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Financial stability refers to a condition in which the financial system works smoothly
with all key components duly playing their roles: financial institutions carrying out
their financial intermediary functions, market participants maintaining a high level of
confidence in their financial market, and the financial infrastructure being well
developed.

Financial stability is regarded as one of the policy goals, together with price stability
and economic growth, that must be achieved for sustainable economic development.
Policy authorities around world thus devote great efforts to achieving financial
stability.

As part of its conduct of macro-prudential policies, the Bank of Korea has published
the Financial Stability Report on a biannual basis since 2003, comprehensively
assessing the stability of the financial system in Korea. In particular, this Report has
now been re-organized in a manner by which more attention is focused on
assessment of the stability of each sector in the financial system from a forwardlooking perspective.

It is hoped that this Report will help financial market participants, regulators and
policymakers to recognize the risk factors inherent in the financial system at an early
stage and deal with them appropriately.
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Ⅰ. Overview

Ⅰ. Overview
The Korean financial system remains generally

Financial stability map1)
2010. 10 ~ 2011. 3
2011. 4 ~ 2011. 9

stable, helped by the soundness of its banking

Financial 10
markets

Soundness of
banks

somewhat owing to the increased uncertainties in

5
Debt servicing
capacity of
business sector

sector, although the level of stability has declined

0

Foreign
exchange
soundness

the financial and economic environment at home
and abroad. There is a possibility of financial system
stability being compromised, however, should

Domestic &
Debt servicing
global
capacity of
economies
household sector
Note: 1) The closer to the center, the more stable a sector is.

destabilizing external factors such as the sovereign
debt problems in advanced countries and the global

economic slowdown lead to massive losses at major financial institutions and global
financial strains. Domestically, it appears that the household debt problem, the
possibility of housing price fluctuation, and mutual savings banks going into distress
could work as factors causing financial system stability to decline.
To maintain financial system stability more firmly in the future, the foreign exchange
reserves must be appropriately managed and the efforts to improve the foreign debt
profile continued. Along with this, to ease capital flow volatility, macroprudential policies
targeting the foreign exchange sector, such as the Macroprudential Stability Levy on
non-core foreign currency liabilities, need to be operated flexibly in line with the ebbs
and flows of capital, and a system of international cooperation enabling prompt
responses in times of emergency must be built.
To achieve a soft landing of the household debt problem, it is necessary to flexibly apply
policies to curb the increase in household debt, comprehensively taking into account
housing market conditions and household loan use. In preparation for unforeseen
domestic and foreign shocks, meanwhile, banks will need to enhance their shock
absorption capacities by accumulating sufficient loan loss reserves during times when
they record large-scale net profits like at present.
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[Global economic and financial
environment and the Korean
economy]

1⃞ International financial market instability is

Overly-indebted European country1)
CDS premiums
7,500

(bp)

(bp)
Greece (LHS)
Ireland (RHS)
Portugal (RHS)
Spain (RHS)
Italy (RHS)

5,000

1,500

increasing, as exemplified by the rising
volatility of price variables including interest

1,000

500

2,500

rates, stock prices and exchange rates and
the increasing propensity of market
participants to avoid risk due to the sovereign

0

0
2010.1

7

2011.1

7

10

Note: 1) Greece, Ireland, Portugal, Spain and Italy
Source: Bloomberg

debt problems of advanced countries
including those in Europe.

On top of the early August 2011 cut in the
U.S. sovereign credit rating in line with the
increased risk related to the federal debt
International financial market
price variable rates of change,
August-September 2011
(%) -32

-24

-16

-8

ceiling, the sovereign debt crisis in Europe
has also been intensifying further, due mostly
0

Germany

8
<Treasury
bond (10-year)
yields>

U.S.

to the heightened worries about a Greek
default entering September and the

U.S.

downgrade of Italy’s sovereign credit rating.

<Stock
prices>1)

Euro Area

Long-term government bond rates including

EMCs
U.S. dollar
Index2)
(%) -32

those of the U.S. and Germany have
-24

-16

-8

0

8

Notes: 1) Based on Dow Jones for U.S., Euro Stoxx for Euro Area,
and MSCI Emerging Market Index for emerging market
countries
2) An index showing the average values of six major country
currencies against the U.S. dollar. A rise in the index
means dollar strengthening.
Source: Bloomberg

subsequently fallen sharply, owing largely to
aversion to risky assets and to concerns
about world economic slowdown. Further,
-2-
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while the value of the U.S. dollar has risen in
line with the increase in safe haven demand,
major country stock prices have plunged with
the growing uncertainty. Together with this, as
counterparty risk also increases, the flow of
funds into shorter maturity instruments is
intensifying.

Proportions1) of European bank
exposure to overly-indebted countries

In Europe, the sovereign debt crisis is
spreading to affect European banks whose

Others
22%

exposures to overly-indebted countries are
French banks
31%

Dutch banks
7%
British banks
16%

Note: 1) As of end-March 2011
Source: BIS

large. Credit risk has increased significantly,
with the CDS premiums on European banks

German banks
24%

for example nearly tripling since April of this
year. Funding conditions have worsened as
well, causing banks’ dependence on the
European Central Bank (ECB) for liquidity to
rise, and symptoms of a dollar liquidity crunch
to appear.

