-
ed that the Asian economies will always now be the source of growth
and development for the rest of the world. And here is where
Thailand backs up on its political process and the government puts
in this slew of policies that are essentially restrictive on investment
and certainly create more uncertainty for the future. So we see
Thailand enter a period of slow sustained growth. There is no ques-
tion there is no financial crisis coming in Thailand. We saw tremen-
dous market upheaval at the end of the year when the Central Bank
turned to capital controls to try to manage the economy, try to man-
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age the exchange rate. We saw fifteen percent drop off the stock mar-
ket in one day. So we are not talking about a financial crisis, we are
talking about a growth crisis. And I think Thailand has entered a pro-
longed period of what we would call below-trend growth. It is not
going to clear up this year when a new government is installed;
Thailand has fundamental problems that they are not addressing.

Indonesia, now here is a country that should be commended for
its dramatic success in stabilizing the economy. The budget is under
control, the Central Bank after losing grip of monetary policy two
years ago, tightened up and stabilized the market, stabilized the for-
eign exchange market, and has actually been easing, inflation has
come way down, it is a text-book picture of macroeconomic stability.
That’s great, we don’t see a crisis in Indonesia, and I am not worried
about that. But look below the surface, look at monthly oil pro-
duction, it has dropped below one million barrels a day at a time
when oil prices are at record levels, Indonesia’s production is falling.
Now why is that? They are not running out of oil. If you looked at
a map of Indonesia, Indonesia actually stretches out the same size as
the United States and most of the area has not been explored. This
is the paralysis and shortcoming of economic policy, structural policy
in Indonesia. Oil production should be rising rapidly now, they have
the reserves, and the government can’t put the right policies together.
We are seeing again, that Indonesia is doing well, it is growing about
6%, and it is doing better than its peer group. It should be growing
10%, it should be growing 12% with this population and this re-
source base at this time. But this is an example of a shortcoming,
again the growth crisis.

The Philippines is the only place that I can say right now that has
actually turned things around. It isn’t that odd when you think about
Indonesia for me to lavish praise on the Philippines. But again it is
not really structural change going on here, for the first time, in maybe
five or six, the Philippine government has achieved fiscal stability.
It has reigned in the chronic budget deficit. In fact it was only five
or six years ago that we were worried that the Philippines would en-
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ter another financial crisis. The budget deficit rising to 5 to 6 % of
GDP, the Philippines losing credibility in the markets, the spreads
were five to six hundred basis points putting it way out of bounds
even with the poorer Latin American countries. But that has all been
contained and that has all been controlled. The problem with the
Philippines again is with the structural reforms. Fine, they fixed the
short-term balance, no financial crisis, but look at the structural re-
forms here, tax revenues are well below where they need to be, the
government needs to expand spending on education. For any of you
who have been to Manila, it’s no secret to say they need more infra-
structure, they don’t have the resources to do this. The structural de-
velopment in the Philippines is not supporting sustained strong
growth.

Malaysia, how can you have too much of a good thing? Well here
it is, a current account surplus of 25 billion dollars, I think that is
15, 16 or 17% of GDP. This is telling you there is an imbalance,
we are often critical of consuming nations like the US for running
a current account deficit, we should be equally critical of an economy
like Malaysia. Something is wrong with this economy when it runs
a current account surplus that is 17% of GDP. Well, we know they
have been reluctant to move the exchange rate. Only now is the
Central Bank easing back controls on the exchange rate. And again,
look at Malaysia, it’s doing fine, the growth rate is about 4 to 5 per-
cent and that is respectable but it should be higher than that. This
economy has great advantages, it has a great infrastructure but it is
under-performing.

Now let me turn to India and China because this is what every-
body is focusing in on and I think this is the lesson for the other
Asian economies on what is happening. One thing that is different
now in India than was the case for really most of its independence
is the huge increase in reserves. India no longer has the balance of
payments constraint, which has really dogged the economy since
independence. Whenever growth started to rev up, imports would
rise, the current account deficit would soar, and you would have not
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so much a financial crisis but financial turmoil that would lead to a
spike in interest rates and a slow down in growth. Those days are
gone now and that is the big difference.

Current account balance, I think the IMF is forecasting a 20 bil-
lion dollar current account deficit; we are more optimistic than that.
One of the key features that has happened with reform in India has
been that the export sector has come alive, and I mean export of
goods and services. Of course we all know what the software devel-
opment and the outsourcing has done. So we think the current ac-
count will be contained, we don’t see a crisis coming; we don’t even
see an interruption. However, India is not on a sustainable growth
pattern, look at this growth in domestic credit, we know these num-
bers, we saw these numbers in Thailand, Korea and in the Philippines
and Malaysia before the crisis emerged. Really, when you are having
credit growth of 30 plus percent a year, you know there is a problem,
it is very hard to put on quality loans with this kind of growth
performance. It is true that India is underdeveloped in the financial
sector and certainly in bank lending, now it is catching up, but again
it is too much of a good thing, the structural factors in India do really
call for a slower growth performance and this is the key issue to
watch.

Inflation in India is, if I was to only look at one variable, in fact
the first thing I would look at when I am starting to review India’s
inflation, this is what throws governments out, this is what creates
political turmoil and this is what ultimately governs economic policy.
And we see that the inflation, wholesale price inflation has edged up
above the target of 5%, which means the policy environment needs
to be tighter. We see more importantly, and this is a worldwide phe-
nomenon, that the primary article here is mostly food and this has
taken off. Unlike previous problems where you had previous agricul-
tural shortfalls in India, the government just can’t go out and buy
cheaper food because it is expensive all over the world now. So this
is a real key problem here, India has thrown down growth to contain
inflation and you can see what has happened. We think that they
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have reacted too slowly. A year ago we were calling for more and
more adjustment. And this is a thing that all of the Asian economies
have experienced throughout the 1990s; you begin to believe the
press that is written about you. “The Asian Tigers can do no wrong,
they’ve got a new growth model.” I think Hubert alluded to this ear-
lier as well. And that is a bit of what we found in India, the govern-
ment thinks that the economic laws are different. Well, the past cou-
ple of months have shown that is not the case. And you see the ratch-
eting up of the Repo Rate, which is really the rate that indicates mon-
etary policy and they have had to raise it significantly this year too.
Look at the Yield Curve, it has taken off too. So we are on a very
strong performance with India but it is not a sustainable performance.
In fact, we think growth peeked about four or five months ago.

The stock market gets everybody’s attention these days. India has
clearly outperformed its peer group and justifiably so. If you were
to look at corporate profits in India, it is truly a miracle; it is leading
the world so you can expect a stock market that is stronger than its
peer group. But however, we do think the growth has peeked, it’s
turned, and these are the things we should be looking at as we go
forward, but again we do not see a crisis.

Turning to China. India and China are always talked about in the
same breath but when you look at the numbers you realize that they
are really very different. China’s exports goods and services despite
the improvement in India is five times that of India. China really is
the modern miracle but what does everybody focus in on China, it’s
the stock market. Even Alan Greenspan threw in his hat a week ago,
I don’t think he used the exuberance, but he said we are due for a
correction. We’ve had a small correction in the stock market. To a
certain extent I don’t think people quite appreciate, if you look at
what has happened over the past couple of years, here’s an economy
that is reportedly growing ten percent, it’s actually growing much
faster than that. And you found that the stock market is under per-
forming it’s peer group and that is because of the structural problems
of its stock market and the financial sector. Big impediments to those
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problems were solved with the share issues of the overhanked state
enterprise stock and that cleared the way for the stock market boom.
In a sense though we are catching up with where we should have
been before, I hear all these calls for the overvaluation of the stock
market and we know there is a correction, when you run up almost
200 percent in a year that is unreasonable and everybody expects
something to fall from that, it’s a bit like Newton’s Law. But in fact
there is a lot to the stock market and there will be more coming, with
new IPOs and new issues. China is developing its financial sector
and this is a good example of it.

This is what everybody worries about, as of last Friday, there
were a hundred and two million accounts opened, that’s an enormous
amount of liquidity coming in. This is what the government worries
about, the government though does not know what to do about this,
and it does not have a market economy yet. It tries to talk down the
stock market, it imposes a tax on stock transaction, the market falls
shifting 16% and the government says, “Oh, no, no, we do not really
mean that.” The market is sound, the market is good, and you can
see by their statements that the government does not really know how
to deal with this.

When I think about what governments are doing, I often turn to
what the officials say, and here it is always a good clue. Premier
Wen Jiabao in his annual press conference, and this is my favorite
event in China; this is when the Prime Minister basically takes ques-
tions from the press. He was asked about the Chinese economy and
look what he says, and he says this optimistically, “There are struc-
tural problems in China’s economy which cause unsteady, un-
balanced, uncoordinated and unsustainable development.” Can you
imagine if President Roh or President Bush said that? You would
have turmoil in your financial markets, this actually caused the stock
market to fall 5% in about a week and since then the markets have
about 40%. I will also say that this was actually edited, because we
have the Chinese transcript and the English transcript and in fact he
says in Chinese there are “monumental” problems and that was edited



Economic and Financial Trends and Challenges in Asia 79

out in the final version, so even he has good editors.

