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Bank of Korea: “Big Step” Hike?

In a nutshell: The Bank of Korea raised policy rates by 25bps taking the Base Rate to 1.75%. This is
in line with our expectations and market consensus. Notably, the BoK raised their forecast for this year’s
headline CPI from 3.1% to 4.5% and GDP growth forecast down from 3% to 2.7%. The first takeaway is
that with their forecast revision, headline inflation will stay above mid-4% for the remaining of this
year. Second, while stagflation continues to worry, the magnitude of inflation’s upward revision
outweighing growth’s downward revision alongside the growth estimate still staying at historical trends
suggest that inflation remains the priority for now.

Going forward, our base case continues to point to further monetary policy tightening. Looking at real
policy rates from both historical inflation outcomes and also inflation expectations, the monetary
environment and associated real borrowing cost remains accommodative. This is consistent with
Governor Rhee’s communication during his press conference that current rates are still below
neutral. In addition, our examination from both angles of real and nominal effective exchange rates
point to erosion of the KRW’s purchasing power and worsening imported inflation. A declining terms
of trade has also been denting current account flows translating to adverse feedback loops with the KRW.

Given the BoK’s 1.4%-point upward revision of inflation estimates and Governor Rhee’s emphasis on
fighting inflation, the question turns to the need for a 50bps hike. The rationale for a big step 50bps is
one of front loading and to forcefully stamp out the momentum of rising inflation expectations, which
supports our “Kokomo” view to get there fast and take it slow”, specifically 50bps in July and a pause
in August, which leaves a 3-month window to their next meeting in October. Before the next policy
meeting in July, we will watch for the two inflation prints and an update of surveyed household inflation
expectations as these may embolden a big step hike, alongside conditions of external global tightening.

Today’s Decision

The Bank of Korea raised policy rates by 25bps taking the Base Rate to 1.75%, in a unanimous
decision. This is in line with our expectations and market consensus. Notably, the BoK raised their forecast
for this year’s headline CPI from 3.1% to 4.5% and GDP growth forecast down from 3% to 2.7%.

From these revisions, the first takeaway is that headline inflation will stay above mid-4% for the
remaining of this year. Second, while stagflation continues to worry, the magnitude of inflation’s
upward revision outweighing growth’s downward revision alongside the growth estimate still staying
near historical trends suggest that inflation remains the priority for now.

Policy Rates — Accommodative From Real Angles
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As headline inflation headed up to 4.8% in April, real policy rates are now unprecedentedly negative and

Tan Boon Heng | Market Economist 1/3



Mizuho Bank, Ltd. | Flash — Economics & Strategy, Asia Ex-Japan

therefore constitutes a relatively accommodative real cost of borrowing. (See LHS Chart above) The
implication of further aggregate demand stimulation will not be lost on the BoK’s minds as they raised
their 2022 forecast for headline inflation from 3.1% to 4.5% today.

More importantly, the BoK will seek to ensure that inflation expectations remain anchored, a pre-requsite
for settling at a lower inflation rate when supply side pressures and complications ease. Despite the BoK’s
valient attempt via their consecutive 5 rate hikes totalling 125bps, inflation expectations have kept
nudging up in recent months from 2.4% in Aug 21 to 3.3% in May 2022 and as such real policy rates
from the expectations perspective also remain accommodative as well. (See RHS Chart above)

Exchange Rates — Weakening On Multiple Fronts
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The KRW’s depreciation has certainly not helped the BoK’s cause to dampen inflation as imports cost
keep rising. Aside from the YTD depreciated of the KRW against the USD, the decline in both real and
nominal effective exchange rates indicate the erosion of purchasing power measured against major
trading partners and thereby worsening imported inflation via both channels of final finished consumer
goods as well as intermediate inputs which precipitate further price pressures downstream.

While Korea’ worsening terms of trade has already become increasingly evident as the growth in the price
of imports outpaced price of exports. Given the likelihood of elevated energy prices and Korea’s import
reliance, the persistence of this undesirable terms of trade will dent the goods account inflows in the
months ahead as each unit of export affords lesser in terms of imports.

Room for One Big Step?

While the base case remains for continued measured 25bps hikes, a 50bps move can no longer be easily
dismissed given the rise in inflation expectations recently. The rationale for a big step 50bps is one of
front loading and to forcefully stamp out the momentum of rising inflation expectations. This in turn
allows the BoK another small window of 2-3 months to pause and “assess the impact”, which supports our
“Kokomo” view to get there fast and take it slow”, specifically 50bps in July and a pause in August,
which leaves a 3-month window to their next meeting in October.

