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Ⅳ. Monetary Policy for 2003
1. Environment
A. World Economy
During the previous year, the world economy showed a
generally weak recovery. Most notably, financial
markets continued to be unstable and economic actors
appeared to suffer a loss of confidence amid the
uncertainty arising from concerns over a war on Iraq
and so on. Under the influence of the rising geopolitical
tensions, the recovery of the world economy is likely to
remain feeble for the meantime of this year but, from
the beginning of the latter half of the year, the pace of
recovery is forecast to speed up, particularly in the case
of the US economy.
<Table Ⅳ-1>
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Notes: 1) Annualized quarter-to-quarter change.
2) Preliminary.
Figures in parentheses refer to prospect dates.

It is anticipated that the recovery of the US economy
will still be hesitant for a while. The process of
correcting the disequilibria accumulated in the past
such as the overinvestment in the IT sector has not yet
been completed and the uncertainty posed by the risk
of a war on Iraq has not yet been dispelled. But the
uncertainty still shrouding the US economy is expected
to be considerably lessened in the latter half of this
year, so that, as the low interest rate policy and tax
exemption measures take effect, business activity is
forecast to take a gradually recovering track. The main
forecasting institutions, meanwhile, are expecting US
GDP growth to stay at around the 2% level during the
first half of this year but to accelerate during the latter
half to the 3% level.
The Euroland economy is likely to experience a rising
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trend of its growth rate from the latter half of this year
as economic actors’ spirits are lifted. It is anticipated
that the expansion of demand generated by the US
economic recovery, the increase in real purchasing
power thanks to price stability and the continuing low
interest rates will have a positive effect on economic
activity.
Having failed to give any clear sign of recovery from
its continuing torpor during 2002, the Japanese
economy is forecast to gradually shift to a reviving
track thanks to the increase of facilities investment and
an upswing in exports following the recovery of the
world economy. Its recovery, though, is likely to
remain weak in view of the continued stagnant
consumption and the fact that facilities investment will
be centered on the replacement of existing facilities
rather than the expansion of productive capacity.
<Table Ⅳ-2>
Outlook for International Oil Prices
(period average, U$/barrel)
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1)

Notes: 1) WTI basis 2) Brent crude
Source: U.S. Energy Information Administration(EIA, Feb. 2003),
JP Morgan(Feb. 2003), The Economist Intelligence Unit(Feb.
2003), Lehman Brothers (Feb. 2003).

