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Korea: BOK could pause after back-to-back hikes

B The Bank of Korea hiked its policy rate by 25bp to 3.00% on 27 August,
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B The BOK’s dot plot today will help curb upside in near-term rates. With

the KTB curve now looking quite steep relative to recent years, there

could be value in considering flattening positions. We have recently

revised our USD/KRW forecasts to 1,385 and 1,360 for end-2026 and end-

2027 respectively from 1,435 and 1,420.
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MPC member Hwang Kun il was the only dissenter, voting for no change. Governor

Shin Hyun Song explained that Hwang agreed on the big picture, and there was
difference in tactical aspect, suggesting the August rate hike was broadly
supported.

While the back-to-back hike was seen as a hawkish move, the BOK’s forward

guidance was more dovish than what the market previously expected. Though the Recent publications
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Also, in the BOK statement, the phrase “it will be necessary to continue a policy
stance consistent with further rate hikes” was removed, implying the BOK is likely
to slow its rate hike pace in order to monitor the impact of the hikes made so far.
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Inflation is still the key concern for the BOK

The BOK'’s key focus remained on inflation, similar to July. The BOK maintained
its headline CPI inflation forecasts unchanged for 2026 and 2027 at 2.7% and 2.3%
respectively. But as hinted in July, the core CPI inflation forecasts were revised
higher to 2.5% for both 2026 and 2027, from 2.4% and 2.3% respectively,
supporting the BOK's additional rate hike.

Governor Shin Hyun Song noted that there are rising risks of inflation spreading
more widely and persisting for longer due to demand-side pressures from improved
income conditions and the continued pass-through of accumulated cost pressures.

BOK hiked due to inflation concerns Inflation momentum is climbing
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Strong economic growth to continue to 2027

As signalled in July, the BOK revised higher its 2026 GDP forecast to 3.3% from
2.6% previously. The BOK explained that the strong semiconductor sector is not
only supporting exports and facilities investment but also government spending via
increased tax revenue and private consumption through bigger bonuses and
income growth. Within the 0.7ppt upward revision, strong semiconductor cycle
(0.35ppt), better-than-expected Q1 GDP growth (0.2ppt), faster investment (0.1ppt)
and smaller negative impact from the Middle East (0.1ppt) were the main
contributors. The BOK also revised its 2027 GDP forecast notably to 2.9% from
2.1%. The significant upward GDP forecast revisions for both 2026 and 2027
suggest that the BOK expects the positive growth momentum to continue for a
longer period.

Governor Shin also said Korea’'s GDP gap (real GDP-potential GDP) is at threshold
of returning to positive, much sooner than the BOK previously expected. It was
also interesting that the BOK noted that employment continued to increase
moderately mainly in the services sector and did not show concerns youth
unemployment. Relative to our own views, we think that growth could be higher
than what the BOK expects in 2026 but lower than the BOK in 2027. We forecast
GDP growth of 3.5% and 2.7% in 2026 and 2027 respectively.
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Economic activities are improving Strong GDP and GDI growth
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Housing market still hot, though it is not a major consideration

The housing market seems to be a less important factor for the BOK in August
compared to growth and inflation as Governor Shin said that the monetary policy
cannot alone curb housing price. But in the statement, the BOK noted that housing
prices in the Seoul metropolitan area continued to rise with household loans
growing notably. This also supports the BOK’s decision to hike rates.

Housing prices continue to rise

Lower USD/KRW level but still high import prices
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Time to digest July and August rate hikes before hiking again

We continue to expect another 25bp hike to 3.25% in Q426, and no change in 2027.
Considering that the BOK removed the phrase “it will be necessary to continue a
policy stance consistent with further rate hikes”, the BOK is likely to slow its rate
hike pace though Governor Shin has flagged that every meeting is now “live”.

Given there are two months before the October meeting, the BOK’s stance could
turn more hawkish again, Governor Shin highlighted that August CPI inflation (2
September) and September CPI inflation (2 October), second print of Q2 GDP
growth together with the nominal GDP print (8 September) as well as business
sentiment (29 September) will be key data to be watched. We think that both
headline and core CPI inflation prints in August are likely to rebound to 3% YoY
and to record around the high 2%/low 3% range in September while GDP growth
would remain strong. This may turn the BOK more hawkish.
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On the other hand, there is a risk of the BOK delaying its rate hike to Q127 if global
oil prices decline and a stronger KRW leads to softer import inflation while
consumer and business sentiment cool with the rate hikes in July and August. This
is not our base case though. We think the BOK could pause at its 22 October
meeting before hiking again on 26 November.

Long term yield overreaction?

With the market showing some signs of a split heading into the BOK meeting today,
there was some volatility in the futures market with markets first reacting more
hawkishly to the rate hike before giving it all back as more details around the
meeting came out. In the end, KTB yields declined across the board today in a sign
that the market saw the BOK meeting as being more dovish than expected. An
important takeaway from the dot plot today is that no MPC member saw the policy
rate at 3.75% in six months, which in our view will help curb upside in near-term
rates.

That said, the climb in long-end KTB yields has been a market focus in recent
weeks. We highlighted the 10Y as looking attractive in July and indeed that has
declined. Though yields past 10Y have climbed with the 20Y vyield reaching its
highest level since 2011 and the 30Y at a new high. The weak sentiment in the
long end is a concern with weak demand, though it is in part also driven by the
climb in longer-end global yields. As a result, government officials have said that
they plan to reduce the issuance amount in September and will conduct some
buybacks and KTB exchange offers in the 30Y to provide some support.

With the US Treasury also embarking on a bond buyback to moderate the climb in
longer-end yields, we think this has positive spillovers for longer tenor rates in
Korea. With the KTB curve now looking quite steep relative to recent years, there
could be value in considering flattening positions.

KRW gains could be more limited ahead

The KRW featured prominently today both heading into the meeting and during the
press conference. Ahead of the meeting, there had been the view that the rally in
the KRW would be a factor which could cause the BOK to pause. However, it
turned out that the consideration was not as significant. Governor Shin said that he
still considers the USD/KRW level to be too high and that spot can decline further.
The idea that USD/KRW could trend lower was something he reiterated later,
though he emphasised that the BOK is focusing more on the predictability of
USD/KRW rather than the actual level.

Indeed, USD/KRW has made significant gains since the BOK’s last meeting, falling
from just below 1,500 to now close to 1,380. The gains in the KRW have been quite
significant especially when considering that USD/KRW had been testing as high
as 1,560 just a few months ago. Back then, the rocketing higher of the KOSPI led
to foreign portfolio rebalancing and outflows from Korea. However, with the KOSPI
now close to 25% below its highs for the year, the pressure to rebalance has eased.
Instead, the KRW has been supported by the stronger current account as a result
of global Al demand, repatriation flow by Korean companies for buyback and the
weaker USD. Measures by the authorities enacted when USD/KRW was above
1,500 have reduced both USD/KRW buying and also led to more KRW demand.

The question is whether the KRW can gain much further at this juncture with
USD/KRW now nearing 1Y lows and the KRW TWI having climbed close to 10%.
Near-term there is still some potential for the KRW to be supported given that large
share buyback programmes are set to persist to mid-August. However, following
that, the KRW could see pressure from dividend outflows and potentially a renewed
pick-up in retail buying of foreign equities could help to moderate some of the KRW
demand. Therefore, we would caution in chasing this down move in USD/KRW too
far. We have recently revised our USD/KRW forecasts to 1,385 and 1,360 for end-
2026 and end-2027 respectively from 1,435 and 1,420.
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KRW TWI has rallied sharply in recent weeks Korea’s macro fundamental is strong
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