Table: Selected Events Before Next Policy Meeting

Date of Data Release Event

3 June Inflation Release (May)
15 June Unemployment Rate (May)
30 June Industrial Production (May)
5 July Inflation Release (June)
7 July Current Account (May)
13 July Unemployment Rate (June)
13 July BoK Meeting

In terms of domestic data release, two inflation prints for May and June along with an updated survey
for inflation expectations will serve as key nudges to determine if a big step hike of 50bps is needed.
Externally, the extent of global monetary tightening from the Fed and ECB will also determine KRW’s
movements and associated imported inflationary pressures. All said, a 50bps move involve risks of landing
into a downward spiralling confidence and economic activity. Therefore, a big step move will need to be
premised on a sustained near historical trend economic growth and associated levels of incomes.

Tan Boon Heng | Market Economist 2/3



Mizuho Bank, Ltd. | Flash — Economics & Strategy, Asia Ex-Japan

Important Information

This publication has been prepared by Mizuho Bank, Ltd. (“Mizuho”) and represents the views of the author. It has not been prepared by an
independent research department and it has not been prepared in accordance with legal requirements in any country or jurisdiction designed
to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of
investment research.

Disclaimer

Unless otherwise stated, all views or opinions herein are solely those of the author(s) as of the date of this publication and are not to be
relied upon as authoritative or taken in substitution for the exercise of judgement by any recipient, and are subject to change without notice.
This publication has been prepared by Mizuho solely from publicly available information. Information contained herein and the data
underlying it have been obtained from, or based upon, sources believed by us to be reliable, but no assurance can be given that the
information, data or any computations based thereon are accurate or complete. This publication provides general background information
only. It is information in summary form and does not purport to be complete. This publication has been prepared for information purposes
only and is not intended by Mizuho or its affiliates to constitute investment, legal, accounting, tax or other advice of any kind and all recipients
of this publication are advised to contact independent advisors in order to evaluate the publication, including, without limitation, the suitability
of any security, commodity, futures contract or instrument or related derivative (hereinafter, a “financial instrument”), product or strategy
herein described. This publication is not intended to be relied upon as advice to investors or potential investors and does not take into
account investment objectives, financial situation or needs of any particular investor. It is not intended for persons who are Retail Clients
within the meaning of the United Kingdom’s Financial Conduct Authority rules nor for persons who are restricted in accordance with US,
Japanese, Singapore or any other applicable securities laws.

This publication has been prepared for information purposes only and is not intended by Mizuho to market any financial instrument, product
or service or serve as a recommendation to take or refrain from taking any particular course of action or participate in any trading or other
strategy. This publication is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or any of the assets, businesses
or undertakings described herein, or any other financial instrument, nor is it an offer to participate in any trading or other strategy, nor a
disclosure document under applicable laws, rules, regulations or guidelines. Nothing contained herein is in any way intended by Mizuho or its
affiliates to offer, solicit and/or market any financial instrument, product or service, or to act as any inducement to enter into any contract or
commitment whatsoever. Neither the author, Mizuho nor any affiliate accepts any liability whatsoever with respect to the use of this
publication or its contents or for any errors or omissions herein.

Mizuho and its affiliates, connected companies, employees or clients may take the other side of any order by you, enter into transactions
contrary to any recommendations contained herein or have positions or make markets or act as principal or agent in transactions in any
securities mentioned herein or derivative transactions relating thereto or perform or seek financial or advisory services for the issuers of
those securities or financial instruments.

All of the information contained in this publication is subject to further modification without prior notice and any and all opinions, forecasts,
projections or forward-looking statements contained herein shall not be relied upon as facts nor relied upon as any indication of future
results. Opinions stated in this publication are subject to change without notice. Future results may materially vary from such opinions,
forecasts, projections or forward-looking statements. The information contained in this publication may not be current due to, among other
things, changes in the financial markets or economic environment. Mizuho has no obligation to update any information contained in this
publication. Past performance is not indicative of future performance.

This is a strictly privileged and confidential publication. This publication contains information addressed only to a specific individual and is not
intended for distribution to, or use by, any person other than the named addressee or any person or entity in any jurisdiction or country where
such distribution or use would be contrary to law or regulation. Save with Mizuho’s prior written consent, you may not disclose, divulge,
reproduce or furnish any information contained herein to any other party. Please notify the sender immediately if you have mistakenly
received this publication.

Singapore: Mizuho is licensed as a bank under the Banking Act (Chapter 19) of Singapore, and is regulated by the Monetary Authority of
Singapore.

Japan: Mizuho is authorised and regulated by the Financial Services Agency of Japan.

United Kingdom / European Economic Area: In the UK, Mizuho is authorised by the Prudential Regulation Authority and subject to regulation
by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of MHBK's regulation
by the Prudential Regulation Authority are available upon request. This publication may also be distributed by Mizuho International plc (“MHI”).
MHI is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority.

United States: This publication is not a “research report” as defined in Commodity Futures Trading Commission (“CFTC”) Regulations 1.71
and 23.605. The content of publications distributed by Mizuho Securities USA Inc. (‘“MSUSA”) is the responsibility of MSUSA. The content of
publications distributed directly to US customers by Mizuho is the responsibility of Mizuho. US investors must effect any order for a security
that is the subject of this report through MSUSA.
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