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Background and Purpose
of the Study

Five years have passed since the onset of
the global financial crisis yet the world

economy has not regained its normal state.

Consequently, each country is now more
interested in policies for the well-being of
its domestic economy rather than for eco-
nomic cooperation with others. As
measures to overcome the crisis, ad-
vanced countries are implementing un-
precedented macroeconomic policies and
emerging countries are attempting to in-
duce real exchange rate undervaluation to
increase their volume of exports. This
atmosphere has created an environment

that can easily prompt an outbreak of cur-
rency war. If currency war indeed breaks
out, South Korea, whose degree of de-
pendence on foreign trade reaches over
100%, will face current account deficit
resulting from the acceleration of appre-
ciation of the Korean Won. Also, it is
highly likely that the price fluctuation will
worsen and the overall macroeconomic
variations will become unstable. Besides,
if the macroeconomic environment were
to deteriorate, we cannot rule out the risk
of a sudden stop in capital flows.

Such increased volatility of exchange
rate and impact of changes in the ex-
change rates are the outcome of aggres-
sive financial opening and financial liber-
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alization in past years, alongside high depend-
ence on trade. If we take these points into ac-
count, it is worthwhile to take a close look at
changes in the system and policy regarding
exchange rates and foreign currencies and the
deregulation process of foreign exchange deal-
ings, along with financial opening that has
taken place since the currency crisis in 1997.
Also, because exchange rates are heavily in-
fluenced by the supply and demand of foreign
exchange and not by the Korean Won, which
is not an internationally convertible currency,
it is important to examine the history of the
structure of foreign exchange supply and de-
mand. This report will analyze the relationship
between the exchange rates and the real and
financial variables by reflecting those changes
in both domestic and overseas financial envi-
ronment and tries to propose appropriate poli-
cy directions for South Korea’s foreign ex-
change market.

Evolution of South Korean
Foreign Exchange System

The evolution of the South Korean foreign
exchange system has taken place in response
to its economic development and international
environment. South Korea is a small-scale
open economy with small foreign exchange
market. The country has been operating on
free floating exchange rate system since Sep-
tember 1997. Because of these characteristics,
Korea is easily exposed and vulnerable to rap-
id fluctuations of exchange rate and external
shocks. Such environment has given authori-
ties reasons to conduct smoothing operations,
that is, a limited and nonperiodic market inter-
vention and adjustment.

Under the free floating exchange rate system,
exchange rates are basically determined sup-
ply and demand of foreign currencies. We can

describe the economic state of affairs related
to and regarding foreign exchange supply and
demand by looking at the balance of payments.
For instance, the marked changes in the level
of investment in securities shown by the fi-
nancial accounts in the balance of payments
(see Figure 1) indicate the increased weight of
securities investment than the past, especially
after the global financial crisis. South Korea
has carried out the financial opening rapidly
and was able to increase the openness of its
capital market both de facto and de jure. This
led to increased foreign investors’ outlay in
South Korea’s securities, hence the marked
changes we see in the figure.

Figure 1. Financial Accounts - Portfolio
Investment Flows

<Net Portfolio Investment>

“
o II"II||'||I I|III 1 || . 'I | ||
-so i

2000 2002 2006 2009 20132

<Portfolio Investment Flows*>

m portfolic investment
(assets)

m portfolic investment
(liabilities)

ekl

2000 2003 2006 2008 2012

Period: 2000. Q1 -2013. Q3

*Assets indicate investment in foreign securities. Liabilities
indicate securities investment made in S. Korea by the for-
eign investors.

Source: ECOS, Bank of Korea.

Such changes can increase macroeconomic
instability, including volatile exchange rates,
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as a result of excessive foreign capital inflows.
Particularly, frequent flows of short-term capi-
tals, hot money, can increase the impact on
domestic economy and make the economy
prone to external shocks. Therefore, foreign
exchange authority has carried out not only
market intervention but gradual institutional
reform for foreign exchange dealings; actively
sought measures to regulate capital flows that
can compromise macroeconomic stability. For
example, the government and related agencies
jointly prepared the “Measures to Ease Vola-
tility in Capital Flows” (June 2010) and im-
plemented a set of three macroprudential poli-
cies, which consist of limits on forward ex-
change positions holdings, taxation on foreign
investors’ bond holdings, and levy on banks’
foreign liabilities. In addition, the government
is seeking various measures to cope fast with
sudden capital flows.

