Monetary Policy Direction for 2015

December 2014

(This English version was prepared by the Bank of Korea staff)

The ‘Monetary Policy Direction for 2015’ is published in
accordance with the provisions of Article 6 of the Bank of Korea Act,
and upon resolution by the Monetary Policy Committee.

December 24, 2014

Lee, Juyeol
Governor
The Bank of Korea

<The Bank of Korea Act>

Article 6 (Setting of the Operational Direction for Monetary and Credit
Policies)
(1) The Bank of Korea shall set a price stability target in consultation with
the Government.
(2) The Bank of Korea shall set and publish the operational direction for
monetary and credit policies every year.
(3) The Bank of Korea shall do its best to achieve the price stability target
as provided for in Paragraph (1).
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I. Monetary Policy Environment in 2015

1. Global Economy

The global economy is expected to continue its modest recovery
trend in 2015, but there exist downside risks such as heightened
volatility in the international financial markets stemming from
changes in the monetary policies of major countries.

During 2015, the global economy is projected to continue its modest
recovery trend, but the pace of recovery is expected to differ from country
to country. Major international organizations expect world economic
growth for 2015 to rise slightly above its level (just above 3%) in 2014.
The US growth rate is forecast to rise to around 3% on the back of the labor
market recovery, but the euro area and Japan are projected to register
growth of around 1% due to the slower pace of their recovery. China’s
growth rate is expected to slow to a little above the 7% level mainly due to
the depressed real estate market.

In regard to the future growth path of the global economy, there are
potential destabilizing factors, including shifts in major countries ’
monetary policies, the prolongation of economic sluggishness in the euro
area, the weakening of economic growth trends in some emerging market
countries, the persistence of low inflation due to the decline in international
oil prices, and geopolitical risks.
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2. Domestic Economy

A. Real Economy

The domestic economy is expected to maintain its modest
recovery trend and consumer price inflation to rise gradually, but
generally remain low.

The domestic economy is expected to maintain modest growth in
2015, boosted chiefly by the global economic recovery and the fall in the
international oil price. However, downside risks to the global economy,
such as the rise in international financial market volatility, and a delay in
the recovery of domestic economic agents’ sentiment may constrain the
pace of economic recovery going forward.

Consumer price inflation will remain at a low level for a considerable
time, influenced by such factors as the decline in the international oil
price. Due to the moderation of demand-side downward pressures and a
base effect, consumer price inflation is expected to pick up gradually, but
there do exist downside risks to the price outlook, such as the persistent
downward trend of international commodity prices, above all the oil price,
and the delay in the recovery of domestic demand.
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B. Financial and Foreign Exchange Markets

The financial and foreign exchange markets are likely to see
increased volatility in price variables.

In the financial and foreign exchange markets, there is a possibility of
increased volatility in capital flows and prices of market variables
depending upon shifts in major countries’ monetary policies, the further
acceleration of yen depreciation, and the evolution of geopolitical risks.
Given favorable economic fundamentals such as the current account
surplus, stable management of foreign reserves and improvement in the
external debt structure, however, there is not expected to be any great
likelihood of an abrupt surge in capital outflows.

Banks’ credit supply is seen to be generally favorable, but household
debt is likely to increase led by mortgage lending, which will heighten the
potential financial system risks.

The business environment of financial institutions is anticipated to be
generally favorable, bolstered mainly by the continued expansion in terms
of their size, such as bank lending, in line with a modest economic
recovery while capital adequacy is forecast to remain satisfactory with
capital ratios exceeding the Basel III capital adequacy requirements.
Nevertheless there are a number of constraining factors at work including
the squeezing of loan-deposit spreads, more intense competition and the
possibility of the structural adjustment of marginally-viable firms.
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II. Monetary Policy Direction for 2015

In conducting its monetary policy, the Bank will support the
economy’s continuing recovery of growth on the foundation of price
stability, and pay attention to financial stability. It will strengthen its
efforts to enhance policy effectiveness and to raise the efficacy of its
financial support for small and medium enterprises (SMEs).
The Bank will intensify its monitoring of developments in the
financial and foreign exchange markets and of systemic risks in the
financial sector, and respond proactively when concerns arise about
instability.

