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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 December 2020 Monetary Policy Report has been drawn up to
cover the time period from after the Monetary Policy Board meeting for
monetary policy decision-making in August 2020 through the date of
the Monetary Policy Board meeting for monetary policy decision-mak-

ing in November 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 financial and economic conditions in
Korea and abroad between August and Novem-
ber 2020 finds the following. The global econ-
omy showed improvement, boosted by the re-
covery of consumption in advanced economies
and increased investment in China. However,
the economic recovery then somewhat weak-
ened due to the rapid resurgence of COVID-19.
Growth in the US picked up, led by consump-
tion and employment, but economic activity is
partially limited by stronger restrictions on move-
ment following the resurgence of COVID-19. The
trend of improvement in the euro area economy,
and the services industries in particular, weak-
ened owing to strengthened containment mea-
sures in individual countries. China’s economy
continued to show a solid recovery. Investment
increased centered around infrastructure and

real estate, and consumption improved.

Economic growth in major economies”

(%)

2017 2018 2019 2020

Year Year Year 03 Q4 01 Q2 03
Us 23 30 22 06 06 -13 90 74
Ewoaea 26 19 13 03 00 -37 -118 126
Japan 22 03 07 00 -1.8 -06 82 50
China 69 67 61 60 60 -68 32 49

Note: 1) The quarterly rates of growth are quarter-on-quarter (season-
ally adjusted) for the US, Japan and the euro area, and year-
on-year for China.

Sources: Individual countries’ published statistics.

Between September and October, the interna-
tional financial market saw stronger risk aversion
due to the resurgence of COVID-19 in major
countries, but investment sentiment improved

afterwards, largely owing to a lessening of un-
certainties related to the US presidential election
and progress in the development of COVID-19
vaccines. Global prices rose sharply, boosted
by factors such as eased concerns about in-
creased taxation and stronger regulations after
the US presidential election, and expectations
for early vaccine rollouts. The US dollar weak-
ened against currencies of major advanced
countries, affected for instance by an increased
preference for risky assets after the US presi-
dential election in November.

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 - | | 1150
140 140
130 + 1130
120 - 1120
10 ¢ 41110
100 1100

90 - 4190

80 3 3 80
717 181 7 191 7 201 7 1

Source: Bloomberg.

2] In the Korean economy, growth showed
moderate recovery, but the recovery varied
from sector to sector. Consumption saw slower
recovery, influenced for instance by the re-
surgence of COVID-19, and the adjustment in
construction investment continued. However,
exports rebounded significantly thanks to the
economic reopening in major countries, and
facilities investment improved. As a result, real
GDP in the third quarter increased by 2.1% com-
pared to the quarter before.
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Real GDP growth"

(%) (%)
30 430

2.0 -
10
-1.0 -

20 -

30 F

-40

-4.0

1701 Q3 18.01 Q3 19.01 Q3 20.01 Q3

Note: 1) Quarter-on-quarter (seasonally adjusted).
Source: Bank of Korea.

Employment remained sluggish. After Septem-
ber, the number of persons employed declined
by a larger amount (year-on-year) again due to a
resurgence of COVID-19 and stronger social dis-
tancing measures, and the (seasonally adjusted)
employment-to-population ratio also fell slightly.

Changes" in number of employed persons and
employment-to-population ratio?

Bl Changes in number of employed persons (left)
—— Employment-to-population ratio (right)

(ten thousand persons) (%)

80 163
60 462
40 F .\,_\/_/\‘ 161
8 111 1

0 | I I | | I 1] | Rix | 59
20 F | | | 58
-40 57
-60 56

171 7 18.1 7 19.1 7 20.1 7 10

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

[8) Consumer price inflation showed increased
volatility. It rose to the 1.0% level in September,
affected by a hike in agricultural product prices
owing to the worsening of weather conditions in
the summer. It then fell sharply to 0.1% in Octo-
ber, as the government support for telecommu-
nications fees acted as a temporary downward
pressure on inflation. It rose again to the mid-0%
range in November, owing to sharply declined
effects of the support for telecommunications
fees. Core inflation excluding food and energy
has recently run in the mid-0% range and the
inflation rate expected by the general public re-

mained in the upper-1% range.

Inflation"?

-~ CPI ~— CPl excluding food & energy
— CPl excluding food & energy (excluding administered prices)
- Inflation expectation of general public®
(%) (%)
4r -4

2 NS 2
10 11
0 V V vo

S T S R T T R R |

171 7 181 7 191 7 20.1 70N

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.

Entering November, the upward trend of hous-
ing sales prices accelerated in Seoul and its sur-
rounding areas (mainly in Gyeonggi province and
Incheon), and in the rest of the country (mainly
in metropolitan cities), while leasehold (jeonse)
deposit prices also rose at a higher pace in both
Seoul and its surrounding areas and the rest of

the country.



Housing sales price growth rate”

— Nationwide —— Seoul and its surrounding areas

— Other areas

(%) (%)
16 116
12| 112
0.8 - 10.8
0.4 - /\ 0.4
0.0 /\‘_,A /- 0.0
04 Lo SR e 04

Note: 1) Month-on-month.
Source: Korea Appraisal Board.

(4) In the domestic financial markets, long-term
market interest rates fluctuated in September,
influenced for instance by concerns over the
excess supply of bonds related to the govern-
ment’s additional supplementary budget, and
the Bank of Korea’s announcement of a plan to
expand outright purchases of Treasury bonds.
The rates then rose after October on improved
major domestic and international economic
indices, a lessening of uncertainties related to
the US presidential election, and expectations
for development of COVID-19 vaccines. Stock
prices soared after November on a shift to a net
inflow of foreign stock investment funds and im-
provements in investment sentiment at home and
abroad. The Korean won/US dollar exchange
rate declined on the strengthening of the yuan
and global weakening of the dollar, as well as on
the perception that the degree of strengthening
of the Korean won had been relatively limited.

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

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

(%) (won)
30 | - 1,400

25| 11300
20 N\\\A\ 11,200

1,100

1,000

05 3 900
717 181 7 181 7 201 7 T

Sources: Bank of Korea, KOFIA.

(8] Household lending increased at a much fast-
er pace, driven by demand for funds for stock
investment and for living expenses in addition
to increased housing-related demand for funds.
Corporate lending continued to grow, led by
lending to small and medium-sized enterprises,
due to COVID-19-related fund demand and to
support from the government, the Bank of Ko-

rea, and financial institutions.

Arewwing aAlnoaxy



iv Changes in household loans"??

Bl Banks mm Non-bank depository institutions

(trillion won) (trillion won)
16 - 16
14 114
12+ 112
10 - 10
8r 8
6 6
4 ; 4
A
0 HH 0
2t -2
-4 -4

171 7 18.1 7 191 7 201 7 10

Notes: 1) Month-on-month.

2) Including mortgage transfers.

3) Figures for October 2020 are based on the Bank of Korea

advance estimate for banks and have not been released for

non-bank depository institutions.
Source: Bank of Korea.

Changes in corporate loans"?

Bm SMEs mm Large firms
(trillion won) (trillion won)
30 130
25 125
20 - 120
15 - 115
10+ 410
0II!.|_|!||.|I| THEITTLELRCATE1 L
Rl | P
-5t 1-5
10 -10
174 7 18.1 7 19.1 7 20.1 7 10

Notes: 1) Month-on-month.
2) Based on banks.
Source: Bank of Korea.

[Conduct of Monetary Policy]

6] The Bank of Korea maintained its accom-
modative policy stance to support the recovery
of growth and to help inflation stabilize at the
2% target over a medium-term horizon. In this
process, it closely examined risk factors such
as the global and domestic development of the
COVID-19 pandemic, its financial and economic
impacts at home and abroad, and changes in
financial stability conditions. Under this policy
stance, the Bank maintained the Base Rate at
0.50% per annum.

Bank of Korea Base Rate"

(%) (%)

6.0 1 6.0
(Aug.08)

(0ct.9,08)

5.0 (0ct.27,08) 150
(Nov.08)

40+ (Dec.08) 140

(Jul.12)

(Jan.09) (0ct.12)

3.0 ¢ 13.0
(Feb.09)

2.0 | 2.0

1.0 F 1.0

(May.20)
00 L L L L L L 00
08 10 12 14 16 18 20 Nov.

Note: 1) Figures in parentheses refer to the months of Base Rate
adjustments.
Source: Bank of Korea.

A detailed look at the Base Rate decisions
during this period, and the backgrounds behind
them, are as follows.

At the October meeting, the Board decided
to leave the Base Rate unchanged at 0.50%,
considering that it was necessary to monitor
the effects of the monetary and fiscal measures
taken so far, the development of COVID-19 at
home and abroad, and subsequent changes in
financial and economic conditions, as the slump



in exports was easing and the expansionary
fiscal policy stance was being strengthened
under the accommodative financial conditions
amid high uncertainties surrounding the growth
path. It was expected that the economy would
recover gradually, led by exports as the slump
in exports eased, although consumption was
tepid, affected by the resurgence of COVID-19,
and the recovery in facilities investment was
subdued. However, it was judged that uncer-
tainties surrounding the growth path were still
high due to the spread of COVID-19 worldwide.
Consumer price inflation had risen to around 1%
in September, driven mainly by a large increase
in the prices of agricultural, livestock and fishery
products due to severe weather conditions. It
was forecast that consumer price inflation would
run at the low- to mid-0% level for some time,
reflecting weak demand-side inflationary pres-
sures and prolonged effects from the drop in
global oil prices. From the financial stability per-
spective, household loan growth had picked up
and housing prices continued on an increasing

trend in all parts of the country.

At the November meeting, the Board left the
Base Rate unchanged at 0.50%. The Board
judged there was a need to maintain the current
policy stance as uncertainties surrounding the
growth path remained elevated, regarding for
example early vaccine rollouts and the develop-
ment of the global spread of COVID-19, although
expectations for an economic recovery were
heightened as the development of COVID-19
vaccines reported better-than-expected results.
The Korean economy continued to recover at a
modest pace overall, but showed varying move-
ments by sector. The improvement in exports
continued and facilities investment had started
to recover, led by the IT sector, while the recov-

ery in private consumption was slow with the

resurgence of COVID-19, and the adjustment
in construction investment continued. Going
forward, the domestic economy was likely to
recover gradually, led mainly by exports and in-
vestment. GDP was projected to grow at slightly
below -1% in 2020 and around 3% in 2021. It
was forecast that consumer price inflation would
remain at the low- to mid-0% level for some time
and then moderately increase to around 1% in
2021, owing to improvement in the domestic
economy and the base effect of international
oil price declines this year. In the meantime, the
Board saw a need to closely monitor the effects
of the government’s housing and macropruden-
tial policies and consequent changes in financial
stability conditions, as housing prices in all parts
of the country continued their upward trends,

and the growth in household loans accelerated.

The Bank of Korea is using various policy in-
struments to promote stability and smooth cred-
it flows in the financial and FX markets.

The Bank increased the total ceiling on the Bank
Intermediated Lending Support Facility by 8
trillion won from 35 trillion won to 43 trillion won
on October 5 to support SMEs and small busi-
nesses whose financial difficulties had been ag-
gravated by the resurgence of COVID-19. Spe-
cifically, the Bank provided 3 trillion won of new
funding to support small businesses affected by
COVID-19, and increased the ceiling of the ex-
isting program that supports SMEs affected by
COVID-19 by 3 trillion won. In addition, another
2 trillion won was used to increase the ceiling of
the program that supports facilities investment
of startups, of businesses that create jobs, and
of material, parts and equipment businesses, all
of which can act as growth engines of the Kore-

an economy and contribute to employment.
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Vi

Programs under the Bank Intermediated Lending
Support Facility
(trillion won, %)

Ceilin
: Interest

Program Before After rate
adjustment adjustment

Support Program for Trade

S 2.5 2.5 0.25
Financing
Support Program for New
Growth Engine Development 11.0 13.0 0.25
and Job Creation”
Program for Stabilization of
SME Lending? 55 % 0
Support Program for Regional 59 59 0.25
SMEs
Support for SMEs Affected by
COVID-19 10.0 13.0 0.25
Support for Small Businesses - 3.0 0.25
Total 35.0% 43.09 -

Notes: 1) 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).
2) Includes the support that had been formerly provided under
the Support Program for Facilities Investment.
3) Includes reserves of 0.1 trillion won.
Source: Bank of Korea.

In addition, the Bank of Korea announced a
plan to expand outright purchases of Treasury
bonds to a total of around five trillion won from
September to the year-end, as a preemptive re-
sponse to any possible mismatch in the supply
and demand of Treasury bonds and consequent
expanded volatility in market interest rates. The
Bank purchased Treasury bonds on three occa-
sions, in September (2.0 trillion won), October (1.5
trillion won), and November (1.5 trillion won), with
total purchases amounting to 5.0 trillion won.

Outright purchases of Treasury bonds"

(trillion won)
Date Amount Date Amount
March 20 15 September 242 2.0
April 10 1.5 October 28% 1.5
July 2 15 November 272 15
August 31 15 Total 11.0

Notes: 1) As of the end of November 2020.
2) Conducted at the month-end according to the plan on the
expansion of outright purchases of Treasury bonds.
Source: Bank of Korea.

The Bank extended its Corporate Bond-Backed
Lending Facility again by three months to Feb-
ruary 3, 2021, in consideration of the continuing
COVID-19 pandemic and the still high finan-
cial and economic uncertainties at home and
abroad. It also continued to support the credit
market through an SPV that manages purchas-
es of corporate bonds and commercial paper,
including lower-rated ones, established to sta-
bilize the credit securities market. The SPV pur-
chased 2.2 trillion won worth of corporate bonds
and CP as of the end of November 2020.

As part of its efforts to secure new policy instru-
ments for FX market stability, the Bank of Korea
launched a new facility under which it supplies
foreign currency liquidity through transactions of
foreign currency bond repurchase agreements
in competitive auctions. This facility will be ac-
tivated when necessary in reflection of foreign

currency market conditions.

[9) The Bank of Korea activated an emergency
monitoring mechanism in cases of heightened
market volatility and closely monitored develop-
ments of COVID-19 and their possible impacts
on the domestic and foreign financial sectors
and economies, as well as changes in financial
and FX market conditions after the Bank’s mar-
ket stabilization measures. The Bank held a Fi-



nancial and Economic Conditions Review Meet-
ing during the Chuseok holidays in October to
monitor financial and FX market developments
induced by domestic and overseas risk factors.
In another meeting in November, it reviewed the
reactions to and the impacts of the US presiden-
tial election in the domestic and global financial
markets.

The Bank continued to preemptively identify
potential risk factors within the financial system
and to carry out related early warning activities.
In the September Financial Stability Meeting, the
Bank examined how the changes in real and fi-
nancial sector conditions brought on by the pro-
longed pandemic could affect Korea’s financial
system. In mid-October, it also resumed the joint
examination of financial institutions, which had
been suspended after the coronavirus outbreak,
and monitored current issues and potential risks
including COVID-19-related financial support
and loan soundness management.

The Bank of Korea also continued to strengthen
the multi-layered financial safety net, by expand-
ing its bilateral currency swap arrangements
with major central banks. In October, it renewed
its currency swap arrangement with the People’s
Bank of China, enabling a more stable supply of
sufficient foreign currency liquidity by increasing
the amount and lengthening the period of the
agreement.

[Future Monetary Policy Directions]

A look at the outlooks for growth and inflation
is as follows. It is forecast that GDP will record a
growth rate of -1.1% in 2020, 3.0% in 2021, and
2.5% in 2022. With the slump in goods exports
gradually easing and fiscal policy remaining on

an expansionary course, the domestic economy

is expected to recover moderately. Although
the recovery of private consumption is predict-
ed to be slow due to the continuing domestic
resurgence of COVID-19, facilities investment is
expected to continue to increase and construc-
tion investment to turn to positive growth. There
is a high level of uncertainty surrounding the
growth path. The upside risks to growth include
an early supply of vaccines and treatments for
COVID-19, additional fiscal stimulus at home and
abroad, and an improvement in the global trade
environment. Among the downside risks are an
accelerated spread of COVID-19 at home and
abroad, a delay in the semiconductor industry’s
recovery, and rising tensions between the US
and China.

Economic growth outlook"?
(%)
2019 2020 2021 2022¢
E H1 H2® Year* H1 H2 Year Year
GDP 20 -07 14 11 26 33 30 25
Private consumption 1.7 -4.4 -41 -43 29 32 31 25
Facilities investment -7.5 56 57 57 49 36 43 32

Intellectual property
products investment ™

0 33 42 38 38 40 39 37
Construction
investment
Goods exports 05 -29 -04 16 93 19 53 23
-0.8 -09 -03 -06 75 45 59 32

25 17 -29 -07 18 26 05 21

Goods imports

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

Consumer price inflation is forecast to record
0.5% this year, driven by weaker demand-side
inflationary pressures, greater downward pres-
sures on inflation from government policies
and lower-than-last-year international oil prices.
However, it is expected to pick up next year to
around 1.0% as the effects of lower international
oil prices dissipate and the economy improves.
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viii

Core inflation excluding food and energy pric-
es is forecast to increase from 0.3% this year
to 1.0% next year. Upside risks to prices in-
clude stronger economic improvement due to
COVID-19 vaccine development, and a faster
rise in international commodity prices. Among
the downside risks are a weak economic recov-
ery resulting from a coronavirus resurgence and
a larger appreciation of the Korean won.

Inflation outlook"?
(%)
2019 2020 20 2022
Year H1 H2 Year HI H2 Year Year
CPl inflation 04 06 05 05 07 12 10 15

CPI excluding
food & energy

07 04 03 03 07 13 1.0 13

Core :
inflation | P! excluding

agricultural 09 06 07 07 08 12 10 13
products & oils

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

11 The Bank of Korea will continue to conduct
its monetary policy in order to support the econ-
omy and stabilize consumer price inflation at the
target level (2%) over a medium-term horizon,

while paying attention to financial stability.

As the recovery in the Korean economy is ex-
pected to be modest and inflationary pressures
on the demand side are forecast to remain
weak, the Bank will maintain its accommodative
monetary policy stance. In this process, it will
thoroughly assess COVID-19 developments,
their impacts on the financial markets and econ-
omy, and changes in financial stability conditions

such as household debt growth.
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1. Global Economy

Global economic recovery weakens
somewhat

The global economy showed improvement,
boosted by the recovery of consumption in
advanced economies and increased invest-
ment in China. However, the economic recov-
ery then somewhat weakened due to the rapid
resurgence of COVID-19. Global all-industry
PMIs improved, surpassing the benchmark in
July and the four months that followed.” The
OECD composite leading indicators continued
to increase, but at a slower pace. Uncertainties
surrounding the growth path of the global
economy are very high, as the possibility of
vaccine rollouts is increasing but COVID-19

continues to spread.

Growth in the US picked up, led by consump-
tion” and employment,? but economic activity
has been partially constrained by stronger
restrictions on movement following the resur-
gence of COVID-19 in November. The trend
of improvement in the euro area economy, and
the services industries? in particular, weak-
ened owing to strengthened containment
measures in individual countries following the
rapid resurgence of COVID-19. Exports in Ja-
pan improved, but consumption was sluggish,

especially for services.? China’s economy con-

tinued to show a solid recovery® as investment
increased, centered around infrastructure and
real estate, and as consumption improved.
The ASEAN-5 countries saw their exports to
China improve, but their domestic consump-
tion was sluggish. India’s GDP declined sub-
stantially in the second quarter, but improved
somewhat in September as production shifted
to an increase and as all-industry PMI rose

greatly.

Figure I-1. Composite leading indicator” and
global PMIs

= = OECD composite leading indicator (left)
~ Global manufacturing PMI (right)
= Global services PMI (right)

104 1 60
T e M

98 -

96 -
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Note: 1) The composite leading indicator includes OECD member
countries and six emerging countries (China, Brazil, India,
Russia, Indonesia, and South Africa).

Sources: OECD, Bloomberg.

1) In November, global manufacturing and services PMIs stood at 53.7 and 52.2, respectively, exceeding the bench-

mark (50).

2) Retail sales grew 1.6% in September and 0.3% in October month-on-month, and services consumption increased

0.8% in September and 0.6% in October.

3) The unemployment rate declined by 1.0%p month-on-month to 6.9% in October.
4) The services PMI declined below the benchmark (50) to stand at 46.9 in October and 41.7 in November.
5) The services consumption activity index recorded 95.4 in October (100 in 2011), 10.8% lower than in early this year

(107.0 in Jan. 2020).