Even though the series of system reform has
helped improve South Korea’s foreign ex-
change prudential and foreign payments capa-
bility, QE policies launched by advanced
countries since the global financial crisis have
enormous spillover effects on the country’s
foreign exchange and capital markets. Thus, it
can be said that unless these destabilizing fac-
tors are alleviated, risk of capital outflows and
expansion of exchange rates volatility result-
ing from changes in domestic and overseas
economic conditions will remain.

Effects of Changes in Foreign
Exchange Supply Channel on
Exchange Rates

Before 1997, current accounts reflected the
outcome of autonomous transactions while
capital transactions were merely accommodat-
ing means. However, financial opening that
took place after the currency crisis turned fi-

nancial transaction itself into the autonomous
ones. As a result, financial accounts have be-
come the main channel of foreign exchange
supply in the foreign exchange market and
current accounts were no longer the main
channel, as in the past. This is the most im-
portant change made in the relationship be-
tween current transactions and capital move-
ments as a result of financial market opening
and liberalization that started after the crisis in
1997.

Since the financial transactions became the
main channel of foreign exchange supply, the
volume of transactions in foreign exchange
market has expanded and fluctuations in capi-
tal flows have become more frequent. Conse-
quently, changes in exchange rates have be-
come more volatile and frequent. To be specif-
ic, since the 2000s, volatility and range of ex-
change rates and tipping effect were tripled
when compared with those in the period be-
fore the currency crisis. Also, not only the cur-
rent account but also the financial account
seems to influence exchange rates. These ob-
servations indicate that the impact of financial
transactions on exchange rates has increased.
Certainly, the impact of changes in current
accounts on exchange rates has decreased.
However we have observed that the current
accounts still operate as the exchange rate de-
terminant.

In addition, the financial opening has provided
relatively easy access to foreign capitals and
has eliminated bottlenecks in the financial
market. Consequently, current accounts can
determine the changes in financial accounts
but not vice versa. Moreover, we observed that,
after the financial opening, current account
surplus leads to financial account surplus by
signaling a country’s economic competitive-
ness and giving expectations on foreign-
exchange gain. In other words, the current and
financial accounts move in the same direction
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for a period of time, hence, this implies that
imbalance in international balance of pay-
ments has become a common phenomenon.

T he series of observation laid out in this sec-
tion can be interpreted as evidences for inten-
sified tipping effect and volatility of capital
movements in recent years.

Effects of Exchange Rates on
Financial and Real Economy

First of all, the effects of exchange rate varia-
bility on import price inflation rate were much
greater than that on consumer price inflation
rate in all three countries: South Korea, China,
and Japan. The exchange rate variability used
to have more effects on consumer price infla-
tion rate than on import price inflation rate in
Korea but this was reversed since the 2000s. It
seems that the change had occurred because of
the stabilization of consumer prices and inten-
sified competition between domestic and im-
ported products following the expansion of
FTAs.

Second, it was observed that the effects of
JPY/USD exchange rates on Korea’s macroe-
conomic variables were as significant as that
of the KRW/USD exchange rates. Especially,
the effects of JPY/USD exchange rates on ra-
tio of trade balance to GDP were significant.
This implies that price elasticity of imports
from Japan to Korea is considerably low and
that Korea has a highly competitive relation-
ship with Japan in the trade market.

Third, it was observed that although the ex-
change rate variability significantly affected
the import and consumer price inflation rates,
its effects on the rate of economic growth and
trade balance were below expectations. Rea-
sons behind this observation lay on the re-

markable institutional transition that stems
from an increased autonomy of financial mar-
ket, following the financial opening, and also
the fact that the level of exchange rates has
more de facto effects on the real economic
variables than the changes in the exchange
rates.

To sum up the results so far, the changes in
exchange rates increase the import and con-
sumer prices and negatively affect both the
rate of economic growth and balance of trade;
the impact of trade rival Yen exchange rates
was significant to the Korean economy.

