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KOREA: KOSDAQ ECLIPSES THE KOSPI AS BANK WOES DRAG ON
  KOSDAQ market cap expands 1,000% in 1999

  Old economy shares more vulnerable to monetary error

  Systemic risk indicators continue to improve

Against a backdrop of full-fledged economic boom and declining systemic risk, the KOSPI index is down 11.3% in U.S. dollar terms since January 1. Meanwhile, the new, tech-heavy KOSDAQ Composite index is ahead 6.3% and the KOSDAQ Venture index is up 24.9%. Clearly, Korean equities are bifurcating along a new economy/old economy fault line similar to that which exists in Japanese and U.S. equity markets -- and for many of the same reasons.

  The Asia Crisis dealt a serious blow to the traditional financing mechanism for Korean enterprise, i.e., the “old boy” network existing between chaebol, banks and government. The banking system remains burdened by a 20% bad-loan ratio, and the lumbering chaebol find themselves not as well suited than smaller, more nimble firms for competition in the most advanced areas of technology. The following piece of data is enlightening on this point: equity finance, in the form of new share issues, rose 530% YoY by dollar volume in January, while bond issues declined 72%.

  The KOSPI index is home to virtually all Korea’s debt-laden "old" economy stocks. In the wake of U.S. Federal Reserve Chairman Alan Greenspan’s de facto establishment of a bias against basic industry, investors find themselves forced to discount the reality that all debt-financed firms will remain vulnerable to monetary errors by both the Korean financial authorities and the U.S. Fed. On this point, we note that policymakers in Seoul continue to show the willingness to raise short-term interest rates to either a) ward off growth-led inflation or b) dissuade firms from increasing short-term debt exposure. While we expect the central bank to be very cautious in raising rates, due to the banking system’s obvious need to recapitalize, investors must discount a perennial threat of rate hikes as long as the economy remains in firm expansion. By contrast, the KOSDAQ’s equity-financed, new-economy issues are better insulated from such errors.

  Korea’s banking system is showing only modest improvement despite strong economic growth. As the chart below demonstrates, financial shares trade at just one-third their pre-crisis level. The banks’ condition today would be much worse without extensive, costly government support. Some US$57 billion has been spent on restructuring the financial sector since 1997 and dozens of large and small financial institutions have been shuttered. 

  Importantly, we are not predicting a meltdown -- nor even further equity declines -- for the financial and brick-and-mortar sectors. Most key indicators suggest declining macroeconomic risk levels. 

· Foreign reserves have risen to just under US$80 billion from nearly nothing when the IMF was called into Korea in December 1997. 

· The record of currency stability is lengthening. The won has found a comfortable range in the 1,100/US$ to 1,150/US$ area. 

· The three-year benchmark corporate bond yield, although up 300bps YoY, has declined about 70bps since January 1.

  The KOSDAQ’s growth has been explosive. Market capitalization rose 10-fold in 1999, to about one-quarter the size of the KOSPI, with about two dozen new listings each month. The market represents a growing opportunity for entrepreneurs and true innovators -- who have long been relatively few and grossly underfunded in Korea -- to raise funds at a cost that is not kept artificially high by the backward-looking policies of officials and bankers. 

  The KOSDAQ should not be confused with the NASDAQ, particularly in the area of regulation. Listing and disclosure rules are less rigorous than on the KOSPI, and many firms have managed to avoid revealing their full financial condition. Roughly 25% of the 400-odd listed KOSDAQ firms are under exchange supervision or on a warning list, for reasons ranging from financial difficulties and irregularities to illiquidity. The KOSDAQ leads the world in the percentage of day trading, with annualized volatility of 60% -- twice the rate of NASDAQ. Anecdotal evidence, too, is that Korean venture capitalists do not always weed out losers as efficiently as do their U.S. counterparts before the IPO. The government’s discomfort with this new breed of capitalism is underscored by recent proposals to tax all profits on the exercise of options for KOSDAQ stocks, ending the current exemption of Won 30 million a year. 
Questions? Comments? Let us know. 
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