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The Bank of Korea sets and implements its monetary and credit policies
in order to contribute to the sound development of the national econ-
omy by pursuing price stability, and in the process pays attention to

financial stability as well.

The Bank of Korea Act stipulates that the Bank of Korea, to fulfill its
accountability corresponding to these mandates, should compile at least
twice each year a report on the implementation of its monetary and

credit policies.

In line with this the Bank of Korea prepares the Monetary Policy Re-
port, containing the details of and backgrounds to its monetary policy
decisions, the future monetary policy directions, etc., four times per

year, and submits it to the National Assembly.

This March 2020 Monetary Policy Report has been drawn up to cover
the time period from after the Monetary Policy Board meeting for mon-
etary policy decision-making in November 2019 through the date of the
Monetary Policy Board meeting for monetary policy decision-making in
February 2020.

We sincerely hope that this Monetary Policy Report will be of help in
ensuring that the public well understands the Bank of Korea’s monetary
policy operations, and forms rational expectations concerning the future

policy directions.

<Bank of Korea Act>

Article 96 (Reporting to National Assembly)

(1) The Bank of Korea shall prepare an assessment report on progress in
implementing monetary and credit policies and macro-financial stability
conditions at least twice every year and submit it to the National Assem-
bly.

(2) The Governor shall attend a meeting and answer questions, when the
National Assembly or any of its committees requests him/her to attend
the meeting in connection with the report submitted pursuant to para-
graph (1).
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General Principles of Monetary Policy Operation

The Bank of Korea Act stipulates the goal of monetary policy as follows: “The Bank shall con-
tribute to the sound development of the national economy through ensuring price stability, while
giving due consideration to financial stability in carrying out its monetary policy.” In order to en-
hance transparency, predictability and effectiveness of monetary policy, the Bank will carry out its

task by setting specific targets and objectives in accordance with this goal.

O (Inflation targeting) The Bank of Korea maintains a flexible inflation targeting system to effectively
achieve price stability, which is the primary objective of monetary policy. The inflation target is currently

set at 2.0% in terms of consumer price inflation (year-on-year).

0 (Medium-term horizon) The inflation target is meant to be achieved over a medium-term horizon,
since consumer price inflation is affected not only by monetary policy but also by various other
factors at home and abroad, which entail transitory and irregular impacts and the lag in monetary

policy transmission.

o (Forward-looking operation) The Bank conducts its monetary policy in a forward-looking manner,
while considering symmetrically the risks of inflation remaining persistently above or below the
target.

- The path of convergence of inflation toward the target is assessed on overall inflation and growth

outlooks as well as their uncertainties and risks, and on financial stability conditions.

o (Flexible operation) The Bank conducts its monetary policy to support real economic growth to

the extent that this does not hinder attaining the inflation target over the medium-term.

O (Consideration of financial stability) In ensuring price stability over the medium-term, the Bank pays

careful attention to the impact of monetary policy on financial stability.

o (Relationship with inflation targeting) As persistent financial imbalance could undermine
macroeconomic stability, paying due attention to financial stability in conducting monetary policy is

consistent with the rationale behind flexible inflation targeting.

o (Examination of financial stability) The Bank examines, assesses and announces financial
stability conditions on a regular basis, to prevent excessive buildup of financial imbalances that may

be brought about by monetary policy implementation.

o (Harmonization with macroprudential policy) Since there are limits to maintaining financial
stability solely by monetary policy that indiscretely affects the whole economy, monetary policy
needs to be complemented by macroprudential policies to prevent accumulation of financial

imbalance.
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Executive Summary

[Monetary Policy Operating Conditions]

1) A look at economic and financial conditions
in Korea and abroad between November 2019
and February 2020 finds the following. The pace
of global economic growth continued to slow. In
the United States, economic activity has been
rising at a moderate rate led by consumption,
while the euro area saw continued low growth
owing to sluggish investment. Growth in Japan
remained slow due to weak consumption. In
China, economic activity appears to have con-
tracted greatly entering this year, affected by
COVID-19.

Economic growth in major economies”

2019
2017 2018
Year Q1 Q2 Q3 Q4
us 24 29 23 31 20 21 21

Euroarea 25 19 12 18 06 11 02
Japan 22 03 07 22 23 01 -1
China 69 67 61 64 62 6.0 6.0

Note: 1) The quarterly rates of growth are annualized quarter-on-quar-
ter rates for the US, Japan and the euro area, and year-on-
year rates for China.

Sources: Individual countries’ published statistics.

The international financial markets stabilized
after the signing of the Phase One trade deal
between the US and China, but have seen a
significant increase in volatility since late Jan-
uary, owing to concerns about the spread of
COVID-19. Interest rates and stock prices in
major countries fell by a large margin, while the
US dollar mostly strengthened against major
currencies and then depreciated due to the US
Federal Reserve’s policy rate cut in response to
the spread of COVID-19.

Share price indices of advanced and emerging
markets

~— MSCI Advanced Markets Index
— MSCI Emerging Markets Index

(Jan. 1,2017 = 100) (Jan. 1, 2017 = 100)
150 i 1150
140 5 M 140
130 130
120 - d 120
1o b ! { 110
ol
171 7 18.1 7 191 7 201

Source: Bloomberg.

(2] In the Korean economy, consumption con-
tinued to increase at a moderate pace and the
sluggishness in facilities investment eased at the
end of last year, while exports appeared to be
improving somewhat during January. However,
since February, economic growth has weak-
ened due to the spread of COVID-19, led by a
contraction in consumption and a slowdown
in exports. Meanwhile, employment conditions
showed sustained improvement in January, with
the pace of increase in the number of persons

employed having risen.
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Real GDP growth" Inflation"?
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Note: 1) Quarter-on-quarter.
Source: Bank of Korea.

([8) Consumer price inflation rose to the mid-1%
level in January, despite weak demand-side
inflationary pressures and sustained downward
pressures from government policy, as the base
effects in agricultural, livestock & fisheries prod-
uct prices dissipated and supply-side downward
pressures eased. Core inflation excluding food
and energy product prices was at the upper-0%
level. The inflation rate expected by the general
public fluctuated in the upper-1% range.

Housing sales prices decelerated in Seoul owing
to housing market stabilization measures but in-
creased at a high rate in the surrounding areas.
The rest of the country showed a continued rise
in housing sales prices led by certain metro-
politan cities outside Seoul. Leasehold deposit
prices have continued to rise since the fourth
quarter of 2019, driven by a decline in the supply
of new apartments and a pickup in leasehold
demand from those waiting for new apartment
subscriptions.

El . . .
16.1 7 171 7 18.1 7 19.1 7 201

Notes: 1) The bold line indicates the inflation target.

2) Year-on-year.

3) Expectations for the CPI inflation rate one year in the future.
Sources: Bank of Korea, Statistics Korea.

[4) In the domestic financial markets, long-term
market rates and stock prices rose on the back
of growing expectations of an improvement in
the domestic economy, but then shifted to a de-
cline in late January, influenced by the spread of
COQVID-19. The Korean won/US dollar exchange
rate fell and then rose significantly.

Korean Treasury bond yield and exchange rate
(KRW per USD)

— Treasury bond (3-year) yields (left)
~—— KRW per USD (right)

(%) (won)
30 1 - 1,300
1,200
25
< 1,100
20 -
1,000
15 ¢
900
1.0 . . . 800
171 7 18.1 7 19.1 7 20.1

Sources: Bank of Korea, KOFIA.



(5) Household lending increased, driven mainly
by housing purchases and demand for lease-
hold deposits. Corporate lending sustained its
growth, led by loans to small and medium-sized
enterprises thanks to banks’ aggressive lending
efforts.

Changes in household loans"?

Bl Banks m Non-bank financial institutions
(trillion won) (trillion won)
16 116
14 114
12 112
10 - 110
8 18
6 16
4+ -4
NI g
o L
-2 4-2
4l I . TR R T -4
171 7 181 7 19.1 7 20.1

Notes: 1) Month-on-month.
2) Including mortgage transfers.
Source: Bank of Korea.

[Conduct of Monetary Policy]

(6] The Bank of Korea maintained its accommo-
dative policy stance to ensure that the recovery
of growth continues and consumer price infla-
tion can be stabilized at the target level (2.0%)
over a medium-term horizon, while conducting
its monetary policy with attention to financial
stability as well. In this process it closely exam-
ined domestic and overseas risk factors such as
global trade disputes, the spread and domestic
economic implications of COVID-19, household
debt growth and geopolitical risks. Under this
policy stance, the Bank maintained the Base
Rate at 1.25% per annum between November
2019 and February 2020.

Bank of Korea Base Rate"

(%) (%)

35 L35
(Jul. 12, 2012)
(0ct. 11)
3.0 130
(May 9, 2013)
(Aug. 14, 2014)
25 1os
(Oct. 15)
(Mar. 12, 2015)

20 1 {20

(Jun. 11) (Nov. 30, 2018)

(Nov. 30, 2017)
15| 115
(Jul. 18, 2019)

(Jun. 9, 2016) (Oct. 16)

1.0 w \ ‘ ‘ ‘ ‘ ‘ J 1o

Note: 1) Figures in parentheses refer to the dates of Base Rate adjust-
ments.
Source: Bank of Korea.

A detailed look at the Base Rate decisions by
sector, and the backgrounds behind them, fol-
lows:

In the January meeting, the Board decided
to leave the Base Rate unchanged at 1.25%
considering that it was necessary to monitor

future economic developments amid somewhat
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subdued uncertainties surrounding external
conditions due to the progress in the US-China
trade negotiations, while paying attention to
financial stability risks. In spite of the sustained
adjustment in construction investment and the
decline in exports, the sluggishness of the do-
mestic economy appeared to have had some-
what eased as facilities investment rose slightly
and consumption growth expanded. The Board,
therefore, judged that the domestic economy
was forecast to grow largely in line with the
growth path projected in November. Consumer
price inflation had risen to the upper-0% level
during December as the pace of decline in ag-
ricultural, livestock & fisheries product prices
decelerated and petroleum product prices rose,
and was forecast to rise to the 1% range. It
seemed necessary to stay alert to the changes
in risks from the financial stability perspective,
given that the amount of increase in household
lending had expanded and housing prices in
Seoul and its surrounding areas had been rising

rapidly.

In the February meeting, the Board kept the
Base Rate at 1.25% against the following back-
ground. The unexpected outbreak and spread
of COVID-19 at the end of January had weak-
ened the domestic economy. Although the
sluggishness in facilities investment had eased,
the adjustment in construction investment had
continued and consumption had contracted
owing to growing anxiety, while exports and
production activity had been partly disrupted.
The growth outlook of the domestic economy
for this year, therefore, was adjusted downward
from 2.3% to 2.1%, under the assumption that
the spread of COVID-19 would peak in March
and then start to be contained. However, it was
judged that the future growth path was highly
uncertain and would depend on future devel-

opments in the COVID-19 outbreak. Meanwhile,
consumer price inflation had risen to 1.5% in
January, due largely to an upturn in the prices
of agricultural, livestock and fisheries products
and the larger increase in petroleum product
prices. Looking ahead, it was forecast that con-
sumer price inflation would run at the lower-1%
level and then fall slightly to record around 1%
during this year. In the present situation in which
macroeconomic conditions were changing dras-
tically within a short time, it was true that uncer-
tainties surrounding the growth path were high.
However, it was judged to be necessary to more
closely examine whether COVID-19 would peak
in March and then start to ease, or whether it
would be prolonged. It was judged that micro-
economic policy measures which allow selective
support of vulnerable sectors heavily impacted
by the spread of COVID-19 were more exigent
and effective than policy rate adjustments, since
shrinking domestic demand and production
activities were mainly attributable to the spread
of anxiety stemming from viral contagion risk,
rather than to economic factors. It was also
taken into consideration that attention should
be paid to financial stability as well, particularly
since household lending growth was still high
and it was necessary to keep a closer watch on
whether housing prices would be stabilized after
the adoption of the government’s measures for
the real estate market.

On March 9, the Bank of Korea increased the
ceilings of programs under the Bank Intermedi-
ated Lending Support Facility by a total of 5 tril-
lion won, from 25 trillion won to 30 trillion won, to
strengthen financial support for small and medi-
um-sized enterprises (SMEs) experiencing fund-
ing bottlenecks due to the spread of COVID-19.
Specifically, the Bank raised the reserve by 5

trillion won in order to support service-related



SMEs in the tourism, food & beverage, and
distribution industries, as well as manufacturing
SMEs having difficulties in procuring commod-
ities and parts & components from China and
those facing difficulties in exporting to China.
Furthermore, the Bank increased the ceiling of
the Support Program for New Growth Engine
Development and Job Creation by 1 trillion won
to support economic recovery, using excess
funds from the Program for Stabilization of SME
Lending.

Programs under the Bank Intermediated Lending
Support Facility

(trillion won, %)

Ceiling
————Interest
LVEN Before After -
adjustment  adjustment”

Support. Prog_ram for 25 95 050
Trade Financing
Support Program for New
Growth Engine Develop- 10.0 1.0 0.50
ment and Job Creation?
Program for Stabilization
of SME Lending” 65 53 050-075
Support Program for 59 59 075
Regional Enterprises
Reserve 0.1 51 0.75
Total 25.0 30.0

Notes: 1) As of March 9, 2020.
2) The Support Program for High-tech and Other Start-up
SMEs was expanded and reorganized as the Support Pro-
gram for New Growth Engine Development and Job Cre-
ation (September 2017).
3) Includes the support that had been formerly provided under
the Support Program for Facilities Investment.
Source: Bank of Korea.