6) In October, retail sales growth accelerated year-on-year (3.3% in September — 4.3% in October), and manufacturing

and services PMI stood at 51.4 and 55.5, exceeding the benchmark (50).

w
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Table I-1. Economic growth in major economies"?

(%)

2017 2018 2019 2020

@ﬁ Year Q3
World 38 35 28 - - - - -
bz -
us 23 30 22 06 06 -3 -90 74
Euro area 26 19 13 03 00 -37 -11.8 126
Japan 22 03 07 00 -18 -06 -82 50
pgaonss 48 45 3 <o
China 67 61 60 6.0 -68 3.2 49
India® 70 61 42 44 41 31 -239 -75
ASEAN-59 55 53 49 50 47 14 -87 -41
Brazil 13 18 14 13 16 -03 -109 -39
Russia 18 25 13 15 21 16 -80 -36

Notes: 1) Based on IMF statistics, except in the cases of individual
countries, the euro area and ASEAN-5 which are based on
their own published statistics.

2) The quarterly rates of growth are quarter-on-quarter (sea-
sonally adjusted) for advanced economies, and year-on-
year for the others.

3) The annual growth rates are based on the fiscal year (April
of the current year to March of the next year).

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

Sources: IMF, individual countries’ published statistics.

International oil prices rebound to
mid-40 dollar range

Volatility in international oil prices (Dubai
crude) expanded after August. International
oil prices declined to the mid-30 dollar per
barrel range in early November as concerns
over a supply glut grew on the resurgence of

COVID-19 and the resumption of oil produc-

tion in Libya.” However, they then rebounded
to the mid-40 dollar range due to the possible
extension of OPEC+ oil production cuts, the ex-
pectations of COVID-19 vaccine development,
and the reduction of oil reserves in the US.?

Figure I-2. International oil prices

= Brent crude — Dubai crude
(USD/barrel) (USD/barrel)
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Sources: Bloomberg, Reuters.

International financial market generally
stable

In September and October, the international
financial markets saw stronger risk aversion
due to the resurgence of COVID-19” in major
countries, but investment sentiment improved
afterwards, largely owing to a lessening of
uncertainties related to the US presidential
election and progress in the development of
COVID-19 vaccines.!”)

7) Libya expanded its oil production from 0.15 million barrels per day in September to 1 million barrels in early Novem-

ber as oil production resumed in its major oil fields after the truce agreement (Oct. 23).

8) This is largely due to a slow recovery in oil production stemming from shrinking drilling activities and production set-

backs in the Gulf of Mexico due to hurricanes.

9) The number of newly confirmed cases of COVID-19 (daily average, 10 thousand): in the US, 4.9 in August - 3.9
in September — 5.7 in October; in Germany, 0.1 —» 0.2 - 0.7; in France, 0.3 —» 0.9 —» 2.5; in Italy, 0.1 - 0.1 - 1.1; in
Spain, 0.6 » 1.0 — 1.4; in the UK, 0.1 — 0.4 — 1.8 (source: WHO).

10) Pfizer and Moderna announced the preliminary results of their third trials that suggested that their vaccines were

more than 90% and 95% effective, respectively (Nov. 9, Nov. 16). AstraZeneca reported that its vaccine was 70%

effective on average (Nov. 23).



The US Treasury bond yield declined in Sep-
tember, affected by the US-China conflict and
expectations of continued accommodative
monetary policy by the US Federal Reserve,
but it rebounded afterward on expectations of
an economic stimulus agreement, favorable
economic indicators and easing of uncertain-
ties related to the US presidential election.
The government bond yield in Germany
declined substantially due to stronger restric-
tions on movements following the resurgence
of COVID-19 in Europe, but rebounded after
November, recovering some of the earlier
drop, thanks to the rise of the US Treasury
bond yield and expectations of COVID-19

vaccine development.

Figure I-3. Long-term market interest rates" in
major economies

— US —— Japan —— Germany

(%) (%)
4r T4

h“u..

g™ |
M,
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Note: 1) Treasury bond (10-year) yields.
Source: Bloomberg.

Stock prices in advanced economies fluc-
tuated in September and October, with the
coexistence of upside factors such as favorable

economic indicators and expectations for a

US economic stimulus package, and down-
side factors such as declining US tech stock
prices' and the resurgence of COVID-19.
However, they rebounded significantly on
eased concerns about increased taxation and
stronger regulations after the US presidential
election,'” and on expectations of early vac-
cine rollouts. Stock prices in emerging market
economies fluctuated in sync with those of
advanced economies, but rose sharply on
expectations of improvement in global trade

after the US presidential election.

Figure I-4. 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 | | | 5 150
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80 \\\\\\\\\\\i\\\\\\\\\\\iy\\\\\\\\\\\i\\\\\\\\\\ 80
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Source: Bloomberg.

Stock price volatility expanded temporari-
ly in late October due to the resurgence of
COVID-19, but narrowed as uncertainties re-
lated to the US presidential election eased. In-
terest rate volatility increased in October ow-
ing to uncertainties related to the US stimulus
package and the resurgence of COVID-19, but

narrowed after the US presidential election.

11) Changes in major US tech stocks in September: Microsoft -6.7%, Amazon -8.8%, Google -10.1%, Apple -10.3%,

Facebook -10.7%.

12) Markets assessed that the next US government would find it hard to raise corporate taxes and to strengthen regu-

lations on large IT companies as Republicans were expected to retain their Senate majority.

(3,
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Figure 1-5. Volatility Index (VIX) and Merrill Lynch Figure 1-6. Major exchange rates?
Option Volatility Estimate (MOVE) Index"

~— USD per EUR (left, inverted) — JPY per USD (right)
— VIX ~— MOVE
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Note: 1) Volatility indices for US equity and Treasury bond prices.

Note: 1) Based on the New York market rate at 16:30.
Source: Bloomberg.

Source: Reuters.

The US dollar strengthened against the euro
in September and October, driven by stron-
ger restrictions on movements in the euro
area following the COVID-19 resurgence and
expectations for accommodative monetary
policy by the ECB."® However, it then shifted
to a weakening in November due to a grow-
ing preference for risky assets after the US
election. The US dollar weakened against the
Japanese yen, affected by the BOJ’s upward

revision of its economic assessment.'¥

13) The ECB indicated at its October monetary policy meeting that it would adjust all of its available policy instruments
in response to downside risks such as the recent resurgence of COVID-19 (Oct. 29).

14) The Bank of Japan made an upward revision of its economic assessment for 8 out of its 9 metropolitan regions
from the last quarter (July 9), judging that its economy had entered a recovery phase with the resumption of eco-
nomic activity (Oct. 8).



2. Real Economy

Domestic economic growth shows
modest recovery, varying from sector
to sector

Regarding the domestic economy, consump-
tion saw a weaker recovery, affected for in-
stance by the resurgence of COVID-19, and
the adjustment in construction investment
continued. However, exports rebounded sig-
nificantly thanks to the economic reopening
in major countries, and facilities investment
improved. As a result, real GDP in the third
quarter increased by 2.1% compared to the
quarter before (declined by 1.1% year-on-
year).

Private consumption in the third quarter
remained the same as the previous quarter.
Consumption of semi-durable goods (such
as clothing and footwear) and of services
declined, as people refrained from going out
with the strengthening of social-distancing
measures, while consumption of non-dura-
ble goods like food increased. Government
consumption grew at a slower pace in the
third quarter, up by 0.2% quarter-on-quarter.
Health insurance payouts increased,' but
government expenditures related to personnel
and material expenses declined'® due to the
expenditure restructuring to finance the third
supplementary budget (passed in the National
Assembly on July 3). Facilities investment rose
greatly, picking up by 8.1% quarter-on-quarter
in the third quarter. Investment in transpor-
tation equipment shifted from a decline to

a large increase, and machinery investment

continued to rise, led by semiconductor man-
ufacturing equipment. Construction invest-
ment declined by 7.3% quarter-on-quarter
in the third quarter. Residential building
construction increased, and non-residential
building construction and civil engineering
declined as construction was delayed due to
heavy flooding and seasonal rains and as the
government’s SOC budget implementation

was scaled back.

Table I-2. Major economic growth indicators”
(%)
2018 2019 2020
Year Year 03 04 Q1 Q2 Q3

04 13 13 32 21

Real GDP 29 20 20 @3 (4 27 (1)

(Private 32 17 04 07 -65 15 00
consumption) (16 (19 (48 (40) (44
(Government 53 66 17 18 14 11 02
consumption) T (69 (65 (6.8 (1) (4.6
(Faciites ~ ,, 5. 17 26 02 05 &
investment) ' T3 (200 (73)  (41) (10.6)
(Construction 25 -64 80 05 15 -73
investment) ’ To(27) (26) (42 (0) (1.0)
(Goods 33 05 52 10 -10 -159 184
exports) ' TO0) (34) (6.3) (115) (-0.3)
(Goods 08 16 07 -23 -48 67
imports) ' TR (13 31 (48 (0)

Note: 1) Quarter-on-quarter (seasonally adjusted); figures in parenthe-
ses are non-seasonally adjusted year-on-year rates.
Source: Bank of Korea.

Employment remains sluggish

Employment remained sluggish, as the num-
ber of persons employed declined at a faster
rate again. The decrease in the number of
persons employed (year-on-year) decelerated
modestly from May to August as the spread of
COVID-19 slowed, but accelerated again from

15) Health insurance payouts increased 3.2% year-on-year in the third quarter.

16) The central government’s personnel and material expenses decreased 2.7% year-on-year in the third quarter.

~
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September (decline of 421,000 jobs in October)
as social distancing measures were strength-

ened with the resurgence of the pandemic.

By industry, the number of persons employed
declined sharply in the service industry, main-
ly in industries requiring face-to-face inter-
actions (e.g. food services & accommodation,
wholesale & retail, and educational services).
The number of persons employed in the man-
ufacturing industry also declined at a faster
pace, after shifting to a decrease in March. By
status of workers, the number of temporary
& daily workers and that of self-employed
business owners continued their steep decline
after March, and the increase in the number
of regular workers has recently slowed signifi-

cantly.

The seasonally adjusted employment-to-pop-
ulation ratio decreased sharply in March
and April in line with the number of persons
employed, picked up somewhat from May to
August, and fell again to 59.8% after Septem-
ber due to the spread of the pandemic. The
seasonally adjusted unemployment rate stood
at 3.8% in the third quarter, down from 4.2%
in the second quarter, but increased again to
4.2% in October."”

Figure I-7. Changes" in number of employed
persons and employment-to-population ratio?

Bl Changes in number of employed persons (left)
~— Employment-to-population ratio (right)

(ten thousand persons) (%)
80 163

60 162

40 16
11 111
11111 AN 59
|”||‘ .
40 | 57

171 7 18.1 7 191 7 201 7 10

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

17) Labor underutilization indicators, which consider time-related underemployed people and the potential labor force,

increased greatly in March and April and declined steadily after May (refer to the detailed explanation on composi-

tion of labor underutilization indicators below).

Economically active population

Economically inactive population

Employed persons

Unemployed

Time-related persons

Others underemployed persons”

Potential labor force

Available potential job Others

Unavailable job seekers? 3
seekers

Notes: 1) Work less than 36 hours per week, but want to and can work additional hours.

2) Seeking work for the last four weeks, but unavailable to work in the week of the survey.

3) Not seeking work for the last four weeks, but want to work and available to work in the week of the survey.



Table I-3. Major employment-related indicators
(ten thousand persons, %)
2018 2019 2020
Year Year 03 04 Q1 Q2 03 Oct,
Change in number

of employed persons 9.7 30.1 36.6 42.2 28.8 -40.7 -31.4 -42.1
(total)"

Manufect- 56 g1 76 -41 06 55 -57 -98
By ing

industry Construction 4.7 -15 -0.1 -50 -0.8 -61 0.9 37
Services 52 34.8 391 46.6 18.6 -35.3-27.8 -38.3

Regular
workers
By Temporary &
status of daily workers
workers - eff-

345 44.4 491 60.3 58.0 38.1 241 14

-19.5 -8.7 -6.4 -121-26.9-64.3-39.3-32.0

employed 5.2 -5.6 -61 -6.0 -23 -145-163 115
workers

Unemploymentrate? 3.8 38 35 36 37 42 38 42

!.aporunderutmzatmn 61 64 61 57 74 87 76 74

indicator 1%

Labor underutiizatin 1, ¢ 14 6 413 107 129 144 135 13.2

indicator 3%

Employmentto- ¢ 7 609 609 61.2 611 595 509 598

population ratio?

Labor force 631 633 632 635 634 621 622 624

participation rate?

Rate of change in the
number of economically 0.5 1.0 09 13 08 -1.3 -09 -09
active population

Notes: 1) Year-on-year.

2) Seasonally adjusted.

3) (Unemployed persons + time-related underemployed per-
sons) / economically active population.

4) (Unemployed persons + time-related underemployed
persons + potential labor force) / (economically active popu-
lation + potential labor force).

Source: Statistics Korea.

Current account surplus widens

The current account surplus widened year-on-
year in the third quarter. This is due to a large
increase in the goods account surplus as the
export slump eased greatly with the resump-
tion of economic activities in major econo-
mies. In particular, the goods account surplus
widened considerably in September as exports
rose year-on-year. The services account deficit
narrowed year-on-year in the third quarter
as payments decreased more than income
receipts for travel and transportation, which
also dropped due to COVID-19. The primary
income account surplus narrowed with the
decline in investment income revenue. The
current account surplus widened year-on-
year in October, as the goods account surplus
expanded and the services account deficit nar-

rowed.

The decline in exports (customs clearance
basis, year-on-year) slowed greatly in the
third quarter.® This is largely due to China’s
advance demand" for semiconductors, recov-
ery of auto demand in the US, and exports of
chemical and industrial products shifting to
an increase thanks to strong sales of medi-
cine and medical supplies. Exports decreased
in October due to sluggish exports to other
emerging economies including those in the
Middle East and Latin America, but then
shifted to an increase in November, as exports
of IT products such as semiconductors and
displays showed strength. On a daily average
basis, exports continued to increase in No-

vember following the previous month.

18) Growth rate of exports (customs clearance basis, year-on-year): -10.3% (-4.2%, daily average) in August - 7.3%

(-4.4%, daily average) in September - -3.8% (5.4%, daily average) in October - 4.0% (6.3%, daily average) in No-

vember.

19) Semiconductor exports to China increased by 16.6% year-on-year in September, as Chinese companies increased

their purchases of memory chips ahead of additional US sanctions on Huawei (Sep. 15).

©
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Imports (customs clearance basis, year-on-
year) declined at a slower pace.?” The decline
in imports of raw materials (e.g. crude oil) and
consumer goods (e.g. clothing) slowed, and

imports of capital goods shifted to a rise led by

Figure 1-8. Daily average exports calculated on

customs clearance basis

— Rate of change" (left)
~— Amount of daily average exports (right)

(%)

(billion dollars)

10 124
semiconductors. Imports declined in October
and November, affected by a sharp fall in raw St [ 150
material imports despite a rise in the imports 0 A \
of capital goods. sl 120
10 r 118
Table I-4. Current account 5L
(billion dollars, %) 116
-20
2019 2020
25 Lo T s
Year Q1 Q2 03 04 Q1 Q2 Q3 Oct. 191 . B 0 201 7 1011
current 600 122 104 192 181 133 58 241 117 :
account A . A . . . . . . Note: 1) Year-on-year.

Goods 769 195 174 195 204 150 9.0 259 102
Exports’ 542.2 132.7 138.5 134.7 136.4 130.2 110.4 130.1 44.9

Raleor 104 85 87 423 118 48 203 -34 -38
change)?
Imports’503.3 123.8 128.8 125.0 125.8 121.5 108.2 113.8 391
Rateof 60 65 33 41 -97 418 160 89 56
change)?
Services  -230 72 -44 -54 61 52 -32 39 -07

Credit 1076 25.7 277 27.0 273 23.9 199 201 71
Debit 1307 329 320 323 334 291 231 240 77

Pimary 159 15 -08 60 55 39 00 32 24
Income
Secondaly i 47 48 40 47 03 00 -0 -03
Income

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

Source: Korea Customs Service.

20) Growth rate of imports (customs clearance basis, year-on-year): -15.8% (-10.1%, daily average) in August > 1.6%
(-9.5%, daily average) in September — -5.6% (3.4%, daily average) in October - -2.1% (0.0%, daily average) in No-
vember.



3. Prices

Consumer price inflation shows
increased volatility

Consumer price inflation rose to the 1% level
in September, affected by a hike in agricultur-
al product prices owing to the worsening of
weather conditions in the summer. It then fell
sharply to 0.1% in October as the government
support for telecommunications fees acted as
a temporary downward pressure on inflation.
It rose again to the mid-0% range in Novem-
ber, owing to sharply diminished effects of the
support for telecommunications fees, although
the upward trend in agricultural prices slowed

somewhat.

Figure 1-9. CPl inflation

Bl Month-on-month

(%) (%)

~ Year-on-year

4 -4
L Inflation target i

s 2.0% s
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Sources: Bank of Korea, Statistics Korea.

With regard to the overseas factors affecting
prices, recent declines in international oil pric-
es*” and the Korean won/US dollar exchange
rate?? accelerated the drop in crude oil import
prices.? The decline in prices of non-ener-
gy imports, which affect domestic industrial
product prices indirectly, accelerated,? influ-

enced by the strengthening of the won.

Figure I-10. Import prices (Korean-won basis)"

—— Crude oil (left)

(%) (%)
100 - 10

= = Non-energy (right)

80 - 18
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40 -

20 -

0
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_60 L I L L I L L 1 1 1 1 _6
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Note: 1) Year-on-year.
Source: Bank of Korea.

As for domestic factors affecting prices, in-
flationary pressure on the demand side re-
mained low, affected by sluggish private con-
sumption. On the cost side, the rate of wage
growth slowed substantially compared to last
year due to the economic downturn resulting
from the spread of COVID-19. In particular,
wage growth in the personal services sector

remained low after the second quarter, es-

21) The rate of decline in international oil prices (Dubai crude oil basis, year-on-year) slowed from 52.7% in the second

quarter of this year to 30.4% in the third quarter, and accelerated to 31.4% in October and November.

22) The extent of increase in the Korean won/US dollar exchange rate (year-on-year) reversed to negative from 4.6% to

-0.5%, and the extent of decline accelerated to 4.0% in October and November.

23) The rate of decline in crude oil import prices (Korean won basis, year-on-year) slowed from 52.6% in the second

quarter of this year to 30.1% in the third quarter, and accelerated again to 33.8% in October.

24) The rate of decline in non-energy import prices (Korean won basis, year-on-year) accelerated from 1.5% in the sec-

ond quarter of this year to 2.7% in the third quarter and further to 3.9% in October.
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pecially in face-to-face services like food &

accommodation.

Figure 1-11. Rate of wage increase (per employee)"?

— Total wage increase across industries

—— Total wage increase in personal service industries®

(%) (%)
10 110
8 18
6 16

| a

0 o

17.01 Q3

-2 L .
18.01 Q3

16.01 Q3

L Il L L Il _2
19.01 Q3 20.01 Q3

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.

A look at other factors affecting inflation finds
that the prices of agricultural, livestock &
fishery products exerted upward pressure on
consumer price inflation, while government
policies worked as a factor pushing inflation
down. The prices of agricultural, livestock
& fishery products maintained high upward
trends, centering around agricultural product
prices due to the worsening of weather condi-
tions in the summer. In terms of government
policy, while downward inflation pressure
continued with the expansion of free high
school education,® the government’s support

for telecommunications fees worked as a factor

sharply pushing inflation down in October.
The rise in housing rental fees accelerated,
owing to the recent rises in leasehold (jeonse)

deposits and monthly rents (new contract ba-

sig).2

Looking at the third-quarter changes in CPI
inflation in the individual product catego-
ries, prices of agricultural, livestock & fishery
products increased at a higher rate, while
petroleum product prices fell sharply. As for
services, public service charges maintained a
downward trend, while private service charges
increased at a slightly higher pace. In October
and November, agricultural product prices
continued to rise at a steep rate, housing rent-
al fees and private service charges increased at
a slightly faster pace, and petroleum product
prices and public service charges declined at a

faster rate.