The Chinese economy will maintain its strong growth
during 2003 with exports and inward foreign direct
investment remaining buoyant. The economy of the
Asian region as a whole is forecast to maintain
convincing growth, thanks to the recovery of the global
economy and China’s high economic growth in
particular.
International oil prices, meanwhile, are likely to
depend greatly on the development in a war on Iraq.
However, provided that the geopolitical tensions can be
resolved within a short period of time, international oil
prices should start to regain stability from the second
quarter of this year when the demand for crude oil is
reduced due to the seasonal factors.
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B. Domestic Economy
Moving into the year 2003, increasing uncertainty
surrounds the external environment including the
possibility of a delayed recovery of the world economy
and geopolitical risks involving a war on Iraq and the
North Korean nuclear issue. This uncertainty, however,
is likely to decrease progressively and, in this case,
severe disequilibria are not expected to appear in terms
of GDP growth, prices and the current account.
The economic growth rate this year is anticipated to be
lower than that of the previous year, mainly because of
the weakness of consumer spending whose effect
should more than offset the continuing buoyant growth
of exports.
Exports are seen to sustain their convincing upward
trend, driven by the continuing strong economic
growth pace of China and other major Asian countries
and the briskness of exports of IT items. But private
consumption is forecast to mark a low level compared
to the preceding year because of the falling of the
growth rate of household credit and the dampening of
consumers’ spirits amid the uncertainty over conditions
at home and abroad. Facilities investment, meanwhile,
is anticipated to exhibit a delayed recovery because it is
expected to take some time for firms’ investment
activity to really get back on the track in view of the
prevailing domestic and external uncertainties.
The rate of increase in the Consumer Price Index(CPI)
is likely to be higher than last year’s despite the
mildness of demand-side pressures. The rise will be
driven by the surge in international oil prices, the
increase in unit labor costs due to the continuously
increasing trend of wages, and the hike in charges for
public services and utilities. Viewed by period,
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<Figure Ⅳ-1>
CPI Inflation Projection
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<Figure Ⅳ-2>
Core Inflation Projection
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consumer prices are likely to be running at around the
4% level throughout the first quarter due to the sharp
rise in international oil prices and the effect of their
high level of the preceding fourth quarter, but their
upward trend is seen to be gradually blunted from the
second quarter onwards.
The expected inflation channel for this year is depicted
in the form of the fan charts of Figures IV-1 and IV-2,
in which not only the inflation forecast but the degree
of uncertainty attached to it are shown at the same
time. If we examine the probability distribution for the
core inflation rate, a benchmark indicator of the
inflation target, the upside and the downside risk on the
basis of the central forecast (3%) are generally in
balance over the year, but, during the latter half of the
year, the forecast shows a mild upward bias.
The current account is anticipated to mark a surplus,
but the scale of surplus is forecast to decline greatly
compared to the previous year owing to the increase in
imports and the sustained deficit in service sector.
Meanwhile, the financial markets are expected to
remain generally stable. In terms of the interplay of
supply of and demand for funds, financial institutions’
attitude toward lending is likely to become somewhat
more cautious but, on the other hand, the demand for
funds is not expected to be very large. Households’
demand for borrowings is seen to slacken pace and
external borrowings by the corporate sector are
unlikely to increase on a great scale, even if facilities
investment does recover, because companies have
ample funds on hand with the emphasis on the
soundness of financial conditions by management. In
view of the increased scale of issues reaching maturity,
the supply of bonds is expected to expand somewhat
from the previous year. Meanwhile, there is the
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possibility that the demand for them may shrink
slightly in view of anticipations of a pickup in market
interest rates associated with the accelerated pace of the
economic upswing from the latter half of this year and
the migration of funds into the stock market.
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2. Monetary Policy Direction
It is intended that the focus in the operation of
monetary policy for the year 2003 should be placed on
maintaining the balance between growth and stability.
Policy efforts will be sought to ensure that the rate of
increase in prices is held stable within its target range
and that the sustainable economic growth is supported
while the current account retains its surplus tone. At the
same time, in accordance with the changes in financial
environment, endeavors will be made to improve
monetary policy instruments and raise the effectiveness
of policy.

A. Achieving the Inflation Target
<Figure Ⅳ-3>
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The 2003 inflation target (in terms of annual average
core inflation1)) was established at the same level as the
previous year, 3±1% in consultation with government.
The appropriate rate of increase in prices in order to
underpin the sustainable growth of the Korean
economy for this year being deemed to be the 3%
level, this was adopted as the mid-point of the inflation
target while a band of 1%p above or below this midpoint was fitted in view of the high degree of
uncertainty concerning the economic situation at home
and abroad.

-1

In a further move, the medium-term inflation target
was adjusted upward from its previous 2.5% to
2.5~3.5%, based on the following rationale. First of all,
the medium-term trend rate of price increases on the
1) When calculating core inflation, non-grain agricultural products and
petroleum products are excluded from the items comprising the
Consumer Price Index. They make up 11.7% of the CPI in terms of
weight (non-grain agricultural products 4.0%, petroleum products
7.7%).
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Korean economy was estimated to lie slightly above
2.5%, so that it was desirable to adjust the mediumterm inflation target slightly upward. From 2001
onwards, the annual rate of core inflation remained
above 2.5% and, unless there was a change in
condition such as major improvements in productivity,
this trend was foreseen to persist. Given this state of
affairs, it was judged that disinflation costs such as, for
example, a slackening of economic growth might arise
if the operation of monetary policy were to be
conducted in conformity with the previous mediumterm target of 2.5%. Meanwhile, the reason for
establishing the medium-term inflation target as a
range like the annual target was to secure maneuvering
room for the flexible operation of monetary policy in
view of the uncertainty surrounding prices conditions.
Besides this, in the case of the medium-term target,
unlike the annual target, no central point was fixed
given that the accuracy of long-term price projections
remains limited.
Again in 2003, the rate of price increases is foreseen to
remain within its target range in the absence of
unexpected external shocks, but the guard against the
latent factors making for price instability should not be
relaxed .
In view of these considerations, the Bank of Korea
intends to devote its utmost efforts to the attainment of
this year’s inflation target and to ensuring that from
next year onwards the rate of price increases remains
within the range of the medium-term target .
If we scrutinize the outlook for prices in 2004 and
subsequent years in relation to the establishment and
operation of the medium-term target, we note that the
upward pressures on prices will gradually increase on
the demand side as the domestic economy picks up
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following the recovery of the global economy from the
latter half of this year. On the cost side, although the
Korean won exchange rate will remain stable and
international oil prices will be rather lower than their
level in 2003, there is the prospect of a continuing
upward trend of wages along with a rise in
international raw material prices brought about by the
recovery of the global economy. In the case of charges
for public services and utilities, there is a possibility of
upward adjustment to more realistic levels centering on
certain travel fares and charges for water and sewage
disposal.
Taking these external and domestic conditions into
overall consideration, the prospect is that the annual
rate of price increases during 2004 will exhibit
approximately the same level as in 2003, if the current
monetary policy stance is maintained.

