Speech: Overview on Korean economy and financial markets, LG Investment & Securites builds Chicago hub to access Korean markets

By Sung Tae (ST) Kim, CEO of LG Investment & Securities Ltd, Korea (kimst@iflg.com). 

At present, the Korean economy is the 11th largest in the world in terms of GDP. Korea has experienced the hardship of the Asian financial crisis, which hit Korea and other Asian economies in the late 1990s. But, Korea grabbed attention around the globe by staging the fastest recovery from the crisis.  And, it finished repaying its IMF bailout in 2001. Korea experienced further hardship arising from the global economic slowdown until the 1st half of 2003.  But, things have improved since 3rd quarter of 2003 thanks to Korea’s high export competitiveness.
When in 2000 the IT bubble burst and damaged external conditions for the Korean economy, the government decided to offset this fall in exports by helping the domestic economy.  The government eased monetary policy, leading to a rapid decline in interest rates. And, as household loans ballooned, a real estate price boom began amid a rapid expansion in mortgage loans.  Above all, credit card usage grew sharply. 
This expansion in household credit supported strong private consumption growth. In fact, in 2002, rising private consumption thanks to ballooning household credit played a key role in raising the economic growth rate to 7.0%.  It seems natural that household credit expands as an economy matures and that a long-standing problem of excessive corporate capital demand eases. There were two particular problems in Korea: 1) household debt expanded very quickly without proper credit risk screening, and 2) a lot of credit flew into the real estate market, fanning real estate market speculation. As a result of such reckless loaning to households, the number of bad credit holders snowballed. Unfortunately, as Korean domestic consumption declined in 2003, many households had trouble repaying debt. And this led to an increase in bad assets at financial institutions, resulting in some credit card companies carrying out painful restructuring.  We are not expecting any big improvement in this household debt problem in the short term.  But, debt re-scheduling, which began in 2003, will be completed by mid-2005. This is when we are expecting a full-fledged consumption recovery. Thanks to households’ efforts to repay debts and the government’s bailout measures, we are already seeing the number of bad credit holders falling continuously from a peak in April. And, credit card companies’ delinquency rates have also declined somewhat since February.  This positive change is raising expectations for a consumption recovery in 2005. 
Of particular note is the change in government policies. Recently, the government has shown a firm commitment to boosting the domestic economy through proactive monetary and fiscal measures. The government increased fiscal spending by earmarking a supplementary budget. Meanwhile, the Bank of Korea lowered call rates in August in order to boost the economy.  Moreover, shifting from its former principle of a ‘balanced budget’, the government plans to significantly expand next year’s budget.  Furthermore, the government is poised to cut taxes, a move it has so far opposed.  And, in order to create jobs by encouraging corporate investment, the government is thinking about relaxing business regulations.  Having begun to recognize that economic hardships were eroding its political foundation, the government appears to be shifting toward a more market friendly stance. We should note that the Korean economy has exhibited an ability to weather crises on a number of occasions. In my opinion, the end of the tunnel isn’t too far away.
I would now like to move our discussion to the Korean stock market. The Korean stock market is one of the largest in the world, ranking 17th globally, and fourth in Asia, after Japan, Hong Kong, and Taiwan. The portion of foreign investors in the KOSPI has surpassed 42% thanks to a rapid influx of overseas capital after the Asian financial crisis in 1998. Currently, a total of 1,556 companies are listed on the stock market, with 672 companies on the KOSPI, and 884 companies on the KOSDAQ. As you may know, the Korean stock market underwent revolutionary changes in the face of the 1998 crisis. In that year, the KOSPI nose-dived to below 280. However, helped by bold restructuring efforts, the stock market began gradually turning around. These efforts included the closure of 10 merchant banks, the exit of numerous unhealthy companies and banks, and the implementation of the ‘big deal’ by the five big conglomerates.
Since then, backed by rising foreign buying, rapid economic recovery, national credit rating upgrades, and the strength of growth stocks such as IT and Internet companies, the KOSPI soared, surpassing 1,000 at one point in 2000. After that, the KOSPI weakened as the global IT industry slowed and US economic growth weakened. However, after uncertainties sparked by the Iraqi war in 2003 eased, the KOSPI picked up again.
Aside from these external changes, the market witnessed an internal transformation. A corporate pension system is being introduced ahead of schedule as part of efforts to expand the stock market’s demand base in the mid and long term. In addition, a system is being built to boost investment by pension funds in the stock market, and to facilitate capital flows into the market. Meanwhile, the authorities are set to enact a law on class action suits in the stock market, and also plan to complete accounting system reform as soon as possible. 
[If you look at the history of the Korean stock market, you will see that we have made bold, systematic efforts to advance this institution.  For example, in 1992, we opened the stock market to foreign investors to allow them to freely trade stocks in Korea.  In addition, we improved Korean financial market transparency through the real name financial transaction system and comprehensive financial income taxation.  Furthermore, in 1996, Korea became an official member of the OECD, thereby actively participating in the global economy. We also opened a stock market index futures market in 1996 and options market in 1997.
We have seen consistent growth in foreign investment since the Korean stock market was opened to foreign investors in 1992. I believe that Korea’s strong economic recovery, corporate ownership and governance characteristics, and high dividend payout ratios will continue drawing the attention of foreign investors. As you are probably aware, Korean companies have been globalizing rapidly. Foreign ownership in Samsung Electronics, one of the world’s largest mobile handset and semiconductor maker, amounts to 60%. And foreign ownership in global steel maker, POSCO, is as high as 70%. Currently, there are more than 16,000 foreign investment accounts registered in Korea, and by nationality, the US is the largest investor in Korea, followed by the UK and Singapore. I believe the foreign ownership ratio as well as the number of foreign investors will continue expanding as more and more Korean companies develop global brand names and become internationally competitive. 