Chinese fixed investments, what everybody focuses on, this is the
number released every month, and it is extremely misleading of
investment. It is not what we define in the West as real investment.
It has land acquisition, mergers and acquisitions; it has all these
things that pollute the statistic. We use it as an indicator of economic
activity and you can see that in 2007, it confirms what we already
knew, that economic activity is picking up again. But again this is
used to overstate imbalances in the Chinese economy that I think are
stressed too much in the West.

And the big concern again, as with India, is price inflation. But
in this case it is very different than India. In the case of China, we
look at 3% as a bit of the threshold and I think as we said in one
of our reports, at 3% the Central Bank will tighten again, which they
did do and I don’t think that takes tremendous insight. But here it
is quite interesting, I was in China last weekend and the government
says this 1s mostly food price inflation, and mostly it is when you
look at the numbers and they say that that is not bad. And it is very
rare to find a country that says it is not bad to have food price
inflation. For them that redistributes wealth from the more successful
urban dwellers to the rural poor, so you have a fairly benign attitude
by the government on this kind of inflation, which is very unusual.

Bank loans again, 16%, this is fueling this boom and everybody
is calling for an end to the Chinese overheating; this is going to go
on for sometime. And the question is this, is the Central Bank going
to go on tightening? We did a back-ofthe-envelope calculation, and
it is how much is injected into the monetary system from the huge
system of reserves every quarter. And what is interesting about this
is what is the Central Bank doing to neutralize that? They are issuing
Central Bank bills and they are raising the reserve rate requirement,
I think they have raised the reserve requirement eight times over the
past year. But what we see is that they are actually not neutralizing
this impact because the government still wants strong growth and so
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we see these reports that they are raising the reserves and tightening
policy. Well, they are sort of tightening policy but they are under tre-
mendous pressure to keep strong growth in China and we don’t think
they are offsetting that with reserves.

Finally, in the Capital Account Surplus, you know China’s num-
bers are at a very immature stage of developing their statistical num-
bers especially when it come to the Balance of Payments. And the
Chinese say to me, “see our current capital account surplus is level-
ing off, therefore there is no speculation in our exchange rate”. And
I have to keep a straight face and I say, “I understand”. But in fact,
a lot of what is happening in the current account is this is the way
funds are being channeled into the country and it is not true to say
there is no speculation. There is a tremendous effort by global invest-
ors to get a hold of local currency assets here; one of the avenues
is through the Current Account because it is really quite open.

Now when we look at imbalances and how they can be solved,
this can be a very discouraging word, many people talk about exports
and they talk about higher exchange rates, they say if we had higher
exchange rates maybe China’s exports will slow and it would be
more competitive with the rest of the world. But you know what is
happening, there is a huge structural change going on in China. And
it is very subtle but very important, that is as everyday China grows,
it 1s building its own supply network. It’s developing domestic sour-
ces, it does not depend as much on foreign partners for inputs, it’s
developing its own supply chain and you see that here. Now it’s a
bit difficult to understand the Chinese definition, but process trade,
that is that exports built up by imports, it’s not quite re-exports, but
they call it processing because there is an import component here.
Look at ordinary trade, that is just imports that just come in that they
identify comes through the domestic economy and what’s happening
here imports need to satisfy the growth of the domestic economy
even with this huge increase in the resources demand. So they are
developing their own supply network, so it is going to make turning
that trade imbalance around that much more difficult.
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And here is the area of big concern, the trade surplus with the
United States, the policies are really becoming an issue of will we
really have trade protectionism. The United States took a step, a real-
ly small but significant step in putting counter-veiling trade duties on
China. They haven’t done that in more than 20 years, they lodged
complaints with the WTO, and they have taken the first few shots
at this. We know there is a very restless Congress in the United
States eager to do something to China.

And we are always trying to guess the Exchange Rate, what will
they do, why won’t they do it? Now that it’s in a managed floating
exchange rate, it has complicated my life because I like it when it
was fixed against the dollar, I didn’t have to think about it. But now
I have to think about it, are they going to move it? Are they going
to move it faster or slower? In fact they have just started edging up,
they have increased the daily band, they are not really going to let
it go that much faster, we think there will be a progression by year.

But I have spent a lot of time doing this; again as any economist
will tell you, what is it that policy makers are saying? So I turn to
the Central Bank, and in their report for 2006 this is what they say
“keep the RMB exchange rate basically stable at an adaptive and
equilibrium level.” Who knows what that means? I can’t translate
that. In fact I would put up the 2007 annual report, which was just
released a month ago, except I like to use their translation, the
Chinese words are exactly the same as a year ago. I have some of
my friends in New York who are called “Fed Watchers” and if you
know these guys they are remarkable breed of economist, they know
the Fed inside and out. And some of my friends who do this, I will
call them up and say to them “What do you think of the last Fed
decision and the monetary minutes on the Federal Reserve.” A friend
of mine, a favorite Fed Watcher will say “You know, the Federal
Reserve has not made that statement since 1989 in the third quarter.”
And they know every word and every thing that has been said for
the past twenty or thirty years and that is what Fed Watching is all
about. So I am going to apply that to China, I said, these guys in
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New York are so smart, I will be as smart as them on China. I went
back and looked on all the old publications of the Central Bank in
China and in 2003 they said exactly the same thing. So what I was
thinking, this makes my life harder as an economist; I can’t really
be a PBOC watcher. They say the same thing and they keep saying
same thing over the years. And I thought to myself, you know the
Chinese really have it right here, because after all is done, the Federal
Reserve really does the same, it tells you nothing.

And to show you that, I bring up to you what Alan Greenspan’s
wife said to him, she said this was before they were married, “He
claims he proposed three times before I was able to understand.” So
I think the Chinese are probably right and the Fed is wasting a lot
of time. Thank you very much.
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Operating in a Changing Environment (I)

James Ahn
Principal, McKinsey & Company, Hong Kong

Good afternoon! Today I am going to speak for just 15 minutes
as we have other panelists who are giving presentations afterwards.
There are basically three things that I want to talk about. The first
is an overview of the challenges and opportunities in the Korean
banking landscape. Second would be what I call the eight imperatives
for Korean banks—how do you, as a Korean institution, capture the
next wave of opportunities through capabilities-based competition.
And finally, because the theme of today’s session is globalization, I
do want to talk about how important globalization really is for banks.
I think that in the press you would have read a lot of articles about
Korean banks that are opening branches in China and expanding into
Russia and Kazakhstan. Today I just want to put a little context
around my personal view of how important this globalization effort
is for Korean banking institutions.

Challenges and Opportunities

As you well know, the Korean banking industry as a whole is a
maturing industry, and in fact there are limited growth options in the
Korean market, as most of the key banking products that have stimu-
lated growth are actually slowing down. The second major trend is
that the customers themselves, all of the corporate and even some re-
tail consumers, have increasing needs for integrated regional and
global services. So as these companies go overseas they have more
need for a regional service. The third major trend is that the competi-
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tion in Korea is intensifying. Obviously, many of the foreign players
that have come into Korea have increased the level of competition.
And then finally the fourth trend may not have much to do with the
Korean market itself, but there is substantial growth potential outside
of Korea. If you look at neighbors in China as well as India, this
is a very important regional trend that open up potential opportunities
for Korean financial institutions.

In looking at the level of penetration of various products in Korea,
you find that most of the plain vanilla products that have been driv-
ing the growth of the Korean market, for example, corporate banking,
credit card, and personal unsecured credit, are now very mature in
the Korean market. However, there are not many product sets that
are emerging as high growth, high potential markets.

I think the second factor here is consolidation, which in Korea is
also challenging future growth. If you look at the concentration of
assets among the top five banks in Korea, today it is already 86%.
This makes Korea one of the most highly consolidated banking mar-
kets in Asia outside of Singapore and Hong Kong. So if you are
looking for consolidation-driven growth in Korea, that game is large-
ly over—there is likely to be one more round of consolidation, but
beyond that, consolidation is largely complete in Korea.

Third if you look at Korean banks, the portion of their businesses
that is coming from overseas is largely low. Most Korean banks de-
rive less than 5% of their income from overseas business. And if you
look at some regional peers as well as other global financial in-
stitutions, a large part of their businesses is international. So ob-
viously you have Standard Chartered, which operates largely over-
seas, but even regional peers like DBS have over 30% international
business. The other interesting thing when you look at Korea is that
Korea is the number 10 economy in the world, yet if you look at
the top 20 financial institutions in the world there are no Korean in-
stitutions that rank in this group. Interestingly, there are several
Japanese and Chinese banks that now rank among the top 20 finan-
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cial institutions in the world, but Korean banks are still lacking in
scale.