B. Flexible Conduct of Monetary Policy
Moving into 2003, the uncertainty surrounding the
external environment such as geopolitical risks has
been growing. Accordingly, close attention will be
given to the economic environment at home and
abroad and, in the event of an unexpected worsening of
the environment, interest rate policy will be operated
flexibly to respond to it swiftly insofar as this would
not detract from the basis for price stability.
Besides this, a smooth policy mix involving monetary
policy together with fiscal policy and exchange rate
policy will be pursued, taking into account the
monetary tightening or easing effects arising from
changes in the fiscal policy stance or exchange rate
movements.
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Meanwhile, as the monetary policy framework which
is focused on interest rates has now become more
firmly rooted, from this year it was determined not to
establish a monitoring range for M3. Nevertheless, in
the process of policy conduct, M3 is employed as an
information variable along with a number of other
quantitative indicators whose movements are
constantly kept under observation. In the long term,
money supply has a stable relationship with prices2) and
so the movements of monetary indicators may be
grasped as channels for trend changes in price levels. In
the short term, monetary indicators contain information
from which a judgment can be reached about the
overall state of financial markets including whether
asset price bubbles are forming. Moreover, viewing the
fact that the sharp expansion of household loans during
2002 helped fuel the steep rise of housing prices,
careful attention needs to be paid to the movements of
related credit aggregates including credit to the private
sector and loans broken down by type of borrower in
that they provide useful information concerning the
trends and prospects of asset prices.

2) In view of the fact that the rate of change in money velocity, which
experienced sharp drops and rises in the wake of the 1997 financial
crisis, has not recently departed from its long-term trend by a large
margin, the stability in demand for money is estimated to have been
relatively heightened.
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<Box Ⅳ-1>

Problems Arising from the Establishment and Announcement of an
M3 Monitoring Range