25) Free education for second-year high school students was implemented from April 2020, and free education,

scheduled to be introduced for first-year high school students in March 2021, was implemented earlier than sched-

uled in 2020.

26) The rate of increase in leasehold (jeonse) deposits and monthly rents (Korea Appraisal Board, relative to the last

month of the preceding year) recorded -1.1% in 2019, and 2.6% from January to November this year.



Table I-5. CPl inflation"
(%)

2018 2019 2020

Year Year Q3 Q4 Q1 Q2 Q3 Oct. Nov.
Consumerprice 4 5 o4 09 03 12 -01 06 01 08
index
Agricultural,

livestock & 37 -7 -54 25 20 32 103 133 111
fishery products

(Narcural g1 30 87 58 -05 -03 123 187 132
products)

(Lvestock 3500 20 18 42 71 90 75 99
products)

ndustial 45 02 .02 02 20 44 -05 40 -09
products

(PelrOleUm 65 57 60 -31 105 -137 107 140 148
products)

(Industria

POOLCTS 5 07 08 07 08 05 10 10 12
excluding

petroleum)

Electricity, water 29 15 19 15 15 13 -43 -4.0 -41
&gas

Services 16 09 09 07 06 01 03 -08 04
(Rentalsfor 6 04 .02 -02 01 01 03 05 06
housing)

(Public service 02 -05 -04 1.0 -06 -1.8 -17 -6.6 -2.0
charges)

(Private service 95 19 17 16 13 10 12 14 13
charges)

CPIOrIvg 16 02 -03 03 19 02 05 -07 -0
necessities

CPlecdng 1) 07 07 06 06 01 04 -03 08
food & energy

CPI excluding

agricultural 12 .09 08 07 08 05 08 01 10
products & oils

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

Figure 1-12. Contributions to CPI inflation”

= CPl inflation [ Contribution
(%, %p) (%, %p)
3r- =43
2 H 12
1H -1
0 0
1 -
-2 I 1 I I 1 I 1 L L L -2

17.01 Q3 18.01 Q3 19.01 Q3 20.1 Q3

Il Services

Industrial products excluding petroleum
B Agricultural, livestock & fishery products
I Petroleum products
W Electricity, water & gas

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

Underlying inflation remains around 1%

Core inflation excluding food and energy
prices declined temporarily in October due to
the government’s support for telecommuni-
cations fees, but rose to the mid-0% level in
November as the effect dissipated. Core in-
flation movements can change depending on
the trend in administered prices,?” which are
greatly affected by government policy.?? A
look at core inflation excluding administered
prices shows that it rose gradually from May
and has recently recorded the lower 1% level.
Cyclically sensitive inflation®” maintained its

upward trend at around the upper-0% level.

27) The core inflation index (excluding food and energy prices) with administered prices excluded is calculated by ex-

cluding the prices of public services, electricity, water, gas and school meals, which are greatly affected directly

and indirectly by the government.

28) Expanded free school education, increased health insurance coverage, and telecommunications fees support act-

ed as factors driving inflation down.

29) Administered prices have continued on a downward trend since 2018, reflecting government policy related to edu-

cation, healthcare and telecommunications, and the decline accelerated this year.

30) Cyclically sensitive inflation is calculated based on the items from among the group of products comprising the

core inflation index (excluding food and energy prices) that react sensitively to the percentage GDP gap.
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Figure 1-13. Underlying inflation rates”

= CPI excluding agricultural products & oils
= CPI excluding food & energy
~— CPl excluding food & energy (excluding administered prices)
- = Cyclically sensitive inflation
(%) (%)
3r 13
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Note: 1) Year-on-year.
Sources: Bank of Korea, Statistics Korea.

Figure 1-14. Contribution of administered prices
to core inflation”

— Core inflation? (left)
I Contribution of administered prices? (right)

(%) (%p)
2 - i - 1.0
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A
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Notes: 1) Excluding food & energy.
2) Year-on-year.
Sources: Bank of Korea, Statistics Korea.

The short-term (one-year) inflation expec-
tations of a group of experts® recently rose
from the mid- to upper-0% level to around
1%, while the short-term expectations of the
general public and the long-term expectations
of experts remained at around the upper-1%

level.

Figure I-15. Inflation expectations

— General public"? —— Experts?
— Consensus Economics short-term?
—— Consensus Economics long-term?
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Notes: 1) Expected CPI inflation rates for the next 12 months.
2) Based on new samples since September 2018.
3) Expected CPI inflation rates after 5 years.

Sources: Bank of Korea, Consensus Economics.

Housing sales and leasehold deposit
prices rise at a faster pace

Entering November, the upward trend of
housing sales prices® accelerated in Seoul and
its surrounding areas (mainly in Gyeonggi
province and Incheon), and in the rest of the
country (mainly in metropolitan cities like Bu-

san, Daegu and Ulsan).*

31) 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.
32) Nationwide housing sales prices rose by 0.1% in May, 0.4% in June, 0.6% in July, 0.5% in August and 0.4% in Sep-

tember.

33) In November, housing sales prices in major regions rose by 0.7% in the Gyeonggi region, 0.4% in Incheon, 1.3% in

Busan, 1.1% in Daegu and 1.1% in Ulsan.



Nationwide leasehold (jeonse) deposit prices
rose at a higher pace in November both in
Seoul and its surrounding areas and the rest

of the country.®¥

Table I-6. Rates of increase in housing sales and
leasehold (jeonse) deposit prices”

(%)
2018 2019 2020
Year Year Q3 Q4 Q1 Q2 Q3 Oct. Nov.

Housing sales
prices

Seoul and its
surrounding 33 05 02 13 18 13 18 03 05
areas

(Seoul) 62 12 04 18 06 00 14 02 02
Otherareas -0.9 -1.1 -04 02 05 04 13 03 06

Sales prices of
apartments for 177 122 43 65 14 12 42 09 07
reconstruction

11 -04 -01 07 12 08 15 03 05

Leasehold
(jeonse) 18 -13 -03 04 07 05 13 05 07
deposit prices

Seoul and its
surrounding -1.5 -08 0.0 09 10 07 16 06 0.7
areas

(Seoul) 03 -04 02 09 07 03 11 03 05
Otherareas -2.1 -1.7 -06 00 04 03 10 04 06

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

34) Nationwide leasehold (jeonse) deposit prices rose by 0.1% in May, 0.3% in June, 0.3% in July, 0.4% in August, and
0.5% in September.
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4. Financial and Foreign
Exchange Markets

Long-term market interest rates rise
after fluctuating considerably

The Korean Treasury bond yield (3-year) fluc-
tuated considerably depending on changes in
conditions at home and abroad after August.
It rose until early September (0.98% on Sep.
1) on concerns about an excess bond supply
following the government’s announcement
of the next year’s budget plan and the sup-
plementary budget compilation.® It then fell
to the low-0.80% level in late September, af-
fected by the Bank of Korea’s announcement
of a plan to expand outright purchases of
Treasury bonds (Sep. 8) and the resurgence of
COVID-19. It rebounded after October (0.97%
on Nov. 25), influenced by the rising US Trea-
sury bond yield*® stemming from expectations
of an additional US stimulus deal, improve-
ment in major domestic and international eco-
nomic indices,* a lessening of uncertainties
related to the US presidential election, and
expectations of the development of COVID-19

vaccines.

Figure I-16. Korean and US Treasury bond yields

—— Korean Treasury bond (3-year) yield
~— Korean Treasury bond (10-year) yield
—— US Treasury bond (10-year) yield
(%) (%)
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Sources: KOFIA, Bloomberg.

Short-term market interest rates
generally stable

Short-term interest rates remained generally
stable. The Monetary Stabilization Bond (MSB,
91-day) rate rose slightly on fund demand at
the end of September, but then fell to the Base
Rate level again due to increases in MMF de-
posits and reduction of MSB issuance.®® CP
rates (91-day, Al rate) dropped to 1.09%, and
CD rates (91-day) rose slightly in November
(0.66%, Nov. 25), after generally maintaining
the level of end-August.

35) The fourth supplementary budget bill of 7.8 trillion won was passed through the National Assembly plenary meet-

ing on September 22. It aimed at supporting small businesses and vulnerable groups hit by the resurgence of

COVID-19.

36) From October 1 to November 3, the US Treasury bond yield (10-year) rose by 22bp (0.90% on Nov. 3).
37) The domestic GDP growth rate (quarter-on-quarter, 2.1%) and the US GDP growth rate (annualized quar-

ter-on-quarter rate, 33.1%) in the third quarter were announced.
38) Net issuance of MSBs (trillion won): -0.4 in August 2020 — -1.9 in September — -2.8 in October.



Figure I-17. Short-term interest rates”

~— CD (91-day) — CP (91-day)
— Monetary Stabilization Bonds (91-day)

(%) (%)
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Note: 1) Monetary Stabilization Bond rates based on average rates
estimated by private credit rating agencies; CD and CP rates
based on final quoted yields.

Source: KOFIA.

Corporate bond credit spread narrows

The corporate bond credit spread narrowed
with risk aversion reduced thanks to the mar-
ket stabilization measures taken by the Bank
of Korea and the government and to expec-
tations for COVID-19 vaccines. The credit
spread for prime bonds (AA-) narrowed from
61bp at the end of August to 50bp on No-
vember 25, and that for subprime bonds (A-)
narrowed from 164bp to 153bp. In the case of
subprime bonds, the credit spread remained
far above the level seen before COVID-19
(42bp for AA- bonds, 133bp for A- bonds as of
the end of January 2020).

Figure I-18. Corporate bond yields and credit
spreads”

- Corporate bond yield (A-)
~— Corporate bond yield (AA-)
Treasury bond yield

Corporate bonds (A-) -
Corporate bonds (AA-) (left)

— Corporate bonds (A-) -
Treasury bonds (left)

—— Corporate bonds (AA-) -
Treasury bonds (right)
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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.

Bank lending and deposit rates hold
steady after rising

Banks’ interest rates on loans and deposits
(new business) rose slightly in September and
maintained the level of the previous month
in October. Lending rates rose in Septem-
ber, partially reflecting the effects of banks’
strengthened management of household
debt as well as hikes in long-term and short-
term interest rates. Deposit rates showed an
upward trend in line with increases in mar-
ket rates. Lending rates maintained a similar
level as the previous month in October, as
interest rates on household loans continued to
increase, but interest rates on corporate loans
declined slightly. Deposit rates were the same

as in the previous month.
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Figure I-19. Bank lending/deposit rates and spread

= Lending rate (left) —— Deposit rate (right)
Bl Gap between lending and deposit rates (right)
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Source: Bank of Korea.

Stock prices rise sharply after fluctuating

Stock prices (KOSPI) rose in early Septem-
ber, driven by improved economic indicators
in major economies and expectations of a
semiconductor industry recovery, but fell in
mid-September as investor sentiment dete-
riorated amid increased uncertainties related
to the US presidential election and additional
stimulus packages. Stock prices rebounded
after late September, influenced by the slow-
ing spread of COVID-19 in Korea, but fell
again in mid-October, affected by lockdowns
following the accelerated spread of COVID-19
in major countries, and rising uncertainties
with respect to US politics. They recorded an
all-time high® in November, soaring on the
improvement in investor sentiment at home

and abroad in line with the easing of uncer-

tainties related to the US presidential election
and expectations of COVID-19 vaccines and
treatments. The stock price volatility index
(V-KOSPI) fluctuated in line with develop-

ments of external risk factors.

Figure 1-20. KOSPI and stock volatility index

— KOSPI (left)

— V-KOSPI (right)
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Source: Koscom.

Foreign investors slightly reduce
domestic bond investment, but
significantly increase stock investment

Foreigners’” domestic securities investment in-

creased, led by stocks.

In the case of bond investment, growth mod-
erated’” due to the delayed reinvestment of
maturing funds and reduced arbitrage incen-
tive.®¥ On November 25, foreigners’ outstand-
ing bond holdings fell slightly to 149.9 trillion
won from a record-high month-end volume of

151.0 trillion won at the end of August.

39) The KOSPI rose above the previous high (2,598 on Jan. 29, 2018) to mark 2,618 on November 24. It then rose to

2,633 on November 27.

40) Changes in foreigners’ outstanding bond holdings (trillion won) : monthly average of +3.8 from January to July
2020 — +0.8 in August = -0.0 in September — -0.2 in October.
41) The difference between the interest rate differential and the swap rate (3-month, average during the period) nar-

rowed from 65 basis points in the first quarter of 2020, 59 in the second quarter, 41 in the third quarter, 35 in Octo-

ber to 23 from November 1 to 25.



Figure I-21. Changes" in and balances" of
foreigners’ bond holdings

Figure 1-22. Foreigners’ net stock purchases"?
and share in total holdings™®

Bl Changes (left) ~— Balances (right)
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8 - 160

4t 1140

0I |I|I| 1 ||I| Il .I II | L 120

| /L]U' -

80

4L

-8 . . . . . . .
171 7 18.1 7 191 7 20.1 71N

Note: 1) Based on November 25 for November 2020.
Source: Financial Supervisory Service.

Concerning stock investment, net selling by
foreign investors continued in September and
October, but the size of net selling decreased
gradually thanks to expectations of improved
performance in the electrical & electronics
sector. Entering November, foreign investors
shifted to a large net buying,*? boosted by a
lessening of uncertainties related to the US
presidential election, as well as by expecta-
tions of an additional stimulus package in the
US and of COVID-19 vaccine development.

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

(trillion won) (%)
10 79

36
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Notes: 1) Based on November 25 for November 2020.
2) Sum of net purchases in KOSPI and KOSDAQ markets.
3) Based on total stock market capitalizations.

Source: Koscom.

Corporate lending continues to grow

Banks’ lending to enterprises increased at
a slower pace in the third quarter but con-
tinued to grow, led by lending to small and
medium-sized enterprises (SMEs), thanks
to COVID-19-related fund demand and to
support from the government and banks.
Lending to SMEs continued to grow by a
large extent as financial support from the
government and banks*® and demand from
small and medium-sized corporations and
sole proprietors for working capital continued
due to the resurgence of COVID-19. How-
ever, lending to large enterprises shifted to a
slight decrease, affected by slowing corporate
demand for liquidity and improved funding
conditions through corporate bonds. Growth

in non-bank lending to enterprises slowed

42) Net buying of stocks by foreign investors amounted to 7.6159 trillion won from November 1 to 25, a record high af-

ter recording 7.8263 trillion won in September 2013.

43) Support measures include a financial support program for small businesses, policy financing for small, medi-

um-sized and mid-market enterprises, the extension of loan maturity and deferment of principal and interest repay-

ments for businesses affected by COVID-19.
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somewhat. In the meantime, banks’ lending
to enterprises increased significantly in Oc-
tober due to continued lending to SMEs and
the re-extension of bullet repayment loans to

large firms at the end of the previous quarter.

Regarding direct funding by corporations,
corporate bonds continued to record net issu-
ance, led by prime bonds, but the size of net
issuance*” decreased, affected by seasonal
factors such as summer holidays. The issuance
of stocks increased, influenced by some com-
panies’ large initial public offerings and paid-

in capital increases.

Table I-7. Corporate funding”

(trillion won, %)

2018 2019 2020
Year Year Q3 Q4 Q1 Q2 Q3 Oct?
Total 818 902 203 240 472 629 329

(Rate of
dangep 8 00 (B1) (00) (114147)155
Banks 467 477 92 112 34.3 445 196 9.2

Loans ]

Large  co 18 34 09 156 109 -08 10

firms)

(SMEs)  39.8 49.4 127 10.3 18.8 336 20.3 8.2
Non-banks® 351 425 111 128 129 184 134
Corporate
bond net 52 158 41 23 29 78 30 11
issuance®

Direct oP et

financing " "C 08 13 00 28 47 20 09 05
Issuance
Sock 401 63 12 21 07 17 35 12
Issuance

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

2) Based on Bank of Korea advance estimate.

3) Year-on-year growth rate of loan balances.

4) Based on loans by mutual savings banks, credit unions,
mutual credit cooperatives, community credit cooperatives,
and insurance companies (including public and other lend-
ing).

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

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

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

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

44) Net issuance of prime bonds was reduced and net redemption of subprime bonds continued in the third quarter.

In October, subprime bonds shifted to net issuance due to purchases by an SPV (425 billion won of subprime cor-

porate bonds and CP in Oct.). Net issuance of corporate bonds (public offering, general enterprises only, ABS and

P-CBOs excluded) are as follows:

(trillion won)

2018 2019
Type - -
Year Year Q3 Q4 Q1 Q2 Q3 Oct.
Prime
(AA and above) 57 98 21 21 30 64 22 -02
Subprime
(Aand below) 07 61 22 -00 -01 -0.2 -06 0.8

Source: Korea Securities Depository.



Household lending grows by a large
extent

Growth in household lending (based on
depository institutions) accelerated greatly,
driven by demand for funds for stock invest-
ment and for living expenses in addition to

increased demand for housing-related funds.

Household lending by banks increased much
more steeply in the third quarter than in the
quarter before. Home mortgage loans rose
greatly as housing sales transactions in Seoul
and its surrounding areas soared, and as more
people took out loans for leasehold (jeonse)
deposits* as leasehold deposit prices climbed.
Growth in other loans also expanded greatly,
led by unsecured loans,*® driven by demand
for funds for stock investment and for living
expenses in addition to demand for funds for
housing purchases and leasehold deposits.
Banks” household lending continued to show
a high rate of growth in October, amid con-
tinued demand for housing-related funds in
addition to seasonal factors such as increased

payments during the Chuseok holiday.

Growth in household loans by non-banks ac-
celerated, led by other loans of mutual credit

cooperatives and savings banks.

Table I-8. Household lending by depository
institutions”

(trillion won, %)

2018 2019 2020
Year Year Q3 Q4 Q1 Q2 Q3 Oct?
Total 67.3 56.3 161 21.8 20.3 18.3 321
(Rate of change)® (6.2) (4.9) (5.1) (4.9) (6.4) (6.5) (7.8)
Commercial &
specialized 60.4 60.7 18.0 21.3 226 18.0 29.0 10.6
bank loans®
Morlgage 551 458 124 149 184 139 166 68
loans)*
(Other loans,
noudng 504 149 56 63 42 42 123 38
through over-
draft accounts)
Non-bank
depository 68 -45 -1.9 05 -23 02 31

institution loans¥

(Mutualcredt 0 g6 05 04 09 11 2
cooperatives)

(Credit unions) -1.4 -08 -0.3 -0.2 -0.7 -04 -01
(Community

credit -19 -68 -5 -05 -1.5 -1.3 -0.8
cooperatives)

(Mutualsaings 55 96 07 08 08 09 18
banks)

(Others)® 02 -01 -01 01 -01 -01 00

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

2) Based on Bank of Korea advance estimate.

3) Year-on-year growth rate of loan balances.

4) Including mortgage transfers.

5) Including housing-related loans, such as loans for leasehold
deposits, moving expenses and intermediate payments,
that are not collateralized by houses.

6) Trust accounts of banks and postal savings.

Sources: Bank of Korea, Korea Housing Finance Corporation.

Korean won/US dollar exchange rate
continues to fall

The Korean won/US dollar exchange rate fell
rapidly from 1,180 won per dollar to 1,150
won per dollar in mid-September, due to the

slowing of the COVID-19 resurgence and to

45) The growth of banks’ leasehold deposit loans expanded from 7.0 trillion won in the second quarter of this year to 9.6

trillion won in the third quarter, and recorded 3.0 trillion won in October.

46) The growth of unsecured loans accelerated from 4.9 trillion won in the second quarter of this year to 11.5 trillion

won in the third quarter, and recorded 3.2 trillion won in October (source: Financial Supervisory Service).
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the recognition that the extent of the won’s
strengthening had been relatively limited.*” It
continued to drop after October and declined
to 1,100 in late November, owing to favorable
domestic economic indicators,*® stronger
Chinese yuan stemming from expectations of
China’s differentiated economic recovery, and
improved global investment sentiment after
the US presidential election. The Korean won/
Japanese yen exchange rate showed move-
ments similar to the Korean won/US dollar
exchange rate, mainly affected by the spread
of COVID-19, discussions regarding the US
stimulus package and developments related to

the US presidential election.

Figure 1-23. Exchange rates

— KRW per USD (left)
—— CNH per USD? (right)

— KRW per 100JPY" (left)

(won) (yuan)
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Notes: 1) Final transaction standard rate offered to customers posted
by Hana Bank during the day.
2) Based on offshore rates.