Eight Imperatives for Korean Banks

Based on this trend of a maturing market, what are the eight im-
peratives for Korean banks? And I am going to be a little boring
here, because most of the time when you hear people talk about op-
portunities, they talk about globalization and expansion into either
new markets or new products.

My belief is that, in fact, the number one priority today for
Korean banks is the achievement of both operational excellence and
cost management. This is very contrary to what most of the analysts
would say, but I think that to become leading institutions, Korean
banks need to be much more efficient and much better in their oper-
ations than they are today.

Second even in their core products, like credit cards, personal
credit, and corporate lending, the banks need to come up with more
distinctive value propositions that can sustain margins. If you look
at what is happening to the margins in corporate lending or the mar-
gins in trade finance, these businesses are increasingly coming under
pressure and becoming commoditized. So in the face of that commo-
ditization, banks need to come up with more value-added services and
they need to come up with distinctive offerings for their customers
that will enable the banks to achieve higher margins.

Given the maturing and more competitive banking industry, local
banks need to dramatically upgrade their risk management capability.
Now, if you talk to Korean bankers, they will tell you, "We have in-
stalled world-class risk management infrastructure in our banks. Since
the financial crisis we have dramatically reduced our NPLs and im-
proved our credit processes." While I think that’s true, Korean banks
have largely focused only on credit risk, and they have not focused
on other risks that will increasingly become more important, like
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market risk, operational risk, and even reputation risk. And the over-
all risk framework in Korean banks today is still very rudimentary.
As banks make the transition to a full implementation of Basel II in
the next two or three years, you will find more cases of mishaps in
risk management. And that will impact the P&Ls of the banks.

So the first three imperatives may sound very boring because they
are basically the core bread-and-butter of banking. However in this
moment of strength, when Korean banks are earning 13 trillion
Korean won in combined profits, they need to go from being the best
in Korea to being the best in the world. And in many of my dis-
cussions with banks in Korea I do not detect that sense of urgency
around improving the business because they are operating at levels
of record profitability. So as an external observer of the market I
would encourage Korean banks to upgrade their levels of capabilities
during this time of strength.

The fourth imperative is to capture the capital markets oppor-
tunity, as corporate banking is a lowmargin and shrinking business.
Earlier this morning you heard about a new Korean law, the Capital
Market Consolidation Act, which will bring spur the development of
securities and investment banking industry in Korea. What you find
today is that for the world’s leading financial institutions, banking it-
self is a very small portion of their businesses, that is to say, their
overall profits. All of the world’s leading institutions are moving to-
wards capital markets-based businesses. And I think that the death of
corporate banking is already a fact in the Korean market. Every cor-
porate banker that you talk to, they will tell you that margins are
shrinking, and that it is very hard to write new loans at sufficient lev-
els of profitability.

So my fifth imperative is what many of you came to hear about,
which is the imperative for globalization. I do think that it is im-
portant, given the slowing growth in the Korean market, that Korean
banks look for pockets of opportunity in the overseas market. I have
been working with Korean banks for many years, and I remember
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telling the Korean banks five years ago that they needed to globalize
and make acquisitions in other markets. Five years later, I am glad
to hear that many banks are looking at these opportunities.
Unfortunately in many markets it is already too late, so the real chal-
lenge is how Korean banks globalize as a latecomer. Because in ev-
ery market that is reasonably attractive today, Korea is a latecomer.

I think the sixth imperative is around the war for talent and how
do you build the breadth and depth of talent needed to succeed in
a globalizing world.

The seventh imperative, as mentioned by Mr. Eldon today, is
around brand building. How do you build a brand that is world class
when you are starting from a relatively low base?

And the eighth imperative is that as banks increasingly become
more regional and more global in nature, what is the operating plat-
form (in terms of the information technology as well as the operating
model) that will allow you to compete across markets. And what you
will find is that for leading institutions like HSBC, Citibank, and ING
a big source of their strength is their infrastructure, in having a com-
mon operating model whereby a customer in Korea will face the
same level of service and the same level of sophistication as they
face in Hong Kong or in the UK. And most of the Korean banks
today, despite their very sophisticated IT infrastructure, are not set
up to replicate that infrastructure in multiple markets. And what you
are going to find, is that many of the Korean corporations, the lead-
ing chaebols who have very strong global businesses, are companies
who will buy banking products from banks offering investment class
service. So if you cannot offer them investment class service, they
can easily go and get that service from HSBC or Citibank.

So those are the eight imperatives for Korean banks, and the first
four may be very, very boring and you have probably heard them
before. Let me go through some examples briefly, one extreme is
Deutsche Bank. Only 23% of its business comes from banking busi-
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ness, that is from net interest income and other fee-based income,
while almost 80% of its business comes basically from sales and
trading. And if you look at the transformation of HSBC from 1995
to 2004, under this morning’s distinguished speaker Mr. Eldon, you
see two important trends. The first one is diversification across prod-
ucts, moving much more into corporate investment and banking, and
then you see its geographic mix moving away from Hong Kong into
North America.

And then a quick word about brand building and the case of UBS,
where it basically merged 12 different brands into one brand UBS,
which now rates as one of the top brands of the world. With respect
to the need for talent, of the top 80 managers in UBS only a third
is Swiss and the rest come from other parts of the world.

Globalization and the Korean Market

So here we have come to the topic of today’s session: global-
ization in the financial sector. Let me spend a few minutes talking
about globalization. Basically when we look at the Korean market we
believe that there are five ways or business models that Korean in-
stitutions can use to grow overseas.

There is product focus, so either you can be a very special niche
player or you can offer the full spectrum of banking products.

Then there is customer focus, where you have a very narrow cus-
tomer focus of basically the overseas Korean community or of
Korean businesses that are operating overseas or you seek a broad
business customer focus of basically all of the customers in the
market. So at the most niche product level, you basically have a
Korean bank that can be the international corporate banking service
provider for Korean clients. I think that if you look at the Korean
banks today then this is the natural model, to follow your customers.
If your customer goes to Vietnam, you need to build a banking fran-
chise so that you can service that customer. I think a second customer
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focused model is quite interesting, which is a universal bank for
Korean clients and communities. This is finding the Korean commun-
ities in Los Angeles, New York, Sydney, and China and basically be-
ing the broad-based service provider for all overseas Korean ethnic
communities.

The third business model would be a regional niche product mod-
el, so if one of the banks has a very good credit card business, you
could be a regional credit card business, basically following the
MBNA model (before it was acquired) by expanding overseas
through expertise and product.

The fourth business model is basically what we call the emerging
market bank turnaround specialist; this is essentially operating almost
like a private equity firm. This is being very opportunistic and saying
that we are going to buy underperforming institutions in emerging
markets, and we are going to use the expertise that we gained during
the financial restructuring in Korea and turnaround that business. We
are not going to integrate the institution with our bank; we are going
to basically operate it as a separate entity and increase its share value
through our value-added expertise.

The final model would be to basically become a Standard
Chartered or an HSBC. We would be a regional universal bank that
has deep penetration in every market where we operate, and we
would operate as an integrated franchise across the region.

So these are the five business models, and I think that currently
many Korean banking institutions are still at a very early stage in de-
fining their strategies. And in fact when I talk with many of the
banks and read what is in the newspapers, the same institutions are
doing four or five of these strategies at the same time.

I will finish here, since I am out of time. As a bit of motivation
or inspiration for Korean institutions, I offer one of my favorite case
examples of globalization. Twenty years ago a bank in Spain called
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Banco Santander ranked 152 amongst financial institutions of the
world and it had a market capitalization of only €3.5 billion and less
than 1% of its revenue was from outside Spain. So it was in an even
worse position than many of the leading Korean banks today, as
some of the leading Korean institutions are ranked number 50 or 60
in the world. In 2005, the global ranking of Banco Santander was
12 and its market revenue exceededs €70 billion and more than 60%
of its revenue came from abroad. This is just a thought; there are oth-
er examples like DBS and Mitsubishi.

It is important to know that the window of opportunity for global-
ization is closing, and in fact that window is almost closed, yet
Korean banks are just waking up to the fact that they need to go
regional. But the competition is much fiercer than it was five years
ago. And just because you wake up and want to buy a bank in some
other country, be aware that it is not easy to do. There are a very
small number of available assets and there is competition and not on-
ly from multinational banks. I can tell you that I have spent time
with some of the Chinese and Japanese banks and they are also hunt-
ing for the same assets as the Korean banks are. So my message to
this group today is that while globalization is not the most important
thing on the agenda for Korean banks, the window of opportunity is
closing and I would urge the Korean institutions to wake up.

Thank you.
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I have been with Fitch Ratings for about four years to cover
Korean banks and I am currently the primary analyst on the Korean
financial sector. It gives me great pleasure to present Fitch’s view on
the Korean banking sector.