From the year 2001, while shifting to pure inflation targeting for the conduct of its monetary policy, the Bank
of Korea changed M3 from the intermediate target to a monitoring indicator, and established and announced a
monitoring range for it annually. But several problems have been revealed in the process of its operation.
1. Side Effects Arising from Confusion over Monetary Policy Framework
Although the Bank of Korea downgraded the position of M3, there is a tendency to regard the monitoring
range for M3 as having almost the character of an intermediate target in the financial markets. This is largely
ascribable to the experience of monetary targeting that was continued for some twenty straight years from 1979
and to the fact that M3 was managed as the intermediate target in consultation with the IMF from the currency
crisis. Accordingly, if the actual rate of M3 growth moves above the upper boundary of its monitoring range,
monetary policy is perceived as being too lax and it is consequently believed that the monetary policy stance
will be tightened. If it moves below the lower limit, it is perceived that monetary policy is seen as being
excessively tight and that the Bank of Korea will take appropriate counter measures. Thus, even though there is
an explicit inflation target, if the monitoring range for M3 occupies a strong position alongside it or is
recognized as a parallel target, there is concern that this may lead to several side effects arising from the
confusion surrounding monetary policy framework. To take an example, if inflation remains below its target
range but the rate of M3 growth is above its monitoring range, the Bank of Korea will wish to maintain the
stance of monetary policy unchanged, but the financial markets are inclined to expect the Bank to tighten its
stance to bring the rate of M3 growth back within its monitoring range.
2. Incompatibilities with the Current Method of Establishing the Annual Inflation Target
Although in the long term a one-to-one relationship may be established between the monetary aggregate and
prices, in the short term their relationship is ambiguous because various types of internal and external impacts
such as financial innovation, deregulation, market opening and so forth may induce severe monetary changes.
Consequently, the EC method, which is often used in calculating the appropriate monetary aggregate, retains
its usefulness over the medium and the long term.*
* In order to calculate the appropriate, and also meaningful, level of monetary aggregate in the equation MV=PT, for P
the medium and long-term inflation target should be used; for T, the potential growth rate that is constant over the
short term; and for V, the long-term trend of money velocity.
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Trends of M3 Growth Rate and the Rate of Increase in Consumer Prices
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From this standpoint, there are many irrational aspects to the practice of establishing the level of the growth
rate of M3 for the year corresponding with that of the annual inflation target.
However, if in future the Bank of Korea conducted monetary policy on the basis of the medium and long-term
inflation target rather than an annual one, a medium and long-term level of money growth having the same
policy horizon as that of inflation target could be established.
3. Unnecessary Apprehensions Aroused Concerning the Controllability of the Monetary Aggregate
The Bank of Korea may over the medium and long term be able to control the monetary aggregate at a level
corresponding to the inflation target, but in the short term it is difficult to adjust the growth rate of the monetary
aggregate within the monitoring range. The growth rate of the monetary aggregate may move outside its
monitoring range for erratic factors, even if there is no monetary policy action. In view of the fact that market
participants look on the released monitoring range as being a practical target, if movements of the monetary
aggregate are frequently observed that are unrelated to the Bank of Korea’s measures, this may lead, it is
feared, to the arousal of apprehensions concerning the central bank’s ability to control the monetary aggregate
while at the same time threatening a loss of the credibility of monetary policy .
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C. Enhancing the Efficiency in the
Allocation of Funds
The Aggregate Credit Ceiling will, it is intended, be
operated taking into overall consideration along with
changes in the conditions of the domestic and external
economies, the status of financial markets and the
trends of lending to SMEs and households. Most
notably, it is expected that positive support will be
provided to ensure that SMEs, which are particularly
reliant on domestic demand, do not experience any
serious difficulties in raising funds in view of the
likelihood of a relative weakening of their management
status in line with the contraction of consumption.
Besides this, efforts will be devoted toward
augmenting the effectiveness of the support given to
regionally-based SMEs in response to the policy to
vitalize regional economies. Policy efforts will also be
continued in the direction toward improving settlement
practices in commercial transactions between
enterprises through support for the Corporate
Procurement Loans and other arrangements.
Meanwhile, appropriate measures will be devised to
bring about a soft landing of the household debt
problem while constantly monitoring the trends of the
increase and rollovers of household loans, which are
expected to reach maturity on a large scale in the
course of the year3). In this context, as part of mediumterm measures, it is planned to upgrade the system of
housing loans by converting the present system of one
time redemption to one of redemption over the longterm by installments, similar to mortgage loans in
advanced countries.

3) Banks’ lending to households reaching maturity in the course of 2003
represents 72 trillion won, around 33 % of the total outstanding
balance.
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D. Improvement of Monetary Policy
Instruments
<Figure Ⅳ-4>
Trends of Adjustment of Overnight Call Rate and
Interest Rates on Loans by the Bank of Korea
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As a measure to influence financial markets, the
rediscount system will be more actively utilized for its
orthodox functions of signalling monetary policy stance
and adjusting liquidity. The scheme of Aggregate Credit
Ceiling Loans will be modified in a more efficient
manner in line with the recent changes in SMEs’
financial environment. For the more flexible operation
of Liquidity Adjustment Loans, their scale and
conditions will be flexibly operated. Besides this,
consideration will be given to the proposition that
interest rates on Aggregate Credit Ceiling Loans and
Liquidity Adjustment Loans should be flexibly adjusted
together with the call rate target in case it is desirable to
signal more strongly to the financial markets the
changes in monetary policy stance in line with the
changes in the financial environment.
In addition, in order to induce balance in the term
structure of banks’ deposits and prepare for the
expansion of electronic money, a modification of the
reserve requirements system is scheduled to be
undertaken. This overhaul of the reserve requirements
system would involve the adjustment of the difference
between reserve requirements on long-term and shortterm deposits in a logical manner and the pursuit of
greater stability of the payments and settlements
system.
For the efficient execution of its open market
operations, the Bank of Korea intends to optimize the
number of its eligible counterparts in them. At the
same time, by placing the issue of MSBs on a regular
schedule, it will devote constant efforts to galvanize
arbitrage transactions between long-term and shortterm interest rates and expand the base of the bond
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markets4).