Sources: Bank of Korea, Hana Bank.

The volatility in the Korean won/US dollar ex-
change rate expanded temporarily in late Sep-
tember due to the resurgence of COVID-19 in
Europe, but generally remained at the average
level of last year (0.30%).

Figure 1-24. KRW per USD exchange rate volatility”

(%) (%)

4r 4
3r 3
2r 2

Note: 1) Daily change rate of the exchange rate.
Source: Bank of Korea.

The swap rate (3-month maturity) was stable,
rising slightly thanks to favorable US dollar

liquidity conditions.

47) From July 1 to September 14, the US dollar index (DXY) declined 4.5% and the Chinese yuan (CNH) appreciated by
3.5% against the US dollar, while Korean won appreciated by only 1.6%.

48) Quarter-on-quarter growth rate of GDP: -3.2% in the second quarter - +2.1% in the third quarter (market expecta-

tions +1.3%); year-on-year growth rate in mining and manufacturing production: -0.3% in August = +5.4% in Sep-

tember (market expectations +3.1%) (source of market expectations: Bloomberg).



Figure 1-25. Domestic/international interest rate
spread” and swap rate

— Domestic/international interest rate spread (3-month)
—— Swap rate (3-month)
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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* hit bottom in April, continually rose
from May, and exceeded the level seen before
COVID-19 after August. The growth rate of
M2 (broad money) slowed slightly, but main-
tained a considerably high rate of growth
compared to the end of last year, standing at
9.2% in September 2020 (period average basis,

year-on-year).

Figure 1-26. Financial Conditions Index"

t accommodative

l tight

12 13 14 15 16 17 18 19 20 Oct.

Note: 1) If the figure is above (below) zero, the long-term equilibrium,
it means that financial conditions are accommodative (tight).
The analysis period is from January 2000 to October 2020.
Source: Bank of Korea.

Figure 1-27. Growth rate of key money supply
indicators”
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Note: 1) Period-average basis; year-on-year.
Source: Bank of Korea.
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49) 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.
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Box I-1.

Effects of Changes in the Consumption
Expenditure Structure on Prices since
the Outbreak of COVID-19

Since the outbreak of COVID-19, the house-
hold consumption expenditure structure has
changed significantly, affected by social distanc-
ing and lockdown measures and by enhanced
social-welfare policies including free education.
Given that the current consumer price index (CPI)
is a weighted average index based on 2017,
rapid changes in the consumption expenditure
structure could widen the gap between per-
ceived inflation” and CPI inflation. This section
looks into changes in the consumption expen-
diture structure since COVID-19, estimates the
inflation rate reflecting those changes (perceived
inflation) to analyze the gap with CPI inflation,
and presents implications.

(Changes in the household consumption
expenditure structure since the outbreak
of COVID-19)

Looking at changes in the household consump-
tion expenditure structure? immediately after
the outbreak of COVID-19, a rapid change in
the consumption pattern was identified, with
a sharp decline in consumption expenditure

related mainly to face-to-face services. Food
product and healthcare & medical spending in-
creased relatively steeply whereas face-to-face
service spending, including accommodation &
food services and tourism & aviation, dropped

significantly.?

Changes" in consumption pattern since outbreak
of COVID-19

— Food products Medical products

= Food services ~ Accommodation services
Recreation & culture Aviation

Group tours

(Dec. 2019 = 100) (Dec. 2019 = 100)
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Note: 1) Comparison of consumption at respective point of time (based
on 4-week moving average) with consumption in December
2019.

Source: Bank of Korea staff calculations.

In addition, the change in social-welfare policy
related to education, mainly consisting of ex-
panded free education including tuition, school
lunches, textbooks and uniforms, resulted in a
significant decline in the share of education-re-
lated spending from household consumption.?

1) The similar methodology as in Cavallo (2020) was used for calculating perceived inflation: official CPI weights were

adjusted reflecting the changes in the consumption expenditure structure since COVID-19, and then the adjusted

weights were used to calculate revised inflation, which this section refers to as perceived inflation. Such inflation was
called “Covid inflation” in Cavallo (2020) and Seiler (2020), and “adjusted CPI inflation” in Bank of Canada (2020). The
calculated result of perceived inflation can differ if changes in the consumption expenditure structure which are not

considered in this section are reflected.

2) Daily approved value of debit and credit cards (excluding corporate cards) was used.

3) For face-to-face services, contraction and recovery of sub-sectors since the outbreak of COVID-19 show differing

developments.

4) If the decline in price indices of the items related to expanded free high school education (tuition, school lunches,

textbooks and uniforms) since 2018 is considered as a reduction in household spending, the share of spending on
respective items from the CPI shrinks from 0.80% in January 2018 to 0.16% in October 2020.



Changes in household spending related to
education”
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Note: 1) The decline in each index following the expansion of free
education (tuition, school lunches, textbooks and uniforms) is
considered a reduction in household spending.

Source: Bank of Korea staff calculations.

(Inflation rate reflecting the changes in
the consumption expenditure structure)

Reflecting the above-mentioned changes in the
consumption expenditure structure since COVID
-19, weights for each spending purpose under
the CPI were revised to newly calculate inflation
rates.

First of all, the weights for each spending pur-
pose comprising the CPI were adjusted,® re-
flecting the changes in the consumption pattern
since the outbreak of COVID-19 and the reduc-
tion in livelihood expenses following the expan-
sion of social-welfare policy related to education.
The weights for food products, healthcare,
housing and telecommmunications increased rel-
atively steeply since the outbreak of COVID-19,

whereas the weights for accommodation & food
services, transportation, recreation & culture,
and education declined greatly.

Adjusted weights for each spending purpose
reflecting changes in consumption expenditure
structure?

(Items with increased weights)

— Food products Alcoholic beverages

—— Housing —— Healthcare

—— Transportation equipment Telecommunication
(Weight in 2017 = 100) (Weight in 2017 = 100)
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(Items with decreased weights)

—— Clothing & footwear Transportation services

= Accommodation & food services = Education

~— Recreation & culture Transportation fuel
(Weight in 2017 = 100) (Weight in 2017 = 100)
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Note: 1) Weights have been adjusted each month since the outbreak
of COVID-19 in March 2020. However, the weight for educa-
tion has been adjusted since 2018, reflecting the decline in
livelihood expenses caused by expanded free education.

Source: Bank of Korea staff calculations.

5) In order to see the changes in the consumption pattern, the value of consumption and spending was calculated us-

ing the transaction amount of debit and credit cards (excluding corporate cards), while supplementing with aviation

& travel data and business trend data. Regarding the items related to education, the drop in livelihood expenses

since shifting to free education (tuition, lunches, etc.) was considered as a decline in the spending ratio (weight) of

those items.
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Recent studies® show that major countries in-
cluding the US, Canada and Switzerland would
also see their weights adjusted in a similar
pattern to Korea when the changes in the con-
sumption expenditure structure since COVID-19
are reflected.

Major countries’ adjusted weights reflecting
changes in consumption expenditure structure’

Hl US Canada B Switzerland

(Change in weights, %p) (Change in weights, %p)
20 - 20

Transpor ~ Leisure  Restaurants Clothing & Food Housing
-tation footwear  products

Note: 1) For Canada, spending on items related to restaurants are
included in food products.
Sources: Cavallo (2020), Bank of Canada (2020), Seiler (2020).

Looking at the changes in weights for each
spending purpose and in inflation during the
period from March to June when the changes
in the spending structure were most prominent,
the spending weight of food products since the
outbreak of the disease rose greatly while its
inflation accelerated significantly. On the other
hand, the spending weight related to accom-
modation & food services, tourism & aviation
and education declined, and the related infla-
tion either shifted to negative or slowed greatly.
Such changes before and after the outbreak of
COVID-19 were more salient in services than in
goods.

6) Cavallo (2020), Bank of Canada (2020), Seiler (2020).



Changes in weights and inflation for each spending purpose before and after COVID-19"2

(Change in inflation before and after outbreak of COVID-19, %p)

2
Telecommunication
Food
1 O products
Healthcare
Accelerated inflation O
0 O . -
l Decelerated inflation Clothing & o Housing, water & electricity
o
Accommodation & food
4 O servicles footwear  Alcoholic O
Recreation & culture beverages & Household goods and services
tobacco
Education
-2
o O Transportation
equipment

3 Transportation services

i Decreased spending weight Increased spending weight 2

o~ — — ~

R Transportation fuel ()
-23
-3 -2 -1 0 1 2

(Change in spending weight, %p)

(Goods) (Services)
(Change in inflation, %p) (Change in inflation, %p)
3 2
Telecommunication
2
Food 1 Telecommunication
1 products O
Clothing & footwear Healthcare
0 _ O
Alcoholic beverages & tobacco 0
) O O Housing-related services
Recreation Healthcare %
4 &culturs Household equipment Accommodation &  Household
Housing- food services services
related goods
4 O
-2 Recreation & culture
Transportation .
3 equipment Education
=~ x 2 O
22 Transportation services
Transportation
fuel
-23 =3
-3 = -1 0 1 2 3 -3 -2 -1 0 1 2 3

(Change in spending weight, %p)

(Change in spending weight, %p)

Notes: 1) Gap between before (Jan.-Feb. 2020) and after (Mar.-June 2020) the outbreak of COVID-19.

2) The size of circle represents CPI weights for each spending purpose.

Source: Bank of Korea staff calculations.
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Based on the calculation of the inflation rate us-
ing the new weights that reflect the changes in
the spending structure, perceived inflation has
been exceeding CPI inflation by 0.2-0.6%p since
the outbreak of COVID-19.

Recent studies” show that perceived inflation in
major countries would also exceed their official
CPl inflation when the changes in the consump-
tion expenditure structure since COVID-19 are
reflected.

Perceived inflation” reflecting changes in
consumption expenditure structure

(Comparison with CPI? inflation)

— CPl inflation® Perceived inflation®

(%) (%)
25 125
20 - 120
1.5 115
1.0 - =11.0

A .
\V4 \

-0.5 - =-0.5

Spread of COVID-19—

1.0 T T O SO S R 1.0
19.7 9 1 20.1 3 5 7 9

(Gap with CPI? inflation)

(%p) (%p)
0.8 -0.8
06 —10.6
04 + 0.4
0.2 - - 0.2

19.7 9 1 201 3 5 7 9

Notes: 1) Inflation calculated by reflecting changes in expenditure
structure since COVID-19.
2) Official CPI.
3) Year-on-year.
Source: Bank of Korea staff calculations.

Perceived inflation reflecting changes in
consumption expenditure structure in major
countries

(Year-on-year, %, %p)

Switzerland Canada

US (Apr.
Bor) " apr)  (May)
- CPlinflation (A))  0.35 -1.05 -0.4
- Perceived
inflation (B)? 105 038 0
- Gap (B-A) +0.70 +0.67 +0.3

Notes: 1) Official CPI of respective country.
2) Inflation calculated by reflecting changes in expenditure
structure since COVID-19.
Sources: Cavallo (2020), Bank of Canada (2020), Seiler (2020).

(Summary and implications)

A calculation of perceived inflation by reflecting
the rapid changes in the consumption expen-
diture structure since COVID-19 shows that it
significantly exceeds CPI inflation.®

The relative stability of inflation perceptions and
expectations by the general public since the
coronavirus pandemic began, standing in con-
trast to the sharp decline in CPI inflation over
the same period, implies that the heightened
perceived inflation from the changes in the con-
sumption expenditure structure may have had
an effect.

In the meantime, the rapid change in the

consumption expenditure structure following

7) Although the gap between perceived inflation and CPI inflation driven by changes in the consumption pattern was

narrower in Korea compared to other major countries that implemented complete lockdowns, the gap was widened

by the change in the spending structure caused by expanded free education.

8) Increased delivery fees and deteriorated service quality since the pandemic are also assessed to have worked as

factors raising perceived inflation by the general public (New York Times, September 4, 2020).



COVID-19 is highly likely a temporary develop-
ment, and this should therefore be taken into
account when the CPI reference year is revised

going forward.?

Inflation perception” and expectation? by
general public since COVID-19

—e— CPl inflation® Inflation perception
~e— |nflation expectation
(%) (%)
3r 13

0\,_,_’\'_/’\-

,1 L L L L 1 1 _1
201 2 3 4 5 6 7 8 9 10

Notes: 1) Perceived CPI inflation over the past one year.
2) Expected CPI inflation for the coming one year.
3) Year-on-year.

Sources: Statistics Korea, Bank of Korea.

9) The 2020-based CPI is planned to be revised in December 2021.
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Box I-2.

Characteristics of COVID-19
Employment Shock

The number of employed persons (seasonally
adjusted) declined by 1.02 million in March and
April this year compared to February due to the
COVID-19 shock, and recovered about one-third
of the decline (0.34 million) from May to October.
By sector, the number of employed persons saw
the steepest declines in face-to-face service
industries such as accommodation & food ser-
vices, wholesale & retail, and education, and in
temporary & daily workers.

As the size and nature of the COVID-19 shock
differ from those of the Asian financial crisis and
the global financial crisis, the patterns of employ-
ment recovery could vary from the past crises.
In this section, we will analyze the employment
shock stemming from COVID-19 by comparing it
with those of past crises,” and draw implications
for the expected course of employment recov-
ery.

Number of employed persons

— Number of employed persons” (left)
I Changes in number of employed persons? (right)

(ten thousand persons) (ten thousand persons)

2,760 - 5 759 1 60
&
|
|—>
|
2730 | i Influence of COVID-19 130
|
2,700
2,670
2,640

Notes: 1) Seasonally adjusted.
2) Year-on-year.
Source: Statistics Korea’s Economically Active Population Survey.

Changes in number of employed persons”

Bl Changes in Apr. compared to Feb.
Changes in Oct. compared to Apr.

(ten thousand persons) (ten thousand persons)

60 <By industry> <By status of workers> 5 60
4

30+ &8 130

-120 - - -120
Manufac Construc Services Face-to- Regular Temporary — Self-
-turing -tion face &daily employed
services?

Notes: 1) Seasonally adjusted.
2) Accommodation & food services, wholesale & retail, educa-
tion, art & sport & leisure, personal services.
Source: Statistics Korea’s Economically Active Population Survey.

1) The starting point of the Asian financial crisis, the global financial crisis and COVID-19 was set at December 1997,

November 2008 and February 2020, respectively.



(Characteristics of COVID-19 employment
shock)

The total number of the employed (seasonally
adjusted) declined significantly in March and
April due to the COVID-19 shock and bottomed
out in May, but the pace of recovery has been
slow. During the Asian financial crisis and the
global financial crisis, it took 31 months and 16
months, respectively, for the number of the em-
ployed to recover to the pre-crisis level, and the
period of employment recovery was longer than
that of decline. In case of the COVID-19 shock,
the pace of recovery is assessed as being mod-
est after the number of the employed hit bottom

at a rapid pace.

Size of job decline and recovery period by crisis”

Asian financial Global financial

COVvID-19

crisis crisis

Extent of decline -1.48 million ~ -0.25 million  -1.02 million
(high-low? point) (-7.0%) (-11%) (-3.7%)
Penod_of HGGOVBMyi0 31 months 16 months -
pre-crisis level

Period of decline 8 months 6 months 2 months

10 months -

Period of recovery 23 months

Notes: 1) Seasonally adjusted.
2) Point at which decline ends.
Source: Statistics Korea’s Economically Active Population Survey.

Employment path? by crisis

— Asian financial crisis (1997)
~—— COVID-19 (2020)

Global financial crisis (2008)

(T=100) (T=100)
106 [ - 106
104 - 104
102 - - 102
100 & 100
98 - 198
96 - - 96
94 |- O : Lowest point? 194

O : Point of recovery
92 ] o T 92

-6 mths T +6mths  +1yr +1.5yr +2yr  +25yr +3yr

Notes: 1) Seasonally adjusted. 2) Point at which decline ends.

Source: Statistics Korea's Economically Active Population Survey.

The employment shock from COVID-19 is dif-
ferent from those from the past crises. It first hit
service industries requiring face-to-face interac-
tions and then spread to the manufacturing and
construction industries. During the Asian finan-
cial crisis, employment conditions worsened in
all industries owing to widespread bankruptcies
following deterioration in corporate financial con-
ditions. All industries experienced worsening la-
bor market conditions during the global financial
crisis as well, as the global financial unrest was

transmitted to the domestic economy.

By status of workers, deterioration in employ-
ment conditions was first seen among tempo-
rary & daily workers, and then spread to the
self-employed and regular workers. During the
Asian financial crisis, the job crisis affected both
regular and temporary & daily workers because
of massive business failures, but during the
global financial crisis, self-employed businesses
were hit hardest as their financial conditions de-
teriorated greatly.

Employment path? by crisis, by industry

— Asian financial crisis (1997)
—— COVID-19 (2020)

Global financial crisis (2008)
= = COVID-19 (face-to-face services?)

<Manufacturing> <Construction> <Services>
(T=100) (T=100) (T=100)
105 105 105
\ (RBA
AV 100 & e
100 100 7=
\/\ 95 ‘ ; ;;
95 al 95 | -
90 85 | 90 |
80 -
85 85 -
75
80 I 70 wwwwww 80 1 1

-6 mthsT +6 mths+1 yr+1.5 yr
Notes: 1) Seasonally adjusted.
2) Accommodation & food services, wholesale & retail, educa-

tion, art & sport & leisure, personal services.

Source: Statistics Korea’s Economically Active Population Survey.

-6 mthsT +6 mths+1 yr+1.5 yr
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Employment path? by crisis, by status of workers

—— Asian financial crisis (1997) Global financial crisis (2008)
—— COVID-19 (2020)

<Regular workers> <Temporary & daily <Self-employed

workers> workers>
(T=100) (T=100) (T =100)
110 10 - 110

100 [ 100

100

7 /v ’ CXIM
90 - 90 | 90
BU IEEEET| NS TN NT) 80 il 80 ITNTEN TS TIRENINEREENTE]

-6 mthsT +6 mths+1yr+1.5yr -6 mthsT +6 mths+1 yr+1.5yr -6 mthsT +6 mths+1 yr+1.5 yr

Note: 1) Seasonally adjusted.
Source: Statistics Korea’s Economically Active Population Survey.

The increase in the number of temporarily
absent and discouraged workers is another
characteristic of the COVID-19 crisis. During the
Asian financial crisis, bankruptcies led to mass
layoffs, and led to high unemployment rather
than temporary absences, but during this crisis,
the number of the temporarily absent, rather
than the unemployed, surged due to the sus-
pension of business operations following the
spread of the pandemic and reduced demand
due to social-distancing measures.?® The num-
ber of persons discouraged from searching for
work increased significantly as well.

Path of the unemployed, people on temporary
absence and discouraged workers by crisis"?

— Unemployed persons People on temporary absence

~— Discouraged workers

<Asian financial <Global financial <COVID-19>
crisis> crisis>
(T =100) (T=100) (T=100)
400 [ 400 - 400 [
300 - 300 - 300 -
200 - 200 + 200 -

100 100 Aﬁ 100 M

0 L S 1 Y

T +6mths+1 yr+1.5yr+2yr T +6mths  +1yr T +6mths  +1yr

Notes: 1) Data on discouraged workers available from November
1999.
2) Seasonally adjusted.

Source: Statistics Korea’s Economically Active Population Survey.

Lastly, large shocks occurred simultaneously
both on the supply and demand side of the
labor market, as the sluggishness in consump-
tion of goods and services continued, due for
example to social-distancing measures after
the COVID-19 outbreak, which slowed business
recruitment and diminished the labor market
participation of households. Compared to the
past, labor demand decreased greatly, as job
postings and hiring of new employees declined

and involuntary unemployment® increased. At

2) In the US, the record-level rise in temporary layoffs at the initial stage of COVID-19 contrasts starkly with past crises

that typically start with an increase in permanent layoffs (Gallant et al., 2020). In the US, workers suffering temporary

absences due to business slumps and suspension of operations are classified as temporarily laid-off and are includ-

ed in the group of the unemployed, while in Korea, such workers (those with paid leave, and those with unpaid leave

who are able to return to work within six months) are categorized as employed according to the ILO standard, and

thus are not included in the unemployed group.

3) It is judged that the surge in the number of people on temporary absence at the initial stage of the COVID-19 crisis

was partly affected by the government’s measures to stabilize employment such as wage subsidies.