[9) The Bank of Korea continued its efforts for
financial and foreign exchange market stability
in response to changes in conditions at home
and abroad. The Bank held a "Financial and
Economic Conditions Review Meeting, to ex-
amine financial and FX market movements at
home and abroad, in line with escalating military
tensions between the US and Iran. In addition,

the Bank set up and ran a "COVID-19 Response
Task Force, from January 28 to monitor devel-
opments related to COVID-19 and international
financial market developments around the clock,
and to closely examine their possible impacts on
the domestic financial sector and economy. The
Bank also managed market liquidity sufficiently
by implementing open market operations in a
flexible manner. In March, as volatility increased
sharply in the domestic and foreign financial
and FX markets due to the acceleration of the
global spread of COVID-19, the sudden policy
rate cut by the US Federal Reserve, and the col-
lapse of international oil prices, the Bank held a
"Monetary and Financial Response Task Force
Meeting, and announced that it would monitor
market conditions and use all possible policy
measures to seek financial stability as neces-
sary.

The Bank continued its efforts for the preemp-
tive identification of potential risks within the
financial system as well. During its December
"Financial Stability Meeting,, the Bank examined
sector-by-sector vulnerabilities in household and
corporate credit markets, asset markets, and
financial institutions, and financial system resil-

ience against tail risks.
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[Future Monetary Policy Directions]

Looking at the economic outlook," it is fore-
cast that GDP will grow by 2.1% this year and
2.4% next year under a scenario in which the
spread of COVID-19 starts to ease after peaking
in March. After a temporary slowdown due to
the negative impacts from COVID-19, the do-
mestic economy is expected to recover gradu-
ally from the second quarter if the spread of the
virus starts to be contained in March, as private
consumption and exports rebound amid contin-
ued fiscal expansion and a recovery in facilities
investment. However, there is a notably high
level of uncertainty surrounding the growth path,
particularly as to how the COVID-19 situation
develops.

Economic growth outlook"?
(%)

2019° 2020° 2021°
Hl  H2 Year H1 H2 Year Year
GDP 19 22 20 20 22 21 24

Private consumption 20 19 19 11 26 19 24
Facilities investment ~ -12.3 -26 -7.7 48 47 47 53

Intellectual property
products investment

Construction investment -51 -1.2 -31 -24 -20 -2.2 -0.9
Goods exports 08 16 05 14 23 19 25
Goods imports 32 16 -08 08 34 21 31

28 25 27 32 34 33 33

Notes: 1) Figures are the forecast as of February 2020.
2) Year-on-year.
3) Reflects fourth quarter preliminary figures (released on
March 3).
Source: Bank of Korea.

Consumer prices are forecast to increase by
1.0% in 2020, higher than in 2019. Demand-side
inflationary pressures remain weak and the gov-

ernment will maintain its social-welfare policy

stance in 2020. On the other hand, supply-side
inflationary downward pressures on prices are
expected to ease. While agricultural and live-
stock prices increase from those of last year,
which fell well below the average for past years,
petroleum product prices also seem likely to
show higher growth, due for instance to the
expiration of a fuel tax cut. The rate of price
inflation is expected to pick up to record 1.3%
next year, owing to improved economic condi-
tions and the reduced effects of social-welfare
policies. Core inflation excluding food and en-
ergy prices is forecast to record 0.7% this year,
and 1.1% next year. The upside and downside
risks to the future inflation path are mixed. Some
of the main upside risks are rising internation-
al commodity prices in line with the easing of
COVID-19, and possible additional hikes in some
public service charges. The downside risks,
meanwhile, include stronger social-welfare pol-
icies regarding communication and healthcare,
and a delayed improvement in domestic de-
mand following the spread of COVID-19.

Inflation outlook"?
(%)
2019 2020° 2021°
H1  H2 Year H1 H2 Year Year

CPl inflation 06 02 04 10 09 10 13
CPlexcuding o0 07 07 07 08 07 11
food & energy

Core -

inflation CPI excluding
agricultural 10 08 09 08 09 08 12
products & oils

Notes: 1) Year-on-year.
2) Figures are the forecast as of February 2020.
Source: Bank of Korea.

11 In the future as well, the Bank of Korea will

conduct its monetary policy so as to ensure that

1) Based on the Bank of Korea’s "Economic Outlook Report, published on February 27, 2020



the recovery of economic growth continues and
consumer price inflation can be stabilized at the
target level (2.0%) over a medium-term horizon,

while paying attention to financial stability.

As it is expected that domestic economic
growth will be moderate and it is forecast that
demand-side inflationary pressures will remain
at a low level, the Bank will maintain its accom-
modative monetary policy stance. In this pro-
cess it will judge whether to adjust the degree
of monetary policy accommodation, while thor-
oughly assessing the severity of the COVID-19
outbreak and its impact on the domestic and
global economies, the monetary policy respons-
es of major countries, and changes in financial
stability conditions such as the trend of increase
in household debt. It will also closely monitor the
development of global trade disputes and geo-
political risks.

Arewwing aAlnoaxy
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1. Global Economy COVID-19. Growth in the ASEAN-5 coun-
tries slowed, affected by sluggish exports.
However, growth in India, which slumped
Global economic growth continues to last year, has recovered,¥ supported by active

slow stimulus measures this year.

The pace of global economic growth contin-
. Table I-1. Economic growth in major economies"?
ued to slow. From late last year to early this

(%)

year, there were signs of improvement in some

business indicators, but growth appears to 2017 2018

have slowed again recently, centered in China, World 38 36 29 - - - -

due to the COVID-19 outbreak.” In the United Advanced economies 25 22 17 - - - -

States, economic activity rose moderately at us 24 29 23 31 20 21 21

the level of its potential growth rate,? as con- Euro area 25 19 12 18 06 11 02

sumption increased modestly and growth in Japan 22 03 07 22 23 01 -71

government expenditure expanded.? In the Emerging market and 48 45 37 - - - .

. developing economies ' ' '

euro area, however, growth remained slow )

due to sl oh | . 9 In] GDP China 69 67 61 64 62 60 60
ue to sluggish investment.? In Japan, ,

1O SBEISH 1Y P India 70 61 - 57 56 51 47
declined sharply in the fourth quarter of last ASEAN-5 53 52 48 48 48 49 46
year compared to the quarter before, owing to Brazil 13 13 11 06 11 12 17
weak consumption in line with a consumption Russia 18 25 13 05 09 17

tax hlke’ and to pI'OdLlCthl"l SetbaCkS resultlng Notes: 1) Based on IMF statistics, except in the cases of individual

from typhOOHS.S) Growth has remained weak countries, the euro area and ASEAN-5 which are based on

their own published statistics.

. . 6) .
as well entermg this year. In Chlna’ the trend 2) The rates of growth are annualized quarter-on-quarter rates

of growth in the fourth quarter was at the lev- for advanced economies, and year-on-year rates for the

others.

el Of the preVIOUS quarter’ bUt productlon and 3) The annual growth rates are based on the fiscal year (April

consumption seem to have contracted” greatly of the current year to March of the next year).

4) Indonesia, Thailand, Malaysia, the Philippines, and Vietnam.

n ]anuary and February Wlth the Spread Of Sources: IMF, Individual countries’ published statistics.

1) The OECD composite leading indicator shifted to an upward trend, and the global manufacturing PMI exceeded the
benchmark (50) for three consecutive months from November 2019 to January 2020 thanks to a recovery in new
orders. However, the global manufacturing PMI declined to 47.2 in February, the lowest level since May 2009.

2) The US ISM manufacturing index declined in February compared to the previous month (50.9 in Jan. — 50.1 in Feb.)
due to concerns about disruptions in global supply chains in line with the spread of COVID-19, but it still remained
above the benchmark (50).

3) Government expenditure rose 2.6% (annualized quarter-on-quarter) in the fourth quarter of 2019, higher than the 1.7%
growth recorded in the third quarter.

4) However, the manufacturing PMI in the euro area rose to 49.1 in February from 47.9 in January, as sentiment indica-
tors in the manufacturing sector improved.

5) In the fourth quarter of 2019, real household consumption expenditure (households with two persons or more) and
mining and manufacturing production decreased by 5.8% and 4.1% quarter-on-quarter, respectively.

6) The manufacturing PMI recorded 48.8 in January and 47.8 in February this year.

7) In February the manufacturing PMI recorded 35.7, a decline of 14.3 from the previous month (50) and the lowest lev-
el since the statistics were first compiled in 2005 (based on National Bureau of Statistics of China).

8) The manufacturing PMI remained at high levels, recording 55.3 in January and 54.5 in February this year.

w
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International oil prices decline

International oil prices were on an upward
trend as major oil producing countries agreed
on an additional cut in their production late
last year.” They then rose to the upper-60 dol-
lar range early this year, driven by the height-
ening of geopolitical tensions in the Middle
East with the military conflict between Iran
and the US. However, oil prices have declined
since late January owing to concerns about the
global economic slowdown with the outbreak
of COVID-19.

Figure I-1. International oil prices

= Brent crude — Dubai crude

(USD/barrel)
90

(USD/barrel)

80

70
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40
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20 ‘ ‘ 3 : 20
171 7 18.1 7 19.1 7 201

Source: Bloomberg.

International financial market volatility
increases

International financial markets remained
generally stable, but volatility has expanded
greatly, affected by the spread of COVID-19

since late January.

Government bond yields in major countries
rose as concerns about the US-China trade
dispute eased,'” but then declined substan-
tially owing to concerns about the global
economic slowdown with the outbreak of
COVID-19 and continued accommodative

monetary policy in major economies.

Figure I-2. Long-term market interest rates” in
major economies

— US —— Japan — Germany

(%) (%)
4 - 14

e,
M Mpan,

171 7 181 7 191 7 20.1

Note: 1) Treasury bond (10-year) yields.
Source: Bloomberg.

Stock prices fluctuated considerably and de-
clined greatly in both advanced and emerging

market economies.

9) On December 6, 2019, OPEC+ (10 OPEC countries and 10 non-OPEC countries) agreed to expand the size of oil
production cuts in the first quarter of this year by an average of 0.5 million barrels per day (1.2 million barrels/day - 1.7

million barrels/day).

10) The US announced the Phase One trade agreement between the US and China (Dec. 13, 2019), and the two coun-

tries formally signed the agreement on January 15, 2020.



Figure I-3. Share price indices of advanced and
emerging markets

— MSCI Advanced Markets Index
= MSCI Emerging Markets Index

(Jan. 1, 2017 = 100) (Jan. 1,2017 = 100)
150 | ;7 150

140 140
130 130

120 120

110 110

N A SR DU . 5
171 7 18.1 7 19.1 7 20.1

Source: Bloomberg.

The US dollar fluctuated against major cur-
rencies, affected by economic indicators in
major economies, political uncertainty and
accommodative monetary policy. It strength-
ened against the euro entering January due to
uncertainties related to negotiations on future
relations between the UK and the EU, and to
sluggish economic indicators in the euro area.
It then depreciated against the euro, influ-
enced by the US Federal Reserve’s policy rate
cut in response to the COVID-19 outbreak.

Figure I-4. Major exchange rates”

~— USD per EUR (left, inverted) = JPY per USD (right)
(dollar) (ven)
1.00 7 120
1.05
115
1.10
115 110
1.20
105
1.25
1A30\\\\\\\\\\\i\\\\\\\\\\\i\\\\\\\\\\\i\\100
1741 7 18.1 7 191 7 20.1

Note: 1) Based on the New York market rate at 16:30.
Source: Reuters.
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2. Real Economy

Domestic economic growth weakens

As consumption increased modestly and the
sluggishness of facilities investment eased
somewhat late last year, the real GDP growth
rate in Korea was 1.3% quarter-on-quarter
(2.3% year-on-year) in the fourth quarter
of last year. However, with the spread of
COVID-19 since late January this year, the
trend of growth is judged to have weakened
with shrinking consumption and slowing ex-

ports.

In the fourth quarter of last year, private
consumption continued its modest growth,
increasing 0.9% quarter-on-quarter, as con-
sumption of durable goods such as auto-
mobiles increased greatly, despite sluggish
consumption of semi-durable goods such as
clothing and a slight increase in services con-
sumption. However, it then shrank greatly,
led by retail sales and services consumption,
affected by the COVID-19 outbreak since
late January of this year. Government con-
sumption showed a high rate of growth in
the fourth quarter of last year, increasing
2.5% quarter-on-quarter, as health insur-
ance payouts rose'? following an additional
expansion of health insurance coverage and
government expenditures related to person-
nel and material expenses increased.'” The
sluggishness in facilities investment eased

somewhat in the fourth quarter of last year.

It continued to decline in year-on-year terms,
but increased for three consecutive quarters
in quarter-on-quarter terms. Investment in
transportation equipment declined, led by
other related equipment, while machinery
investment rose owing to expanded intro-
duction of semiconductor manufacturing
equipment. Construction investment rose
7.0% quarter-on-quarter in the fourth quarter
of last year, as civil engineering and non-res-
idential building construction increased with
the expansion of the government’s budget
implementation. However, an continued ad-
justment in construction investment has been
seen this year with residential building con-

struction remaining weak.

Table 1-2. Major economic growth indicators”
(%)

2018 2019
Year Q4 Year Q1 02 Q3 Q4
0.9 -04 10 04 13
Real GDP 3221 hg 20 g 0o o) 23)
(Private 0.8 01 07 02 09
consumption) 28 28 24) 19 (19 2.0 (1.8) (19
(Government 2.8 04 22 14 25
consumption) 2 %8 71 8% 55 (70) 69 66)
(Facilities oy 32 4o <91 32 06 33
investment) 165 -24 (-5.3) & (174) (7.0) (-26) (:2.5)
(Construction ) 18 ., 08 14 60 70
investment) 73 43 (-5.7) 3 (-7.2) (-3.5) (-3.7) (1.1)
2.4 35 07 53 141
(Goods exports) 4.4 3.3 63 0.5 (09) (07) (01) (34
) 2.2 42 26 14 17
(Goods imports) 8.8 1.6 ) -0.8 (57) (07) (19) (13)

Note: 1) Quarter-on-quarter; Figures in parentheses are non-season-
ally adjusted year-on-year rates.
Source: Bank of Korea.

11) Health insurance payouts rose 2.3% quarter-on-quarter in the fourth quarter of last year, a faster rate of growth

than in the third quarter (0.6%). The year-on-year growth rate rose to 10.7% in the fourth quarter from 3.3% in the

third quarter.