Fitch is clearly noting that Korean banks have enjoyed quite good
performance in the recent two years after the huge losses in corporate
loans during the financial crisis and more recently the Credit Card
Problem in 2003, credit cards has been stabilized and this has sub-
stantially contributed to improve the bank’s profitability and accord-
ingly the capital position. Now the capital position is close to the tar-
get of many of them, 12% ROA ratio and 8% of Tier One Capital
Ratio. I believe Fitch Ratings largely reflect this improvement in our
ratings of Korean banks because for the past four years I mainly
made major rating upgrades and no rating down grades for Korean
names, and I also noticed that Korean banks are increasingly de-
manding in terms of their ratings.

In terms of loan growth in 2006, after the few years of con-
servative approach the banks forced very strong growth, about 16%
for the system, which is double the normal GDP growth rate, and this
strong growth was largely driven by two banks which is Hana and
Woori. They posted over 30% loan growth in 2006, this strong loan
growth not just for Woori and Hana but for the system as a whole
are of concern for a number of reasons. Firstly, the task pushed down
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interest margins for all banks. Secondly, the growth appears to be tip-
ped towards the risky ends of the spectrum, particularly in those
speculative property investors and even in the provision of the Yen
carry-trade facilities. There is some concern of Korean banks sudden
jump in foreign currency borrowing in 2006. But we understand that,
these are mainly related to the Korean exporters increasing demand
of the hedging activities and some foreign banks foreign operation
arbitrary transactions. Regarding FX borrowing we do not have any
serious concerns at this moment, because firstly the overall foreign
currency loan only accounts for 7% of their total loans and second
the banks FX position is normally neutral and strictly controlled and
monitored by the regulator.

The very aggressive loan growth last year was driven by inequity
reasons because they do not want to be relegated to a second-tier
bank after Shinhan Bank merger with Chohung Bank in early 2006
which doubled their size and just recently its acquisition of LG Card.
Finally, the banks are posting more aggressive last year, their strategy
was to expand operating platform by extending more loans and later
focus on cross-selling opportunities to pursue profitability, but so far
we have not witnessed a tangible result from this strategy going for-
ward this is going to be one of the main things to be watched along
with the loan quality issue.

The bank’s favorable profitability is mainly driven by stabilized
credit cost, at the same time the top line growth revenue has been
weakened due to the margin decline despite strong loan growth. NIM,
the NIM of Korean banks has been favorable by international
standards. Although the NIM is now under downside pressure, it is
still at a good level by international standards. Hong Kong and
Singapore is lower than Korea but have quite large fee-based busi-
nesses and therefore bring in more profitability. Chinese banks NIM
is relatively weaker and this is one of the two structural weaknesses
of the Chinese banking system along with their personal loan issue.

We met some Korean banks this spring for an annual review and
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found that some banks’ NIMs are further declining or still under
downside pressure in the first half of this year. And most of the
banks are focusing more likely on profitability rather than on asset
growth this year. Overall we review that going forward Korean
banks’ NIM will be under more downside pressure not only because
of competition between the banks but also competition with other fi-
nancial service providers most notably securities brokerage house will
likely be a challenge to other Korean banks, particularly given the
expected consolidation of the marketing law.

Profitability in terms of ROA has shown remarkable improvement
since the 2003 Credit Card Problem. Margins as discussed earlier are
still at a good level and bottom line head by stable line credit calls
including the capital gains on capital equity shares thanks to the large
corporate restructuring in Korea. In the near term, Fitch believes that
Korean banks could enjoy a similar level of performance, however
in the longer term underlying profitability would be under downside
pressure. To overcome this challenge we understand that banks now
put more effort to expand their non-interest income, but we view that
this may take longer than expected or may not be sufficient to offset
margin decline. Having said that, achieving concrete progress non-in-
terest income would be a positive factor to improve their ratings.

One thing we note is that banks have a security brokerage house
as an affiliate under the financial holding structure but we view that
on average the integration level with this non-banking business ap-
pears to be lower than we expected and does not generate enough
level of synergy and this will be one of the major tasks in the coming
years.

Korean bank’s asset qualities is very good, its composition of all
commercial banks at the end of 2006 stood 0.9% with a 160% rev-
enue ratio and this is the best in the region. In this regard we can
say or expect that the banks are ready to take more risk to achieve
higher-level profits or to upset some negative effects from margin
size. And Fitch views that with the experience during the hard time



94 SeokHo Lee

of credit cost and most sophisticated risk management skill, in recent
years they have put more effort to develop and thanks to a better
quality of credit bureau service, they are now in a better position to
do so.

Thanks to favorable profitability and gains from investment secur-
ities the banks kept a position, also showed an improving trend, al-
though in 2006 some banks’ aggressive loan growth lead to deterio-
ration in their capital position. And then implementation of the Basel
IT starting from next year is also likely to be a negative factor, this
is expected to bring down the bank’s BIS ratio, although the banks
can make some preparation for the smooth transition.

Now let me touch one of the hot topics in the Korean banking
sector, which are property market and the related lending. The hous-
ing loan and the mortgage loan was the main driving force in the
banks’ recent growth and account for more than one quarter of total
loans including some corporate loans to property under construction,
it could be higher. As most of you full well know, the property price
has been rising at a pretty high level for some years. According to
the housing price index by Kookmin Bank, nationally they lost 12%
in 2006 but in Seoul they lost 20% and in the southern part of Seoul
they lost by more than this. The price appears to have stabilized this
year thanks to a series of government measures after the double-digit
strong growth in 2006. The relative property price does not show any
substantial rise except for southern Seoul, which is regarded as a pre-
mium residential area. We view that the current market stabilization
is policy driven rather than market driven so we will not be surprised
if the market moves in either direction. Mortgage loans as a percent-
age of GDP is still very low compared with other developed coun-
tries and there may be further room to grow. In case of a price fall
of the property price, Fitch agreed that the low LTV ratio, sec-
tor-wide around 50%, will allow the banks to be protected from pos-
sible losses, in the mean time we think that introducing some addi-
tional regulatory guidelines for instance debt-to-income ratio is likely
to contribute to the banks better understanding of their borrowers and
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ultimately facilitate further sophistication of risk management system.
Previously we understand that the requiring general income doc-
umentation was not a general practice in Korea and it was not that
easy due to the reluctance of the borrowers.

Regarding mortgage lending, Fitch has continuously pointed to
two general weaknesses. They are mostly short-term loans and sec-
ond they are mostly floating-rate loans, so borrowers are more vul-
nerable to any possible market event and ultimately to refinance risk
however we have seen some significant improvement in terms of
short-term maturity issue although the second issue of floating-rate
still remains.

Just to wrap it up, Fitch views that the Korean banks will enjoy
favorable operating performance in the short-run but they are crea-
tures of the economy that they operate in. The economic environment
has been quite favorable for a few years now, growth has been a bit
slow this year in 2007, and the strong Korean Won is a concern for
an export economy but should remain broadly sufficient for ongoing
good performance for the banks. In the mid-term and the long-term
the banks may face intense competition dragging their underlying
profitabilities. The competition with other financial service providers
mainly investment bank types and security companies particularly
with the introduction of the Capital Market Consolidation Act would
also be another challenge to the banks.

As explained earlier, given the government’s strict stance on the
property market and the property-related lending, the banks are said
to do more risky and high-yield lending, like credit cards and un-
secured personal loans. If the banks risk management system are at
the different level we believe it will ultimately lead to some differ-
entiating in the banks operating performance and it should be re-
flected in the bank’s rating system as well. One of the banks are go-
ing to be successful in developing businesses or creating more syn-
ergy with non-bank affiliates will be a differentiating factor for the
bank’s status.
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Finally the limited growth potential, because of the limited growth
potential in the domestic market, some banks are looking to expand
business to other countries. As a rating agency we do have a little
bit of a different view, we view that it should be a gradual movement
by firstly acquiring expertise in other countries and cultures, and sec-
ondly focus on the servicing the Korean corporations and Koreans
overseas. Any major acquisition with a heavy negative impact on the
capital is not going to be favorably accepted by the rating agency.
We agreed that the banks should ultimately diversify revenue source,
not only domestic market but also overseas. Fitch’s main job is going
to monitor how successfully they implement this globalization, so it
is going to be our major duty as a rating agency. Thank you.
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Thank you, Mr. Chairman, for your kind introduction. I am trying
to be the fluent learner of international organizations of making our
financial regulatory system a more market friendly one. But there is
always a challenge as you can guess.

Since I am in charge of International Affairs and an area called
Macro-prudential Supervision, which is a new concept to the super-
visory body, because it used to be the jurisdiction of the central bank
in many countries. But more and more advanced countries’ super-
visory bodies are focusing on this macro-prudential concept, because
its objective is to limit the risk of episodes of financial distress. It
basically monitors and analyzes the impact of changes of macro-
economic variables on the financial system as a whole. So they natu-
rally focus on collective behavior of financial institutions, such as
herd behavior and accompanied concentration of risk in certain sector
and try to take preemptive measures trying to avoid any undesirable
side effects.

