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Korea: The central bank hikes policy rate
by 25bp

Today's rate hike resets the Bank of Kored’s policy for yet another long
pause, possibly throughout 2019. We are reviewing our forecast of
one 25bp hike in the third quarter of 2019

The Bank of Korea is
caught between a
weak currency and
weak growth

Source: Shutterstock
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A 25bp BoK policy rate hike

The Bank of Korea's Monetary Policy Board voted to increase the Base Rate by 25 basis
points (bp) to 1.75% at their meeting today. The rate hike doesn’t come as any reprieve to
the Korean Won (KRW) from its recent underperformance vis-a-vis Asian currencies. Despite
the rate hike, the USD/KRW spiked above 1123 in early trading today, though as of this
writing the pair had retraced to Thursday's closing level of 1119.4.
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The worsening export prospects as signalled by the recent rout in global technology shares
will likely cap the upside for the currency while the rate hike won't be conducive for growth
when inflation remains well-anchored around the BoK's 2% comfort level and is likely to
track the global oil price lower. That said, the risk to our view of the USD/KRW spiking to the
1150 level in the near term remains skewed to the downside.

Not a unanimous decision

The rate hike, coming after a year-long pause, was widely expected, though we were sceptical of
such a policy move just yet on grounds of anaemic growth and low inflation. These trends are
likely to persist through 2019 amid intensified global trade tensions and lower oil prices. And
indeed the decision wasn't unanimous by all BoK policy board members; two out of seven board
members favoured no change to the policy rate.

It appears that financial stability, rather than the current growth-inflation dynamic, was the
paramount factor behind today's policy move. Maybe gaining some policy space to increase
accommodation in the event of a significant slippage in growth in the future was another factor.

The financial stability concern arose from the widening rate gap with the US as the Fed continues
on the policy tightening path with another rate hike expected in December, albeit recent Fed
signals of a more flexible approach towards the policy in 2019. This partly explains the recent
underperformance of the Korean Won (KRW) vis-a-vis Asian currencies despite a persistently large
external trade surplus.

And on the domestic front, the authorities have repeatedly voiced their concerns about high
household debt and property overheating in cities as being potentially destabilizing.

Korea: Kookmin Bank home price index
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Was the rate hike warranted?

The BoK sees growth around the mid-to-upper 2% range and inflation around the mid-to-upper
1% range. On growth, the policy statement noted that “...domestic economic growth to be
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generally consistent with the path projected in October, and to sustain a rate that does not diverge
significantly from its potential level”.

While the BoK's forecast ranges for growth and inflation appear reasonable for now, the risk
continues on the downside.

We consider the BoK's growth forecast for the outer years, in this case, 2.7% forecast for 2019 as in
the central bank’s quarterly Economic Outlook report published in October, as its estimate of
potential growth. Judging by this, the 2% growth print for the third quarter of this year was a far
cry, and it had taken the steam out of the rate hike argument. Moreover, growth has been stuck
under 3% since 4Q17 and it will take a significant acceleration to at least 3.2% in the final quarter
of this year to meet the full-year 2018 forecast of 2.7%. As things stand currently, this looks
difficult to us.

At the post-policy press conference, Governor Lee Ju-yeol downplayed risks about a sharp
downturn in the chip (semiconductor) sector. Korean electronics exports have outperformed their
Asian counterparts (Taiwan, Singapore) this year. However, the recent rout in global technology
stocks is a sign of something more than mere moderation in the global electronics cycle on the
horizon. If so, the prospects of Korean electronics exports maintaining their current strength into
2019 looks dim.

And on inflation, we believe it's close to the peak and expect it to retrace alongside the lower oil
price.

Korea: growth, inflation, and unemployment
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One and done - a start of another long policy pause

We believe today's rate hike resets the BoK policy for yet another long pause. Governor Lee said
that the policy was still accommodative and the policy rate still below its neutral level. However,
his remarks about dissenting votes as pointing to high economic uncertainty indicate a persistent
headwind for the policy rate to reach the neutral level anytime soon.

We are reviewing our forecast of one 25bp hike in the third quarter of 2019.
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