1. Operation of Inflation Targeting
The Bank will set the medium-term inflation target for 2016 onwards,
seeking the appropriate level of inflation that reflects the changes in
domestic economic conditions. Based on a comprehensive and systematic
analysis of changes in the inflation environment since the global financial
crisis, the Bank will seek an inflation level to underpin the economy’s
stable and efficient growth over a medium-term horizon. The Bank will
examine the structural changes in inflation dynamics caused by the decline
in growth potential, the greater prominence of global factors, and the
weakening linkages between growth and prices. It will seek to arrive at the
most appropriate inflation targeting through exhaustive analysis of related
issues such as the inflation target’s period, tolerance range, and indicator.
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Moreover, the Bank will seek to form a consensus around the new
inflation target and strengthen accountability for its attainment. The Bank
will gather a wide range of opinions from all walks of life by for example
holding seminars. For heightening the credibility and accountability of
monetary policy, the Bank will step up its efforts to monitor and explain the
operational conditions of its inflation targeting.

2. Operation of the Base Rate
The Bank operate the Base rate so as to maintain price stability over a
medium-term horizon in line with the appropriate inflation level, while
supporting the recovery of economic growth, and also pay attention to
financial stability. As it is expected that inflation will remain low for a
considerable time amid an only modest recovery of domestic economic
activity, the Bank will maintain its accommodative monetary policy stance.
It will also remain alert to the possibility of the materialization of the
downside risks to economic growth at home and abroad and of persistently
low inflation serving to lower inflation expectations. In the event of
inflation rising in line with a continued recovery of the domestic economy
and a gradual reduction of economic slack, the Bank will cautiously adjust
the degree of monetary policy easing. In order to judge inflationary
pressure, changes in indicators of slackness in the employment and
manufacturing capacity will be closely checked as well as the GDP gap.
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In the course of doing so, the Bank will closely monitor the evolution
of risk factors at home and abroad such as shifts in major
countries‘ monetary policies and increases in household debt, as well as
consequent changes in financial and economic conditions. The Bank will
keep a constant check on the possibility of the destabilization of financial
and foreign exchange markets arising from volatile capital flows and the
accumulation and qualitative deterioration of household debt. Meanwhile,
the Bank will pay close attention to the possibility that the prolongation of
the accommodative monetary policy stance intensifying financial
imbalances and delaying the restructuring of marginal businesses.

3. Enhancing the Effectiveness and Transparency of Monetary
Policy
The Bank will heighten policy transparency and predictability by
improving its monetary policy communication with financial market
participants and the general public. By constantly improving the content
and the presentation of its monthly Monetary Policy Statement and the
Monetary Policy Report, the Bank will also strengthen the explanation of
the background to policy decisions as well as its policy signaling. The Bank
will incorporate the most recent Economic Outlook within the Monetary
Policy Report*. And it will consider incorporating the Inflation Report into
the Monetary Policy Report, which is a statutory report submitted to the
National Assembly, to enhance the accountability in fulfilment of its duty
of explanation regarding the price stability mandate.
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* The Bank will change the timing of its issue of the Monetary Policy Report from the end
of March and September to the end of April and October so as to reflect the release of the
Economic Outlook.