In my presentation today I would like to briefly talk about real
estate mortgage market problem which is also one of the manifes-
tations of the banks’ herd behavior and also small and medium-enter-
prise lending, which is a more recent phenomenon. And also the
surge in foreign currency borrowing especially by foreign bank
branches in Korea. Lastly some implications of the Korea-US Free



98  Jang-Yung Lee

Trade Agreement accord on Korea’s financial sector, especially our
regulatory system.

First on the mortgage market problem, the recent data as you
know, suggests that the rapid pace of mortgage lending growth has
stabilized as a result of a couple of factors ranging from stabilizing
housing prices to tighter lending criteria that the supervisory body has
imposed over the last two years. And for the January-April period
of this year, bank mortgage lending totaled only 1.3 trillion Won,
which is a lot smaller than 5.2 trillion Won a year earlier.

Now the question I like to ask is, are the Korean banks able to
absolve any negative impact of an interest rate increase and any po-
tential fall in housing prices? The conclusion is that, judging by the
size and composition of the mortgage loans as well as various in-
dicators of financial soundness, the level of risk exposure of Korean
financial institutions is fairly low. First, the loan-to-value ratio has
steadily fallen and currently stands at 49%, which is very low com-
pared with those of other developed countries. Secondly, the delin-
quency ratio for mortgage loan is also quite low, averaging about
0.8% as of the end of March this year. Third, looking at the structure
of mortgage loans, the tenure of a mortgage loans has been extended
over the last two years and now the share of mortgage loans with
maturities of five years or more is 50.9% as of last year. Another
indicator showing more stable loan structure is the share of loans
with principal amortization requirements, not just interest rate pay-
ment that has increased from 23% at the end of 2004 to 52% as of
the end of last year.

Many economists express concerns about household debt sustain-
ability or debt repayment capacity of the household loans. It is true
that as a result of the rapid growth of household borrowing, the debt
service ability of household has fallen somewhat. As an example, at
the end of last year the proportion of household financial liability rel-
ative to financial asset was 44%. And the proportion of household
financial liability to disposable income has shown modest increase
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and currently stands at 142%, which is still relatively low when com-
pared to other countries like the UK of 152%, but still it is somewhat
higher. Likewise the ratio of interest or debt service payment to dis-
posable income rose to 8.6% with the increase in household debt and
income. But overall, the soundness of household loan and the ability
of lenders to cover potential losses continue to be strong.

As of the end of March, household default rate on bank loans is
0.8% and the ratio of bank loans classified as substandard or below
was just at 0.7%. And Korean banks have a stronger balanced posi-
tion as well as sufficient earnings and loan loss provisions. As
Korean banks have been aggressively disposing of bad loans through
loan write-off or tighter credit review, the bad loan ratio or non-per-
forming loan ratio has fallen to 0.8%. The BIS’s capital-led ratio has
risen to a very high-level of 12.8%. And this BIS ratio is a more
meaningful indicator now because we are using international best
practices for bank asset classification standard and also the loan loss
provisioning standard. Also the coverage ratio of lenders against po-
tential loan losses remains quite strong, for example over 200% for
banks and over 145% for mutual savings lenders. Which implies that
banks loans provision are large enough to cover all substandard
loans.

Having said that with this low interest rate and ample liquidity
continued on in the market many banks are extending credit ag-
gressively and trying to expand their customer base. Last year we
saw a surge in mortgage loan and this year we are looking at a surge
in SME lending, it almost looks like herd behavior. It is true that the
banks are faced with growing deposit yet very sluggish borrowing
from large companies, so other than household borrowing and SMEs,
there are not many customers the banks can turn to.

However our domestic market is very limited in size so as the
banks aggressively pursue growth it could result in the growth of
substandard loans and a drop in bank asset quality. So it would be
much better for the banks to reduce their dependency on interest in-
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come, their dependency ratio on interest income currently stands at
85% but more and more Korean banks are looking at non-interest in-
come like sales commission from fund sales or fee income from the
banker’s service businesses. So this diverse income will further re-
duce their dependency ratio on interest rate income and could further
stabilize the banks income streams overtime.

Now, let me briefly explain about our efforts in area of foreign
currency liquidity management to deal with the rapid growth in the
foreign currency borrowings by the bank especially by the foreign
bank branches.

On April 18th we met with thirty-six representatives from foreign
banks in Seoul to discuss the recent surge in short-term foreign cur-
rency borrowing. Korea’s overall foreign currency borrowing has
been increasing slowly but the short-term foreign currency borrowing
grew very rapidly during the first quarter of this year. And much of
the spike in foreign short-term borrowing has come from foreign
bank branches through inter-office account, namely from head offices
in other countries. For this reason we held a meeting to explain the
situation and ask for cooperation from foreign banks.

And we analyzed the use of short-term borrowed fund, which
could be classified into three uses, one is to extend foreign currency
loans to Korean customers and about one third of the money went
for that purpose and another one third of the money went to squaring
their FX position because they were buying foreign exchanges for-
ward from Korean exporters like shipbuilding companies. So in order
to square their FX positions, they had to buy up forward foreign ex-
changes and then squared it with the selling of spot exchange. And
the last usage was the so-called covered interest arbitrage, and the
covered interest arbitrage takes place when there is an economic in-
centive such as the divergence of swap-spread, meaning the spot-in-
terest rate and the futures exchange rate, and interest rate differential
between the domestic market and the foreign market. Since the
swap-spread is so large that it is in their interest to borrow from
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abroad and either to lend it to the domestic market or to buy up do-
mestic securities like Korean Treasury Bond. This kind of covered
interest arbitrage transaction was one of the driving forces behind the
recent surge in foreign currency short-term borrowing.

And although this kind of activity is legitimate and a normal part
of business, if you look at the macro-level it poses risk to the stabil-
ity of the financial market in general. The foreign exchange market
has become unstable and also sound external debt management or
overall domestic liquidity management has become very difficult be-
cause of this one. So using the economist jargon called “the fallacy
of composition,” even if some act is quite legitimate from an in-
dividual point of view, if you look at it from a collective point of
view it may pose a risk in the financial system, then the financial
supervisory body may ask for cooperation because it is ultimately in
their interest to refrain from this excessive market behavior on their
part. So we wanted to have a talk with foreign bank branches to ex-
plain our concerns and immediately after the meeting there was some
volatility in the bonds market but the market looks more normal now
and it also looks like foreign bank borrowing from head office has
fallen since April.

So we are not considering any additional specific measures to curb
foreign currency borrowing at this time but we will continue to close-
ly monitor the sources and uses of their fund. Let me just emphasize
in terms of overall foreign sources liquidity management there is no
weaknesses as shown by the low short-term external debt to total ex-
ternal debt ratio of 44% as of March this year and also the ratio of
external debt to official foreign exchange reserve of 51.7% which is
quite low. So there is no particular weakness in terms of overall for-
eign currency liquidity management.

Let me briefly explain the implications of the Korea-US FTA ac-
cord on Korea’s financial sector. You know the conclusion of the
Korea-US FTA will have a long-term positive benefit, as we are all
familiar, but I will focus on it’s impact on the supervisory system
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and regulatory system. The transparency of the financial supervision
and the standard of financial regulation is expected to be upgraded
because of this FTA agreement. For example there was some concern
about non-transparency, lack of consistency or predictability of finan-
cial supervision raised by the foreign financial community. During
the negotiation and also reflected in the FTA accord, we agreed to
enhance this regulatory transparency by first giving market players,
more opportunity to express their opinion when we introduce new
rules or revise new rules. This is called “prior-comment period” or
“consultation paper system”, so they are given ample opportunities
in which they can express their opinion so that we can reflect on our
revision of our regulations or introduction of new regulations.
Another one is the so-called administrative guidelines, which was
done mostly orally, now these “administrative guidelines” will be
published in written forms and will improve the regulatory
transparency. Then the public-comment period, in the past we only
gave seven days but now we are going to give them twenty days to
reflect on their opinions. And also in this FTA agreement, there is
a clause for cooperation between regulatory bodies in US and Korea.
And through cooperation with the financial regulatory, both coun-
tries’ standard of financial supervision will be enhanced and raised
to best international practices.

The financial supervision on insurance, something called postal in-
surance business, one of the issues raised by the US is that this Postal
Savings Insurance is enjoying a relative competitive advantage over
private insurance because of their monopoly and subsidies that they
are receiving from the government. So we basically agreed that finan-
cial supervision of Postal Savings Insurance will be strengthened and
will be put on the same footing as private insurance companies. So
this is a big foundation for fair competition or something called level
playing in the financial sector. Given the limited time, I will stop
here. Thank you very much.