4) To the question “Why did you quit your previous job” in the Economically Active Population Survey, unemployed

people who answered the closure and suspension of business, honored and early retirement, layoffs, completion of

temporary or seasonal work, absence of work and the slump in business are defined as those in involuntary unem-

ployment. The number of people in involuntary unemployment (seasonally adjusted) increased from 0.315 million in

February this year to 0.5-0.6 million after March.



the same time, labor supply also shrank as a
larger number of persons transitioned from the
economically active population to the economi-
cally inactive population.

Job postings and hires"?

Bl 2018~19 B Mar. 2020 ~ Oct. 2020

(ten thousand persons) (ten thousand persons)
20 185

(== . ]
New job postings (left) Hires (right)

Notes: 1) Excluding agriculture, forestry and fisheries industry.
2) Seasonally adjusted.
Sources: Korea Employment Information Service’s statistics on job
searching and recruitment, Ministry of Employment and
Labor’s Labor Force Survey at Establishments.

Size of transition from economically active
population to economically inactive population®?

(ten thousand persons) (ten thousand persons)

100 L
—
Influence of COVID-19
90 490
80 - - 80
70 - 170
Average of 2018-19
60 60

20.2 3 4 5 6 7 8 el 10

Notes: 1) Calculating the size of transition after the same person
identification of the Economically Active Population Survey.
2) Seasonally adjusted.
Source: Raw data of Statistics Korea’s Economically Active Popula-
tion Survey.

(Expected course of employment
recovery after COVID-19)

The employment paths during the past crises
show asymmetric recovery patterns. It took
more time for the number of the employed to re-
cover to the pre-crisis level than to decline. The
employment slump continued for a considerable
time even after the economy returned to normal.
During the Asian financial crisis and the global
financial crisis, it took an additional one year
and six months, respectively, for employment to
recover 1o its pre-crisis level after the economic
recovery. Even when COVID-19 subsides and
the economy returns to its pre-crisis level in the
future, the employment slump is not expected to
be resolved quickly.

GDP and employment path by crisis"?

— GDP ~— Number of employed persons
<Asian financial <Global financial <COVID-19>
crisis> crisis>
(T =100) (T =100) (T =100)
120 - 120 120
10 10 10 +

100 100 100 v

90\\\\\\\\\\\\\ 90\\\\\\\\\\\\\ 90 L L L I}
T +1yr +2yr +3yr T +1yr +2yr +3yr T +6mths +1yr

Notes: 1) The starting points of the Asian financial crisis, the global
financial crisis and the COVID-19 crisis were Q4 1997, Q3
2008 and Q1 2020, respectively.
2) Seasonally adjusted.
Sources: Bank of Korea, Statistics Korea’s Economically Active Popu-
lation Survey.

The employment recovery could be slow, as
new hiring is reduced and delayed until most
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workers on temporary absence and in unem-
ployment return to work.?® During the Asian
financial crisis, it took a considerable time for
the number of the employed to increase after
the numbers of those on temporary absence
and the unemployed stopped rising. This year,
the service industry saw workers on temporary
absence increase significantly due to the em-
ployment shock.” As their recall rate (average
of 36.8% between March and October?) is far
below that in the manufacturing (47.6%) and
construction (45.5%) industries, the employment

recovery process is likely to be slow.

Number of people on temporary absence after
COVID-19"

(ten thousand persons) (ten thousand persons)

250 + 250
_—
Influence of COVID-19
200 - 4200
150 4150
Average of 2018-19 : 40.5
100 |- 100
50 50

Note: 1) Seasonally adjusted.
Source: Statistics Korea’'s Economically Active Population Survey.

Path of the employed, the unemployed, and
people on temporary absence by crisis"

— Employed persons (left)
= = Employed persons - people on temporary absence (left)

~— People on temporary absence + unemployed persons (right)

<Asian financial crisis> <COVID-19>

(T=100) (T=100) (T=100) (T=100)

110 1300 110 - 1300

105 - <200 105 - <200

100 100 100
\
\/I¥

goHHHHHHHHHHHH_100 90 T T T T O T N B _100
T +1yr +2yr T +6 mths +1yr

Note: 1) Seasonally adjusted.
Source: Statistics Korea’s Economically Active Population Survey.

The fact that employment worsened mostly
in the face-to-face service industry, which is
expected to experience a prolonged business
slump after COVID-19, is another factor that
delays employment recovery. Due to the nature
of COVID-19, until vaccines or treatments are
widely available, the effects of social-distancing
measures will continue, and business slumps
in some face-to-face service industries such as
accommodation & food services and arts, sports
& leisure will go on for a considerable time. In ad-
dition, during the past crises, compared to other

service industries, it took longer time for the

5) According to Fuijita and Moscarini (2013), in terms of search period and costs, companies tend to prefer recalling

their laid-off employees to hiring new ones.

6) The number of the unemployed declined considerably in August, falling temporarily below the pre-crisis level. This

is estimated to be partly due to the fact that some unemployed persons stopped looking for work and transitioned

to the economically inactive population. In August, the number of discouraged workers increased 139,000 year-on-

year, which is larger than the increase in the previous month (55,000).

7) From March to October this year, the average number of people on temporary absence (seasonally adjusted) was

890,000 in the service industry, far above corresponding figures in the manufacturing industry (100,000) and the

construction industry (48,000).

8) This is an estimate using the raw data of the Economically Active Population Survey and is calculated using the aver-

age monthly recall rate, which does not consider the absence periods of individual persons.



number of the employed in the face-to-face ser-

vice industry to recover to the pre-crisis level.”)

Production index"?® and changes in number of
employed persons"?* by industry

Changes in number of employed persons (ten thousand persons)

10
[ ]
5 Construction
uct °
0 ® : ®
o
[ ] [ ]
-5 Art, sports & o S
f, sports Personal services
leisure
° Wholesale &
10 - o retail
Education °
15 1 Manufacturing
Accommodation &
220 F © food serV|ce'-<_ Feb. 2020 =
100
-25
75 80 85 90 95 100 105 110

Production index

Notes: 1) Seasonally adjusted.
2) Red dots indicate face-to-face service industry.
3) Index in Sep. 2020 compared to Feb. 2020.
4) Changes in the number of employed persons in Oct. 2020
compared to Feb. 2020.
Sources: Statistics Korea’s Economically Active Population Survey,
Monthly Industrial Statistics.

High uncertainties related to infectious dis-
ease developments, such as the resurgence of
COVID-19, are highly likely to delay the employ-
ment recovery, particularly for regular workers.
This is because in the case of regular workers
companies tend to wait and see until uncertain-

ties are resolved due to high recruitment costs.

We analyzed the impulse-response from the
shock by status of workers,'® using a VAR mod-
el, and found that uncertainty shocks have neg-

ative impacts on the number of regular workers.

(Assessment)

As seen from above, the employment shock
from COVID-19 is different from those from other
economic crises in the past, as it is attributable
to the suspension of business operations and
contraction of economic activities following the
spread of an infectious disease. The number
of temporary & daily workers declined sharply,
especially in the face-to-face service industry,
while the numbers of temporarily absent and
discouraged workers, rather than that of the
unemployed, increased significantly. In addition,
labor demand and supply shocks occurred si-
multaneously on a large scale, as firms’ hiring
slowed and household participation in the labor
market shrank.

Considering past employment recovery pat-
terns and the characteristics of the COVID-19-
triggered employment shock, a recovery to the
pre-crisis level is expected to take considerable
time, and the recovery will be differentiated by
sector (by industry and by status of workers).

This is because in the past crises, sluggish

9) Employment recovery period by sector during the past crises is as follows:

All industry?

Asian financial crisis 31 months
Global financial crisis 16 months

Service industry”

Face-to-face service industry”?
18 months 21 months
5 months 41 months

Notes: 1) Time taken to recover to the pre-crisis highest level (Dec. 1997 for the Asian financial crisis, and Nov. 2008 for the global financial

crisis), seasonally adjusted.

2) Accommodation & food services, wholesale & retail, educational services.

Source: Statistics Korea’s Economically Active Population Survey.

10) We estimated the impacts of uncertainty shocks on the number of regular workers, using short-run restrictions on

six variables (stock index, KOSPI 200 volatility index, call rate, CPI, number of regular workers, GDP). The results

show that uncertainty shocks reduced the number of regular workers, and this negative effect is most evident in

the second quarter. Also, Bloom (2009) analyzed that expanded uncertainty increased corporate real-option value

to waiting, thus delaying investment and recruitment decisions.
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employment conditions continued after the
economic recovery, and also because there
is a possibility that new recruitment could be
reduced or delayed until most people who be-
came unemployed or temporarily absent after
COVID-19 return to their work. The pace of em-
ployment recovery is projected to be modest, as
uncertainties regarding the path of the pandem-
ic are high and the employment shock was large
in the face-to-face service industry, where the
business slump is expected to be prolonged.

[t should be noted that hysteresis in the labor
market and reduced household income due to
the prolonged employment slump could act as
medium- and long-term factors limiting growth.
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1. Base Rate

Base Rate operated at 0.50%

The Bank of Korea maintained its accommo-
dative policy stance to support the recovery of
growth and to help inflation stabilize at the
2% target over a medium-term horizon. In
this process, it closely examined risk factors
such as the global and domestic development
of the COVID-19 pandemic, its financial and
economic impacts at home and abroad, and
changes in financial stability conditions. Un-
der this policy stance, the Bank maintained

the Base Rate at 0.50% per annum.

Figure II-1. Bank of Korea Base Rate"

(%) (%)

6.0 16.0
(Aug.08)

(0ct.9,08)

5.0 (0ct.27,08) 15.0
(Nov.08)

40+ (Dec.08) 140
(Jan.09) 0Oct.12)

3.0 3.0
(Feb.09)

2.0 F 2.0

1.0 1.0

(May,ZO)
0.0 - 0.0

08 10 12 14 16 18 20 Nov.

Note: 1) Figures in parentheses refer to the months of Base Rate
adjustments.
Source: Bank of Korea.

A detailed look at the Base Rate decisions
during this period, and the backgrounds be-

hind them, are as follows.

At the October meeting, the Board decided to
leave the Base Rate unchanged at 0.50%, con-
sidering that it was necessary to monitor the

effects of the monetary and fiscal measures

taken so far, the development of COVID-19
at home and abroad, and subsequent chang-
es in financial and economic conditions, as
the slump in exports was easing and the
expansionary fiscal policy stance was being
strengthened under accommodative financial
conditions amid high uncertainties surround-
ing the growth path. It was expected that the
economy would recover gradually, led by ex-
ports as the slump in exports eased, although
consumption was tepid, affected by the re-
surgence of COVID-19, and the recovery in
facilities investment was subdued. However, it
was judged that uncertainties surrounding the
growth path were still high due to the spread
of COVID-19 worldwide. Consumer price in-
flation had risen to around 1% in September,
driven mainly by a large increase in the prices
of agricultural, livestock and fishery products
due to severe weather conditions. It was fore-
cast that consumer price inflation would run
at the low- to mid-0% level for some time,
reflecting weak demand-side inflationary
pressures and prolonged effects from the drop
in global oil prices. From the financial stabil-
ity perspective, household loan growth had
picked up and housing prices continued on an

increasing trend in all parts of the country.

At the November meeting, the Board left the
Base Rate unchanged at 0.50%. The Board
judged there was a need to maintain the
current policy stance as uncertainties sur-
rounding the growth path remained elevated,
regarding for example early vaccine roll-
outs and developments related to the global
spread of COVID-19, although expectations
for an economic recovery were heightened
as better-than-expected results had been
reported with respect to COVID-19 vaccine

development. The Korean economy contin-
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ued to recover at a modest pace overall, but
showed varying movements by sector. The
improvement in exports continued and fa-
cilities investment had started to recover, led
by the IT sector, while the recovery in private
consumption was slow with the resurgence of
COVID-19 and the adjustment in construction
investment continued. Going forward, the do-
mestic economy was likely to recover gradual-
ly, led mainly by exports and investment. GDP
was projected to grow at slightly below -1% in
2020 and around 3% in 2021. It was forecast
that consumer price inflation would remain
at the low- to mid-0% level for some time and
then moderately increase to around 1% in
2021, owing to improvement in the domestic
economy and the base effect of international
oil price declines this year. In the meantime,
the Board saw a need to closely monitor the
effects of the government’s housing and mac-
roprudential policies and consequent changes
in financial stability conditions, as housing
prices in all parts of the country continued
their upward trends and the growth in house-

hold loans accelerated.

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 li-

quidity by utilizing its open market operation

instruments, including issuance of Monetary
Stabilization Bonds (MSBs), RP transactions,
and deposits into the Monetary Stabilization
Account (MSA).

The total amount of liquidity adjustment
needed (average balance basis) increased in
the third quarter followed by another slight
uptick in October, affected mainly by the
Bank of Korea’s outright purchase of Treasury
bonds®” and the heightened ceiling of the
Bank Intermediated Lending Support Facility.
The Bank responded primarily by expanding
RP transactions,®® while flexibly adjusting
the amount of deposits into the MSA given
the supply and demand conditions in the
short-term money market. The issuance of
MSBs was expanded in the third quarter, but
reduced® in October in consideration of the
burden placed on bond supply and demand
from the government’s implementation of the
fourth supplementary budget. As a result, the
call rate remained generally stable at around
the Base Rate.

50) To curb the heightening volatility of market interest rates in line with the spread of COVID-19 while securing secu-

rities eligible for RP sales, the Bank conducted outright purchases of Treasury bonds amounting to 6.0 trillion won

in total, purchasing 1.5 trillion won each in March, April, July and August. Moreover, in line with the plan announced

on September 8 to expand outright purchases of Treasury bonds by approximately to 5.0 trillion won, the Bank

conducted outright purchases of 5.0 trillion won on three occasions between September and November.

51) As the full-allotment RP purchase program expired at the end of July, the (net) RP sales (average balance basis)

rose by 4.0 trillion won in the third quarter compared to the previous quarter and by 2.7 trillion won in October com-

pared to the previous month.

52) The issuance of MSBs (average balance basis) rose by 2.4 trillion won in the third quarter compared to the previous

quarter, but dropped by 4.2 trillion won in October compared to the previous month.



Figure II-2. Liquidity adjustment” by means of
open market operations

B |ssuance of MSBs? W RP sales (net)
Bl Deposits into MSA?
(trillion won) (trillion won)
210 ¢ 1210
200 4200
190 4190
180 4180
170 1170
160 4160
150 150
1701 Q3 18.01 Q3 19.01 Q3 20.01 Q3
Notes: 1) Quarterly average balance basis.
2) Monetary Stabilization Bonds.
3) Monetary Stabilization Account.
Source: Bank of Korea.
Figure II-3. Bank of Korea Base Rate and
overnight call rate
Bl Overnight call rate - BOK Base Rate (right)
= Overnight call rate (left) —— BOK Base Rate (left)
(%) (bp)
3r | 730
2 120
1 410
0 0
. 3 10

171 7 181 7 191 7 20.1 7 1

Source: Bank of Korea.
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2. Bank Intermediated
Lending Support Facility

Ceiling raised by 8 trillion won in
response to resurgence of COVID-19

To ensure that banks actively lend to small
and medium-sized enterprises, the Bank of
Korea operates the Bank Intermediated Sup-
port Facility, through which it supports banks
by supplying them with funds at interest rates
lower than the Base Rate. 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.

After having raised the ceiling of the Bank
Intermediated Lending Support Facility by
10 trillion won in total on two occasions, in
March and May, the Bank of Korea increased
the ceiling by another 8 trillion won on Octo-
ber 5 from 35 trillion won to 43 trillion won, in
an attempt to support SMEs and small busi-
nesses whose financial difficulties had been
aggravated by the resurgence of COVID-19.
Specifically, the Bank provided 3 trillion won
of new funding to support small businesses
affected by COVID-19,%¥ and increased the
ceiling of the existing program that supports
SMEs affected by COVID-19 by 3 trillion won
from 10 trillion won to 13 trillion won, while

extending the program by six months.> In

addition, the Bank used another 2 trillion
won for an increase from 3 trillion won to 5
trillion won of the ceiling of the program that
supports facilities investment®® of startups, of
businesses that create jobs, and of material,
parts and equipment businesses, all of which
can act as growth engines of the Korean econ-
omy and contribute to employment, while

extending the program by one year.>®

The enhanced financial assistance by the Bank
is expected to reduce the interest service bur-
den of and provide greater financial access to
small businesses and SMEs hit by COVID-19,
while acting as a new growth engine of the
Korean economy and contributing to employ-

ment.

The increased ceilings of each program un-
der the Bank Intermediated Lending Support
Facility are as follows: 2.5 trillion won for
the Support Program for Trade Financing,
13 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, 5.9 trillion won
for the Support Program for Regional SMEs,
13 trillion won for the Support Program for
SMEs Affected by COVID-19 and 3 trillion
won for the Support Program for Small Busi-
nesses. The total ceiling stands at 43 trillion
won, which includes reserves of 0.1 trillion
won. The interest rates on support programs
under the Bank Intermediated Lending Sup-

port Facility are 0.25% per annum.

53) The Bank is supporting 100% of banks’ loans to small businesses which are not under any distress, including de-

linquent loans, capital impairment and closure, until the end of March 2021.

54) The end of program operation (bank lending basis) has been pushed back from the end of September 2020 to the

end of March 2021.

55) The Bank is supporting 25% of banks’ loans to eligible companies (50% for material, parts & equipment compa-

nies) for up to 5 years.

56) The end of program operation (bank lending basis) has been pushed back from the end of September 2020 to the

end of September 2021.



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

Ceilin
8 Interest

Program Before After rate
adjustment adjustment

Support Program for Trade

N 2.5 2.5 0.25
Financing
Support Program for New
Growth Engine Development 1.0 13.0 0.25
and Job Creation”
Program for Stabilization of
SME Lending? 55 % 0
Support Program for Regional 59 59 0.25
SMEs
Support for SMEs Affected by
COVID-19 10.0 13.0 0.25
Support for Small Businesses - 3.0 0.25
Total 35.0% 43.09 -

Notes: 1) 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).
2) Includes the support that had been formerly provided under
the Support Program for Facilities Investment.
3) Includes reserves of 0.1 trillion won.
Source: Bank of Korea.

Figure lI-4. Ceiling and interest rates of Bank
Intermediated Lending Support Facility

— Ceiling (left) — Interest rate (right)

(trillion won) (%)
50 1 4.0

45 - 35

40
3.0
35

30 25

25 20

0.5

L L L L L L L L L L L L 00
08 09 10 11 12 13 14 15 16 17 18 19 20 Nov.

Source: Bank of Korea.
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3. Market Stabilization
Measures

Increased outright purchase of
Treasury bonds

By the end of August, the Bank of Korea had
conducted outright purchase of Treasury
bonds on four occasions amounting to 6
trillion won. In addition to this, the Bank an-
nounced on September 8 a plan®” to expand
outright purchases to a total of around five
trillion won between September and the year-
end, as a preemptive response to any possible
mismatch in the supply and demand of Trea-
sury bonds and consequent expanded vola-
tility in market interest rates, caused by the
implementation of the government’s fourth
supplementary budget. The Bank purchased
Treasury bonds on three occasions, on Sep-
tember 24 (2.0 trillion won), October 28 (1.5
trillion won) and November 27 (1.5. trillion
won), with total purchases amounting to 5.0

trillion won (as of the end of November).

Table II-2. Outright purchases of Treasury bonds"

(trillion won)
Date Amount Date Amount
March 20 15 September 242 2.0
April 10 1.5 October 282 1.5
July 2 1.5 November 27?2 1.5
August 31 1.5 Total 1.0

Notes: 1) As of the end of November 2020.
2) Conducted at the month-end according to the plan on the
expansion of outright purchases of Treasury bonds.
Source: Bank of Korea.

Extended Corporate Bond-Backed
Lending Facility

The Bank introduced the Corporate Bond-
Backed Lending Facility as a safeguard against
the possibility of enterprises, banks and non-
bank financial institutions facing a significant
deterioration in their funding capacity. Despite
the fact that the Korean financial markets re-
main stable, the Bank extended®® operation of
the facility again by three months to February
3, 2021, in consideration of the continuing
COVID-19 pandemic and the still high finan-
cial and economic uncertainties at home and
abroad. It was also decided to maintain the
same lending conditions,* including eligible
institutions, ceilings, interest rates and eligible

collateral.