<Table Ⅳ-3>
Status of Regulation on
Banks' Deposit Interest Rates
(trillion won, %)
maximum rate
Demand deposits
Ordinary deposits

10% p.a

Checking deposits Interest rate-free
Household
checking deposits
Temporary
deposits
Company savings
deposits with less
than seven days
duration

1% p.a (three-month
average balance
exceeding one million
won: 3% p.a)
Interest rate-free (2% p.a
when necessary to
impose interest rate)
Interest rate-free

balance1)

share2)

49.6

9.8

26.53)

5.2

1.8

0.4

0.9

0.2

20.4

4.0

‥

‥

Notes: 1) As of Nov. 2002.
2) Share in total Korean won-denominated deposits of deposit
money banks (508.9 trillion won).
3) Of this amount, 3.8 trillion won (16.9% of ordinary deposits)
consisted of deposits of public funds.
Source: The Bank of Korea.

In addition, the Bank of Korea plans to complete the
“Four-stage Interest Rate Deregulation Plan”, which has
been pursued stage by stage since 1991, by abolishing
all of the remaining regulations on interest rates in
accordance with the overall conditions in financial
markets.5) The financial markets have been showing
stable trends thanks to the progress of financial and
corporate restructuring and the maintenance of
monetary easing while there has been a great expansion
of banks’ deposit base. It is therefore judged that there
would be no major side effects arising from the
deregulation of interest rates on demand deposits.6)

E. Improving the Effectiveness of
Monetary Policy
The Bank of Korea intends to strengthen its efforts to
promote understanding of monetary policy among the
general public and their confidence in it. It will analyze
and evaluate the operation results of the inflation
targeting system and improve the system continuously
so that it may become firmly established as the basic
monetary policy framework.
4) As Monetary Stabilization Bond (MSB) futures with one-year maturity
have been listed on the interest future market since December 2002, the
need to raise the liquidity of the spot market for MSBs as underlying
assets has been increasing further.
5) The “Four-stage Interest Rate Deregulation Plan” was unveiled in
August 1991. The first three stages were undertaken between
November 1991 and November 1995, and, in July 1997, interest rates
on savings deposits with transferability were freed up, leaving the rates
subject to regulation only those on demand deposits such as ordinary
deposits, checking deposits, household checking deposits and
temporary deposits, and company savings deposits with less than seven
days duration among savings deposits with transferability.
6) In the past, there had been worries over financial market instability
arising from migration of funds among financial products and financial
institutions, the worsening of banks’ earnings and an upward
movement of interest rates in the wake of competition between banks
for inducing demand deposits when interest rates on them were
deregulated.
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In addition, it will further expand the channels of
opinion gathering concerning the direction of monetary
policy from academia, the staff of major research
institutions and financial market participants, and
incorporate their views in the process of policy
formation.
The Bank of Korea is seeking to check the current
channels of monetary policy transmission by
strengthening its function of inspection over financial
institutions and bolster the process of feedback by
reflecting the results from the inspection into policymaking. In addition, it is planning the publication of
“Financial Stability Report”, which provides
comprehensive analysis and evaluation of the stability
of the Korean financial system. While augmenting its
analysis of banks’ management status, it will
encourage them to be well prepared in advance of the
introduction of the new BIS capital adequacy
standards.

F. Improvement of the Payments and
Settlements System
The Bank of Korea will be untiring in its endeavors to
heighten the safety and efficiency of the payments and
settlements system. It is intended that the safety and
efficiency of large-value fund transactions between
financial institutions should be heightened through the
efficient operation of BOK-Wire. It is also planned to
reduce settlement risk and transaction costs by
converting the method of settling call market
transactions from the exchange of promissory notes to
the real-time transfer of funds. In addition, for foreign
currency transactions, settlement risk will be reduced
with the launch of the Payment versus Payment (PVP)
system, which settles funds between countries for the
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purchased and the sold currency simultaneously.
Work is proceeding on the development and expansion
of the electronic payments and settlements system. A
mobile settlements system is under construction as a
joint project by banks. This will allow remittances, tax
payments and payments for goods purchases to be
made from a mobile phone handset. Besides this, the
use of the electronic information exchange system,
which allows settlement by the electronic transmission
of transaction details alone without the physical
movement of checks, is planned to be expanded to
cover bills, Giro payments and so forth.
The supervision of the payments and settlements
system will also be augmented in a more efficient
manner. As part of such efforts, appraisal and guidance
activities will be conducted in order to upgrade to
international standards the safety and efficiency of the
principal payments and settlements system.
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