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KRW: Waiting for Dawn?

China’s Assistance
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Amid the broad USD weakening, KRW’s stellar gains
in November thus far is certainly captivating. This has
certainly been in part riding on gains in the CNY/CNH
complex. As such, further near term KRW
appreciation on CNH gains has to be examined via
the broader China backdrop. We retain the view that
while current measures such as the White List provides
credit support, the bar to lift the property sector is a
high one which requires a more coordinated suite of
measures with targeted pump-priming a minimum to
alleviate operating cash flow constraints. (See Mizuho
Flash: China Property: White List, Not Knight). As
such, KRW’s near term rally may look stretched
barring pivotal announcements of policy measures
during CEWC in late 2023.
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Nonetheless, KRW’s  outperformance since
September FOMC among regional peers also implies
factors beyond just riding on the CNH/CNY gains.

Semiconductor’s Turn
First, persistent uptick in semiconductor production
point to a turnaround of the semi-conductor cycle,
albeit at subdued pace.
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It is rather clear that growth of production is being
held back by elevated inventory levels even after
considering September’s sharp drawdown. As such,
further inventory drawdown may consequently allow a
faster pick-up in recovery in 2024. That said, the major
swing factor will be the geo-politics as a stark
deterioration of US-China relations may see re-
imposition of export restrictions (involving chip
making equipment with US components) which was
waived for major Korean companies last month.
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A more discernible KRW recovery will hinge on the
pace of semiconductor upturn which may resemble the
moderate 2013/14 recovery given the tight monetary
environment rather than a return to the pandemic
induced electronics demand type of acceleration or the
2016 super cycle which was driven by broad demand
from electronics, autos, industrial equipment and the
beginning of cloud computing.
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Real Policy Support?

Plummeting real rate differential vis-a-vis the US has led to

KRW weakening.
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Meanwhile, from the rates perspective, KRW bulls are
relying on confirmation of Fed easing rather than
BoK’s policy actions for assistance. Given the
substantial real rate difference of 240bps, it is not
foreseeable for the BoK to raise nominal policy
rates to bring back the positive spread observed in
pre-Covid times.

Given the confluence of sticky services inflation as well as
food and energy prices spikes, inflation spread look unlikely
to turn favourable for KRW.
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In the same vein, inflation spreads are also unlikely
to embark a favourable run for the KRW. In fact,
given the relative energy and food dependence,
headline inflation is more likely to remain sticky in
Korea. Furthermore, a tight labour market with low
unemployment rate also underpins sticky services
inflation.

Unresolved Funding Stresses
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The financial, real estate and construction sector
remains in need of alleviating underlying risks in order
to prevent capital flight which worsen KRW prospects.
First, while the initial spike in spreads from the
October 2022 property developer default debacle have
partially reverted, it is notable that significant risk
repricing has taken place as spreads even within 1G
grade corporate bonds widen and even beyond pre-
pandemic differentials. Put simply, while government
assistance programs stemmed financial contagion,
markets have taken note of the evolution of the
underlying cash flow and corporate balance sheet risks
amid a tight monetary policy environment.

While the proportion of fixed rate loans have risen in 2023,
floating rates retain a significant majority.
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In addition, while elevated rates have nudged up

borrowers towards fixed rate loans, a significant
majority of both corporate and household loans are
subject to floating rates and continue to bear the burden
of higher financing costs.

Similarly, 70.3% of housing loans are floating rate loans as of
September 2023.
Share of Outstanding Loans: HH: Floating
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All in, semi-conductor bottoming amid USD weakness
had afforded room for KRW recovery thus far in Q4.
Further impetus for KRW bulls remains in low
visibility as financial stability concerns and real rate
spreads remain unfavourable. Afterall, it is often
darkest before dawn.
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