12) From October to November last year, the central government’s personnel and material expenses rose by 3.5%

year-on-year.



Improvement in employment continues

Employment conditions have recently con-
tinued to show improvement. In the fourth
quarter of last year, the number of persons
employed rose by 422,000 year-on-year, up
from that in the previous quarter (+366,000).
By industry, the trend of employment growth
continued in some services sectors, including
health & welfare, food & accommodation,
and art, sport & leisure, while the extent of
employment decline in the manufacturing
industry lessened. The number of persons
employed in January this year rose by 568,000
year-on-year, up from that in the previous
month (+516,000). The seasonally adjusted
unemployment rate rose to 3.6% in the fourth
quarter of last year, slightly higher than that
of the previous quarter (3.5%), and climbed to

4.0% in January.

Table I-3. Major employment-related indicators
(ten thousand persons, %)
2018 2019 2020

Year Q4 Year Q3 Q4 Jan.

Economically active

population (Rate of change)" 05 05 10 09 13 18

Number of erployed 97 88 301 366 422 568
persons (Changes)”

Laborforce 631 632 633 632 635 641
participation rate?

Employment-0-population 67 607 609 609 612 616
ratio?

Unemployment rate? 38 39 38 35 36 40

Notes: 1) Year-on-year.
2) Seasonally adjusted.
Source: Statistics Korea.

Current account surplus narrows

The current account surplus narrowed slightly
year-on-year in the fourth quarter of last year.
This was mainly because the goods account
surplus narrowed due to declines in the unit
prices of semiconductors and petroleum prod-
ucts. The services account recorded a similar
level of deficit year-on-year, as the deficits
in the transport and other business services
accounts widened while that in the travel ac-
count shrank. Meanwhile, the primary income
account surplus increased thanks to improve-

ment in the investment income account.

Exports (customs clearance basis, year-on-
year) continued their trend of decline in the
fourth quarter of last year, as exports of semi-
conductors and petroleum products were slug-
gish amid falling unit prices and as exports of
ships declined. In January exports improved
somewhat, rising on a daily average basis
thanks to an easing of uncertainties resulting
from the Phase One trade deal between the
US and China. However, exports slowed again

in February, led by exports to China."¥

The decline in imports (customs clearance
basis, year-on-year) accelerated. Raw material
imports including crude oil and petroleum
products declined as international oil prices
fell. Capital goods imports also dropped, led
mainly by semiconductor equipment. Growth
of consumer goods imports slowed as imports
of non-durable consumer goods shifted to a

decline. Entering this year, imports showed

13) In January, the growth rate of exports (customs clearance basis) was -6.3%, and 4.6% on a daily average basis. In

February, it was 4.5% and -11.7%, respectively.

14) In February, the growth rate of exports to China (customs clearance basis) was -6.6%, and -21.1% on a daily aver-

age basis.

~
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some improvement in January, before slowing

again in February."”

Table I-4. Current account

(billion dollars, %)
2018 2019
Year Q4 Year Q1 Q2 Q3 04
Current account 775 195 60.0 122 104 192 181

Goods 1101 247 769 195 174 195 204
Exports" 604.9 154.5 542.2 132.7 138.5 134.7 136.4
(Rate of change?) 54 77 -104 -85 -87 -123 -11.8
Imports” 535.2 139.3 503.3 123.8 128.8 125.0 125.8
(Rate of change?)  11.9 129 -6.0 -65 -33 -41 -97
Services 294 -61 -230 72 -44 -54 -61
Credit 103.7 277 1076 25.7 277 270 273
Debit 133.0 338 1307 329 320 323 334

Primary income 49 26 122 15 -08 60 55
Secondary income  -82 -1.7 -61 -1.7 -1.8 -1.0 -17

Notes: 1) Customs-clearance basis.
2) Year-on-year.
Sources: Bank of Korea, Korea Customs Service.

15) In January, the growth rate of imports (customs clearance basis) was -5.4%, and 5.6% on a daily average basis. In
February, it was 1.4% and -14.4%, respectively.



3. Prices

Consumer price inflation rebounds to
1% level

Consumer price growth rose gradually from
October last year and recorded the mid-1%
level in January this year. This was a result of
easing downward pressures from supply-side
factors such as the base effect of agricultural,
livestock & fishery product prices and the
hike in international oil prices, amid weak
demand-pull inflationary pressures and con-

tinued downward pressures from government

policy.

Figure I-5. CPI inflation

Bl Month-on-month — Year-on-year

(%) (%)

5r 15
4 14
Inflation target
31 2.0% 13
9 A
Y

1t

AT

0 ||I|. III._.

T N N I VAN VAN AN A AN B A |

16.1 7 171 7 18.1 7 1941 7 20.1

Sources: Bank of Korea, Statistics Korea.

With regard to the overseas factors affecting
prices, the decline in crude oil import prices
decelerated'® from October last year, reflect-
ing changes in international oil prices,'” and
this contributed to a rise in consumer price
inflation. Prices of non-energy imports, which
affect domestic industrial product prices indi-
rectly, grew at a slightly slower pace'®, led by a
slower rise in the Korean won/dollar exchange

rate.!”)

Figure I-6. Import prices (Korean-won basis)"

= Crude oil (left) = = Non-energy (right)

(%) (%)
80 18

60 -

40

20

=20 F

40 |

-60 . . . . -6
16.01 Q3 17.01 Q3 18.01 Q3 19.01 Q3

Note: 1) Year-on-year.
Source: Bank of Korea.

As for domestic factors influencing prices,
inflationary pressures remained low on the
demand side, with the percentage GDP gap
remaining negative. On the cost side, the
all-industry rate of wage growth declined
compared to 2018, while the rates of wage in-

crease in personal services industries such as

16) The extent of decrease in prices of crude oil imports (Korean won basis, year-on-year) narrowed from -12.3% in the

third quarter of last year to -4.0% in the fourth quarter.

17) The decline in international oil prices (Dubai crude oil basis, year-on-year) slowed from -17.4% in the third quarter of

last year to -8.9% in the fourth quarter.

18) The rate of increase in non-energy product import prices (Korean won basis, year-on-year) decelerated from 3.2%

in the second quarter of last year to 2.0% in the third quarter and to 1.1% in the fourth quarter.

19) The extent of increase in the Korean won/US dollar exchange rate (year-on-year) narrowed from 6.5% in the third

quarter of last year to 4.2% in the fourth quarter.

©
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-0.5

accommodation and food services remained

higher than their normal year averages.

Figure I-7. Gaps of major economic indicators

Bl Percentage GDP gap" — Unemployment rate gap?

(%, %p) (%, %p)
10 11

0.5 0.5

-0.5

Notes: 1) (Real GDP-potential GDP)/potential GDP, biannual basis
2) Unemployment rate (seasonally adjusted) - Non-acceler-
ating inflation rate of unemployment (NAIRU, estimated by
Bank of Korea).
Sources: Bank of Korea, Statistics Korea.

Figure 1-8. Rate of wage increase (per employee)"?

—— Total wage increase across industries
—— Total wage increase in personal service industries®
(%) (%)
9r 19

Notes: 1) Based on the firms with one or more permanent employees.
2) Year-on-year.
3) Simple average of the wage increase in the industries relat-
ed to personal services such as the accommodation and
food service industries.

Source: Ministry of Employment and Labor.

Alook at other factors affecting inflation finds
that the prices of agricultural, livestock &
tishery products contributed to a rise in con-
sumer price inflation while the government’s
strengthening of social-welfare policies re-
lated to education worked as a factor pushing
inflation down in the fourth quarter of last
year. The pace of decline in the prices of agri-
cultural, livestock & fishery products slowed
as the price of vegetables skyrocketed®” due
to typhoons and as the base effect from the
price surge®” during the third quarter of 2018
dissipated gradually. The government poli-
cies to expand free high school education and

free high school lunches* worked as a factor

20) In the fourth quarter of last year, the price of vegetables increased by 7.5% quarter-on quarter, far higher than the

normal year average (-5.7% between 2009 and 2018).

21) During the third quarter of 2018, the prices of agricultural, livestock & fishery products increased by 6.5% quar-

ter-on-quarter, much faster than the normal year average (2.5% between 2009 and 2018).

22) Free high school education was introduced for students in the third year of high school from September last year,

and free high school lunch was expanded to other areas (Gyeonggi province).



pushing inflation down, while housing rental
fees continued to decline year-on-year, affect-
ed by drops in leasehold deposits and monthly

rents (new contract basis).?®

Looking at the changes in CPI inflation in
the individual product categories, the rates
of decline in agricultural, livestock & fishery
product prices and petroleum product prices
slowed significantly quarter-on-quarter in the
fourth quarter. As for services, private service
charges and housing rents increased at a pace
similar to that of the previous quarter, while
the rate of decline in public service charges
accelerated. In January this year, the rate of
increase in prices of agricultural, livestock
& fishery products and petroleum products
rose sharply while that of industrial products
excluding petroleum and services accelerated

slightly.

Table I-5. CPl inflation"
(%)
2019 2020
18 Year Q1 Q2 03 Q4 Jan.
Consumer price index 15 04 05 07 00 03 15

Agricultural, livestock &
fishery products

(Agricultural products) 81 -3.0 13 16 -87 -58 1.0
(Livestock products)  -3.5 00 -16 17 -20 18 34
Industrial products 13 -02 -07 00 -02 02 23
(Petroleum products) 6.8 -57 -10.2 -35 -6.0 -31 124
(Industrial products

37 17 02 12 -54 -25 25

05 07 08 06 08 07 09

excluding petroleum)
Electricity, water &gas  -29 15 13 13 19 15 15
Services 16 09 13 09 09 07 08

(Rentals for housing) 06 -01 01 -01 -02 -02 -0.2
(Public service charges) 0.2 -0.5 -03 -02 -04 -1.0 -05
(Private service
charges)
CPIfor living necessites 16 02 02 07 -03 03 21
CPI excluding food &
energy

CPI excluding agricultural
products & oils

25 19 23 17 17 16 17

12 07 10 06 07 06 08

12 .09 11 09 08 07 09

Note: 1) Year-on-year.
Sources: Statistics Korea.

In terms of the contribution to inflation of the
individual product categories, while the neg-
ative contribution of agricultural, livestock &
fishery product prices and petroleum product
prices narrowed sharply compared to the pre-
vious quarter, that of service prices declined

only slightly.

23) Leasehold deposits and monthly rents (Based on Korea Appraisal Board) decreased by 1.5% in 2018, and 1.1% in

2019.
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Figure 1-9. Contributions to CPI inflation” Figure 1-10. Underlying inflation rates”

~ CPlinflation = CPI excluding agricultural products & oils
[ Contribution — CPl excluding food & energy
(%, %p) (%, %p) ~ CPl excluding food & energy (excluding administered prices)
3 - 43 = = Cyclically sensitive inflation
(%) (%)
3 ; 13
2 r 12 i
1r 11
AN/
2 12
0 0
Tr 11 1 11
-2 . -2
16.Q1 Q3 1701 Q3 18.01 Q3 19.01 Q3 |
0 L L \ L L 0

M Services I Industrial products excluding petroleum 16.1 7 171 7 18.1 7 191 7 204

M Agricultural, livestock & fishery products
W Petroleum products W Electricity, water & gas Note: 1) Year-on-year.

Sources: Bank of Korea, Statistics Korea.
Note: 1) Year-on-year.

Sources: Bank of Korea, Statistics Korea.

The inflation expectations of the general pub-

lic for the next one year and long-term infla-
Underlying inflation continues to tion expectations of a group of experts* both
increase at a slow pace fluctuated at around the upper 1% range.

Core inflation excluding food and energy pric-
es continued to record the upper-0% range.
Core inflation has been greatly influenced by
the government’s strengthening of its wel-
fare policies, and thus a look at core inflation
excluding administered prices? shows that it
rose by 1.2% in the fourth quarter, while cy-
clically sensitive inflation? increased by 1.4%.
In January this year, the underlying inflation
rates rose slightly higher than in the fourth

quarter of last year.

24) The core inflation index with administered prices excluded is calculated by excluding the prices of public services,
electricity, water, gas and school meals, which are greatly affected directly and indirectly by the government.

25) Cyclically sensitive inflation was calculated based on the items from among the group of products comprising the
core inflation index that react sensitively to the percentage GDP gap with food and energy product prices excluded.

26) These figures are the results of surveys of domestic and foreign investment banks, securities companies, and mar-
ket research institutions conducted by Consensus Economics, Inc.



Figure I-11. Inflation expectations

- General public?? —— Experts’
— Consensus Economics short-term?
—— Consensus Economics long-term?
(%) (%)
4 14

R O S

0 L L L
16.1 7 171 7 18.1 7 191 7 20.1

Notes: 1) Expected CPl inflation rates for the next 12 months.
2) Based on new samples since September 2018.
3) Expected CPl inflation rates after 5 years.

Sources: Bank of Korea, Consensus Economics.

Housing sales prices continue high rate
of increase in areas surrounding Seoul

Housing sales prices decelerated in Seoul
owing to housing market stabilization mea-
sures” but increased at a high rate in the sur-
rounding areas.”® In the rest of the country,
housing sales prices continued to increase, led

by certain metropolitan cities such as Daejeon.

Nationwide leasehold deposit prices have
continued to rise since the fourth quarter of
2019, driven by a decline in the supply of new
apartments and a pickup in leasehold demand
from those waiting for new apartment sub-

scriptions.

Table 1-6. Rates of increase in housing sales and
leasehold deposit prices"
(%)

2019

Year Year Q1 Q2 Q3 Q4

Housing sales prices 1.1 -0.4 -04 -05 -01 07 04 03 03

Sjﬁﬁhiz?ngsareas 33 05 05 -05 02 13 06 04 05
(Seou) 62 12 06 -03 04 18 09 03 01
Otteraess 0.9 A1 -04 05 -04 02 02 02 02
Sales prices of

apartmentsfor 178 106 -1.0 21 36 57 21 04 -01
reconstruction

Leaschold deposit 1 ¢ 14 07 .07 -03 04 02 03 02
prices
Seoul and its

: 15 08 -09 -07 00 09 04 04 03
surroundlng areas
(Seau) 03 -04 A1 -04 02 09 04 04 02

Other areas 21 -7 -05 -07 -06 00 01 02 01

Note: 1) Compared with the last survey dates of the previous period.
Sources: Korea Appraisal Board, Real Estate 114.