As mentioned earlier, the Korean government revealed a series of economy-boosting measures, allowing the nation to raise its creditability among foreign investors. Korean investors are also turning back to the stock market due to the continued real estate market downturn and low interest rates. 

The creditability of the Korean stock market will improve as pension funds are expected to start investments in the stock market, boosting stock demand. Corporate pension plans are also forecast to be launched.
The attractiveness of the Korean stock market lies in not only these supply and demand conditions and fundamental recovery, but also its comparable valuation merits. As of August 2004, the KOSPI’s average PER stood at 10.5 times, well below Hong Hong’s 17.5 times, Taiwan’s 17.8 times, and Japan’s 39.2 times. Due to this undervaluation, the KOSPI’s dividend yield stands at 2.54%, meaning that the Korean stock market also offers great dividend merits. The Korean stock market’s low price merit is enough to attract the attention of foreign investors.  Indeed, so far this year, foreign investors have net bought three times as much on the Korean stock market as they have in Taiwan. Also, we believe the Korean stock market will become an investment proxy for the ever-growing China since Korea is a one of its largest trading partners. In sum, I firmly believe that if you invest in Korea, you will reap high returns.
Let’s move our focus to the Futures & Options market now. Since the introduction of the KOSPI 200 futures in May 1996 and the KOSPI 200 options in July 1997, this dynamic derivatives duo has catapulted its way to the top of the most actively traded global stock index futures list.  The total notional value of the KOSPI futures and options contracts through the first half of 2003 was roughly $10 trillion vs. $3.3 trillion for S&P futures and options contracts. During that same time period, 1.37 billion KOSPI options contracts and 33.4 million KOSPI futures contracts were traded. Since 1998, the first full year for KOSPI futures and options contracts together, the combined volume of contracts has grown by 137 percent each year on average. It’s not just this fast rate of growth that is interesting, but KOSPI 200 index volatility has been higher than that of the U.S. based S&P 500 index and Japan based NIKEI 225 index.
Probably the most notable feature of our futures and options market is the comparatively high portion of retail participation. The most recent figures put this participation at about 60 percent. There are three reasons for this high participation. First, Korea is the most wired country. Of a total population of 47 million people, more than 26 million have Internet access. Fast electronic order processes make it possible for retailers to easily participate to the markets. And currently more than 80 percent of orders are placed online directly by customers. Secondly, contract sizes are relatively small.  The notional value of one futures contract is about $45,000, and the options contract is one-fifth of that, or roughly $9,000. Thirdly, low interest rates attract more retailers to the market, just like the stock market. As high level of individual participation seemed to have a volatile and radical characteristics compared other matured markets, the Korean government continuously strives to put huge efforts to turn the market into more equivalent shape. Recently the government applied higher entering standard to individuals in order to reduce heedless speculative investments. As an outcome of such efforts the Korean market slowly transforms to new market universe. Accordingly, the participation of foreign investor in 2003 increased four times higher than the year both KOPSI futures & options first listed in the market. In contrast, the participation of individual investors decreased in a proportion to foreign hike. We believe the Korean market continues to transform more in balance and efficiency as time goes by. 

Although there is no restriction on European or Asian investors to trade in KOSPI futures and options, U.S. investors are not allowed to due to restrictions by CFTC. On this matter the KSE has submitted a petition and CFTC is scheduled to process the request by late this year.  So, the question is, once U.S. trading is approved, will KOSPI futures & options put in a good show away from Korea?  That will depend on how familiar the name KOSPI becomes and how traders respond to smaller contracts from a country they know little about.  But, based on the success of mini NASDAQ and S&P futures contracts, which are smaller contracts with corresponding smaller margins, KOSPI could be a hit.
At this point, I would like to briefly mention LG Investment and Securities. 

We are one of the biggest securities firms in Korea and employ 2,400 people at our headquarters and 121 branches in Korea and overseas. LGIS also has LG Investment Trust Management and LG Futures as subsidiaries. Our greatest strength lies in our high profitability based on aggressive sales activities and diversity of profit sources. As an investment bank, we continue to lead the market in all areas, including equities, futures and options.  Above all, we are second to none in terms of profitability and professionalism. We are very proud of our Institutional Sales Department and Research Center, which were selected as the best in Korea by leading Korean newspapers. Another strong arm of LGIS is our IT infrastructure.  We currently have about 150 IT professionals dedicated to IT infrastructure planning, development, and maintenance. LGIS was the first company in Korea to launch an Internet-based stock trading system in1998, and continues to be the leader in this field.

LGIS is currently establishing a hub in Chicago to provide U.S.-based clients easy, reliable, and cost efficient access to the Korean market. The hub is scheduled for completion in mid December. Also, LGIS has adopted order routing services provided by network vendors Bloomberg and ORC, and is working to adopt those of GL and Patsystems to afford greater market access to KOSPI futures & options via LGIS.  GL Network and Patsystems services are scheduled for completion by beginning 2005. In terms of IT infrastructure, LGIS stands out against other brokerage companies for its stand-alone client-only system, the maintenance of two segregated IT centers, and 10 lines linking it to the exchange, the maximum number allowed for a single company. 

In closing, let me reiterate my belief in the soundness of Korea’s financial markets and the promising prospects for the Korean economy.  I thank you all for your attention and hope that my talk today has gone some way to raising the profile of Korea amongst such esteemed company.