The Bank will devise effective measures in response to developments in
the monetary policy environment. In line with the reorganization of the call
market to center on banks with the further strengthening of restrictions on
non-bank financial institutions’ participation in it from 2015, the Bank will
consider taking steps to invigorate the RP market among banks and nonbanks. In the event of the yield curve steepening sharply due to external
shocks such as a hike in the Federal Funds rate, the Bank will devise the
measures to moderate the degree of the steepening. Taking a medium and
long term perspective, the Bank will study the need for changes in the role
of central banks and the possibility of conventional monetary policy
transmission channels becoming restricted, and seek monetary policy
operation framework and policy instruments that accord with this. The
Bank will seek ways to improve its monetary policy effectiveness by
analyzing the effects on monetary policy transmission channels of
structural changes in the Korean economy such as population aging and
declines in the marginal efficiency of capital, and of financial innovations
such as the widespread introduction of new payment services.
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4. Enhancing the Effectiveness of the Bank Intermediated
Lending Support Facility
The Bank will adjust the ceiling on the Bank Intermediated Lending
Support Facility, taking into overall consideration the need for responding
to business cycle’s phases and maintaining financial stability based on the
financial and economic situations, SME funding conditions, the Bank’s
liquidity adjustment burden, and so on. Individual support programs will be
reorganized and operated under the overall ceiling in such a way to increase
the growth potential of the Korean economy and support the recovery of
growth. The Bank will improve the scheme of programs’ operation so as to
effectively increase financial institutions’ lending to SMEs, by for example
broadening the incentives for them to expand loans eligible under the
programs. Through follow-up management and joint banking examinations
with Financial Supervisory Service, the Bank will continuously strive to
maintain the appropriateness of funding support.

5. Promoting Financial and Foreign Exchange Market Stability
The Bank will actively prepare for the possibility of heightened
volatility and instability in financial and foreign exchange markets. Closely
and constantly monitoring the trends of capital flows and price variables,
the Bank will as and when necessary strengthen its efforts for market
stability and incorporate them into its conduct of monetary policy. It will
keep an eye on the foreign exchange markets to prevent an overly large
expansion in the volatility of the won/dollar or the won/yen exchange rates
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having a negative impact on the real sector. If concerns arise that the
stability of the foreign exchange sector may be threatened, owing, for
example, to the heightened volatility of capital flows, the Bank will strive
to conduct macroprudential policy flexibly in consultation with the
government. In the event of domestic financial market conditions
worsening in response to risk factors at home and abroad such as shifts in
major countries’ monetary policies, an increase in credit risk aversion or
the continuance of sub-prime firms subdued business conditions, the Bank
will take appropriate measures to stabilize financial markets. Meanwhile,
the Bank will continue to review and improve its comprehensive
Contingency Plan, preparing for adverse developments of financial and
foreign exchange market instability.

In readiness against internal and external shocks, the Bank will realign
the foundation for financial and foreign exchange market stability by
expanding its policy cooperation with the government and the regulatory
authorities, including pooling information on major risk factors at home
and abroad, such as the accumulation of household debt and volatile capital
flows. While consolidating the monitoring system by building a new
database for household debt, the Bank will strengthen efforts to improve
the structure of household debt while preventing excessive growth in its
total amount. The Bank will continue to pursue various initiatives such as
the establishment of a direct won-yuan currency market, jump-starting the
use of currency swap funds in trade settlements, and expanding intraregional financial safety nets.
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6. Strengthening Financial System Stability
The Bank will strengthen its financial system monitoring framework, in
readiness against heightened domestic and external uncertainty. It will
assume still more strongly its responsibilities for the early detection and
warning of systemic risks by intensifying its analysis of major issues in the
compilation of the Financial Stability Report, etc. In order to shorten the
risk-examination cycle in response to the fast-changing financial
environment, the Monetary Policy Committee will comprehensively survey
financial stability conditions, in addition to its compilation and publication
of the Financial Stability Report*. In conducting joint banking examinations
the focus will be placed on targeted inspections by subject, so as to
strengthen capabilities for picking up on potential risks that might trigger a
systemic crisis, with the findings being reflected in the operation of
monetary policy.
* The timing of the release of the report is to be changed to June and December (previously
April and October) and there will be an additional ‘Examination of Financial Stability
Conditions’ each March and September.

While

supporting

the

seamless

domestic

introduction

and

implementation of global standards for financial regulations and for
payment and settlement, the Bank will improve and enlarge the related
systems and infrastructures. The Bank will participate actively in the
process of global financial regulatory reform and maintain cooperation with
other institutions including the financial authorities so as to ensure its
smooth domestic implementation. The Bank will strengthen the safety of
the payment and settlement system by introducing PFMIs (Principles for
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Financial Market Infrastructures) with respect to payment and settlement,
expanding the infrastructure of payment and settlement systems, and
strengthening the monitoring of non-financial institutions’ payment
services expanding upon FinTech, etc.
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