57) Outright purchases are conducted at the end of each month if possible but in consideration of market circum-

stances, and it was decided to announce the purchase volume and items one business day before the auction.

58) The Corporate Bond-Backed Lending Facility was originally set to expire on August 3, 2020 but the operation peri-
od has been extended twice (from August 3, 2020 to November 3, 2020 to February 3, 2021).
59) Eligible institutions: banks, securities firms and insurance firms; ceiling of the facility: 10 trillion won; lending rate:

85 bp spread to 182-day MSB rate; collateral: prime corporate bonds (rated AA- or above) issued by non-financial

companies with remaining maturity of 5 years or less.



Continued credit market support
through SPV that purchases corporate
bonds and commercial paper

The Bank of Korea jointly with the govern-
ment and a policy financial institution (Korea
Development Bank) established®” on July 14
an SPV that manages purchases of corporate
bonds and commercial paper, including low-
er-rated instruments, to stabilize the credit se-
curities market. In the first round of funding,
the SPV raised 3 trillion won in total® which
includes the first loan amounting to 1.78 tril-
lion won extended by the Bank on July 23, and
began purchasing corporate bonds and CP in
tull force from July 24. The SPV purchased 2.2
trillion won®® worth of corporate bonds and
CP as of the end of November 2020.

Table II-3. SPV’s purchases of corporate bonds
and CP"? by credit rating

(100 million won, %)

Credit Rating Value Share
AA(AT) 4,900 227
A(A2) 12,151 56.4

BBB(A3) 4,510 20.9
Total 21,561 100.0

Notes: 1) As of the end of November 2020.
2) Face value basis.
Source: Bank of Korea.

Introduction of foreign currency liquidity
supply facility through transactions of
foreign currency bond repurchase
agreements

As part of its efforts to secure new policy in-
struments for FX market stability, the Bank
of Korea launched a new facility under which
it supplies foreign currency liquidity through
transactions of foreign currency bond repur-
chase agreements in competitive auctions.*”
This facility will be activated when necessary
in reflection of foreign currency market condi-
tions, and is expected to contribute to prevent-
ing any instability in fund demand and supply
from triggering systemic risks, in times when
the foreign exchange intermediary function of

banks weakens.

60) Approximately 10 trillion won will be raised, consisting of 8 trillion won of primary loans extended by the Bank of

Korea, 1 trillion won of investment by Korea Development Bank (KDB) (the government) and 1 trillion won of subor-

dinated loans extended by KDB. The total amount can be expanded to up to 20 trillion won, if necessary.

61) Consists of a 1.78 trillion won primary loan by the Bank of Korea, investment of 1 trillion won by KDB and a 0.22

trillion won subordinated loan by KDB.

62) The SPV purchased 1.1 trillion won worth of corporate bonds and 1.1. trillion won worth of CP.

63) The Bank supplies US dollar liquidity by purchasing US Treasury bonds via repurchase agreements from domestic

financial institutions including banks, insurance firms and securities firms, using the Bank’s FX reserves.
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Table II-4. Bank of Korea’s market stabilization measures related to COVID-19

(as of December 9, 2020)

Policy response measures Major details

Base Rate Base Rate cuts *1.25% — 0.50% (0.75%p)
5a"kdlnLtelee- Raised ceiling + 25 trillion won > 43 trillion won (+18 trillion won)
jated Lending
Support Faciity | Lowered interest rate ©0.5%-0.75% - 0.25%
gs;;lr?:sglsjt ful-alotment RP  Amount supplied: A total of 19.43 trillion won (expired at the end of July)
Carried out RP purchases from  Amount supplied: A total of 3.5 trillion won (1.0 trillion won on March 19, 2.5 trillion won on
46 non-bank financial institutions March 24)
Lt Sﬂgﬁgnﬁ? ;Ezgan:gszft IS:S::ESS: e The range of institutions eligible for RP transactions was broadened (expired at the end of July).
iquidity
provision  Broadened the range of securities ' — . ! .
eligibe for open market operations o The list of securities eligible for outright transactions and RP transactions was broadened.
Expanded the range of eligible o The range of eligible collateral required for borrowing from the Bank’s lending facilities was
collateral for lending facilities expanded.
Improved collateral availability of | The ratio of collateral for guaranteeing net settiements was lowered (70% — 50%).
financial institutions « The eligible collateral for guaranteeing net settlements was broadened.
Performed outriaht purchases of * Amount purchased: A total of 11.0 trillion won
Treasun bon dsg P (1.5 trilion won each in March, April, July and August, 2.0 trllon won in September, 1.5
y trillion won in October and 1.5 trillion won in November)
Stabilization Launched the Corporate Bond- e Ceiling: 10 trillion won, eOperation expire date: February 3, 2021
gg:;g?:gy Becked Lending cmility + Eligible collateral: Prime corporate bonds (rated at least AA-) with remaining maturity of five
Market stabiliza- ears or less
tion measures | bondand CP Suonorted he aredit market 2
markets thﬂgﬁg{} ean S:\/C ;ﬁalt pnt]fgh:ses o Size: 10 trillion won (The size can be expanded to up to 20 trillion won, in accordance with
. market conditions)
[c)g:)peorrate bonds and commercial o Size of the Bank’s loan to SPV: 1.78 trillion won
g'grzgﬁ]:rﬁ'l‘;l’t:ﬂhzugse';%:xfp  A60.0 billion US dollar bilateral currency swap arrangement was signed.
Rgserve o Maturity: End of March, 2021
ot ot e U5 SO o 10672 ilon USdoler s supli
— Ejéssegotshlgg;;"gfsa"n"kzx derva- |, pomestic banks (40% — 50%) and foreign bank branches (200% — 250%)
stabilization Temporarily lifted the levy on - . ) . ) .
financialinstitutions’ non-deposit * Banks, securities companies, credit card companies and insurance companies were exempted
FX liabiliies from the levy for three months (during the period between April and June 2020).
ﬁ;ﬁﬂgﬂ;ﬁ;ﬂgﬂ ;ld:gehr;csye of * The Bank of Korea will provide US dollar funding to domestic financial institutions through foreign
foreign currency bond repurchase currency bond repurchase agreements.
agreements o Eligible bonds: US Treasury bonds (US government agency bonds if necessary)

Source: Bank of Korea.



4. Other Monetary Policy
Measures

The Bank of Korea is also working to
strengthen its global cooperation and improve
the safety and efficiency of the payment and
settlement systems, while enhancing moni-
toring of financial and FX market movements

and of financial stability conditions.

Monitoring of global financial and FX
market conditions enhanced

The Bank of Korea constantly monitored
movements in the domestic and internation-
al financial and FX markets. The Bank also
looked closely into the impacts of domestic
and international risk factors on the financial
and FX markets by running the emergency
response system during times of heightened

market volatility.

Through the COVID-19 Response Task Force
set up in late January, the Bank of Korea
continuously and carefully monitored devel-
opments of the COVID-19 pandemic and the
impacts on the domestic and international
financial sectors and economies, as well as
changes in financial and FX market condi-
tions following the Bank’s implementation of
market stabilization measures. The Bank held
a Financial and Economic Conditions Review
Meeting during the Chuseok holidays, on

October 4, to monitor developments in inter-

national financial market conditions, while
holding another meeting on November 4 to
review the reactions to and the impacts of the
US presidential election in the domestic and

global financial markets.*¥

Early warning activities regarding
potential financial system risks
strengthened

The Bank of Korea continued its preemptive
identification of and early warning activities
related to potential risk factors within the fi-
nancial system that could be caused by the es-
calated uncertainties at home and abroad from
the prolonged COVID-19 pandemic, and the

subsequent contraction of the real economy.

In the September Financial Stability Meeting,
the Bank examined how the changes in real
and financial sector conditions brought on by
the prolonged pandemic could affect Korea’s
financial system. Using the new financial sta-
bility index (FSI-Q),* the Bank analyzed pos-
sible changes in financial vulnerabilities in-
cluding the recent decoupling of the financial
and real sectors, based on which the downside
risks to the real economy were examined.
The Bank also thoroughly reviewed potential
risks related to private sector debt which had
increased over the course of responding to the
economic slump, as well as the impact on fi-
nancial institutions” soundness of their stron-
ger search-for-yield under the low interest

environment.

64) At the October meeting, the Bank reviewed developments in international financial and FX markets in relation to

uncertainties surrounding the US presidential election and progress in economic stimulus implementation, and

their subsequent impacts on domestic markets. At the November meeting, the Bank thoroughly evaluated possible

effects of the US presidential election on the Korean economy, including escalation of volatility in price variables in

line with the progress of vote counting.

65) The new FSI-Q is a newly developed index that enables evaluation of financial stability conditions in consideration

of potential vulnerabilities within the financial system caused by, for example, search-for-yield and credit accumula-

tion, and of the financial system’s capacity to withstand those vulnerabilities.
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Meanwhile, the Bank shared views and dis-
cussed responsive measures regarding the
key current issues and risks related to Korea’s
financial stability with related institutions
through the Macroeconomic and Financial

Meeting and other consultative bodies.

In mid-October, the Bank resumed the joint
examination of financial institutions, which
had been suspended after the coronavirus
outbreak, and monitored current issues and
potential risks within the financial system.
It conducted a comprehensive examination
of individual banks’ risks by assessing their
lending practices, loan soundness manage-
ment, COVID-19-related financial support
and compliance with the Bank of Korea’s reg-

ulations.

Table II-5. Joint examinations” with Financial
Supervisory Service
(times)

2016 2017 2018 2019

6 6 5 6 2

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

In addition, the Bank actively participated in
international discussions on financial insti-
tution supervision, including the SEACEN
Meeting of Directors of Supervision, and ex-

changed views on current financial issues.

Global financial cooperation
strengthened

The Bank of Korea participated in conference
calls hosted by international organizations
and consultative bodies, such as the BIS, G20
and IMF. Through these meetings, the Bank
collected information on the developments
of global financial and economic conditions
including the resurgence of COVID-19 and
issues surrounding major economies, while
reviewing their potential impacts on the Ko-
rean economy in a timely manner, thereby
enhancing the effectiveness of the Bank’s
policy responses and bolstering global policy

coordination.

The Bank also continued its efforts to rein-
force multi-layered financial safety nets, by
for instance broadening currency swap net-
works with major central banks. In October,
it renewed its currency swap arrangement
with the People’s Bank of China, enabling a
more stable supply of sufficient foreign cur-
rency liquidity by increasing® the amount
and lengthening the period of the agreement.
In September, the Bank contributed to the
amendment®” of the Chiang Mai Initiative
Multilateralization (CMIM), a regional, mul-
tilateral currency swap agreement, through
the ASEAN+3 Finance Ministers” and Central
Bank Governors” Meeting, enhancing the ar-
rangement’s effectiveness. It also actively par-
ticipated in the CMIM test run,®® which was
conducted with a view to raising the CMIM'’s

66) The swap agreement amount has been increased from 360 billion yuan/64 trillion won to 400 billion yuan/70 trillion

won, and the period has been extended from three years to five years.
67) The key changes in the amendment include a hike in the IMF delinked portion of the CMIM (from 30% to 40%) and

the introduction of local currency usage.

68) The CMIM test run conducted this year was the 11th round and involved actual transactions of funds following last

year’s test. The test was conducted under the scenario of two central banks requesting currency swap funds and oth-

er ASEAN+3 members including Korea providing the requested funds.



operational readiness.

Safety and efficiency of payment and
settlement enhanced

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

and settlement systems.

The Bank of Korea completed development of
its next-generation BOK-Wire+, a project ini-
tiated in 2015, and successfully began operat-
ing the system in October 2020. Since its first
operation in 1994, the system has been made
more complex by incorporating new compo-
nents including a hybrid settlement system,
Delivery-versus-Payment and an intraday RP
system. Thanks to the launch of the next-gen-
eration BOK-Wire+ with an improved settle-
ment method and reorganized settlement ac-
counts, the safety and efficiency of the system

is expected to significantly strengthen.

The Bank devoted efforts to ensure smooth
domestic implementation of the Principles 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 Clearings 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. In mid-October, through a join
examination of one financial investment com-
pany, the Bank assessed its compliance with
relevant regulations as well as its settlement
risk management practice, and recommended

improvements in some areas.

In addition, the Bank is reviewing technolog-
ical and legal requirements for the adoption
of central bank digital currency (CBDC) to
preemptively cope with future changes in the
payment and settlement environment which
could increase the need for CBDC adoption.
The Bank is also carrying out research and
pursuing a consultation project with a third

party to set up and test a pilot system.

69) 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 (I0SCO), 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 (June 2016), Recovery of financial market infrastructures (July 2017) and

Resilience of central counterparties (CCPs): Further guidance on the PFMI (July 2017).
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Box II-1.

Transmission of Accommodative
Monetary Policy since COVID-19

Since the COVID-19 shock began, the Bank of
Korea has been actively implementing accom-
modative monetary policy to cope with nega-
tive impacts of the shock on the economy and
financial sector. In addition to directly affecting
the real economy, the COVID-19 shock wors-
ened financial conditions, leading to a further
shrinkage of the real economy. If the shock
aggravates financial instability, this could restrict
major transmission channels of monetary policy,
such as interest rates, credit and asset prices. In
this regard, the Bank of Korea cut the Base Rate
on two occasions by a total of 75 basis points
and made full use of policy instruments other
than interest rates in order to improve liquidity
and credit flows. In this section, we examine the
transmission of accommodative monetary policy
since the outbreak of COVID-19 in terms of the

financial and real sectors.

Monetary policy instruments other than interest
rates used to cope with COVID-19

Improving interest rate channel
and providing liquidity

Facilitating credit flows

- Raised the ceiling of the Bank

- Outright Treasury bond purchases

- Introduced full-allotment RP
purchases

- Expanded the range of institutions
and securities eligible for open
market operations

Intermediated Lending Support
Facility

- Provided financing to an SPV set

up to purchase corporate bonds
and commercial paper

- Introduced the Corporate Bond-

Backed Lending Facility

Source: Bank of Korea.

(Financial sector)

Monetary easing is seen to have been smooth-
ly transmitted to the financial markets mainly
through the interest rate and credit channels.
The Base Rate cuts have led to substantial de-
clines in market interest rates as well as deposit
and lending rates of financial institutions, while
working to increase credit to the private sector in
terms of both household and corporate lending.
Stock prices have rebounded quickly after fall-
ing significantly immediately after the spread of
COVID-19. As a result, the Financial Conditions
Index (FCI)," representing overall financial con-
ditions, rapidly increased after having bottomed
out in April, exceeding its pre-COVID-19 level
from August onwards.

Changes in market and deposit/lending rates
following Base Rate cuts"?
(%, %p)

Timing of Sizeof  Treasury Corporate
BaseRate  BaseRate bonds  bonds

Lending Deposit

rates rates?

cuts cuts (3-year) (3-year)®
-Jl\l/JIZyZZO(LZS 3?%%;30 051 | 063 | 414 | -098
sbat 2?2*215)25 453 | 44 | 417 | 425
M | oy | 01| 008 | oa | 04
e 1?;7%)50 052 | 018 | 047 | 065

Notes: 1) (Interest rate during the month one month after the last
Base Rate cut) - (interest rate during the month two months
before the first Base Rate cut) during each period.

2) Daily average during the month for market interest rates;
deposit/lending rates are on a monthly basis.

3) Rated AA-; averages by private credit rating agencies.

4) Weighted average rates based on the amounts newly han-
dled by deposit banks.

Sources: Bank of Korea, Korea Financial Investment Association.

1) The Financial Conditions Index is calculated by standardizing the weighted sum of six financial variables, including

interest and exchange rates and stock prices, that are considered important in the assessment of financial condi-

tions. A figure exceeding (falling below) O represents accommodative (tightening) financial conditions.



Growth" in household and corporate lending?

Bl Enterprises Households
(trillion won) (trillion won)
150 5150
100 <100
50 + ‘ - 50
0 “““‘ L L L L L L L L L L L L L L 0
18.Q1 19.01 20.01 Q3 18.Q1 19.01 20.01 Q3

Notes: 1) On an end-quarter balance basis; year-on-year.
2) Based on deposit banks.
Source: Bank of Korea.

Financial Conditions Index

4 | i
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171 7 18.1 7 191 7 201 7 10

Source: Bank of Korea.

As financial conditions have been picking up,
funding conditions of economic agents have
also been improving. In the corporate sector,
funding conditions have improved, and as a re-
sult, the corporate financial situation has gotten
better and interest burden has eased. A look at
corporate liquidity conditions using corporate
micro data (KIS-Value) shows that corporate
liquidity (the ratio of liquid assets to liquid liabili-
ties) and cash (the ratio of cash and cash equiv-

alents to liquid liabilities) ratios increased quarter
on quarter in the second quarter. In addition,
the BSI on the corporate financial situation, in
both the manufacturing and services industries,
fell significantly immediately after the outbreak
of COVID-19 and recovered considerably after-

wards.

In the household sector, falling interest rates are
expected to ease the interest burdens of indebt-
ed households and low-income households in
particular. An analysis based on the Survey of
Household Finances and Living Conditions for
2019 indicates that, if interest rates on the finan-
cial liabilities of indebted households decline by
75 basis points, lower-income households will
see a larger decrease in their debt service ratio
(DSR). Looking at households as a whole, how-
ever, financial assets (savings) exceed financial
liabilities, which will likely deteriorate the house-
hold interest account in the long term.

Corporate liquidity” and cash ratios?

=/ Liquidity ratio (left) -+ Cash ratio (right)

(%) (%)
150 - 150

110 4110

100 . .
19.01 Q3 20.01 Q2

Notes: 1) Liquid assets/liquid liabilities.
2) Cash and cash equivalents/liquid liabilities.
Sources: KIS-Value, Bank of Korea.
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BSI on corporate financial situation
Jan.
2020
Allindustries | 83 68 66 76 78 76 81 83
Manufacturing) 83 71 64 73 77 77 84 83
Services 83 62 67 77 719 74 81 8

Mar. May July Aug. Sep. Oct. Nov.

Source: Bank of Korea.

Changes in DSR" of indebted households in case
of 75 bp interest rate decline?
(%p)
1stquintile  2nd 3rd 4th 5th Total
-37 -21 -18 =17 -14 -1.6

Notes: 1) The ratio of principal and interest repayments to disposable
income of indebted households by income quintile group
(using the Survey of Household Finances and Living Condi-
tions for 2019).

2) The decrease in interest repayments is calculated on the
assumption that interest rates on financial liabilities decline
by 75 basis points, and then deducted from principal and
interest repayments and added to disposable income.

Sources: Statistics Korea, Bank of Korea.

(Real sector)

According to an analysis using the Bank of
Korea’'s macro-econometric model (BOK20),?
the impact of a 25 basis point Base Rate cut on
GDP (on an cumulative effect basis) is estimated
at +0.06% in the first year and +0.08% in the
second year, and its impact on consumer price
inflation at +0.03% in the first year and +0.04%
in the second year.

However, since the COVID-19 shock has con-
tracted both supply and demand and height-
ened economic uncertainty, the transmission
of accommodative monetary policy to the real
economy may weaken compared with the past.

Particularly, social distancing and avoidance
of outside activities following the outbreak of
COVID-19 have been working to contract con-
sumption. An analysis of private consumption
on the assumption that each level® of social-dis-
tancing restrictions are faithfully observed
estimates that these restrictions are directly
responsible for a 4% (year-on-year) decrease
in private consumption under Level 2 and for a
17% decline under Level 3.4 Since the outbreak
of COVID-19, private consumption has shrunk
to a larger extent than during the financial cri-
sis, which is partly responsible for a substantial
decrease in business sales.? In addition, uncer-
tain economic conditions due to the COVID-19
shock are seen to possibly have negative im-
pacts on businesses’ investment decision-mak-

ing.

Meanwhile, changes in the economic structure
that have continued since the global financial cri-
sis may have weakened the effect of monetary
easing on consumption and investment.®

2) More detailed information on BOK20 and the results of economic research using this model can be found in Results

of Bank of Korea Macro-Econometric Model (BOK20) Construction (Monthly Bulletin, 2020 August issue).

3) Based on the measures prior to the revision of the social-distancing scheme (took into effect on November 7).

4) Based on the assumption that each level of operation restrictions are faithfully observed in the services industry,

expected sales decreases are estimated for individual industry sectors (with use of the Service Industry Survey

for 2018 by Statistics Korea) and then converted to decreases in intermediate input and value added using the in-

put-output tables.