27) In response to hikes in housing prices, the government announced "Housing Market Stabilization Measures; (Dec.

16, 2019), which feature additional regulations on lending for high-priced houses, stronger comprehensive real es-

tate holding taxes and expanded areas subject to the presale price cap system.

28) The rate of growth in housing sales prices in Gyeonggi and Incheon stood at 0.5% in December last year, 0.4% in

January this year, and 0.7% in February.
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4. Financial and Foreign
Exchange Markets

Long-term market interest rates decline
sharply

The Treasury bond yield (3-year) rose until
mid-January on expectations of a domestic
economic recovery entering this year, but
declined from late January, affected by the
spread of COVID-19. In particular, from late
February, it dropped below the Base Rate,
influenced by concerns about the economic
slowdown with the spread of COVID-19 and
by the US Federal Reserve’s policy rate cut.

Figure I-12. Korean and US Treasury bond yields

—— Korean Treasury bond (3-year) yield
— Korean Treasury bond (10-year) yield
—— US Treasury bond (10-year) yield
(%) (%)
35 ;735

30} | 130
2.5

2.0

Sources: KOFIA, Bloomberg.

Corporate bond credit spread remains
stable

The corporate bond credit spread fluctuated
within a narrow range® as demand for corpo-
rate bonds remained solid in line with grow-

ing inflows of bond-type funds.”

Figure 1-13. Corporate bond credit spreads and
spread across credit ratings”

Corporate bonds (A-) - Corporate bonds (AA-) (left)
—— Corporate bonds (A-) — Treasury bonds (left)
~ Corporate bonds (AA-) - Treasury bonds (right)

(bp) (bp)
200 7120

180 - 1100

160 v\/\\ﬂm {80
140 -

” \/“"J\Nw

60

40

100 |-

Bﬂwwwww\wwwwwwwwww\wwwwwww TR Y
1741 7 181 7 1941 7 20.1

Note: 1) 3-year maturity basis; Treasury bond yields based on final
quoted yields, and corporate bond yields on average yields
estimated by four private credit rating agencies.

Source: KOFIA.

Banks’ lending rate unchanged since
year-end while deposit rate declines

Banks’ interest rate on loans was 3.19% in
January this year, similar to that in November
last year. Despite drops in major benchmark
market interest rates, the decline was limited

as some corporate loans with relatively high

29) The corporate bond credit spread (AA- grade) was 42bp on a monthly average in December 2019, and remained at

a similar level (41bp) entering this year.

30) Inflows of bond-type funds have risen by 3.2 trillion won since January 2020 (based on Feb. 28 figure). They re-

versed to an increase in January in month-on-month terms, for the first time in the four months since September

last year.



interest rates took up a larger share of bank
loans and the premiums of bank mortgage
loans rose. On the other hand, banks” interest
rate on deposits declined from late last year
to stand at 1.54% in January, owing to falls in
market interest rates and banks’ reduced in-

centives to attract time deposits.*”

Figure I-14. Bank lending/deposit rates and
spread

= Lending rate (left) ~— Deposit rate (right)

B Gap between lending and deposit rates (right)

(%) (%, %p)
40 -1 28
* \/\,.v-/ 7 L24
3.2 2.0
2'8 ‘ ‘ HH HH‘ 1'6
24 nnnnnnnn nnnnnnnnnnn nnnnnnnnnnnmn 12

171 7 18.1 7 19.1 7 201

Source : Bank of Korea.

Stock prices plummet after a rise

Stock prices (KOSPI) continued to rise from
December last year on the progress toward
the Phase One trade agreement between the
US and China and expectations for a recov-
ery in the global semiconductor industry, but
fell significantly from late January due to the
spread of COVID-19 and consequent concerns
about the global economic slowdown. They
rebounded considerably thanks to policy mea-
sures taken by major economies, but dropped

significantly again from late February with the

spread of COVID-19. The stock price volatility
index (V-KOSPI) remained generally low until

mid-January, before rising sharply.

Figure I-15. KOSPI and stock volatility index

— KOSPI (left) — V-KOSPI (right)
(Jan. 4, 1980 = 100)
2,800 -
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35
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171 7 18.1 7 19.1 7 201

Source: Koscom.

Domestic portfolio investment by
foreigners declines

Domestic portfolio investment by foreigners
recorded net inflows entering this year, led
by bond funds, but reversed to a decrease in
February with stock funds flowing out on a

massive scale.

Bond investment continued to decrease until
December last year owing to delayed rein-
vestment of maturing funds, but increased
entering this year, led by public funds such as

sovereign funds.

31) This is mainly because some commercial banks met the requirements of a new loan-to-deposit ratio regulation (im-

plemented on Jan. 2020) in December last year by increasing their financing through time deposits.
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Figure I-16. Changes in and balances of
foreigners’ bond holdings

Figure 1-17. Foreigners’ net stock purchases"
and share in total holdings?

Bl Changes (left) ~— Balances (right)

(trillion won)
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Source: Financial Supervisory Service.

Investment in domestic stocks showed con-
tinued net selling from August last year, but
shifted to net purchases at the year-end, led
by the electric & electronic industry, in line
with expectations for a recovery in the semi-
conductor industry and with the easing of the
US-China trade dispute. However, it reversed
to net selling® again from late January this
year as risk aversion grew amid concerns
about the economic slowdown with the spread
of COVID-19.

Bl Net stock purchases (left) = Share in total holdings (right)

(trillion won) (%)
10 - 736

{35
134

433

- = 32
[T

31

-5 130

129

g0l i 9
171 7 18.1 7 19.1 7 201

Notes: 1) Sum of net purchases in KOSPI and KOSDAQ markets.
2) Based on total stock market capitalizations.
Source: Koscom.

Lending to enterprises continues to rise

Banks’ lending to enterprises continued to
grow steadily. In the fourth quarter of last
year, loans to large corporations reversed to a
slight increase owing to reduced direct fund-
ing, and loans to SMEs increased considerably
thanks to banks’ aggressive lending efforts
despite seasonal factors such as temporary
redemptions at the year-end. In January this
year, lending to both large corporations and
SMEs increased by a large extent, driven by
re-extension of loans that had been temporar-

ily redeemed at the end of last year.

Direct funding by corporations continued
to increase. Net issuance of corporate bonds
continued in the fourth quarter of last year
as businesses” demand for issuance persist-

ed. There was a net redemption of CP in the

32) Between January 21 and February 28, 2020, foreign investors sold 5.4 trillion won worth of domestic stocks (KOSPI

and KOSDAQ).



fourth quarter due to seasonal factors such as
year-end temporary redemptions, but then a
large net issuance of CP in January as compa-

nies reissued CP.

Table I-7. Corporate funding”

(trillion won)

2018 2019 2020

Year Q4 Year Q1 Q2 03 Q4 Jan?

Banks 46.7 56 477 126 146 92 11.2 86

(Large firms) 6.9 14 -1.8 02 05 -3.4 09 31
(SMEs) 398 4.2 494 124 141 127 103 54
445 115 50.8 9.2 131 126 15.8

Non-banks?

Corporate bond
Direct  ssuance’

financing co cciance? 0.8 20 13 13 02 00 -28 42
Stock issuance® 101 1.9 63 10 20 12 21 00

52 -06 158 63 31 41 23 01

Notes: 1) Based on changes in balances during the periods.

2) Based on Bank of Korea advance estimate.

3) Based on loans by mutual savings banks, credit unions,
mutual credit cooperatives, community credit coopera-
tives, and insurance companies (including public and other
lending).

4) Based on corporate bonds issued through public sub-
scription by non-financial corporations (excluding ABSs but
including P-CBOs).

5) Based on CP handled by securities firms, merchant banking
corporations and trust accounts of banks.

6) Initial public offerings and paid-in capital increases.

Sources: Bank of Korea, Financial Supervisory Service, Korea Securi-
ties Depository, Korea Credit Information Services.

Volume of increase in household
lending expands

Growth in household lending accelerated due
to housing purchases and demand for lease-

hold deposit loans.

Household lending by banks increased at a

faster rate in the fourth quarter of last year.

Home mortgage loans increased more rap-
idly than in the quarter before and the same
period of the previous year, due to greater
demand for conversion to low-interest rate
loans® amid continued demand for funds
related to housing sales transaction in Seoul
and its surrounding areas and for leasehold
deposit loans.* Other loans also continued to
increase, led by demand for housing-related
funds. In January this year, household lending
by banks sustained growth at a rate higher
than the normal year average as demand
for housing-related funds and for rollover to

low-interest rate loans continued.

Household lending by non-bank depository
institutions shifted from a decline in the third
quarter to an increase in the fourth quarter,
due to reduced redemptions of group loans
extended by community credit cooperatives
and increased lending of other loans by mutu-

al cooperatives.

33) Due to the implementation of relief loans (after Oct. 2019), some non-banks’ mortgage loans were converted into

bank loans.

34) Leasehold deposit loans by banks increased by 7.1 trillion won in the third quarter of last year, and by 7.7 trillion

won in the fourth quarter.
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Table 1-8. Household lending by depository
institutions”
(trillion won)

2018 2019

Year Q4 Year Q1 Q2 Q3 Q4 Jan?

Commercial & specialized
bank loans?

(Mortgage loans)®¥
(Other loans, including
through overdraft accounts)

Non-bank depository
institution loans®

(Mutual credit coopera-

60.4 197 60.7 6.5 149 18.0 21.3 37
38.1 13.3 458 7.9 106 124 149 43

224 64 149 14 43 56 63 -06

68 35 -45 -35 05 -19 05

75 29 06 -01 12 -08 04

tives)

(Credit unions) -14 01 -08 -04 01 -03 -0.2
(c%%rger?:t?\lgs)m 19 -06 -68 3.2 16 15 -05
(Mutuel savings banks) 25 0.9 26 03 08 07 08
(Others 02 02 -01 -01 -0.0 -01 01

Notes: 1) Based on changes in balances during the periods.
2) Based on Bank of Korea advance estimate.
3) Including mortgage transfers.
4) Including loans related to housing such as those for lease-
hold deposit housing.
5) Trust accounts of banks and postal savings.
Sources: Bank of Korea, Korea Housing Finance Corporation.

Volatility in Korean won/dollar exchange
rate expands

The Korean won/US dollar exchange rate
declined to the 1,160 won level late last year
as risk aversion alleviated owing to reduced
uncertainties related to the US-China trade
dispute and Brexit. However, the exchange
rate rose sharply from late January this year as
concerns grew about the spread of COVID-19.
The Korean won/Japanese yen (100 yen) rate
showed movements similar to the won/dollar
exchange rate, mainly affected by changes in
preferences for safe assets stemming from ex-
ternal risk factors such as the US-China trade
negotiations and COVID-19.

Figure 1-18. Exchange rates

— KRW per USD ~ KRW per 100JPY"

(won) (won)
1300 - | - 1300
1200 1,200
1,100 1,100
1,000 1000
900 | {900
800 ‘ ‘ i ‘ L] g0

1741 7 1841 7 191 7 20.1

Note: 1) Final transaction standard rate offered to customers posted
by Hana Bank during the day.
Sources: Bank of Korea, Hana Bank.

The swap rate (3-month maturity) declined
temporarily in December last year due to
banks” demand for foreign currency liquidity
before the year-end, but then increased due to

the US Federal Reserve’s policy rate cut.

Figure I-19. Domestic/international interest rate
spread” and swap rate

— Domestic/international interest rate spread (3-month)
—— Swap rate (3-month)

(%, %p) (%, %)
2 i 52

A

3 ‘ ; ‘ ‘ 3
171 7 18.1 7 19.1 7 20.1

Note: 1) Yield on Korean Monetary Stabilization Bonds (MSBs)
(8-month) - US LIBOR (3-month).
Source: Bank of Korea.



Accommodative financial conditions
continue

Domestic financial conditions are judged as
accommodative. The Financial Conditions
index® remains at an accommodative level. In
terms of the real money gap,* the real mon-
ey supply substantially exceeds its long-term

equilibrium level.

Figure 1-20. Financial Conditions Index" and real
money gap"?

— Financial Conditions Index (left) = Real money gap (right)
(%)
27 18
taccommodative
1 14

_1 L L L L L L L _4
12 13 14 15 16 17 18 19

Notes: 1) If the figure is above zero (below zero), a long-term equilib-
rium, it means that financial conditions are accommodative
(tight). Analysis period is from the first quarter of 2000 to
fourth quarter of 2019.
2) Based on M2.

Source: Bank of Korea.

35) The Financial Conditions Index (FCI) assesses whether financial conditions are accommodative or tight and is cal-
culated by standardizing the weighted sum of six major financial variables that are important in assessing financial
conditions, such as interest rates, exchange rates and stock prices.

36) This refers to the divergence between the real money supply at a specific point in time and the long-term equilib-
rium money supply, and is used for judging whether there is an excess (gap > 0) or shortfall (gap < 0) of the real
money supply compared to the long-term equilibrium money supply.
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Box I-1.

Response of Domestic Financial
Markets After COVID-19 Outbreak and
Comparison with Past Cases of
Infectious Diseases”

With the spread of COVID-19, domestic financial
markets showed expanded volatilities with stock
prices and long-term market interest rates both
plunging. After the first domestic confirmed case
was reported (Jan. 20), the financial markets
showed instability. However, they regained their
footing entering February, only to become un-
stable again as COVID-19 rapidly entered into a
phase of community spread. The following sec-
tion will compare the response of the domestic
financial markets after the outbreak of COVID-19
with other major infectious disease outbreaks
since 2000: SARS (Mar. 2003), swine flu (Apr.
2009) and MERS (May 2015), and draw some

implications from these comparisons.