Key Current Issues
in the Korean Financial Scene (11)
— Capital Market Reform in Korea —

Hyoung-Tae Kim
Vice-President, Korea Securities Research Institute

Thank you. I am pleased to be here for the international finance
conference of IGE and IIF. As the title shows, I am going to talk
about some current issues in the financial market of Korea especially
focusing on capital market reform. The reform in the Korean capital
market is related to enacting the “Capital Market and Financial
Investment Services Act.”

1. Capital Market Reform: World-wide Trend

Capital market reform is a worldwide trend, not specific to Korea.
Why is every country interested in capital market reform? The an-
swer is simple. Because a capital market is important. Many theoret-
ical and empirical papers in financial economics show that develop-
ment of a financial market induces economic growth. In addition to
this, a small and open economy like Korea, which relies heavily on
high-tech industries, desperately needs to activate financial sectors to
support high-tech industries. The other important reason is that the
capital market is the most globalized market. Every capital market
competes with each other to attract companies and investors. In this
regard, to increase the competitiveness of one country’s capital mar-
ket, the first thing we should do is to provide a globally competitive
regulatory framework. That’s why every country is reforming the
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capital market.

Next, let’s take a look at some examples of capital market reform
in the world. The first and the most famous one is the Financial
Services and Market Act, UK 2000. The second, which Korea is
benchmarking for, is the Financial Services Reform Act, Australia
2002. The third one is Financial Instruments and Exchange Act,
Japan 2006. In Korea, the Capital Market and Financial Investment
Services Act is not passed yet in the Korean Congress but on the re-
view in the Finance and Economic Committee of Korean Congress.
The last example, which is not an act but worth mentioning, is the
Committee on Capital Market Regulation in the US. Everybody
knows that the US dominates, in every respect, world capital markets.
US has top-tier exchanges like NYSE, NASDAQ and CME. It has
bulge bracket investment banks like Goldman Sachs, Morgan Stanley,
Merrill Lynch. For private equity houses, Carlyle, KKR and Warburg
Pincus dominate in the global market. However, when it comes to
IPOs, for the first time in history, the US market lost its number one
position to the LSE(London Stock Exchange) last year. That’s why
they began to discuss capital market reform. The bottom line is that
even the US with the most sophisticated and well-advanced capital
market is trying to reform the capital market.

2. Three Pillars of the “Capital Market and Financial
Investment Services Act”

Let me overview what is happening here in Korea. There are three
pillars in the Capital Market Act, which are closely related to the
three policy motivations.

The first motivation is to boost the investment banking business.
We have a securities industry, of course, but the policy motivation
is to make securities companies more like investment banks. I am not
saying that a brokerage house is not important. All I’'m saying is that
we need to develop the investment banking business considering the
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economic properties of Korea. Considering the fact that Korea is a
small and open economy, we need to support high-tech industries and
to support these risky industries we must develop a risk-taking finan-
cial industry in the first place.

The second policy goal is to encourage financial innovations in
the capital market. Aiming at this, the Capital Market Act changes
the way we specify the financial products or securities: from a pos-
itive listing system to a comprehensive listing system. What I mean
by a positive system is that securities companies are legally pro-
hibited from doing any other businesses related to securities except
those which are clearly defined in the Securities Exchange Act.

The third one, I think the most important one, is to strengthen in-
vestor protections. To achieve this goal, the Capital Market Act di-
chotomizes investors into two categories, one is a sophisticated in-
vestor and the other is an unsophisticated investor. This will lead to
reallocation of more regulatory resources to unsophisticated investors
like individual investors.

These three motivations and missions of the Capital Market Act
sounds very good and everybody agrees on them. But there is a tricky
point. The expanded scope of the investment banking business for fi-
nancial innovation is, of course, to the benefit of investment bankers
but sometimes at the expense of investors. So the challenging point
here is how to strike a balance between financial innovation and in-
vestor protection. How to protect investors without threatening the
vigor of investment banks is a very important policy issue in Korea.

3. Financial Industry System and Financial Investment
Company

Looking at the financial industry system in the world, you can see
two extreme cases. One is the universal banking system and the other
is the specialized banking system. They are different depending on
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whether commercial banking and investment banking can engage in
the business activities of commercial banking and investment banking
in the same house. What about the Korean financial system? We used
to have, like the US, a specialized banking system. On top of it, we
used to have a strictly specialized banking system. What I mean by
“strictly specialized” is that there is a legal firewall even among capi-
tal market related businesses. What we are trying to do in the Capital
Market Act is to integrate capital market businesses into one financial
investment business. What about commercial banks and insurance
companies? There is no change. All that is changing is capital mar-
ket-related business. Brokerage houses, futures companies, asset man-
agement companies, and trust companies are integrated to the finan-
cial investment companies.

4. The Capital Market Act and IB

The most important motivation of the Capital Market Act is to en-
courage investment banking in Korea. A little bit abstract but I would
define an investment bank as a financial solution provider connecting
companies and investors through underwriting securities issued by
companies. The other area investment banking is engaged in is risk
transformation. They have expertise in risk industries where risk is
priced, underwritten, traded and transformed. Why investment bank-
ing? Why do we want to make securities companies more like invest-
ment banks? The reason has very much to do with the economic
properties of Korea. The basic and fundamental theme of my pre-
sentation is taking risk. Considering the small and open economy and
the geographic position of Korea, we must take risk. Taking risk is
not an option, it is a requirement. In the real sector, venture compa-
nies like hi-tech companies take risks. To support these risky in-
dustries we need to develop risk industries in the first place. What
I mean by risk industry is where risk is dealt with, hedged, and
transformed. This is what investment banking is all about. This is
what I expect from the investment bank.
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5. The Capital Market Act and Derivatives Market

An interesting question about IB is what will be the promising in-
vestment area after enacting the Capital Market Act. Because I am
not an investment banker, I am not sure whether I am in a good posi-
tion to talk about this. But I can give some guidelines. If somebody
asks me what business will benefit most from the Capital Market Act,
I would say, without a second thought, derivatives. Looking at the
underlying asset, literally everything you can think of can be the un-
derlying asset of derivatives. What the Capital Market Act is trying
to do is to expand the underlying assets of derivatives regardless of
the exchange-traded or the OTC derivatives market.

6. The Capital Market Act and Private Equity Fund

The other area also benefiting from the Capital Markets Act is a
private equity fund. What is a private equity fund? Private equity
funds are funds which acquire a significant proportion of shares of
a company, sometimes 100%, that’s why we call it buy-out fund
sometimes, and add value to the company. Why is a private equity
fund important in Korea? Like investment banks, it has to do with
taking risks. There are two kinds of risk-related business models in
finance. One is an agent model in which main revenue sources come
from fee business. This is what investment banking is about. The oth-
er model is a principal investment model. What I mean by a principal
investment model is that financial companies invest their own money.
That is what a private equity fund is all about.

Why is a private equity fund important? Let me give you a simple
example. Imagine you are a rock climber. You want to win the game.
If you know there is no safety net or something to protect you if you
fall down, then you cannot take aggressive steps to win the game.
Exactly the same thing happens in the economy. The very existence
of private equity funds and efficient private equity fund market
makes it more possible for an economy to invest more aggressively
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in risky industries like IT and BT. The Korean government has al-
ready selected ten high-tech industries as the growth engine for the
next generation. A private equity fund market is fundamental for sup-
porting high-tech industries. That is why I emphasize private equity
funds in relation to the Capital Market Act. Financial investment
companies will have more interests in private equity funds because
they will be equipped with more sophisticated weapons, expand their
capital basis and, as a result, they will have more space to expand
their own money. As for the private equity fund, the other important
point is that the domestic market alone is not sufficient. What we are
looking for is Korean private equity fund will go out for the overseas
markets. I think the overseas market is strategically important be-
cause Korea has already become a low-growth rate country with an
aging society. I am convinced this is the most efficient way to share
the capital gains and economic benefits of fast-growing countries like
China and Vietnam.

7. Conclusions

I would like to emphasize this point. Make sure that the Capital
Market Act is not simply about a revision of an act. It is about a
change in mindset or philosophy. It is about changing the way we
look at the capital market; we regulate the capital and we engage in
business in the capital market. This is my understanding of the
Capital Market Act. The Capital Market Act will provide more favor-
able legal framework for encouraging investment banking in Korea.
In this regard, I strongly recommend the Korean Congress pass this
act as quickly as possible. Remember the Capital Market Act is just
a necessary condition, not a sufficient condition for achieving region-
ally competitive IBs in Korea. How to take advantage of it or how
to make use of it is up to financial industries. Whether the Act will
be successful or not critically depend on how innovative financial in-
vestment companies will be in developing financial products.

