■Executive Summary

[Trends of and forecasts for economic and
financial conditions in Korea and abroad]
A look at domestic and overseas economic and financial conditions during the
April~June 2016 period finds the following.
First, the global economy continued a slow
pace of recovery. In the United States, the
trend of growth that had contracted in the
first quarter showed a picture of improving
somewhat. In the euro area, the improvements were weak but continued, while
China maintained a modest pace of growth
thanks to proactive fiscal policy execution
among other factors.
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The Bank of Korea strengthened its
accommodative monetary policy stance
during the April to June period of 2016,
by cutting the Base Rate by 0.25%
point to an annual rate of 1.25%.

against a background of rising international
oil prices. Since then stock prices and
exchange rates in major countries have
shown repeated fluctuations – in line for
example with changes in expectations concerning the timing of policy rate hikes by
the US Federal Reserve and with the possibility of the UK’s exit from the European
Union (EU). In particular, after the UK’s
decision to leave the EU in late June, the
volatility of price variables grew greatly.
Meanwhile, long-term market interest rates
fell to large extents during the period, on
forecasts for a delay in rate hikes by the
Fed, on safe asset preferences, and so on.
Global share price and volatility indexes
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Note:1) The quarterly rates of growth are annualized quarter-onquarter rates for the US, Japan and the euro area, and yearon-year rates for China.
Sources: Individual countries’ published statistics.

In the international financial markets,
major price variables had shown generally
stable movements until the middle of May,
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In the domestic economy, the growth
rate (quarter-on-quarter) showed a modest
trend of improvement after slumping to a
mere 0.5% in the first quarter. Domestic
demand activities including consumption
showed a trend of improvement, albeit
weakly, due to factors such as the cut in the
individual consumption tax. Exports continued their decline, owing to the slowdown in
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growth in global trade, to short-term drops
in the unit prices of petroleum products,
etc., although the pace of decline slowed.
Economic agents’ sentiments slumped, as
corporate restructuring emerged as a major
issue.

expansions in new housing supply. The
extents of increase in leasehold deposit
prices slowed in both the Seoul
Metropolitan area and the rest of the country.
CPI inflation1)2)
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Notes: 1) Compared with the previous months.
2) Compared with the same periods of the previous
years.
Sources: Statistics Korea, Korea Customs Service.

Consumer prices sustained their low pace
of increase of around 1% level (year-onyear) in the second quarter as well, as the
effects of the low oil prices continued.
However, core inflation excluding the prices
of agricultural products and oils fluctuated
in the mid- to upper-1% range, and the
inflation expectations of the general public
sustained the mid-2% level.
The pace of increase in housing sales
prices meanwhile accelerated in Seoul and
its surrounding areas, on the effects of buoyancy in sales of newly reconstructed apartments. In the other regions of the country it
slowed, however, influenced for example by
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Notes: 1) Compared with the same periods of the
previous years.
2) The shaded area indicates the medium-term
inflation target range during the 2013~2015
period, and the bold line the medium-term
inflation target set for 2016 onwards.
3) Expectations for the CPI inflation rate one
year in the future.
Sources: The Bank of Korea, Statistics Korea.

In the financial markets, stock prices and
exchange rates showed repeated large fluctuations, in reflection for example of changes
in international financial market conditions.
Long-term market interest rates fell significantly, for reasons such as forecasts for a
delay in the interest rate hikes by the US
Federal Reserve and the Bank of Korea’s
cut of the Base Rate in June. Foreigners’
portfolio investment funds, meanwhile, after
having shown net inflows until May, flowed
out on net in June led by bond investment
funds.
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Banks’ household lending sustained its high
rate of increase exceeding the levels of previous years, driven especially by home mortgage loans under the effects of a large expansion in group loans. Household lending by
non-bank financial institutions also increased
greatly, owing for example to demand for
investment in commercial real estate and to
a balloon effect of the strengthening of risk
management practices at banks.
Changes in banks’ household loans1)
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According to the Bank of Korea’s
「Economic Outlook」released on July 14,
2016, the domestic economy is showing
signs of improvement, breaking free from its
first quarter slump. Due to increased uncertainties in Korea and abroad the pace of
recovery is only modest, however, and the
growth rate during 2016 is forecast to be in
the upper 2% range. For 2017 it is expected
that the global economy will be gradually
improving, and thanks to this the growth
rate will be slightly higher than this year’s.
Concerning the future growth path, there is
a mix of both upside and downside risks.
Among the former are improvements in
consumer and investor sentiments due to the
expansionary macroeconomic policies such
as the cut in the Base Rate and the supplementary budget compilation, recoveries in
emerging market economies in consequence
of the stabilization of international oil prices,
and an improvement in export competitiveness due to Japanese yen strengthening. As
for the downside risks, they include increases
in external uncertainties related to the UK’s
exit from the EU and the policy rate hike by
the US Federal Reserve, delays in the recovery of external demand owing to a slowdown in global economic growth, and a
contraction in economic sentiment stemming
from factors such as corporate restructuring.
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It is expected that consumer prices will
show a rate of increase in the lower 1%
range in 2016, for reasons such as the lower
level of international oil prices than last
year, continuing downward pressures on the
demand side, etc. Regarding the future price
path, the upside risks include an easing of
oil oversupply due to reductions in surplus
production capacity by OPEC countries, as
well as sharp jumps in agricultural product
prices caused by worsening of weather conditions. On the downside there are risks
meanwhile of resumptions in crude oil production by Canada and Nigeria, and of a
slowdown in world economic growth due to
increased uncertainties surrounding the
UK’s decision to leave the EU. Both upside
and downside risks are thus mixed again,
and the overall risk is assessed as neutral.
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[Conduct of Monetary Policy]
The Bank of Korea conducted its monetary policy from April to June 2016 with the
goal of supporting the recovery of growth by
sustaining its accommodative policy stance,
while working to maintain price stability
over a medium-term horizon as well as paying attention to financial stability. In this
process the Bank closely monitored external
risk factors including changes in monetary
policies and in financial and economic conditions in major countries and the possibility
of the UK’s exit from the EU, as well as
domestic factors such as the progress of corporate restructuring, the movements of capital flows and household debt, the trends of
idle production capacity in the economy,
etc.
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Under this policy stance the Bank of
Korea, after having maintained the Base
Rate at 1.50% per annum since June 2015,
lowered it by 0.25% point in June 2016 and
has operated it at 1.25% since then.
This decision to cut the Base Rate was
made because, while the trend of domestic
economic growth was not clearly recovering, due to the continuing slump in exports
for example, it was judged that the downside risks to the future growth path had
become larger. There was also a need to
preemptively mitigate the negative effects
on the real economy and on the sentiments
of economic agents that would occur as
corporate restructuring proceeded. The
upward pressures on prices were forecast to
be limited, with consumer price inflation
expected to continue at a low level well
below the inflation target. The point was
taken into account as well that, while in the
international financial markets destabilizing
factors such as the possibility of the UK’s