5) Business sales were reported to have declined 10.1% year on year in the second quarter of 2020 (BOK Financial

Statement Analysis, September 15, 2020).

6) For instance, a slowdown in productivity growth and a decline in companies’ dependence on external funds may

work to weaken the influence of interest rates on investment, and population aging and household debt growth can

work to weaken the consumption-boosting effect of accommodative monetary policy.



Effects of social distancing measures on private
consumption, by level"?

-@- Private consumption -®- GDP

(%) (%) Maximum capacities
002 -0 offacwl_itiesreduced,
operation of some
high-risk facilities
suspended

37 Maximum capacities

of facilities reduced (in
-6.4
\;8.0

0.4 -1.8

1 -6 " anextended range of
industries), operation
of some high-risk
facilities suspended
Operation of publicly-
used facilities
suspended

-13.4

-16.6
-18 -18
Level 1 Level 2 Level 2.5 Level 3

Notes: 1) Based on the period prior to the revision of the social dis-
tancing measure (took effect on November 7).
2) Estimation is based on the assumption that each level of
social distancing restrictions is perfectly observed.
Sources: Statistics Korea, Ministry of Health and Welfare, Bank of
Korea.

Private consumption before/after global financial
crisis and COVID-19"2

-/ Global financial crisis - COVID-19

r 102

100

98

96

94

192

L L L 90
2 1 t t+1 t+2

Notes: 1) Standardized as t=100 (based on Q3 2008 for global finan-
cial crisis and Q4 2019 for COVID-19).
2) Based on the advance estimates for the Q3 2020 (t+3)
figures.

Source: Bank of Korea.

t+3 (quarters)

Percentage of respondents choosing “uncertain
economic conditions” among difficulties faced
by manufacturing industry

(%) (%)

30 - 30
25 25
Average since 2010: 17.5%
20 20
15 15
10 10
19.1 4 7 10 20.1 4 7 10 11

Source: Bank of Korea.

However, monetary easing since the outbreak
of COVID-19 is seen to have been improving
financial conditions to prevent a vicious circle in
which a worsening real economy causes finan-
cial instability, further worsening the real econ-
omy, and to reduce the likelihood of an occur-
rence of macroeconomic tail risk, substantially
easing negative impacts of tightening financial
conditions on the real economy.

According to the results of an analysis using a
VAR model, improvements in financial condi-
tions (an increase in the FCI) are estimated to
have significant effects on the real economy (a
narrowing of the negative output gap). A sim-
ulation based on the assumption that the FCI
remains unchanged from its April level, a record
low since the outbreak of COVID-19, widens
the negative output gap further than in reality.
The results suggest that delayed improvements
in financial conditions would have lowered the
growth path of the domestic economy further
than in reality.”

7) The ECB’s analysis shows that monetary easing through the implementation of the Pandemic Emergency Purchase

Programme (PEPP), the expansion of the existing asset purchase programs and the revision of TLTRO |II since the

outbreak of COVID-19 has improved financial conditions and raised the economic growth rate by 1.3%p (based on

the cumulative rate until 2022). Refer to Economic Bulletin (ECB, Issue 5, 2020) for details.
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Changes" in the Financial Conditions Index
before/after global financial crisis and COVID-19

- Global financial crisis - COVID-19
4r -4
2 12
]
r'/\ﬂ L
0 — — 0
2k 1-2
-4 u u -4

t-2 1 t t+1

Note: 1) Standardized as t=0 (based on Q3 2008 for global financial
crisis and Q1 2020 for COVID-19).
Source: Bank of Korea.

Response of output gap to Financial Conditions
Index increase shock"?

(%p) (%p)
0.30 10.30

0.25

0.20

0.15

0.10

0.05

0.00

-0.05 -0.05

1 7 13 19 25 31 (months)

Notes: 1) A three-variable (FCI, output gap and CPI growth rate) VAR
model was estimated under a Bayesian approach (estima-
tion period: Jan. 2010 - Aug. 2020). This response function
shows the response of the output gap to a one standard
deviation increase in the FCI.

2) The dotted line represents a 68% posterior probability band.

Source: Bank of Korea.

t+2 (quarters)

By sector, financial condition improvements for
example through monetary easing are seen to
have been contributing to preventing a contrac-
tion in investment by improving corporate fund-
ing conditions rather than boosting consump-
tion. According to the results of an empirical
analysis using corporate micro data (KIS-Value),
monetary easing has positive effects on corpo-
rate investment (growth in tangible assets) by in-
creasing liquidity (cash and cash equivalents) in
the corporate sector.? During the global financial
crisis, a delay in financial condition improvement
led to rapid contraction in facilities investment,
but recent movements differ from those during
the global financial crisis, exhibiting a slight in-
crease particularly in the information and com-
munications technology industry.

Private-sector facilities investment before/after
global financial crisis and COVID-19"2

=/ Global financial crisis - COVID-19

105 <Allindustries> 105
100
95
90

105 <ICT industry> 105

95

90 u 90
t-2 t-1 t

Notes: 1) Including intellectual property product investment (season-
ally adjusted).
2) Standardized as t=100 (based on Q3 2008 for global finan-
cial crisis and Q1 2020 for COVID-19).
Source: Bank of Korea.

8) A panel analysis of non-financial institutions included in KIS-Value that are subject to external audit shows that a

Base Rate cut leads to an increase in cash and cash equivalents, leading to a significant increase in corporate in-

vestment (growth in tangible assets).

t+1 (quarters)

t+1 (quarters)



(Overall assessment)

Since the spread of COVID-19, accommodative
monetary policy, including Base Rate cuts, is
considered to have been smoothly transmit-
ted to the financial markets and contributed
to preventing the real economy from shrinking
excessively due to the COVID-19 shock. Market
interest rates as well as deposit and lending
rates have declined substantially while funding
conditions of households and corporations have
improved, resulting in a decrease in financial
market volatility and somewhat favorable credit
flows. If these improvements in financial condi-
tions had been delayed, the negative output gap
would have widened further than it did. In a sit-
uation where shocks on the real economy could
lead to a contraction of financial conditions re-
sulting in a further contraction of the real econ-
omy, monetary easing is seen to have improved
financial conditions to prevent the vicious circle
between financial instability and deterioration of
the real economy.

However, attention should be paid to the fact
that heightened uncertainties resulting from the
CQOVID-19 pandemic, changes in the economic
structure since the global financial crisis, and
household debt growth remain as factors lim-
iting the transmission of monetary policy to the

real economy.
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Box II-2.

Key Aspects and Evaluation of
Expanded Bank Intermediated Lending
Support Facility

In order to support small businesses and SMEs
whose financial difficulties had been aggravated
by the spread of COVID-19, the Bank of Korea
raised the ceiling of the Bank Intermediated
Lending Support Facility on three occasions
(March, May and October 2020) by a total of 18
trillion won," and cut the interest rate by 0.50%p,
from 0.75% to 0.25%. Of the 18 trillion won, 13
trillion won was provided to SMEs affected by
COVID-19 and 3 trillion won to small business-
es,? while the other 2 trillion won was used to
support facility investment of startups, of busi-
nesses that create jobs, and of material, parts
and equipment businesses. This paper looks
into the significance of the Bank Intermediated
Lending Support Facility, and the current status
and effectiveness of the Support Program for
SMEs Affected by COVID-19 implemented in
March.®

(Significance of Bank Intermediated
Lending Support Facility)

The Bank Intermediated Lending Support Facili-
ty is a lending program that provides loans to fi-
nancial institutions at low interest rates based on

certain criteria, including the financial institution’s

SME loans, within the program’s total ceiling.
This program supplements or strengthens the
transmission effect of the Bank’s monetary pol-
icy, including adjustment of the Base Rate, into
the real sector by addressing financial market
failure, preventing a contraction of the financial
intermediary function, and providing liquidity in a

crisis.

Specifically, financial institutions might prefer
lending to large firms over lending to robust
SMEs due to information asymmetry in finan-
cial markets, which is also known as adverse
selection. Such market failure can be partly ad-
dressed through the Bank Intermediated Lend-
ing Support Facility, which aims to support SME
lending. Given that the lending rate of the facility
is lower than banks’ average funding rates, it
also alleviates possible deterioration of profitabil-
ity of financial institutions and the subsequent
weakening of the financial intermediary function
under the low interest rate environment. The
facility could play a particularly strong and effec-
tive role under crisis situations, when market fail-
ure further escalates and financial intermediary
functions significantly contract, as the facility can
work as a tool for supplying liquidity to SMEs
and banks.

Major central banks have also either newly in-
troduced or expanded the size of SME lending
facilities in their responses to COVID-19. The
US Federal Reserve, the Bank of Japan and the
Reserve Bank of New Zealand have adopted
new lending facilities to support SME lending,

while the Bank of England and the Reserve

1) The Bank raised the ceiling by 5 trillion won each in March and May, and by an additional 8 trillion won in October.

2) Although small businesses were eligible to receive the Bank’s support for SMEs affected by COVID-19, a separate

ceiling for small businesses was introduced in October as their difficulties were aggravated due to the resurgence of

COVID-19 since August.

3) The Support Program for Small Businesses and Support Program for Facility Investment are not included in the

analysis, as it has been only two months since their introduction (Oct. 5).



Bank of Australia are operating lending facilities
for companies and households with a focus® on
expanding support for SME lending.

(Current status of Support Program for
SMEs Affected by COVID-19)

The volume of bank loans extended under
the Support Program for SMEs Affected by
COVID-19 between March and September 2020
stood at 19.5 trillion won, while the number of
companies that have used the program record-
ed 78,155, with the average loan volume per
company amounting to 250 million won. The to-
tal volume of loans per month rose rapidly after
adoption of the program on March 9, reaching
a monthly average of 3.5 trillion won between
March and June, but then declined to a monthly
average of 2.0 trillion won between July and
September. Meanwhile, the volume of loans
extended to financial institutions by the Bank of
Korea under this program stands at 11.5 trillion
won as of the end of November,® exhausting
88.1% of the total ceiling (13 trillion won).

Bank loans under Support Program for
SMEs Affected by COVID-19"

Bl New loans (left) Accumulated loans? (right)

(trillion won) (trillion won)
10 130
al 125
(Average: 3.5) (Average: 2.0)
19.5
18.0 120
6L 16.5
14.3
115
al 10.4
7.3 410
2 ¥
27 15
0 0
20.3 4 5 6 7 8 9

Notes: 1) Based on companies eligible to receive the Bank of Korea’s
Support Program for SMEs Affected by COVID-19 (the same
is applied below).

2) Excluding early redemption and redemption at maturity.

Source: Bank of Korea.

Looking at the volume of bank loans under the
program by region, it was the largest in Seoul (5.0
trilion won), followed by Gyeonggi (3.2 trillion
won), Daegu & Gyeongbuk (2.9 trillion won) and
Daejeon & Chungnam (1.4 trillion won). This was
mainly because the number of SMEs is large in
these regions, and companies’ business oper-
ations have greatly contracted due to the wide
spread of COVID-19 in these regions.

4) The Bank of England and the Reserve Bank of Australia are extending low-interest rate loans to financial institutions

of up to 500% of the respective institution’s SME loan growth (100% of large company loan growth).

5) The Bank’s support for each respective month’s outstanding loan balance is provided two months later (e.g. the out-

standing loan balance as of the end of September is provided in November).
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Volume and share of loans under Support Volume of loans under Support Program for
Program for SMEs Affected by COVID-19 by SMEs Affected by COVID-19 by credit rating and
region by business type

(100 million won, %)

Bl Sole proprietors Corporations
Volume Share " »
(trillion won) (trillion won)

Seoul 50,093 25.7 6 6
Gyeonggi 31,757 16.3

Daegu & Gyeongbuk 29,401 15.1 44 44
Daejeon & Chungnam 14,060 7.2 4t i | 4
Gwangju & Jeonnam 12,985 6.7

Busan 12,563 6.4

Gyeongnam 12,218 6.3 2| 12
Others? 32,107 16.4

Total 195,184 100.0

Note: 1) Chungbuk, Incheon, Ulsan, Jeju, Jeonbuk and Gangwon. 0 0

Source: Bank of Korea. T2 3 4 5 6 7 8 9 10 Unated

Source: Bank of Korea.

By credit rating, the share of loans to medi-

um-rated companies (grades 4-6) is well above Average loan volume per company under

half the total volume, accounting for 62.5%, Support Program for SMEs Affected by COVID-19,

. . by credit rating
while the share of loans to high-rated compa-

nies (1-3) accounts for 11.3% and that of loans 8(100 filiogvery (i ”‘”""“‘”°")8
to low-rated companies (7-10) accounts for a e | E <Low-rated>

mere 1.7%. It appears that the loans under the 36 33 4

program were extended primarily to robust ° 1°
companies which are facing temporary funding

difficulties. The volume of loans was the largest ! 14
among unrated® companies for sole proprietors

and for grade 4 loans for corporations, each 2 12
standing at 4.4 trillion won. The average loan

volume per company was larger among higher 0 0

1 2 3 4 5 6 7 8 9 10 Unrated

rated companies.”
Source: Bank of Korea.

By business type, the share of loans extended
to sole proprietors (48.8%) was similar to that ex-
tended to corporations (51.2%) but considerably
higher than the share of loans extended to sole

6) This rating is managed by banks separately from their internal credit rating system (ranging from 1 to 10) for compa-
nies that either do not have any transactions with the respective bank or do not meet their criteria such as assets or
sales. Unrated companies consist mainly of small businesses such as SOHOs (Small Office Home Office).

7) The average loan volume per company stands at 360 million won for high-rated companies (grades 1-3), 350 million
won for medium-rated companies (grades 4-6) and 140 million won for low-rated companies (grades 7-10).



proprietors under the Support Program for Re-
gional SMEs of the Bank Intermediated Lending
Support Facility (31.9%). This was probably be-
cause the loans under the Support Program for
SMEs Affected by COVID-19 were extended pri-
marily to small businesses with relatively smaller
business size that were facing greater difficulties
in securing funds. The average loan volume per
company among corporations (380 million won)
was more than double the average loan volume
among sole proprietors (180 million won).

Volume of loans by program and by business
type under Bank Intermediated Lending Support
Facility

(trillion won, %)

Volume of loans”

Sqle Corporations  Total
proprietors
Support Program for 9.5 10.0 19.5
SMEs Affected by COVID-19  (48.8) (61.2) (100.0)
Support Program for 75 15.9 234
Regional SMEs (31.9) (68.1) (100.0)

Note: 1) Figures inside parentheses indicate share.
Source: Bank of Korea.

By industry, the volume of loans extended to
companies in the service industry (70.6%) was
2.5 times that extended to companies in the
manufacturing industry (27.8%). This was mainly
because the service sector contracted relatively
more severely due to the government’s so-
cial-distancing measures and the subsequent
decline in consumers’ activities outside the
home. Within the manufacturing industry, the
volume of loans was the largest for the machin-
ery & equipment sector (27.9%), followed by the
metal & non-metal sector (22.1%). Within the ser-
vice industry, more than half of the total volume
of loans was extended to the wholesale & retail
sector (45.7%) and the accommodation & food
services sector (9.7%), which are the sectors hit
hardest by COVID-19.

Share of loans by manufacturing subsector
under Support Program for SMEs Affected by
COVID-19

(%) (%)

50 150
40 | 140
30 279 130
25.4
221
20 120
141
10.5
10 110
0 0

Machinery & Metal &non-  Petroleum & Transportation ~ Others
equipment metal chemicals equipment

Source: Bank of Korea.

Share of loans by service subsector under
Support Program for SMEs Affected by COVID-19

(%) (%)

60 - 160
50 457 190
a0 140
328
30 130
20| 120
10 - 10
0 0

Wholesale & ~ Accommodation  Health care Publishing & Others
retail & food services video

Source: Bank of Korea.

(Effectiveness of Support Program for
SMEs Affected by COVID-19)

A comprehensive look at the volume of loans
under the program shows that the Bank of Ko-
rea’s Support Program for SMEs Affected by
COVID-19 can be assessed to have contributed
to raising financial access for SMEs and small
businesses that are facing temporary financial
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difficulties.® The Bank’s low interest rate loans
to commercial banks have induced expanded
credit supply to companies hit by the pan-
demic, and the banking sector’s loans under
the program (19.5 trillion won) accounted for
31.2% of the total growth in SME lending (62.6
trillion won) during the period from March to
September 2020.9 Given that the share of loans
to medium-rated companies account for more
than half of the total loans, it appears that the
Bank of Korea’s support program has helped
improve financial conditions of robust SMEs that
are cash strapped due to the temporary drop in
sales from COVID-19, rather than being used for
securing healthy companies’ precautionary cash

holdings or sustaining distressed companies.

In addition, the Bank of Korea’s support for
SMEs affected by COVID-19 is assessed to have
helped reduce the interest payment burden for
SMEs and small businesses. According to our
monitoring of commercial banks, the lending
rate (new business basis) applied to SMEs af-
fected by COVID-19 in September 2020 stood at
2.41-2.97%, while the affected companies have
received a 21-129 bp interest rate cut thanks to
the Bank’s support.

(Overall assessment)

The Support Program for SMEs Affected by
COVID-19 is seen to have helped enhance fi-
nancial access and reduce the interest payment
burden for small businesses and SMEs facing
temporary financial difficulties, thereby prevent-
ing a possible contraction of the financial inter-
mediary function from COVID-19 and comple-

menting the monetary policy transmission effect.

The Bank of Korea will continue to thoroughly
monitor COVID-19 developments and subse-
quent changes in financial and economic con-
ditions, as well as SMEs’ funding conditions,
while improving operating methods with a view
to ensuring smooth credit supply to coronavi-
rus-impacted companies. The Bank will also
sustain its efforts to enhance the adequacy of
financial assistance by, for instance, conducting
strengthened loan review to identify violation of

relevant regulations.

8) Of the loans extended to SMEs affected by COVID-19, 80.2% were provided to regional SMEs that do not have any
history of using the Support Program for Regional SMEs under the Bank Intermediated Lending Support Facility.

9) According to our monitoring of market participants, the Bank of Korea’s support program enables swift credit sup-

ply to affected companies, as it is operated by reducing the interest rates of the bank’s own loan products, meaning

that loan officers are highly skilled and loan screening takes little time.
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1. Growth and Price
Forecasts™

Domestic economy to show modest
recovery

The GDP growth rate is forecast to be -1.1%
this year and 3.0% and 2.5% in 2021 and 2022,
respectively.”? The slump in goods exports
will ease gradually and domestic demand will
show modest recovery with the continued ac-

commodative fiscal policy.

By sector, private consumption is forecast to
shift to an increase next year, but its recovery
is expected to be slow, due mainly to a delay in
improvement in household income conditions
in line with a prolonged COVID-19 pandemic
and to concerns about health risks. Delayed
improvements in employment conditions and
business conditions of the self-employed are
expected to result in low household incomes,
and it is difficult to expect a rapid recovery in
consumer sentiment due to concerns about in-
fections. While goods consumption is forecast
to show favorable movements, voluntary so-
cial distancing is likely to work to limit recov-
ery in consumption of face-to-face services,
and recovery in overseas consumption by
Korean residents is also expected to be slow,
due largely to cross-border travel restrictions
and avoidance of overseas travel. However,
the government’s income and consumption
support measures and an increase in savings
since the outbreak of COVID-19 are expected

to contribute to a recovery in private con-

sumption.

Facilities investment is expected to sustain its
growth next year, boosted by the favorable IT
sector and a resumption of investment in the
non-IT sector. The IT sector is expected to see
continued strong investment, driven primarily
by improvement in the semiconductor indus-
try, and the non-IT sector is likely to witness
an increase in investment to foster new growth
industries and cover maintenance expenses
in line with the easing of global economic
sluggishness. Intellectual property products
investment is projected to continue its solid
upward trend, as R&D investment is forecast
to sustain favorable movements led by the ex-
pected recovery of corporate sales, increased
demand for non-face-to-face services and
the expanded government budget, and other
intellectual property products investment is
also expected to grow, boosted by increased
demand for new technology-based software.
Construction investment is forecast to shift to
an increase next year, as civil engineering will
likely show favorable movements thanks to the
sustained expansion in the government’s SOC
budget, and the sluggishness of residential

building construction is expected to ease.