The degree to which financial market price vari-
ables reacted? after the spread of COVID-19
was relatively large compared to the past cas-
es. After the COVID-19 outbreak began, stock
prices declined 6.4% over the course of eight
trading days, the second largest fall since the
second phase of the SARS outbreak?® (-9.3%).
After February 19 when concerns about com-
munity spread escalated, stock prices dropped
as much as 11.5%, a sharper decline than
during the second phase of the SARS outbreak.
Long-term interest rates fell 21bp right after the
COVID-19 outbreak, similar to the average seen
in the past cases (-22bp), but they dropped an
additional 27bp after February 19.

1) To rule out factors other than infectious diseases as much as possible, such as the impacts of domestic and foreign

real economic and financial conditions at the time, we compared the short-term responses of domestic financial
markets right after the outbreak of each infectious disease. The base date (T) for the outbreak of each infectious dis-
ease is set as the date when the WHO announced its first situation report about the outbreak (Jan. 21 for COVID-19),
but the base date for MERS, which spread mainly within the country, is the date when the first confirmed case oc-
curred.

2) This is defined as the maximum rate (extent) of decline after the base date (T) for the outbreak of each infectious dis-

ease. The following table shows the figures for each period.

COvID-19 (Jan. 21 (Feb. 19 Average of SARS SARS Swine flu MERS

Jan. 21 - Mar. 9 ~Feb. 18) - Mar. 9) pastcases | (1stphase) (2nd phase)?

Maximum rate of decline in KOSPI" (%) -13.6 -6.4 -11.5 -5.6 -3.2 -9.3 -5.0 -4.9

Maximum extent of decline in Treasury
bond yield (10-year)" (bp)

Notes: 1) The maximum accumulated rate (extent) of decline after the base date (during the period indicated for COVID-19).
2) The base date for the second phase of SARS (T) is April 21, 2003.

3) The SARS outbreak is divided into the first and the second phases, considering that financial markets calmed at an

early stage only to show expanded price variable volatility after April 21 on sharply growing concerns that the dis-
ease could not be contained within China.



Changes in stock prices and long-term interest
rates after the spread of major infectious diseases

KOSPI

— COVID-19 == SARS Swine flu == MERS
(Day T-1 = 100)

120 1120
115

110

105 {105
100 $5 100
95 495
90 490
85 L L L L 85
T-1 T+10 T+20 T+30 T+40
Treasury bond yield (10-year)
~— COVID-19 - = SARS Swineflu == MERS
(bp) (bp)
70 470
50 . 150

s\
i\
[ATaY
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o
n \
! \
10 § 410
0 X VR - 0
e, GNPt DR T
-10 \V\ RR L Nl 10
\
A}
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_50 L L 1 1 _50
T-1 T+10 T+20 T+30 T+40

Note: 1) The sign (<) refers to the lowest point of stock prices and
Treasury bond yield after the spread of infectious diseases.
Sources: KOFIA, Koscom.

In terms of the pace of recovery, after past
spreads of infectious diseases, financial mar-
ket price variables recovered to their pre-crisis

levels within 13 trading days after the shocks
occurred, with the exception of long-term rates
after the second phase of the SARS outbreak.
However, as of March 9, 33 trading days after
the COVID-19 outbreak began, stock prices and
long-term rates still remained below their pre-cri-
Sis levels.

Pace of recovery in stock prices and long-term
interest rates after short-term shocks resulting
from the spread of major infectious diseases

(Trading days)
o e e
COvID-19 = =
SARS(1st phase) 1 9
SARS(2nd phase) 7 More than two months
Swine flu 2 3
MERS 12 13

Note: 1) The time it took to recover from the lowest point to the
pre-crisis level.
Sources: KOFIA, Koscom.

In terms of portfolio investment by foreigners,
stocks and bonds were found to differ. In the
case of bond investment, foreign investors ex-
panded their investment in bonds by 3.7 trillion
won (@amounting to 3.0% of the balance of for-
eigners’ holdings) during the 27 trading days
following the COVID-19 outbreak.??

On the other hand, as for stock investment,
foreign investors sold 5.4 trillion won worth of
domestic stocks during the 27 trading days
following the start of the COVID-19 outbreak.?
This is in stark contrast to the swine flu outbreak

4) However, between March 1 and 9, bond investment declined by 0.1 trillion won, affected by concerns over the

spread of COVID-19.

5) During the outbreaks of swine flu and MERS, bond investment increased by 0.4 trillion and 1.7 trillion won, respec-
tively. When SARS broke out, foreigners’ bond holdings were minimal (0.6 trillion won at the end of Feb. 2003) as
bond investment by foreigners had not yet started in earnest at that time.

6) In the early stage of COVID-19, the size of net selling amounted to only 1.8 trillion won over 19 trading days, but as

community spread started, the size of net selling increased to 3.5 trillion won over 8 trading days from February 19
to the end of the month. There was a net selling of 3.3 trillion won between March 1 and March 9.
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during which foreign investors purchased 5.6
trillion won worth of stocks as major countries
cut their policy rates sharply in response to
the global financial crisis. Moreover, this is also
somewhat different from the MERS and SARS
outbreaks when there were slight net purchases
and selling, respectively.

Foreigners’ portfolio investment after outbreaks
of major infectious diseases”

Changes in foreigners’ bond investment??

Bl Day T-20 ~ T-1 Day T ~ T+26
(trillion won) (trillion won)
6 16
5 15
3.7
ar 3.0 14
3L 22 {3
[1.8]

2l 1.9 17 1,
1r 0.5 11
0.0 0.4
0 u 0

||
al - 04 4
-2 -2
COVID-19 SARS Swine flu MERS

Net sales of stocks by foreigners®

Bl Day T-20 ~ T-1 Day T ~ T+26
(trillion won) (trillion won)
7r 17
5.6
4 33 34 14
1.5
[0.3]
||
2 08 2
= [-1.0] [13] 7=
-5 | 1-5
-5.4
[-0.9]
-8 -8
COoVID-19 SARS Swine flu MERS

Notes: 1) Based on February 28 (T+26).
2) Changes in holdings during the period.
3) Figures in [] refer to the share of net sales relative to the
size of the previous holdings (%).
Sources: Financial Supervisory Service, Koscom.

In the corporate bond market, there was little
change in credit risk aversion after the COVID-19
outbreak began as credit spreads expanded
slightly. This is quite different from the MERS
and SARS outbreaks when credit spreads ex-
panded considerably and remained higher for
a considerable time. In particular, when SARS
broke out, the corporate bond credit spread
increased by 47bp for prime (AA-) bonds and
87bp for subprime (BBB-) bonds on a 30-trad-
ing day average, influenced by the defaults of
credit card companies and the SK Global win-
dow-dressing case. On the other hand, credit
spreads recorded a 1bp average rise for both
prime and subprime bonds after the spread of
COVID-19 started. In the primary market, it is
assessed that the corporate bond market has
remained stable overall. Prime and subprime
bonds both recorded a net issuance, driven by
robust investment demand amid investment re-
sumption by institutions at the beginning of the

year and increased inflows of bond-type funds.



Changes in corporate bond market after
outbreaks of major infectious diseases

Changes in corporate bond credit spread”

— COVID-19 (left) — MERS (left) — SARS (right)
(bp) (bp)
20 <AA- grade> <BBB- grade> 7 100
15 | 1 75
10 | —1 50
51 125
0 0
-5 L L L L L L _25

T-1 T+10 T+20

T+30 T-1 T+10 T+20 T+30

Issuance of corporate bonds?
before and after COVID-19

Bl AA grade or higher

(trillion won)

A grade or lower

15

g

<Amount of issuance>

(trillion won)
<Net amount of issuance> | 15
411
17
13
-1

Dec. 2019 Jan.1-20 Jan.21- Dec.2019 Jan.1-20 Jan.21-

Feb. 28

Feb. 28

Notes: 1) Relative to Treasury bond yield (3-year), accumulated extent
of change relative to the date immediately preceding the
base date (T-1).
2) Based on unsecured corporate bonds with credit ratings.
Sources: KOFIA, Koscom.

In summary, bond investment by foreign inves-
tors and corporate bond market conditions have
generally been favorable by the end of February
since the spread of COVID-19. However, price
variables in domestic financial markets have
reacted sensitively to COVID-19 developments,
with their volatilities expanding greatly. This re-
sult seems to reflect market concerns that nega-

tive impacts on the real economy could increase
as COVID-19 entered a phase of community
spread contrary to initial expectations. As mar-
ket sentiment has become fragile in line with the
rapid spread of COVID-19 and the high related
uncertainties, the financial markets could react
sensitively even to a small shock, and so close
monitoring of market conditions is required.
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Box I-2.

Characteristics and Implications of
Recent Credit Growth

Current situation

Recently, market liquidity has been growing
more rapidly with increased credit supply from
financial institutions. In particular, the fast growth
of private credit” since the second half of last
year has led to an accelerated increase in M1
and M2. On the other hand, growth of the real
economy, including consumption and invest-
ment, has slowed compared to the past. This
has resulted in a faster pace of increase in the
private credit-to-GDP ratio (“private credit ratio”

hereafter).

Growth rates of liquidity and private credit?
(%)

Q42017 Q22019 Q42019

M1 6.9 83 9.6
Liquidity? M2 4.7 6.7 7.9

Lf 6.1 8.0 8.2
Private Credit 5.6 6.2 6.19

Notes: 1) Year-on-year.
2) Average outstanding balance of the last month of each
quarter.
3) As of Q3 2019.
Source: Bank of Korea.

Private credit-to-GDP ratio"

(%) (%)
200 - 200
190 - 190
180 - 180
170 170
160 HH 160
150 ‘ ‘ ‘ ‘ 150

10 12 14 16 18

Note: 1) For calculation of quarterly figures, GDP is calculated as the
sum of the GDP of the respective quarter and of the three
preceding quarters (the same applies hereafter).

Source: Bank of Korea.

Comparison with the past and with major
countries

The private credit ratio has been rising at a very
rapid pace compared to the past and to the
ratios of other major countries. It has risen by
13.1%p since 2018 (as of the third quarter of
2019, compared with the fourth quarter of 2017),
well above the amount of increase seen during
the eight years following the global financial cri-
sis (8.4%p from 2010 to 2017). It was also the
second largest increase among 52 major coun-
tries,? following Sweden. By sector, the house-
hold credit ratio continued to rise at a steady
pace, whereas the corporate credit ratio, which
had previously remained stable overall, has ac-
celerated recently.

1) Private credit is the sum of household credit (loans, government loans) and corporate credit (loans, bonds, govern-

ment loans) from the Flow of Funds.

2) Based on the countries included in research by the Institute of International Finance.



Changes in private credit ratios of major countries"?

Bl Household Enterprise
(%p) (%p)
201 — 120
15 - 115
10 10
51 I -5
0 il
5 {5
10 - - -10
SESZ28ZS22TTEzsg2SE 8|88
tefSsEEESSsEsg S5 gt
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I 5 = S l == s |
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Notes: 1) Since 2018 (as of Q3 2019, compared with Q4 2017).
2) As announced in January 2020.
Source: Institute of International Finance.

Estimation of credit cycle

Our analysis of the private credit cycle® finds
that it has been in an expansion period since the
first quarter of 2018. This is the fourth expansion
since 2000, and the amount of increase in the
private credit ratio during this period is assessed
to be quite considerable relative to the previous
expansion periods. During the current expan-
sion period, the amount of increase (12.0%p)
has been smaller than that of the second period
(36.3%]pp) but larger than those of the first (4.2%p)
and third periods (10.6%p).

Increase in credit ratio by credit expansion period

Credit cycle Amount of
. . Term .
expansion period increase”(%p)
Average of periods _ 17.0
(086) (1.1)
: 4.2
Period @D 32000 - 02 2003 03)
: 36.3
Period @ Q42005 - 02 2009 24
: 10.6
Period ® Q12011 - Q12015 06)
: 12.0
Period @ Q12018 ~ (17)

Note: 1) Amount of increase in the private credit ratio; figures in paren-
theses are quarterly averages.
Source: Bank of Korea.

Relationship with real economy

The relationship between the real economy and
changes in credit is estimated to have weakened
recently. The velocity of money has been de-
clining at a faster pace and that of private credit
also showed similar movements when the same
method was applied.

Velocity of money" and private credit

= Money Private credit

1r 11

0.9

0.8

0.7

05 L L L L L L L L L 05
00 02 04 06 08 10 12 14 16 18

Note: 1) M2 (average outstanding balance) basis.
Source: Bank of Korea.

3) The cycle was estimated by applying the band-pass (BP) filter to the private credit ratio, in reference to the BIS (2014),

Christiano-Fitzgerald (2003), etc. Note that the estimated credit cycle could vary depending on the method of analy-

sis used to estimate the cycle.
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The result of VAR analysis implies that the
transmission of corporate and household credit
growth to investment and consumption has also
dwindled since the global financial crisis. The
transmission of corporate credit to investment
has not been pronounced in the post-crisis pe-
riod, with the significance level low as well. The
same is true for household credit, of which the
transmission to consumption shows a decline

both in size and in statistical significance.

Response of investment and consumption to
credit growth shock"?

Investment?

(%) (%)
L Before financial crisis i
10 | 410

51
01
5 T 5

B After financial crisis i@
10 10
st =T -]
0‘*“%_'%::—’—’ 0
5 , , , , LTI 5

Consumption?

Before financial crisis

Br After financial crisis 115
10 | 110
° 15
P )
== - - > - & o 5

1 2 3 4 5 6 7 8 9 10 11 12

Notes: 1) Accumulated response to a 1-standard deviation credit
growth shock by quarter; the dotted line is the confidence
interval of +1 standard deviation.

2) Before financial crisis: Q1 2000 - Q4 2007, after financial
crisis: Q1 2010 - Q3 2019.

3) Using a 3-variable VAR model where variables include in-
vestment, composite leading indicator and corporate credit.

4) Using a 3-variable VAR model where variables include
consumption, housing prices and household credit.

Source: Bank of Korea.