On June 8, 2016 the government and
the Bank of Korea, to prepare against any
financial market unrest that might arise in
the process of corporate restructuring,
announced plans to set up a「Recapitalization Fund for State-run Banks」(ceiling: 11
trillion won).
On July 1, 2016, in relation to recapitalization of state-run banks, the Bank of
Korea drew up a framework to extend a
loan to Industrial Bank of Korea, which will
play as a conduit bank to the Fund. The
total loan amount will be within 10 trillion
won, and the Monetary Policy Board plans
to deliberate on separate loans on a case-bycase basis before deciding whether or not to
execute them. The Board also decided that
the deadline for loan extension is in principle the end of 2017, and that the Bank’s
continuation of support for state-run bank
recapitalizations will be reviewed at the end
of each year.
In relation to this the Bank of Korea has
stated the following. State-run bank recapitalization is fundamentally the responsibility
of the fiscal authority. However, considering
the urgency of corporate restructuring, and
the time that it would take to provide fiscal
support, the Bank of Korea, which has a
responsibility for paying attention to financial stability, has decided to play a complementary, temporary role, as a contingency
plan against a possible spread of financial
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decision to leave EU did still exist, the likelihood of an early hike in the US Federal
Reserve’s policy rate was appraised to have
lessened considerably.

system unrest.
The Bank of Korea has continued
diverse policy efforts to secure financial and
foreign exchange market stability. The Bank
closely monitored changes in financial and
foreign exchange market conditions in
Korea and abroad, and the movements of
price variables such as interest and exchange
rates. In times of occurrence of destabilizing
factors domestically and abroad, it has activated an emergency response system, by for
example operating its「Monetary and
Financial Task Force」, and thereby promoted market stability. In response to the
increases in global financial market uncertainties and instability before and after the
UK referendum on an exit from the EU,
the Bank maintained a 24-hour monitoring
system. The Bank also consecutively held
meetings of its「Monetary and Financial
Task Force」(three times), as well as its
「Urgent Conditions Review Meetings」for
example. It examined the effects of the UK’s
exit from EU on the domestic financial and
foreign exchange markets from diverse
angles and strengthened its communication
with the markets. Together with this, while
on the one hand supplying adequate shortterm liquidity by adjusting its open market
operations plans flexibly, it devoted active
efforts as well to minimizing any adverse
effects of the UK’s referendum decision to
leave the EU.
[Future Monetary Policy Directions]
In the future as well, the Bank of Korea
will conduct its monetary policy so as to
ensure that the recovery of economic growth
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continues and the inflation rate approaches
the target level over a medium-term horizon, while also devoting attention to financial stability.
For the time being, as consumer price
inflation is forecast to be below the inflation
target amid a moderate trend of domestic
economic growth, the Bank will maintain its
accommodative monetary policy stance. In
this process it will closely examine the effects
on the future growth path due to changes in
external conditions including the UK’s decision on an EU exit, the progress of corporate restructuring, the expansionary macroeconomic policies, etc. It will also examine
with deep care any changes in the GDP gap
or in indicators of idle production capacity
in employment and manufacturing, movements in the diverse indicators of core inflation, and so on.
The Bank of Korea will strengthen its
examinations of potential risk factors including for example changes in monetary policies in major countries, which can heighten
the volatilities in the domestic and external
financial markets, and continue to closely
monitor the trends of capital flows and so
on. Inasmuch as the recent high rate of
growth in household debt is continuing, the
Bank will devote even more attention as well
to the possibility of financial imbalances
accumulating as its accommodative monetary policy stance becomes prolonged.