Figure 2. The Effects of KRW/USD Exchange
Rate Increase* - A 1 Standard Deviation
Shock
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Policy Implications

T'he Korean government has been establishing
various development plans regarding the foreign
exchange market with the majority being applied.
However, the government still needs to find
measures to build an active and future-oriented
system for long-term developments. For exam-
ple, as detailed action plans for the international-
ization of the Korean Won are still insufficient,
the government could provide institutional sup-
port for recent currency swap agreements that
were signed simultaneously. Institutional sup-
port is particularly required for the recent cur-
rency swap agreements with the countries, such
as Malaysia, UAE, and Indonesia, because there
are institutional differences with these countries
and their financial markets are not as open as
that of the U.S. or European Union.

Although South Korea is holding enough
amounts of foreign exchange reserves for emer-
gency, it is the government who hold the re-
serves, and thus, the channels that are connected
to the private sector are absent. South Korea’s
foreign exchange market is a dealer market,
where a number of participants determine the
market exchange rates, and the level of exchange
rates highly depends on the government’s policy,

so the government is always responsible for the
exchange rates. It shows limits of South Korea’s
current foreign exchange system and indicates
that there is a lack of support that enables the
private sector to autonomously build market sta-
bility. Therefore, it is necessary to pursue an in-
stitutional development to introduce the new
stage where the private sector leads the foreign
exchange market and plays an important role in
determining the exchange rates.

South Korea has been adjusting the excessive
volatility by a smoothing operation. However it
is clearly desirable to minimize any market in-
tervention. In the context of capacity building of
the private sector as mentioned above, primarily,
measures to hedge the risks needed to be sought
to respond to the volatility of private-led market.
As the role of private sector grows, there will be
less necessity for interventions and even when
the information regarding smoothing operation
is publicized, its impact will be lessened.

According to the result of this study, current
accounts determine as far as the direction of in-
vestment capitals of financial accounts, which
means that the current accounts are basically
influence the financial market. It is a common
phenomenon that prevails in emerging countries
whose domestic currency is not internationally
compatible. Until the internalization of the Ko-
rean Won is realized, continuous policy efforts
to maintain the current account surplus are re-
quired. However, an excessive surplus should
not be overlooked as it could turn into a rapid
deficit.
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Among the capital inflows that were made
through the financial market, portfolio capital
inflows, which aim for short-term profit, involve
possibility of a sudden stop following any
changes in international environment or market
circumstances. Such event could bring not only
an increased volatility but also a new crisis. Alt-
hough various measures have been proposed to
cope with the sudden stop, including foreign
exchange reserves expansion, currency swap
expansion, and introduction of payment system
using domestic currencies, it is hard to say that
there are enough measures that can be operated
immediately for possible crisis. Thus, the gov-
ernment needs to continuously put efforts to ex-
pand measures that can be operated to secure the
stability of foreign exchange and capital market.

Since an increase in exchange rates affects im-
portant financial variables, including inflation—
measures that can prevent rapid fluctuations of
exchange rates—are required to stabilize the
prices. South Korea has been conducting
smoothing operations whenever the exchange

rates change rapidly. However it is time to en-
hance the ability of the market itself to control
temporary volatilities in foreign exchange supply
by increasing its efficiency.

T his process would entail the policy that makes
foreign exchange market to mature and founda-
tion for the matured foreign exchange market
would be a continuous operation of safety device
that maintains the trust in the market. For in-
stance, efforts to expand foreign exchange re-
serves and currency swap agreements would
help build trust of domestic and overseas eco-
nomic agents in the foreign exchange market.

Besides, considering that the impact of the Yen
exchange rates on the Korean economy is as
significant as that of the dollar exchange rates,
measures to reduce shocks on a cross currency
caused by the changes in the exchange rates are
also required. In other words, we need to intro-
duce a system that can respond to the changes in
the exchange rates of respective major curren-
cies. Possible alternatives could include, for in-
stance, diversification of currently dollar-
oriented foreign exchange market and efforts to
increase the use of domestic currency in pay-
ments. Kigp
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