The second point I would like to say is the Capital Market Act
is not just for the securities industry but for financial industries and
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financial markets as a whole. There is a huge misconception about
who will be the winners after enacting the Capital Markets Act. Will
commercial banks be losers and securities companies be winners? I
think this is totally wrong. Commercial banks and insurance compa-
nies will also benefit from the Capital Markets Act. Regarding secur-
ities companies, they are not always winners. Under the traditional
paradigms like the Securities Exchange Act, less efficient securities
companies could manage to survive in some way or another.
However, under the Capital Market Act, it is more difficult for less
efficient companies to survive. It is very wrong and misleading idea
that the Capital Market Act is good for securities companies and bad
for commercial banks and insurance companies.

The last point I would like to finish my presentation with is the
overseas market issue. There are two perspectives, inward and
outward. One is the economic role of foreign capital in the domestic
market, the Korean market. The other perspective is external. How
to activate Korean capital to go out for overseas markets. As for the
first one, there has been a hot debate on the economic role of foreign
capital like Lone Star in the Korean economy. All of the issues come
down to a single question, what is a good fund? A good fund is not
about nationality. If the fund increases the value of the company to
the benefit of the shareholders, it does not matter where it comes
from. Even though they are aliens coming from Mars or Venus, it
does not matter. What really matters is a value creation. This is an
important perspective we should have in the globalized economy.

The other perspective is outward. As a small-open economy, risk
is our friend, not our enemy. In Korea, risk taking is not an option,
it is a requirement. As I keep stressing, we have to learn how to live
with risk. Take risk in other countries. By building-up our private
equity funds, we must go out to the overseas market to acquire com-
panies in other countries. The Korean government has selected 10 in-
dustries as growth engines for the next generation. Today, in this pre-
sentation, I would like to propose another growth-engine. Unlike the
other ones, it is not a specific industry: it is M&A regardless of target
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industries. A private equity fund aims at acquiring companies. That
is why I keep focusing on private equity funds especially in relation
to the overseas market.

Thank you.



Congratulatory Remarks

Jeung-Hyun Yoon
Chairman, Financial Supervisory Commission
Governor, Financial Supervisory Service

Dr SaKong, Mr. Neiss, Mr. Horiguchi, Ambassador Chua from
Singapore and distinguished guests from home and abroad, first of
all I would like to offer my congratulations to the opening of the
seminar tomorrow hosted by IGE and IIF. I must say the timing is
perfect, since the Korea-US FTA has been agreed and this financial
conference is very important to see our direction for its development.
As you know the world is going through globalization and con-
solidation integration and no country can be against this wave of
change. Korea wants to join this trend actively and we are going to
leap off as we claim to be the financial hub of Northeast Asia. It’s
time to seek the cooperation amongst the players in the financial in-
dustry, especially when the multilateral cooperation and business is
the issue here.

We at the FSC try to improve the regulatory situation in Korea,
we have agreed many MOUs in order to exchange information and
mutual visits. And also on current regulations we will work on a zero
basis and we will improve the situation, excluding bad situations. We
will try our best to help the Korean financial companies to go over-
sees and in doing so we will have cooperation with the other coun-
tries’ regulatory agencies and we will go from a rule-based super-
vision to a principal-based supervision.

Last May, FSC and IIF had a meeting for the effective regulation
for strategic regulation and I believe you will see the results soon.
Korean financial companies have increased and broadened their busi-
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ness in order to make profits, I may say that is part of the primary
globalization but now with the other partners in emerging economies
they should help their partners to increase their profits and to help
them make profits. I should say this is the second globalization. In
order to do so, in order to be a mature partner, investment is required
first. I believe this also applies to the management of the financial
companies and they should see the responsibilities of society rather
than short-term profits.

If I may elaborate on what they should do first, the Korean finan-
cial companies need to work very hard in order to be in the top class
of global financial companies. Security companies, investment com-
panies and trust companies should also work harder to become the
overall comprehensive financial investment companies. As for in-
surance companies, in order to meet the needs of the aging society
and the national welfare demand many more diverse long-term finan-
cial products should be developed and more services should be of-
fered so it will be the total risk care company in the future.

I would like to state that among the Fortune 500 Global
Companies, the financial industries has the largest number, fifty-sev-
en are from banks, forty-seven are from insurance companies and
five from securities, so altogether hundred and eleven companies are
from the financial industry. The financial industry is well valued for
its value addedness and its security and safety, so it becomes the na-
tional strategic and power engine of the economy, especially for
those countries that have been through financial reform and are now
doing much better, therefore we expect competition to be fiercer in
the future. In Korea of the 500 companies, only twelve are ranked
and two of the twelve, by operation size only, Samsung Life and
Kookmin Bank could be global players. But there are many more po-
tential global players including Shinhan Bank that are at the threshold
of the 500 companies and compared with other industries, the finan-
cial sector has much more growth potential. Therefore Korea has to
make more concerted efforts to make this happen.
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Tomorrow’s international financial conference will discuss the call
and our mission of this period and it will be a beneficial opportunity
to converge all the good opinions and comments from the conference
in order to make them into policies. Once again I would like to offer
my congratulations to IGE and IIF for tomorrow’s conference, to be
a good opportunity to see the current status and a better future. Thank
you.
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Yong-Duk Kim
Economic Advisor to the Presidnet

1. Introduction

Good afternoon, ladies and gentlemen.

It is a great honor to be here at this important conference on glob-
alization and the Korean financial sector. Taking this opportunity, [
would like to thank Dr. Il SaKong, the Chairman & CEO of Institute
for Global Economics, and Dr. Yusuke Horiguchi, First Deputy
Managing Director and Chief Economist of IIF, for making this occa-
sion possible.

Ten years have already passed since the Asian financial crisis.
Some would argue that globalization and heavy foreign capital inflow
sparked the crisis in this region. However, during the crisis, Korea
did not take a step back from globalization. Instead, we proactively
embraced it and dedicated the post-crisis years to restructuring our
financial markets.

Throughout this restructuring period, we opened our markets to
foreign financial institutions. And they have played a critical role in
advancing our financial systems.

On the other hand, unfortunately, the same was not true for
Korean financial institutions. Their performance in the global market
has not been as impressive as that of their foreign counterparts in our
market.

Amid the rapid integration of the global economy, we will foster
the financial sector into a new growth-driver for the Korean economy
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through successful financial globalization. President Roh Moo-hyun
also emphasized the important role of the financial industry in bring-
ing the nation’s per capita income up to 30,000 dollars. Today, I
would like to talk about the current status of Korea’s financial global-
ization and policy initiatives for promoting it.

2. Current Status of Korea’s Financial Globalization

<Domestic market opening>

During the post-crisis restructuring, Korea actively sought foreign
direct investment for controlling stakes in distressed local financial
institutions. Now, our financial market is more stable and larger in
size, providing a better business environment for foreign players. As
a result, more and more foreign institutions are actively trying to in-
crease their presence in Korea.

Foreign ownership of major commercial banks has surpassed 50%.
In addition, the market share of foreign insurers is on the rise, with
foreign players accounting for approximately 20% of the life in-
surance market. Moreover, as the local stock market grows, more for-
eign asset management companies have expanded their operations in
Korea. Twelve of the top fifty global asset management companies
are present in the local market and currently manage around 17% of
the total domestic fund assets.

<Globalization of domestic financial institutions>

Turning to the local financial institutions, their financial soundness
and profitability has greatly improved to the level of other advanced
countries. For example, domestic commercial banks’ BIS ratio stood
at only 7.04% in 1997, but has improved to the level of 12.75% in
2006, which is similar to the levels seen in the US and UK. Korean
commercial banks’ ROA has been increased from -0.93% in 1997 to
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1.08% in 2006, which is higher than their peers in the UK, Japan
and many other countries though it is slightly lower than that of US
commercial banks.

Using this stronger position, local banks now start to promote
overseas expansion. This trend is fueled by the increase in Korean
companies overseas and the rapid growth of emerging markets.
However, in terms of overseas assets and branches, the level of glob-
alization of local financial institutions is on the low side, when com-
pared to those of advanced countries. Foreign assets, totaling 32 bil-
lion dollars, only account for 2.7% of the total assets of domestic
banks. This ratio is just a fourth of the 11.7% of US commercial
banks. In addition, a mere 1.7% of domestic banks’ branches are
overseas, whereas more than 70% of branches are foreign for global
players such as Citibank, HSBC and Deutsche Bank.

3. Policy Initiatives for Promoting Globalization

<Fair rules in the Korean financial sector>

Ladies and gentlemen,

The Korean financial market is already fully open to foreign fi-
nancial institutions; there are no entry barriers. For this reason, the
entry of foreign financial institutions itself was never an issue during
the Korea-US FTA negotiations. Therefore, the Korean government’s
task is to establish and maintain fair and impartial "rules of the
game."