The weakening of corporate credit transmission
is judged to be attributable to the credit supply
rising mainly in sectors such as real estate that
have a low production inducement effect,? while
a much faster increase has been seen in loans
related to working capital than in those related
to facilities investment due mainly to heightened

economic uncertainty.

Changes in outstanding loans by industry”

Bl Manufacturing Real estate activities
Bl Wholesale and retail trade
8 Accomodation and food service activities
I Construction
(trillion won) (trillion won)

200 - 7 200

Note: 1) Changes in deposit-taking banks’ lending to each industry

(accumulated basis, 0 at 2014-end).
Source: Bank of Korea.

Corporate lending by purpose’?

Bl | oans for equipment Working capital

(trillion won) (trillion won)
100 - - 100
80 | 180
60 | 160
40+ 140
20 - ‘ ‘ | ‘ 120
0 : 0
15 16 17 18 19

Notes: 1) Year-on-year.
2) Based on depository institutions (all industries).

Source: Bank of Korea.

As for household credit, which consists largely
of housing-related loans, the transmission of its
growth® to a rise in housing prices and then to
an increase in consumption is assessed to be
uncertain. While the causal relationship between
household credit and housing prices is clearly
identified,® the wealth effect of rising housing
prices is estimated to have low statistical signifi-

cance.

4) Of the increase/decrease of loans by industry (deposit-taking banks basis), the share of the manufacturing sector
dropped from 33.7% in 2005-2009 to 19.4% in 2015-2019, whereas the share of the real estate sector rose from

19.8% to 45.2%.

5) Housing-related loans have shown a sustained increase since the global financial crisis, and are estimated to stand

at 80% of household disposable income as of the third quarter of 2019.

6) The relationship between household credit and housing prices was analyzed using the Granger causality test, where

the causation in both directions was estimated to be statistically significant under the 5%-significance level.
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Response of consumption to positive housing
price shock"?

(%) (%)
8r Before financial crisis IE
6 6
4 4
2 2
0

_2 L L L L L L _2

1 2 B 4 5 6 7 8

(%) (%)
8¢ After financial crisis 18
6 r 16
4 14
2+ 12
e 0

-2 1 1 1 1 L L 2

1 2 & 4 5 6 7 8

Notes: 1) Accumulated response to a shock of a 1-standard deviation
increase of housing prices; the dotted line is the confidence
interval of +1 standard deviation.

2) Using a 3-variable VAR model where variables include
consumption, housing prices and household credit.

Source: Bank of Korea.

Implications

The credit cycle has been in an expansion peri-
od since 2018, with the private credit ratio rising
at a faster pace than in the past and compared
to those of major countries. Such credit growth
works as a factor easing financial conditions
through, for example, increasing market liquidity.
However, its positive impact on the real econo-
my is estimated to be weaker than in the past.
This seems to be attributable to a sustained
credit expansion in the real estate sector and
rising demand from corporations for securing
funds preemptively in the face of heightened
economic uncertainty. Therefore, in order to
enhance the transmission of accommodative
monetary policy to the real economy through the
credit channel, micro-economic policy efforts
will be needed to help facilitate the flow of mar-
ket funds into productive sectors.



Conduct of Monetary
Policy

1. Base Rate
2. Bank Intermediated Lending Support Facility
3. Financial Stability

31
35
37






1. Base Rate

Base rate operated at 1.25% per annum

The Bank of Korea maintained its accom-
modative policy stance to ensure that the
recovery of growth continues and consumer
price inflation can be stabilized at the tar-
get level (2%) over a medium-term horizon,
while conducting its monetary policy with
attention to financial stability as well. In this
process it closely examined domestic and
overseas risk factors such as global trade dis-
putes, the spread and domestic implications
of COVID-19, household debt growth and
geopolitical risks. Under this policy stance,
the Bank decided to maintain the Base Rate
at 1.25% per annum between November 2019
and February 2020.

Figure II-1. Bank of Korea Base Rate"

(%) (%)

35 135
(Jul. 12, 2012)
(Oct. 11)
30 13.0
(May 9, 2013)
(Aug. 14, 2014)
25 125
(Oct. 15)
(Mar. 12, 2015)
2.0 120
(Nov. 30, 2018)
(Nov. 30, 2017)
1.5 15
(Jul. 18,2019)
(Jun. 9, 2016) (Oct. 16)
]0 1 1 1 1 1 1 1 1 10
12 13 14 15 16 17 18 19 20

Note: 1) Figures in parentheses refer to the dates of Base Rate adjust-
ments.
Source: Bank of Korea.

A detailed look at the monetary policy deci-
sions during this period, and the background

behind them, are as follows:

In the January meeting, the Board decided
to leave the Base Rate unchanged® at 1.25%
considering that it was necessary to monitor
future economic developments amid some-
what subdued uncertainties surrounding
external conditions due to the progress in the
US-China trade negotiations, while paying
attention to financial stability risks. In spite of
the sustained adjustment in construction in-
vestment and the decline in exports, the slug-
gishness of the domestic economy appeared to
have somewhat eased as facilities investment
rose slightly and consumption growth ex-
panded. The Board, therefore, judged that the
domestic economy was forecast to grow large-
ly in line with the growth path projected in
November. Consumer price inflation had ris-
en to the upper-0% level during December as
the pace of decline in agricultural, livestock &
fishery product prices decelerated and petro-
leum product prices rose, and it was forecast
to rise to the 1% range. It seemed necessary
to stay alert to the changes in risks from the
financial stability perspective, given that the
amount of increase in household lending had
expanded and housing prices in Seoul and its

surrounding areas had been rising rapidly.

37) Board members Dongchul Cho and Inseok Shin expressed opposition to maintaining the Base Rate at 1.25%, and

argued for a 0.25% percentage point cut.
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In the February meeting, the Board kept®® the
Base Rate at 1.25% against the following back-
ground. The unexpected outbreak and spread
of COVID-19 at the end of January had weak-
ened the domestic economy. Although the
sluggishness in facilities investment had eased,
the adjustment in construction investment had
continued and consumption had contracted
owing to growing anxiety, while exports and
production activity had been partly disrupted.
The growth outlook of the domestic economy
for this year, therefore, was adjusted down-
ward from 2.3% to 2.1%, under the assumption
that the spread of COVID-19 would peak in
March and then start to be contained. Howev-
er, it was judged that the future growth path
was highly uncertain and would depend on fu-
ture developments in the COVID-19 outbreak.
Meanwhile, consumer price inflation had risen
to 1.5% in January, due largely to an upturn in
the prices of agricultural, livestock and fishery
products and the larger increase in petroleum
product prices. Looking ahead, it was forecast
that consumer price inflation would run at the
lower-1% level and then fall slightly to record
around 1% during this year. In the present
situation in which macroeconomic conditions
were changing drastically within a short time,
it was true that uncertainties surrounding
the growth path were high. However, it was
judged to be necessary to more closely exam-
ine whether COVID-19 would peak in March
and then start to ease, or whether it would be
prolonged. It was judged that microeconomic

policy measures which allow selective sup-

port of vulnerable sectors heavily impacted by
the spread of COVID-19 were more exigent
and effective than policy rate adjustments,
since shrinking domestic demand and pro-
duction activities were mainly attributable
to the spread of anxiety stemming from viral
contagion risk, rather than to economic fac-
tors. It was also taken into consideration that
attention should be paid to financial stability
as well, particularly since household lending
growth was still high and it was necessary to
keep a closer watch on whether housing pric-
es would be stabilized after the adoption of
the government’s measures for the real estate

market.

Open market operations to maintain
call rate at Base Rate level

In order to influence the overnight call rate so
that it does not deviate greatly from the Base
Rate, the Bank of Korea adjusts market liquid-
ity by utilizing its open market operations
instruments including issuance of Monetary
Stabilization Bonds (MSBs), RP transactions,
and deposits into the Monetary Stabilization
Account (MSA).

During the fourth quarter of last year, the
total amount of liquidity adjustment needed
(average balance basis) decreased compared
to the preceding quarter, due to the govern-
ment’s repayment of debt to the Bank and the
sustained influence of expanded currency is-

suance® during the Chuseok holiday in Sep-

38) Board members Dongchul Cho and Inseok Shin expressed opposition to maintaining the Base Rate at 1.25%, and

argued for a 0.25% percentage point cut.

39) Due to the continued impact of the expanded currency issuance during the Chuseok holiday (5 trillion won over the

period of ten business days immediately before the Chuseok holiday) in September last year, the value of outstand-

ing currency (average balance basis) at the fourth quarter increased by 2.9 trilion won compared to the preceding

quarter.



tember. The amount of liquidity adjustment Figure Il-2. Liquidity adjustment” by means of
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by a temporary mismatch in the supply and

demand of funds,*? and as a preemptive wr 1™
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financial market volatility from the spread
of COVID-19 in late January of this year,

the Bank managed sufficient market liquid- 3) Monetary Stabilization Account.
Source: Bank of Korea.

Notes: 1) Quarterly average balance basis.
2) Monetary Stabilization Bonds.

ity through flexible open market operations
by reducing the volume of RP sales and the

amount of deposits into the MSA #Y

As a result, the call rate remained generally

stable at around the Base Rate.

40) Due to the expanded currency issuance during the Lunar New Year holiday in January (5.6 trillion won over ten
business days immediately before the Lunar New Year holiday), the value of outstanding currency (average balance
basis) increased by 4.3 trillion won compared to the preceding month.

41) This leads to an increase in the required reserves against deposits which financial institutions must deposit with the
Bank, which then results in a corresponding reduction in the amount of excess liquidity that needs to be withdrawn
by the Bank through open market operations.

42) At the end of a year, the mismatch in supply and demand of funds tends to deepen owing mainly to the govern-
ment’s withdrawal of excess treasury funds, to an increase in corporations’ MMF buybacks and to the banking
sector’s management of financial ratios.

43) This is in comparison to those that reached maturity. In order to respond to the supply and demand mismatch of
short-term funds at the end of last year, the Bank reduced RP sales by 6.0 trillion won (2.0 trillion won on Dec. 19
and 4.0 trillion won on Dec. 26) and reduced MSA deposits by 4.5 trillion won (1.5 trillion won on Dec. 17 and 3.0
trilion won on Dec. 31). Meanwhile, in response to the spread of COVID-19, the Bank reduced RP sales by 11.9
trillion won (3.9 trillion won on Jan. 30, 6.0 trillion won on Feb. 13 and 2.0 trilion won on Feb. 27) and reduced MSA
deposits by 3.0 trillion won (Feb. 25) from the end of January to the end of February.
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Figure II-3. Bank of Korea Base Rate and
overnight call rate
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Source: Bank of Korea.
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2. Bank Intermediated
Lending Support Facility

Total ceiling for Bank Intermediated
Support Facility adjusted upward by 5
trillion won

To ensure that banks are active in lending
to small and medium-sized enterprises, the
Bank of Korea operates the Bank Intermediat-
ed Support Facility system, through which it
supports banks by supplying them with funds
at interest rates lower than the Base Rate. Op-
eration of the Bank Intermediated Lending
Support Facility ensures that funds are allo-
cated to productive sectors, and contributes to
boosting the effectiveness of monetary policy
through the credit channel. When necessary,
the Monetary Policy Board adjusts the Bank
Intermediated Lending Support Facility’s total
ceiling, and its individual program ceilings
and reserves, in consideration of financial and

economic trends and SME funding conditions.

On March 9, the Bank of Korea increased the
ceilings of programs under the Bank Interme-
diated Lending Support Facility by a total of 5
trillion won, from 25 trillion won to 30 trillion
won, to strengthen financial support for small
and medium-sized enterprises (SMEs) experi-
encing funding bottlenecks due to the spread
of COVID-19. Specifically, the Bank raised the
reserve by 5 trillion won in order to support
service-related SMEs in the tourism, food &
beverage, and distribution industries, as well
as manufacturing SMEs having difficulties in
procuring commodities and parts & compo-
nents from China and those facing difficulties
in exporting to China. Furthermore, the Bank

increased the ceiling of the Support Program

for New Growth Engine Development and
Job Creation by 1 trillion won to support eco-
nomic recovery, using excess funds from the

Program for Stabilization of SME Lending.

As a result of these changes, the ceiling of
each program under the Bank Intermediated
Lending Support Facility is currently as fol-
lows: 2.5 trillion won for the Support Program
for Trade Financing, 11 trillion won for the
Support Program for New Growth Engine
Development and Job Creation, 5.5 trillion
won for the Program for Stabilization of SME
Lending and 5.9 trillion won for the Support
Program for Regional Enterprises. The total
ceiling is 30 trillion won, which includes re-
serves of 5.1 trillion won. The interest rates of
the programs under the facility are 0.50-0.75%

per annum.

Table II-1. Programs under the Bank Intermediat-
ed Lending Support Facility
(trillion won, %)

Ceilin
g Interest

Program Before After
adjustment adjustment”

Support Program for Trade Financing 2.5 2.5 0.50

Support Program for New Growth
Engine Development and Job Creation?

Program for Stabilization of SME

10.0 1.0 0.50

Lending? 6.5 55 0.50~0.75
Suppor? Program for Regional 59 59 075
Enterprises

Reserve 01 51 0.75
Total 25.0 30.0

Notes: 1) As of March 9, 2020.
2) The Support Program for High-tech and Other Start-up
SMEs was expanded and reorganized as the Support
Program for New Growth Engine Development and Job
Creation (September 2017).
3) Includes the support that had been formerly provided under
the Support Program for Facilities Investment.
Source: Bank of Korea.
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Figure lI-4. Ceiling and interest rates of Bank

Intermediated Lending Support Facility
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3. Financial Stability

As persistent financial imbalances can ulti-
mately lead to deterioration of macroeconomic
stability, it is necessary in conducting mon-
etary policy to consider financial stability as
well. From this standpoint, the Bank of Korea
has devoted efforts to achieve financial and
foreign exchange market stability, to provide
early warnings for potential financial system
risk factors, to strengthen global financial
safety nets and to enhance the stability and
efficiency of the payment and settlement sys-

tems.