Exports are projected to continue to improve,
driven by a recovery in the global economy
and trade. The current account surplus is
expected to narrow, with the goods account
surplus decreasing slightly due to rising oil
prices and the services account deficit wid-
ening again following the slowing spread of
COVID-19.

70) Based on the Bank of Korea’s "Economic Outlook Report, released on November 26, 2020.

71) The current outlook is based on the assumption that the global spread of COVID-19 will be worse than expected

this winter and then start to ease gradually from mid or late next year and the global economy will accordingly re-

turn to the pre-pandemic level in the second half of next year, while Korea will experience a sustained resurgence

of COVID-19 through the winter and see local outbreaks occurring sporadically thereafter.
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There is a high level of uncertainty sur-
rounding the growth path. The upside risks
to growth include early rollout of COVID-19
vaccines and treatments, additional aggressive
stimulus measures at home and abroad and
improvements in the global trade environ-
ment. Among the downside risks are faster
spread of COVID-19 at home and abroad, a
delay in the semiconductor industry’s recovery
and increasing tensions between the US and
China.

Table IlI-1. Economic growth outlook"?
(%)

2019 2020 2021 2022
Year H1 H2® Year* H1 H2 Year Year
GDP 20 -07 14 11 26 33 30 25

Private consumption 1.7 -4.4 -41 -43 29 32 31 25
Facilities investment -7.5 56 57 57 49 36 43 32

Intellectual property 30 33

) 42 38 38 40 39 37
products investment

Construction 25 17 29 07 48 26 05 21
investment
Goodsexports 05 29 -04 16 93 19 53 23

Goods imports -08 -09 -03 -06 7.5 45 59 32

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

Inflation forecast to rise gradually to
record 1.0% next year

Consumer price inflation is forecast to re-
cord 0.5% in 2020, as the weakening of
demand-side inflationary pressures, lower
international oil prices than those of last year
and downward inflationary pressures on the
government policy side are exerting down-
ward pressures. However, consumer price

inflation is forecast to rise to 1.0% in 2021, as

economic conditions improve and the impacts
of (year-on-year) declines in international oil
prices dissipate. Consumer price inflation is
expected to record 1.5% in 2022, boosted by
sustained improvement in economic activity
and faster growth in international oil prices.
Meanwhile, core inflation excluding food and
energy prices is forecast to rise from 0.3% this
year to 1.0% in 2021 and 1.3% in 2022.

A look at various factors affecting prices
shows that, in terms of overseas factors, in-
ternational oil prices are expected to show
modest growth, but there are latent uncer-
tainties including COVID-19 developments
and supply conditions. The Korean won/US
dollar exchange rate has declined rapidly since
the second half of this year to recently fall be-
low the level prior to the spread of COVID-19.
In terms of domestic factors, demand-side
inflationary pressures have strengthened
gradually and the rate of wage growth is
forecast to increase somewhat, in line with
a modest recovery in economic activity and
corporate profitability, but the pace of growth
is likely to be slower than usual. Regarding
other factors, growth in agricultural product
prices is expected to decelerate gradually, with
the easing of supply disruptions for vegeta-
bles that had been caused by severe weather
conditions during the summer. Downward
inflationary pressures on the government pol-
icy side are likely to weaken next year. While
social-welfare policies related to health care
will continue to be strengthened, the weaken-
ing of downward inflationary pressures from
government policies related to education and
communication” and the base-period effect

from the individual consumption tax cut for

72) This is attributable mainly to the dissipation of downward inflation pressures from free high-school education and

free school meals this year and to the base-period effects from support for mobile charges (in October).



automobiles (to be terminated in December)
are expected to work as factors bringing infla-
tion up. Recent sustained increases in lease-
hold (jeonse) deposit prices and monthly rents
(based on new contracts) are forecast to grad-
ually speed up the pace of growth in housing

rental fees.

There is a mix of both upside and downside
risks to the price path. Upside risks to pric-
es include stronger economic improvement
following the development of COVID-19
vaccines, and an acceleration of the rise in
international commodity prices. Among the
downside risks are weaker economic recovery
resulting from the resurgence of COVID-19,

and a larger appreciation of the Korean won.

Table IlI-2. Inflation outlook"?

2019 2020 20212 2022

Year H1 H2¢ Year® H1 H2 Year Year
CPlinflation 04 06 05 05 07 12 10 15

CPI excluding

ot genergy 7 04 03 03 07 13 10 13

Core :
inflation | CP! excluding

agricultural 09 06 07 07 08 12 10 13
products & oils

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

[=1]
(2]
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2. Major Considerations

Looking ahead, the Bank of Korea will operate
its monetary policy while closely watching the
impacts of upside and downside risks at home
and abroad on the growth and inflation fore-
cast paths, and devoting attention to financial
stability as well. In this process, it will also
carefully monitor COVID-19 developments,
changes in external conditions including the
new US government’s economic policy, and
consequent financial market trends, as well as
the possibility of an accumulation of financial

imbalances.

COVID-19 developments at home and
abroad

Uncertainties related to future COVID-19 de-
velopments are seen to remain high. Although
the likelihood of early vaccine rollouts is in-
creasing, the global spread of the virus has

recently been accelerating significantly.

The global spread of COVID-19 has been re-
cently speeding up again significantly. Europe
has re-adopted” lockdown measures due to
the rapid acceleration of its spread since Oc-
tober, and the US has strengthened measures
to combat COVID-19 with the number of new
cases per day jumping to nearly 200,000 since
November. In emerging market countries,
the spread of COVID-19 has been contained
somewhat, but the number of new cases per
day remains high. If the current spread of
COVID-19 continues, the global economy may

weaken again despite recent signs of recovery,

and this could have negative impacts on Ko-

rea’s exports.

Korea has also seen a resurgence of COVID-19
since November, and consequent measures
such as the strengthening of social distancing
could weaken the recovery of private con-

sumption, particularly in the services sector.

Figure IlI-1. New confirmed COVID-19 cases” and
mobility index?

— Euro area - US
— Emerging market countries®

(persons) (persons) (%) (%)
600 _New confirmed cases> 1600 207 <Mobility index> 12
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Notes: 1) Daily new confirmed cases per million persons by region
(based on 7-day moving averages).

2) Retail and recreation related index; comparison of frequency
and duration of travel to a certain location with those of the
period prior to the outbreak of COVID-19 (Jan. 3 through
Feb. 6, 2020), using Google location information (based on
7-day moving averages).

3) India, Brazil, Russia, Mexico and Turkey.

Sources: Our World in Data, Google Mobility.

73) The mobility index for the euro area (population-weighted average; based on retail and recreation index) declined

significantly in November, due to the strengthening of measures to combat COVID-19 following its resurgence (-6.7%

in August — -8.7% in September — -18.1% in October — -38.3% during November 1-20; averages during periods).



Figure IlI-2. Number of new confirmed COVID-19
cases in Korea"
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Note: 1) The shaded areas represent the stages of social distancing
measures in the Seoul and its surrounding areas since June
28.

Source: Korea Disease Control and Prevention Agency.

Despite the recent rapid resurgence of
COVID-19, there is a growing prediction
that the pandemic might be contained earlier
than expected, with a number of COVID-19
vaccine trials showing far better results than
expected. As a result, economic sentiment
seems to have improved significantly and
expectations of economic recovery seem to
have grown substantially. However, since the
safety of vaccines needs to be verified further
and full vaccination through mass production
of vaccines will need a substantial period of
time, it is necessary to take more time to see
whether any vaccine will be deployed earlier

than expected.

Since future economic trends depend highly
on COVID-19 developments, it is necessary to
closely monitor the severity of the resurgence
of COVID-19 at home and abroad and conse-
quent response measures, progress related to
vaccine rollouts, and the impacts on the Kore-

an economy.

New US government’s economic policy

There remain uncertainties related to the
economic policies, such as fiscal and trade
policies, of the new US administration taking

office in January 2021.

With former Vice President Biden winning the
presidential election as markets and the me-
dia expected, related political risks are seen to
have eased substantially. President-elect Biden
revealed a plan to expand fiscal expenditure
and pursue eco-friendly policies to overcome
the crisis, and if expansionary fiscal policy is
implemented as planned, this will help im-
prove US economic growth and consequently
have positive impacts on Korea’s exports. In
addition, expanded investment in eco-friendly
infrastructure is expected to positively af-
fect growth of related industries in Korea.”™
However, whether the presidential transition
will be delayed and whether the Republican
Party will retain its Senate majority”™ remain
as factors heightening uncertainty concerning

future policy implementation.

74) However, in order to strengthen environmental regulations, President-elect Biden promised to impose carbon

adjustment fees or import quotas on carbon-intensive goods exported by countries not complying with the Paris

agreement. There are concerns that this would lead to cost increases in domestic energy-intensive industries, con-

sequently weakening the export competitiveness of related industries.

75) In the US Senate election held together with the presidential election, Republicans secured 50 seats and Demo-

crats 48. The two runoff elections in Georgia on January 5, 2021 will likely determine which party controls the Sen-

ate.
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Table IlI-3. Biden’s key campaign promises
(economic policies)

Sector Major contents

= Implementing stimulus measures to cope with
CovID-19
= Increasing corporate and income tax rates

Macroeconomic
policy

u Eco-friendly policy

« Investing 2 trillion dollars in electric vehicles and
eco-friendly power generation

* Rejoining Paris Climate Accord, imposing carbon
adjustment fees on countries failing to meet their

Industrial policy  climate and environmental obligations

= Strengthening US manufacturing competitiveness

« Investing in future industries including 5G and Al (300
billion dollars)

» Purchasing US goods and services (400 billion
dollars)

= Reviewing a return to multilateral trade agreements
= Confronting China’s unfair trade practices

Trade policy

Sources: JoeBiden.com, Bank of Korea International Economic
Review (2020-22).

In terms of trade policy, President-elect Biden
is expected to promote a return to multilateral
trade agreements, while focusing on alliances
and collaboration. This is likely to ease uncer-
tainties surrounding the global trade environ-
ment and contribute to a recovery of global
trade. However, since the Biden government
seems generally likely to retain a tough stance
against China, US-China conflicts are un-
likely to ease dramatically, and in this regard,
the trade dispute between the two countries
is likely to remain as a factor limiting global
trade recovery going forward. Furthermore,
the possibility of a prolongation of services
trade sluggishness due to limited global per-
sonnel exchanges, rearrangement of global
value chains, and China’s strengthening of its
domestic demand-oriented growth strategy”
are forecast to remain as structural factors

limiting global trade growth.

Figure IlI-3. Global goods trade volume and PMI
for manufacturing new export orders

—— Global goods trade volume (left)
~— PMI for global manufacturing new export orders (right)
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Sources: CPB, JP Morgan.

Financial market risk factors at home
and abroad

Domestic and overseas financial markets re-
main stable overall, but attention should be
paid to risk factors that may increase market

volatility.

Concerning the global financial markets, vol-
atility increased temporarily influenced by the
global resurgence of COVID-19, but risk aver-
sion has eased rapidly since November due
largely to the easing of uncertainties related to
the US presidential election and expectations
of early rollout of vaccines. As a result, global
stock prices and long-term interest rates rose,
the US dollar weakened and domestic price
variables exhibited similar movements. In
addition, inflows of global funds into emerg-

ing markets expanded and foreign portfolio

76) China announced at the 5th Plenary Session of the Chinese Communist Party's (CCP) Central Committee (October

26-29) that it would promote a dual circulation strategy (aiming at spurring domestic demand and expanding exter-

nal openness) focusing on fostering domestic demand. China’s move to strengthen the domestic demand-oriented

development model is likely to limit the expansion of global trade.



investment into the Korean market, and the
stock market in particular, recorded a large

net purchase in November.

Figure llI-4. Global stock prices and fund inflows
into emerging countries

— KOSPI
— MSCI Emerging Markets Index countries
= MSCI Developed Markets Index
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Sources: Bank of Korea, Bloomberg, EPFR.

1,250 |-

1,200

1,150 -

1,100

1,050 - 11,300

1,000 b

Figure IlI-5. Korean won per US dollar exchange
rate, stock prices and foreigners’ portfolio
investment"

= Korean won per US dollar B Foreigners’ net stock purchases
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Note: 1) Based on the figure recorded on the 25th for November.
Sources: Bank of Korea, Koscom, Financial Supervisory Service.

Domestic and international financial markets
are forecast to remain stable overall going for-
ward. However, there remain risk factors such
as the resurgence of COVID-19 and a con-
sequent delay in economic recovery, possible
asset price adjustments, and the possible ma-
terialization of credit risks of vulnerable busi-
nesses, and in this regard, attention should
be paid to the possibility of renewed financial
unrest, including higher volatility of major
price variables, depending on developments of

these risk factors.””

77) The IMF announced that, according to its survey of 29 major countries, the number of countries with medium and

high risk of financial vulnerabilities in the government and corporate sectors increased from 10 and 14 in April 2020

to 12 and 21, respectively, in October 2020. The IMF mentioned that this was attributable to expanded fiscal defi-

cits following aggressive debt issuance by governments since the outbreak of COVID-19 and increased debt levels

by corporations to cope with cash shortages (source: "Global Financial Stability Report,, October 2020).
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Concerns about accumulation of
financial imbalances

Concerns are growing about the accumulation
of financial imbalances, as housing prices and
household debt have been growing at faster

paces recently.

Housing sales price growth slowed somewhat
from August but has recently accelerated
again both in Seoul and its surrounding areas
and in the rest of the country.” Leasehold
(jeonse) deposit prices are also showing a
strong rise due mainly to supply-demand im-
balances,” and as a result, part of the jeonse
demand has shifted to sales demand, working
to speed up the housing sales price increase.
In line with this, growth in household loans
has accelerated significantly,®” and both hous-
ing-related loans and other loans are showing
rapid growth, boosted by demand for housing
purchases and leasehold deposits (jeonse)
combined with individual investors” fund de-

mand for stock investment.

Figure IlI-6. Housing market price indices," sales
transaction volume and sentiment index

—— Sales price index (left) = Housing price forecast CSI?
—— Jeonse price index (left) ~— Index of jeonse apartment
I Sales transaction volume (right) supply-demand trend in Seoul

and its surrounding areas®
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Notes: 1) All housing types, nationwide; year-on-year.
2) A figure exceeding 100 indicates that a forecast for an
upward trend is dominant.
3) A figure exceeding 100 indicates that demand exceeds
supply.
Sources: Korea Appraisal Board, Bank of Korea.

Household lending is forecast to continue to
sustain a trend of increase at a level exceed-
ing that of recent years for the time being, led
chiefly by continued inflows of funds into the
housing market. Despite the government’s
housing market-related measures,®” hous-
ing-related lending is highly likely to maintain
its strong growth for some time, as expecta-

tions of further housing price rises remain

78) The apartment sales price growth rate rose from 0.09% in the third week of October to 0.15% in the first week of

November and to 0.18% in the third week of November in Seoul and its surrounding areas, while increasing from
0.14% in the third week of October to 0.19% in the first week of November and to 0.32% in the first week of Novem-
ber (record highs since weekly statistics were first compiled in May 2012) in the rest of the country (source: Korea

Appraisal Board).

79) The jeonse supply and demand index for apartments in Seoul and its surrounding areas stood at 122.3 in Novem-
ber 2020, a record high since October 2015 (122.4) (source: Korea Appraisal Board).

80) Growth in bank lending to households (year-on-year, %): 9.4 in June 2020 — 9.6 in July - 10.0 in August — 10.5 in

September — 10.8 in October.

81) In November, the government announced plans to realize declared real estate values (November 3 by relevant min-

istries), measures to curb household loans including credit loans (November 13 by the Financial Services Commis-

sion) and housing stabilization measures for low-income and middle-class households (November 19 by relevant

ministries).



strong, affected mainly by concerns about
short-term supply-demand imbalances®? and
by expectations of a continuation of accom-
modative financial conditions, and as demand
for funds for leasehold deposits (jeonse) con-
tinues to grow. Credit loans are also expected
to sustain their upward trend for some time,
considering the amount already approved but
not yet extended up to the limit.?¥ However,
the recently announced government plans to
manage credit loans® are likely to work to
gradually ease the trend of growth in credit

loans with a time lag.

Since household debt in Korea is higher than
that in major countries and continues to grow,
it is necessary when operating monetary pol-
icy to pay attention to the possibility of the
accumulation of financial imbalances and
keep a close eye on changes in financial sta-
bility conditions, including fund flows into the
housing market and household debt growth.

Figure llI-7. Household debt-to-GDP ratio”
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Notes: 1) As of Q1 2020 (Q2 2020 for Korea).

2) Average of 42 countries, excluding Korea, among the BIS
survey targets.

3) Calculated by dividing the outstanding amount of loans and
government loans from flow of funds data for Q2 2020 by
the total nominal GDP for Q2 2020 and the preceding three
quarters.

Sources: BIS, Bank of Korea staff calculation.

82) The number of newly occupied apartments in Seoul and its surrounding areas is expected to stand at 193,000 in
2020, 134,000 in 2021 and 156,000 in 2022 (source: "Measures to Expand Housing Supply in Seoul and its Sur-
rounding Areas,, released on August 4, 2020 by the Ministry of Land, Infrastructure and Transport).

83) Among banks’ credit line loans to households from January through October 2020, the unused amount (loan ceil-

ing - outstanding amount of loans extended) increased by 10.1 trillion won, which is about 174% of the increased

amount during the same period of last year (5.8 trillion won) (source: Financial Supervisory Service).

84) The Financial Services Commission unveiled (on November 13) measures to curb household loans including credit

loans, requiring stronger management of credit lending to high-income earners.
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3. Future Monetary Policy
Operational Directions

Base Rate operations

The Bank of Korea will continue to conduct its
monetary policy in order to support the econ-
omy and stabilize consumer price inflation
at the target level (2%) over a medium-term
horizon, while paying attention to financial

stability.

As the recovery in the Korean economy
is expected to be modest and inflationary
pressures on the demand side are forecast to
remain weak, the Bank will maintain its ac-
commodative monetary policy stance. In this
process, it will thoroughly assess COVID-19
developments, their impacts on the financial
markets and economy, and changes in finan-
cial stability conditions such as household
debt growth.

Enhancement of monetary policy
effectiveness

The Bank of Korea will continue its effort to
enhance monetary policy effectiveness. Given
the ongoing high uncertainties surrounding
economic conditions at home and abroad, the
Bank will provide accurate, objective and de-
tailed information that will aid the assessment
of macroeconomic and financial conditions,
to ensure that economic agents can better
understand the Bank’s policy decisions and
form rational expectations of future policy
directions. While continuing to closely mon-
itor whether the channel by which monetary
policy is transmitted to the real sector through

the financial market is working smoothly, the

Bank will sustain its effort to expand its policy
toolkit, beyond interest rates, to be used as the
situation requires. In addition, as inflation has
hovered below the target level for an extend-
ed period, the Bank will endeavor to provide
more detailed explanation of the causes of low
inflation and the trends of underlying infla-
tion and cyclically sensitive inflation to ensure
that economic agents” inflation expectations
remain stable. Meanwhile, as economic con-
ditions are changing rapidly and expectations
on the role of the central bank and monetary
policy are growing accordingly, the Bank will
also strengthen its effort to examine and im-
prove the monetary policy framework over a

medium- to long-term horizon.

Promotion of financial and foreign
exchange market stability

The Bank of Korea will make particular ef-
forts to maintain the stability of financial and
foreign exchange markets and seamless credit
flows. There is a possibility that the domestic
financial and foreign exchange markets could
respond sensitively to changes in domestic
and international risk factors such as the
spread of COVID-19. In light of this, the Bank
will continue to closely monitor major price
variables and supply and demand conditions
of bond and foreign exchange markets, and
in the event of a sharp increase in volatility
due for instance to herding behavior, the Bank
will take appropriate market stabilization
measures in a timely manner. With regard
to the current measures to support the credit
markets, the Bank will closely examine what
effects these measures have produced and
whether they have helped restore the inter-
mediary role of financial markets, and decide

whether to extend these measures.



Maintenance of financial system stability

The Bank of Korea will thoroughly monitor
financial system stability conditions in line
with changes in domestic and overseas finan-
cial and economic conditions and strengthen
early warning activities concerning potential
risks to the financial system. The Bank will
particularly examine carefully if the weaken-
ing of debt servicing capacities of vulnerable
households and corporations, due to a delay in
economic recovery following the resurgence
of COVID-19, works as a factor undermining

financial system stability.
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