The government has made continuous efforts to establish these
rules, but a few players in the market still seem to feel discriminated.
However, I can say with confidence that there is no discrimination
against foreign financial institutions. I believe that the discrimination
that some feel is actually the result of weak transparency in financial
regulations.
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To cope with this situation, the government is making efforts to
streamline financial regulations and to improve their transparency and
predictability. Through such improvements, we will create one of the
most business-friendly environments in the world. Along with these
efforts, we strive to upgrade our financial systems in line with global
standards. We will introduce the ‘Financial Investment Services and
Capital Markets Act’ and adopt the Basel II and more international
accounting standards.

<Support for overseas expansion>

In the past, local financial institutions chose to confine themselves
to the domestic market, rather than actively seeking new revenue
sources overseas. Recently, there have been some changes in this atti-
tude, but the steps taken are still meager compared to the activities
of global players. The Korean government actively supports global-
ization of local financial institutions, which we believe will enable
the financial sector to serve as ‘a growth engine of our economy’ in
the future.

The government will focus on streamlining financial regulations
and supervisory and administrative processes related to overseas ex-
pansion to make it easier, and encourage joint businesses between
Korean and foreign financial institutions doing business in Korea. To
help their advance into overseas markets, the government will also
establish a well-organized support system as well as an information
system providing information on the various markets.

But what matters most is that our financial institutions should real-
ize it 1s the time to turn their eyes toward the global market and ex-
plore new revenue sources in the blue ocean. With this in mind, they
should actively promote overseas expansion strategies such as culti-
vating financial experts and upgrading their financial services.
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4. Closing

Ladies and gentlemen,

Globalization is a matter for the entire economy and an inevitable
strategy for a small and open economy like Korea. However, the
Korean financial institutions in particular seem to be lagging in this
move. Our financial institutions were complacent as local players in
a small market and were not able to grow into internation-
ally-recognized players.

In his book, ‘The Next Great Globalization,” the eminent econo-
mist Frederic Mishkin argues, that successful financial globalization
and advanced financial systems are necessary for emerging countries
to reach the next stage of development and become wealthy. To a
large extent, his ideas are reflected in our policy initiatives. We will
continue to pursue globalization actively and find a way for our fi-
nancial sector to survive and thrive in it.

Thank you.
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Global OTC Derivatives Markets
(December 2006)
Notional amounts outstanding Gross market values
($415.2 tn) ($9.7 tn)

Unallocated Foreign Unallocated Foreign
9.6% exchange 9.6% exchange
Credit default contracts Credit default contracts
swaps 9.7% swaps 9.7%
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Equity-linked
contracts
1.8%
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Interest rate Interest rate
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<EH 4> Major Sovereign Wealth Funds

Total Global
Year SWF Reserves Private Financial Assets
($tn) (%) ($tn) (%) (%) ($ tn) (%)
2007 2.5 2.5 51 5.1 92.4 100.0
2012 8.7 6 74 5.1 88.9 144.4
2017 175 8.4 9.9 47 86.9 208.6
2012 277 9.2 13.0 4.3 86.5 301.3
Source: Morgan Stanley
©]7]4 Morgan Stanly”} FAISH X5 HHA(<ERE 4>), 2 7149
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market) A2 30%, A§IAIE ANE] 60%U Tk 195 o
PR ARG uhRe] AAASE T 500 4P 2 B A

AR viselA] E FAAY SIER] oF 30%7F A A=
o5t Zlofm, oprJof A9 A= 22%F AAStL SlEH T

o714 Z= Sl AW A w52 A=zl 1 o™ AQA o]
e 7 S 7heke] Aal BAGUTH<ER 5>). Z23ie 8
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(super senior tranche)q! E#|Z& A, A9 55 (senior tranche) ol AA,

Z7F$] 59 (mezzanine tranche)?! AA~BBB, 1211 53¢ & F
5k91 2] AE-F2Hequity tranche) s°] Sl5H T

<EF 5> Instrument Leverage:
Tranche Notional Value versus Economic Risk Transfer'

(As a percent of the reference pool)

80 80

0 r M Notional [JRisk transfer 170

60 I
50 t
40 t
30 t
2 t

o L |
0-3% 3-7% 7-10% 10-15% 15-30% 30-100%

Equity tranche Mezzanine tranches (BBB) Senior tranches (AA) Super senior
tranche (AAA)

Source: IMF staff estimates.
'The structure is prototypical, and will vary by transaction.
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<# 1> Real GDP growth

(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007f

Korea 70 47 -69 95 85 38 70 31 47 42 50 44
ASEAN+4 72 36 92 30 58 25 47 55 59 59 54 55
China 100 93 78 76 84 83 91 100 101 104 10.7 100
India 75 47 60 67 53 41 43 73 78 92 92 84
Japan 27 16 -20 -01 29 02 03 14 27 19 22 23

f = forecast
Source: IMF-World Economic Outlook, April 2007

<E 2> GDP by Purchasing Power Parity Index
(1996 = 100)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Korea 100 106 100 111 123 131 143 150 162 173 187
ASEAN+4 100 105 96 101 109 114 121 131 142 154 167
China 100 111 121 132 146 162 180 202 228 259 294
India 100 107 114 124 133 142 151 165 183 205 228
Japan 100 103 102 104 109 112 114 119 125 132 140
Source: IMF-World Economic Outlook, April 2007
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<& 3> Consumer prices
(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Korea 49 44 75 08 23 41 28 35 36 28 22
ASEAN+4 66 53 296 103 28 66 61 40 45 173 84
China 83 28 08 -14 03 05 08 12 40 18 15
India 90 72 132 47 40 37 44 38 38 42 58
Japan o1 18 07 03 07 -08 -09 02 00 -03 02
Source: IFS

<& 4> GDP per capita
(current US dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 12,258 11,474 7,528 9,558 10,891 10,177 11,504 12,711 14,181 16,444 18,392
ASEAN+4 1,769 1,625 987 1,180 1237 1,168 1,308 1,463 1,597 1,751 2,090
China 699 771 817 81 946 1,038 1,132 1,270 1,486 1,716 2,001
India 406 433 428 448 455 461 473 543 618 712 797
Japan 36,898 33,837 30,645 34,634 36,811 32,234 30,809 33,180 36,076 35,672 34,188

Source: IMF-World Economic Outlook, April 2007
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<E 5> Import Growth

(percent change from previous year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Korea 37 50 -28 86 199 -127 80 193 310 120 144
ASEAN+4 57 64 45 113 180 -11.1 58 82 203 127 163
China 1.5 210 05 61 278 68 224 346 354 284 272
India 81 57 45 67 188 23 162 17.1 300 297 210
Japan -73 24 78 81 143 -158 33 132 199 52 92
Source: TFS
<E 6> Export Growth
(percent change from previous year)
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Korea 37 50 -28 86 199 -127 80 193 310 120 144
ASEAN+4 57 64 45 113 180 -11.1 58 82 203 127 163
China 1.5 210 05 61 278 68 224 346 354 284 272
India 81 57 45 67 188 23 162 17.1 300 297 210
Japan -73 24 78 81 143 -158 33 132 199 52 92
Source: TFS
<# 7> Current Account Balance
(percent of GDP)
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Korea 41 -16 116 55 24 17 10 20 41 19 07
ASEAN+4 49 -30 82 65 52 40 41 47 33 21 48
China 08 39 31 14 17 13 24 28 36 72 91
India -16 07 -17 07 -10 03 14 15 01 -09 =22
Japan 14 23 31 26 26 21 29 32 37 36 39

Source: IMF-World Economic Outlook, April 2007
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<# 8> Foreign Exchange Reserves
(billions of dollar)
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Korea 107.0 142.8 149.2 157.7 168.3 215.6 291.1 408.2 614.5 821.5 1068.5 1159.4
ASEAN+4 202 24.7 273 327 379 459 67.7 989 1266 131.9 170.7 192.4°
China  216.6 219.6 215.5 286.9 354.9 395.2 461.2 663.3 833.9 834.3 879.7 892.7
India  34.0 204 520 740 96.1 102.8 121.3 155.3 199.0 210.3 2389 242.7
Japan  93.0 709 86.4 104.4 101.9 102.6 115.7 133.5 162.6 169.5 2084 218.5
February 2007
March 2007
Source: IMF-World Economic Outlook, April 2007
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<#E 9> External Debt
(percent of GDP)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 282 337 474 344 289 267 259 259 253 241 239
ASEAN+4 469 543 1054 794 723 703 604 546 516 435 360
China 202 195 179 169 156 140 128 127 128 125 123
India 259 247 258 246 245 237 232 212 200 184 192

Source: IIF

<& 10> External Debt
(short-term/total external debt)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Korea 482 36.6 242 281 335 313 341 322 327 346 391
ASEAN+4 309 268 200 149 132 149 153 156 184 195 225
China 290 297 262 241 264 269 311 377 423 497 518
India 120 105 98 100 107 103 112 120 129 123 119

Source: IIF
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