Promotion of financial and foreign ex-
change market stability

The Bank of Korea continued its efforts to
ensure financial and foreign exchange market
stability in response to changes in conditions
in Korea and abroad. The Bank kept a close
eye on the impacts of external and domestic
risk factors, while, in times of heightened
market volatility, activating the emergency
response system and implementing timely

market stabilization measures.

The Bank held a "Financial and Economic
Conditions Review Meeting, to examine fi-
nancial and FX market movements at home
and abroad in line with escalating military
tensions between the US and Iran. In addi-
tion, the Bank set up and ran the "COVID-19
Response Task Force, from January 28 to
monitor developments related to COVID-19
and international financial markets around
the clock, and to closely examine their possi-
ble impacts on the domestic financial sector

and economy. The Bank also managed market

liquidity sufficiently by implementing open
market operations in a flexible manner. In
March, as volatility increased sharply in the
domestic and foreign financial and FX markets
due to the acceleration of the global spread of
COVID-19, the sudden policy rate cut by the
US Federal Reserve, and the collapse of inter-
national oil prices, the Bank held a "Monetary
and Financial Response Task Force Meeting
and announced that it would monitor market
conditions and use all possible policy mea-

sures to seek financial stability as necessary.

Strengthening of early warnings of po-
tential risks in financial system

In response to growing financial stabili-
ty risk owing to the worsening of external
and domestic conditions, the Bank of Korea
strengthened its efforts for the preemptive
identification and early warnings of potential

risks within the financial system.

During its TFinancial Stability Meeting, in
December, the Bank carefully assessed the
sectoral vulnerabilities of the household and
corporate credit markets, of asset markets
and of financial institutions, while also look-
ing into the resilience of the financial system
against unforeseen shocks. Despite a slight
deterioration in the financial soundness of the
household and corporate sectors caused by
the domestic and global economic slowdowns,
and the occasional escalation of volatility in
the financial and foreign exchange markets
resulting from the developments in external
issues such as the US-China trade dispute, the
Korean financial system remained stable in
general. Taking into account the loss-absorb-
ing capacities of financial institutions and the

payment capacity of the external sector, the fi-
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nancial system was assessed to have remained

resilient.

Meanwhile, the Bank conducted in-depth
analyses and provided measures to tackle is-
sues such as the following: the accumulation
of household debt; the delay in deleveraging
among the elderly, which could work as a po-
tential medium- to long-term risk factor to fi-
nancial stability in Korea; possible downward
adjustments to the credit ratings of domestic
companies owing to a deterioration in their
business environment from economic slow-
downs at home and abroad; and an increase
in investors’ risk appetite in a search for yield

in the low-interest environment.

The Bank of Korea conducted joint examina-
tions of financial institutions and enhanced
monitoring of them in order to assess poten-
tial risks within the financial system, while
devoting efforts to share information and to
strengthen cooperation with domestic and for-
eign supervisory authorities. It also carried out
a sectoral examination of the management of
foreign bank branches to analyze changes in
business behaviors and related risks, and their
impact on financial system stability. Through
risk assessment of individual banks, the Bank
of Korea took a comprehensive review of each
bank’s loan portfolios, its management of loan
soundness and its compliance with the Bank

of Korea's regulations.

Table II-2. Joint examinations” with Financial
Supervisory Service

2016 2017 2018 2019

6 6 5 6 -

Note: 1) Based on the number of examinations.
Source: Bank of Korea.

Strengthening of global financial coop-
eration

The Bank of Korea actively participated in
discussions at international organizations
and consultative bodies including the BIS, the
IMF and the G20, where it worked to closely
monitor global financial and economic devel-
opments and current issues in major econo-
mies, to examine the impacts on the Korean
economy, and to seek preemptive measures in

response.

The Bank made sustained efforts to expand
Korea’s multi-layered foreign exchange safety
nets, in an attempt to prepare for growing un-
certainties at home and abroad. More specifi-
cally, the Bank extended the terms of the cur-
rency swap agreements with the central banks
of Malaysia and Australia by three years each
in February. The currency swap amount com-
mitted under the agreement with the Reserve
Bank of Australia, in particular, has been
expanded by 20% on the basis of Australian
dollars,* leading to a further enhancement
of multi-layered financial safety nets and to a
stronger economic and financial partnership
between the two countries. The Bank also

actively participated in discussions for im-

44) The swap volume has been expanded from 10 billion Australian dollars/9 trillion Korean won to 12 billion Australian

dollars/9.6 trillion Korean won (approximately 8.1 billion US dollars).



proving regional financial safety nets. It made
wide-ranging efforts to bolster the effective-
ness of the ASEAN+3 Chiang Mai Initiative
Multilateralization (CMIM), the region’s mul-
tilateral currency swap agreement, and played
a leading role in reaching an agreement on
measures to strengthen financial support
at the ASEAN+3 Finance and Central Bank

Deputies” Meeting in December of last year.

Enhancement of safety and efficiency
of payment and settlement systems

The Bank of Korea continued its efforts to en-
hance the safety and efficiency of the payment

and settlement systems.

The Bank devoted efforts to ensure smooth
domestic implementation of the MPrinciples for
Financial Market Infrastructures (PFMI),*?
and other international standards in the field
of payment and settlement. The Bank exam-
ined the Korea Financial Telecommunications
and Clearing Institute’s compliance with the
PFMI and cyber risk response framework
in operating its electronic banking network,
checks clearing service, interbank funds
transfer system and open banking system.
The Bank is planning to provide recommen-
dations on areas that are identified as needing
improvement. Furthermore, through a joint
examination of one domestic bank, the Bank

assessed its compliance with relevant regu-

lations as well as its settlement risk manage-
ment practice, and recommended improve-

ments in some areas.

In addition, the Bank has been continuing its
research on crypto-assets, central bank digital
currency and distributed ledger technology,
and it set up a dedicated team (Digital Cur-
rency Research Team) in February in order to
proactively respond to the rapid changes re-
garding the CBDC issue.

45) Following the global financial crisis, a need was identified to expand over-the-counter derivatives market infrastruc-

tures and strengthen the international standards for the operation of financial market infrastructures. Accordingly,

the BIS Committee on Payments and Market Infrastructures (CPMI), jointly with the International Organization of

Securities Commissions (I0OSCO), integrated the existing international standards, and in April 2012 they were es-

tablished as the new international standards for payment and settlement. CPMI-IOSCO has enacted additional

international standards as supplementary guidelines for PFMI compliance, including its Guidelines on cyber resil-

ience for financial market infrastructures (Jun. 2016), Recovery of financial market infrastructures (Jul. 2017) and

Resilience of central counterparties (CCPs): Future guidance on the PFMI (Jul. 2017).
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1. Growth and Price
Forecasts?*®

Domestic economic growth to improve
after temporary contraction

Under the scenario in which the spread of
COVID-19 starts to ease after peaking in
March, GDP growth rates for this year and
the next are forecast to be 2.1% and 2.4%, re-
spectively. If the spread of the virus starts to
be contained in March, the domestic economy
is expected to recover gradually from the sec-
ond quarter after a temporary slowdown due
to negative impacts from COVID-19, as pri-
vate consumption and exports rebound amid
continued fiscal expansion and a recovery in
facilities investment. However, there is a no-
tably high level of uncertainty surrounding
the growth path, particularly as to how the
COVID-19 situation will develop going for-

ward.

By sector, although private consumption is
expected to contract on a short-term basis
due to the spread of COVID-19, it is fore-
cast to recover at a relatively rapid pace after
the coronavirus outbreak subsides. With
consumption of services and goods such
as semi-durable goods expected to decline
owing to the heightened anxiety, the higher
proportion of retail sales through online shop-
ping is projected to offset the negative effects
to some degree. However, it seems likely that
the services consumption slump will ease and
residents’ overseas consumption will return
to previous levels after the COVID-19 situa-
tion subsides. Meanwhile, the government’s

strengthening of welfare policies including the

expansion of the basic pension is likely to con-
tribute to increasing the consumption capacity

of vulnerable groups.

Facilities investment has shown signs of im-
provement this year led by machinery, and
is projected to rebound led by the IT sector
including semiconductors and display equip-
ment in line with a future recovery in global
demand. Intellectual property products in-
vestment will sustain its solid growth thanks
to favorable conditions for R&D investment
and the increasing demand for new technolo-
gy-based software. Construction investment
is expected to continue declining, especially
in residential building construction. However,
the extent of decline will gradually lessen, led
by a recovery of civil engineering investment
such as SOC.

Exports are forecast to improve modestly this
year as global trade recovers gradually thanks
to the easing of US-China trade tensions and
a recovery in the semiconductor industry. The
current account surplus is projected to de-
crease compared to last year, led by the wid-
ening of the services account deficit due to the
decline in the number of foreign tourists from
fear about the spread of COVID-19, as well as
by the narrowing of the primary income ac-

count surplus.

46) Based on the Bank of Korea’s "Economic Outlook Report, released on February 27, 2020.
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Table IlI-1. Economic growth outlook"?
(%)

2019% 2020° 2021°
Hi  H2 Year H1 H2 Year Year
GDP 19 22 20 20 22 21 24

Private consumption 20 19 19 11 26 19 24
Facilities investment ~ -12.3 -26 -7.7 48 47 47 53

Intellectual property
products investment

Construction investment -51 -1.2 -31 -24 -20 -22 -09
Goods exports -08 16 05 14 23 19 25
Goods imports 32 16 -08 08 34 21 31

28 25 27 32 34 33 33

Notes: 1) Figures are the forecast as of February 2020.
2) Year-on-year.
3) Reflects fourth quarter preliminary figures (released on
March 3).
Source: Bank of Korea.

Inflation forecast to be around 1% in
2020

Consumer price inflation is expected to
be 1.0% in 2020, higher than in 2019. De-
mand-side inflationary pressures are likely to
be weak and the government’s welfare policy
stance will be sustained, but the supply-side
downward pressures from agricultural, live-
stock, & fishery product prices are expected to
ease. While agricultural, livestock, & fishery
product prices are likely to increase compared
to last year when the prices stayed far below
past averages, the growth rate of petroleum
product prices is expected to increase on the
expiration of the fuel tax cut. With the improv-
ing economic conditions next year, consumer
price inflation is forecast to record 1.3%, high-
er than that of this year, owing to the reduced
effects of social welfare policies. Core inflation
excluding food and energy prices is forecast to

be 0.7% this year and 1.1% next year.

A look at various factors affecting prices

shows that, in terms of overseas factors, in-
ternational oil prices are forecast to increase
modestly affected by a gradual recovery in
demand after the spread of COVID-19 sub-
sides, but there remain potential uncertainties
regarding COVID-19 developments and sup-
ply conditions. In terms of domestic factors,
demand-side inflationary pressures are weak,
and the rate of wage growth is expected to be
slow due to poor business performance. How-
ever, the high rate of wage growth that has
been seen mainly in industries related to per-
sonal services exists as a potential inflationary
pressure on the cost side. Regarding other fac-
tors, declines in vegetable production owing
to autumn typhoons could push inflation up
for some time. Concerning government poli-
cies, the strengthening of social welfare poli-
cies in education and healthcare is expected to
exert downward pressure on prices, but hikes
in some public service fees and insurance pre-
miums could work as factors boosting infla-
tion. Housing rental fees are expected to rise
at a rapid pace, affected by recent increases
in leasehold deposit prices and monthly rents

(based on new contracts).

The upside and downside risks to the fu-
ture inflation path are mixed. Some of the
main upside risks are a rise in international
commodity prices in line with the easing of
COVID-19 and the possibility of additional
hikes in some public service fees. The down-
side risks, meanwhile, include stronger wel-
fare policies regarding telecommunication and
healthcare, and a delayed recovery in domestic
demand owing to the spread of COVID-19.



Figure IlI-1. Percentage GDP gap"?
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Notes: 1) Figures are the forecast as of February 2020.

2) Figure for 2020 is annual basis.

Source: Bank of Korea.

Table IlI-2. Inflation outlook"?

2019 2020°
H2 Year H2 Year Year
CPlinflation 06 02 04 10 09 10 13
CPlexcudng o0 07 07 07 08 07 11
food & energy
Core -
inflation CPI excluding
agricultural 10 08 09 08 09 08 12

products & oils

Notes: 1) Figures are the forecast as of February 2020.

2) Year-on-year.

Source: Bank of Korea.
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2. Major Considerations

The Bank of Korea will operate its future mon-
etary policy as it closely checks the impacts
of uncertainties at home and abroad on the
growth and inflation forecast paths, while de-
voting attention to financial stability as well.
In this process, it will also carefully moni-
tor the degree of the spread of COVID-19,
developments in global trade disputes and
geopolitical risks, conditions in domestic and
international financial markets, and financial

stability conditions.
Extent of the spread of COVID-19

Due to the outbreak of COVID-19, economic
activity in China, the world’s largest trading
and tourism partner, has significantly de-
clined. The outbreak has also contracted do-
mestic consumption in Korea and disrupted
its exports and production activity. With the
recent global spread of COVID-19, concerns
about global economic conditions are mount-
ing. Since COVID-19 is spreading very rapidly
and widely, there is high uncertainty concern-
ing the future growth of the domestic econo-

my.

Looking at the transmission channels of the
effects of the spread of COVID-19, a pro-
longed slump in domestic consumption led
by the services industry due to a decline in
households” economic activity could weaken
corporate investment sentiment and in turn
negatively affect facilities investment. The
drop in the number of foreign tourists will
likely work as a factor reducing services ex-
ports. Considering China’s growing economic

size and higher interconnectedness with the

world economy through global supply chains,
together with the wider spread of COVID-19
to many other nations, the adverse impacts of
COVID-19 in terms of the contraction in glob-
al trade and disruption to global value chains
could be larger than those of previous infec-

tious diseases.

Figure IlI-2. Consumer CSIVand corporate BSI?

= Consumer Sentiment Index = Business Survey Index
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Notes: 1) Long-term average from 2003 to 2019 is set at 100.
2) Weighted averages of BSI by industry ((Share of positive
responses — Share of negative responses) x 100 + 100)
Source: Bank of Korea.

Figure IlI-3. China’s trade volume and proportion
in world trade

Bl China’s trade volume (left)
~ China’s proportion in world trade (right)
(trillion dollars) (%)
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Source: WTO.



As the economic repercussions of COVID-19
could vary widely depending on the degree
of its spread and duration, it is difficult to es-
timate its effects accurately at present. There-
fore, it is necessary to continue closely moni-
toring the impacts of COVID-19 on the future
growth path.

Global trade disputes and geopolitical
risks

Uncertainties remain as to global trade dis-

putes and geopolitical risks.

The uncertainties over trade disputes have
somewhat eased due to the Phase One trade
agreement between the US and China.*”
However, since future negotiation agenda
concerns China's systems and its economy's
structural aspects, such as government subsi-
dies, reform of state-owned enterprises, intel-
lectual property rights and technology trans-
fers, the conflict between the two countries
is unlikely to be resolved in a short period of
time. Concerns have also been raised that the
trade dispute between the US and the EU*
could intensify over the introduction of a digi-
tal tax by Europe and the hike in the tariff rate
on European aircraft by the US.

There still remain geopolitical risks including
the post-Brexit* follow-up negotiations be-
tween the UK and the EU, as well as political
unrest in the Middle East. As the UK and
the EU have starkly different views over the

agenda and the process of negotiations and an
extension of the transition period, uncertainty
about the negotiation process could expand
going forward. In addition, it is judged that
while there is little possibility that the military
tension between the US and Iran or the civil
war in Libya will escalate, political unrest in
the Middle East is unlikely to be resolved in a

short period of time.

Figure IlI-4. Global uncertainty index

= Global economic policy uncertainty index (left)
~— Geopolitical risk index (Middle East, right)
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Source: Economic Policy Uncertainty.

Therefore, as domestic and overseas financial
and economic conditions could be affected
substantially by changes in global trade dis-
putes and geopolitical risks, developments in

this regard should be watched closely.

47) The US and China signed a Phase One trade deal on January 15 that includes additional imports of US goods and

services by China and the gradual lifting of additional tariffs on Chinese goods by the US.

48) The European Council announced that it would draw up a final report on a digital tax by the end of 2020 through
the OECD. The US decided to raise the tariff rate on EU aircraft from 10% to 15%, effective March 18, 2020.
49) The UK officially left the EU on January 31. The negotiations during the transition period, starting from February 1

(running until December 31), will cover agenda items that were not dealt with during the Brexit negotiations.
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Domestic and international financial
market conditions

In the global financial markets, the volatility
of major price variables has increased greatly
in line with COVID-19 developments. With
downside risks to the economy growing due
to COVID-19, market participants expect an
additional cut in the federal funds rate by
the US Federal Reserve® by year-end. Until
mid-February global stock prices showed a
sharp upward trend with the US Dow Jones
Index closing at an all-time high, but they
plummeted afterwards on heightened con-
cerns about the spread of COVID-19. As long-
term interest rates fell in major countries,
reversals of short- and long-term interest rates
occurred. Inflows of global fund investment to
advanced economies expanded, while those to

emerging market economies slowed.

The domestic financial market has shown
trends broadly similar to those of the global fi-
nancial markets. Treasury bond yields (3-year)
and stock prices fell sharply, and the Korean
won/dollar exchange rate rose considerably.
Foreigners’ portfolio investment posted net
sales, led by securities investment, after the

second half of February.

Figure IlI-5. Expected reduction in US Federal
Reserve’s policy rate in 20202

(%p) (%p)
1.50 4150

Unscheduled FOMC meeting
1251 (March 3) 1.2

11.00
10.75
10.50

1025

0.00 - - 0.00
20.1 2 3

Notes: 1) Calculated from the Federal Funds futures rate.
2) As of March 5, 2020.

Sources: Bloomberg, US Federal Reserve.

Figure IlI-6. Domestic and international financial
market volatility

— V-KOSPI - VIX
60 160

50 [ 50

Sources: Bloomberg, Koscom.

50) In view of the risks to economic activity concerning the spread of COVID-19, the US Federal Reserve convened an

unscheduled meeting on March 3 and lowered the target range for the federal funds rate by 0.5%p (1.00%-1.25%).



Figure IlI-7. Share prices and spread between
long-term and short-term rates

= KOSPI = Korea (3-year Treasury Bond rate
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Sources: Bank of Korea, Bloomberg.

Going forward, financial and foreign ex-
change markets at home and abroad are
highly likely to respond more sensitively in
line with COVID-19 developments, real eco-
nomic activity and the policy responses of
major economies. Therefore, it is necessary to
continue closely monitoring changes in major
price variables and foreign portfolio invest-

ment trends.

Financial stability conditions

Looking at the recent financial stability condi-
tions, household lending has grown at a faster
pace, mainly due to the continued demand
for housing purchases and leasehold deposits.
Housing prices, which are closely related to
household debt, have increased at a high rate,
especially in the areas surrounding Seoul,
despite the government’s real estate policies.

Meanwhile, the growth rate of loans to sole

proprietors has also increased again since last

September.

Figure IlI-8. Growth rate of loans to house-
holds"® and sole proprietors??

— Household lending growth rate

~— Growth rate of lending to sole proprietors
(%) (%)
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Notes: 1) Based on depository institutions; including mortgage
transfers.
2) Based on banks.
3) Year-on-year.

Source: Bank of Korea.

Figure IlI-9. Rate of increase in apartment sales
price by region”

= Nationwide ~ Seoul - Gyeonggi province
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Note: 1) Week-on-week.
Source: Korea Appraisal Board.
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Government policies are expected to slow the
growth rate of lending to households and sole
proprietors going forward. However, lending
has recently expanded and the expectations
of additional rises in housing prices have re-
mained high® despite the government’s real
estate stabilization measures. Therefore, there
is a need to continue the close monitoring
of financial stability conditions, while being
attentive to the possibility of expanded fund

inflows into the real estate market.

51) The CSI on prospective housing prices (nationwide) stood at 115 (October 2019) - 120 (November) — 125 (Decem-
ber) » 116 (January 2020) — 112 (February).



3. Future Monetary Policy
Operational Directions

Base Rate operation

In the future as well, the Bank of Korea will
conduct its monetary policy so as to ensure
that the recovery of economic growth contin-
ues and consumer price inflation can be sta-
bilized at the target level (2.0%) over a medi-
um-term horizon, while also paying attention

to financial stability.

As it is expected that domestic economic
growth will be moderate and it is forecast
that demand-side inflationary pressures will
remain at a low level, the Bank will maintain
its accommodative monetary policy stance.
In this process it will judge whether to adjust
the degree of monetary policy accommoda-
tion, while thoroughly assessing the severity
of the COVID-19 outbreak and its impact on
the domestic and global economies, changes
in monetary policies of major countries, and
developments of global trade disputes and

geopolitical risks.

In addition, the Bank will continue to conduct
its monetary policy with attention devoted
to changes in financial stability conditions as
well. As the growth rate of household debt is
still high and it remains to be seen whether
housing prices will stabilize, the Bank will
closely monitor the impacts of its accommoda-
tive policy stance on financial stability, such as

the growing trend of household debt.

Enhancement of monetary policy effec-
tiveness

Considering the high uncertainties in the
policy environments at home and abroad, the
Bank will make efforts to ensure consistency
in communication. As the market pays close
attention to domestic and global economic
conditions, the Bank will make continuous ef-
forts to explain in more detail the background
behind monetary policy decisions, and to
provide accurate and objective information
on economic conditions and forecasts. More-
over, as inflation persistently hovers below the
target level, the Bank of Korea will examine
on a regular basis how the inflation target is
managed and provide detailed explanations to
enhance economic agents” understanding of

inflation conditions.

Promotion of financial and foreign ex-
change market stability

The Bank of Korea will continue its efforts to
promote the stability of financial and foreign
exchange markets. There is a possibility that
the financial and foreign exchange markets
could respond sensitively to developments of
domestic and external risks. Going forward,
the Bank will closely examine cash flows
and major price variables in the financial and
foreign exchange markets and the flows of
foreigners’ investment funds and will take
active steps whenever concerns about market

instability arise.
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Maintenance of financial system stability

The Bank of Korea will thoroughly monitor
financial system stability in line with changes
in domestic and overseas financial and eco-
nomic conditions and continue early warning
activities concerning potential risks to the
financial system. To this end, the Bank plans
to examine the capacities of households, cor-
porations and financial institutions to respond
to many different stress conditions using an
integrated stress test model, while stepping
up its monitoring of household debt and real
estate market conditions, and corporations'
financial soundness. Regarding new types of
risk that could arise from structural changes
in the financial environment including ad-
vancement in digital financial innovation, the
Bank will study the effects on the financial

system in a preemptive manner.



Box Ili-1.

Effects of COVID-19 Outbreak on Real
Economy

As COVID-19 has spread to Korea and across
the globe after originating in China last Decem-
ber, it has had repercussions not only on China’s
economy but also on the domestic real econ-
omy, both directly and indirectly. In the case
of SARS, the spread was confined to China
and its neighboring countries and its economic
shocks were short-lived, and thus its impacts
on the domestic economy were limited. How-
ever, with China now the world’s largest market
for trade and tourism and a key player in global
value chains, and COVID-19 spreading to many
other nations, the effects of the recent situation
are expected to be greater than those of past
outbreaks. Against this backdrop, this paper ex-
amines the effects of the spread of COVID-19 on
the real economy through different transmission
channels.

Duration of past global infectious diseases

Duration for the world November 2002 First outbreak in
- July 2003 April 2012
Duration for Korea”  April - May 2003 ~ May - July 2015

Note: 1) The period that runs from the first confirmed case to the last
confirmed case.

The COVID-19 outbreak affects the real econo-
my through the channels of domestic demand,
trade in goods and services, and manufacturing

production disruption. First, the contraction in

household economic activity is expected to
lead to a considerable decrease in domestic
consumption, especially in the culture, leisure,
and restaurant services sectors. If the situation
is prolonged, it will negatively affect facilities
investment by denting corporate investment
sentiment (the channel of domestic demand
such as consumption and investment). Second,
services exports will decline owing to the drop in
the number of foreign tourists, and services im-
ports and private consumption will also shrink in
line with the fall in outbound overseas travel (the
channel of services trade). Third, Korea’s goods
exports to China could decrease in line with
China's economic slowdown, and its exports
to other countries could also be affected due
to sluggish global trade (the channel of goods
trade). Last, if the recovery of China’'s manufac-
turing base is delayed for a long time, this could
cause disruption to global value chains and in
turn have adverse effects on the production of
the domestic manufacturing industry (the chan-
nel of manufacturing production disruption).

COVID-19 is working as a factor pushing down
the domestic growth rate this year through the
aforementioned transmission channels.

First, the number of foreign tourists has fallen
sharply owing to the weaker demand for travel,
and the situation is expected to persist for some
time. This is similar to the situation when the
number of foreign travelers plunged because
of the MERS outbreak.” In particular, since Chi-
nese tourists account for the largest proportion
among total foreign tourists,? the spread of the
novel coronavirus is likely to have huge negative

effects on services exports.

1) Immediately after the MERS outbreak, the number of foreign tourists dropped by 1.67 million over four months be-

fore shifting to a rise.

2) China accounted for 34.4% of total foreign tourists in 2019.
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Number of foreign tourists during past infectious
disease outbreaks"

Goods consumption and services industry pro-
duction during the MERS outbreak"

— MERS SARS
(%) (%)
30 - 130
20 420
10 - \\ /\—/\\ 110
0 / 0

10 - (=10
-20 - 4 -20
-30 - 1 -30
40 | 140
-50 - 1 -50
) S S o go

1t 1 2 t+3 t+4 5 t+6 t+7 t+8 t+9(Month)

Note: 1) Year-on-year.
Source: Korea Tourism Organization.

Private consumption, led by services, is likely to
shrink as well. Consumption in the service sec-
tor, including tourism, leisure, food & accommo-
dation, and healthcare, has been very sluggish,®
while negative impacts have also been seen in
goods consumption, especially in offline retail
sales. Looking at past cases such as MERS,
goods consumption slowed considerably during
the outbreak but then rebounded sharply once
the virus receded. Therefore, goods consump-
tion is expected to recover at a relatively rapid
pace when the situation improves. In addition,
the sharp increase in the share of sales of non-
store retail? including online shopping appears
to partly offset the effects from sluggish offline
retail sales.

= Goods consumption Services production

106 106
104 | /_/_ 104
v
102 | 1102
100 | {100
o
N74
98 {98
96 L L L i L L il L L L L L L L L L L L L L L L L 96
151 4 7 10 161 4 7 10

Note: 1) Based on 3-month moving averages.
Source: Statistics Korea.

Negative impacts are being seen in goods ex-
ports, led by the largest export items to China
such as chemical and industrial products and
petrochemical products. However, when the
coronavirus pandemic recedes, the capacity
utilization rate of production facilities in China is
expected to ramp up and Korea’s exports will
improve gradually, led by exports to China.?
Meanwhile, COVID-19 appears to have had only
limited effects on investment for now. However,
if the coronavirus outbreak is prolonged, there is
a chance that both production and investment
could suffer significant disruptions.

3) During the MERS outbreak, the growth contributions of major items related to services consumption, including

“restaurants and accommodation services,” “entertainment, sports and culture,” and “medical and healthcare,” were

lowered.

4) The proportion (based on sales figures) of sales of non-store retail rose from 11.5% in 2015 to 16.8% in 2019.
5) The share of intermediate goods in total exports to China in 2019 stood at 74.6%.



Korea’s exports” to China

Final goods and raw materials Bl |ntermediate goods

(100 billion dollars) (100 billion dollars)
18 118
16 116
14 - 114

02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18 19

Note: 1) Based on customs clearance.
Source: Korea Customs Service.

Given that COVID-19 has spread to other re-
gions including Europe, the adverse impacts
on the domestic economy from related shocks
could be amplified through the various transmis-
sion channels. Therefore, it is necessary to keep
a close eye on COVID-19 developments and the

subsequent repercussions.
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