International cooperation is desperately
needed, as it is difficult for these overlyindebted countries to resolve the sovereign
debt problems through their own efforts
alone. However, given the varying interests of
individual countries it is not easy to draw up
-3-
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effective policy alternatives, and the crisis is
thus expected to act as a systemic risk factor
in the global financial markets for a
considerable time. Should the crisis deepen
and global banks engage in massive
deleveraging, credit crunches in the
international financial markets could also
occur.

2⃞ The downside risks to global economic

U.S. and Euro Area actual GDP
growth rates1) and forecasts
4

(%)

May forecast

Actual rate

<United States>

September forecast

(%)

4

growth are increasing, with the economic

<Euro Area>

recoveries in advanced countries being
3

3

2

2

delayed and the possibility rising of the
growth momentums in emerging market
1

1

0
2010.1/4

countries slowing as well.

0
2011.1/4

2010.1/4

2011.1/4

4/4

Note: 1) Annualized quarter-on-quarter growth
Sources: U.S. Department of Commerce, Eurostat and OECD

Advanced country economies appear
sluggish, as seen in their GDP growth rates
falling well short of forecasts and their

U.S. and Euro Area unemployment rates
12

(%)

unemployment rates posting high levels. In
(%)

12

the U.S. there is a possibility of economic

10

10

recovery being further delayed, as policy

8

8

response is difficult given the accumulation of

6

federal debt and the recovery in private

United States
6

Euro Area

4
2008.1

4
2009.1

2010.1

2011.1

Sources: U.S. Bureau of Labor Statistics and Eurostat

consumption also not easy due primarily to

9

the worsening employment picture and the
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housing market slump. In the euro area, the

Major emerging market countries’
consumer price inflation rates
10

(%)

(%)

Consumer price inflation rate1)
Consumer price target rate2)

10

trend of recovery is being constrained by

8

8

factors such as the spread of the sovereign

6

6

debt crisis and the diminished confidence of

4

4

economic agents.

2

2

0

0
China

Mexico

Russia

India

Brazil

Notes: 1) January-September 2011 average (January-August average
for China and India)
2) When the country’s consumer price target rate is a specified
range, the upper limit of that range
Sources: Central banks, governments, statistical offices of respective
countries

Emerging market economies are sustaining
relatively high paces of growth, thanks mainly
to strong exports. There is a possibility of their
growth rates falling somewhat, however,
owing largely to high inflationary pressures
and to concerns about economic slowdown in
advanced countries.

Korean GDP growth rate
10

(%)

3⃞ The domestic economy is maintaining a
(%)

10

quarter-on-quarter
year-on-year

5

5

generally solid pace of growth despite price
instability, owing chiefly to the buoyancy of
exports. The situation is such that downside

0

0

-5

-5

risks to the future growth path are increasing,
however, due to external and internal risk

2009.1/4
Source: Bank of Korea

2010.1/4

2011.1/4 2/4

factors including the deepening of the
sovereign debt crisis in Europe, the slump in
the world economy, and the increasing debt
burdens of domestic households.
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[Potential risk factors in the Korean
financial system]

4⃞ As the uncertainty in international financial
markets rises with the intensification of the
European sovereign debt crisis, there is a
possibility of foreign currency flows becoming
unstable going forward.

Foreigners’ securities investment funds have

Bank foreign currency borrowings
and foreign securities investment funds
800

(100 million dollars)
Stocks

Bonds

(100 million dollars)
800
Bank borrowings

600

600

400

400

200

200

maintained a trend of net inflow in aggregate,
even despite the outflow of stock investment
funds during the first nine months of 2011, as

0

0
-200

-200

-400

-400

-600

-600
-800

-800
Pre-crisis Lehman bankruptcy Post-crisis
(2007.6~2008.8) (2008.9~12) (2009.1~2010.12)
Source: Bank of Korea

Present
(2011.1~9)

bond investment funds have flowed steadily
in. Compared to other emerging market
countries, however, the degree of capital
market openness in Korea is high and the
amount of capital inflows from Europe and
the U.S. relatively large, and so the possibility
remains of foreigners withdrawing their
investment funds if the factors causing
instability in these countries continue.

Banks’ short- and long-term foreign currency
borrowings both increased in the first half of
2011. As the sovereign debt crisis in Europe
-6-
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intensified, however, a considerable amount

Changes in bank short-term and
long-term foreign currency borrowings
(100 million dollars)

(100 million dollars)

300

300

150

150

0

-150

were recalled beginning from August, due to

0

deleveraging by French and other European

-150

banks whose expected losses were believed

-300

to be huge. In the future as well, should these

Long-term borrowings

-300

of overseas loans made to domestic banks

Short-term borrowings
-450
H2 2007 H1 2008 H2 H1 2009 H2
Source: Bank of Korea

H1 2010

-450
H1 2011

H2

banks’ loss burdens grow as resolution of the
European sovereign debt crisis is delayed,
there is a possibility of them rapidly calling in
their funds lent to emerging market countries.
In such a case, it is worried that foreign
currency liquidity conditions will deteriorate for
domestic banks and foreign bank branches
with high degrees of dependence on foreign
currency borrowings from European banks.

5⃞ The trend of increase in household debt

Household debt1) outstanding, and rate of increase
(%)

(trillion won)
1,000

Rate of increase (RHS)

10

continues despite the government’s efforts to

8

check the expansion of household loans. In

Debt outstanding (LHS)
800

600

6

5.5

400

3.5

4

3.0
200

light of the fact that the continuing rise in
household loans has been led recently by

2

non-bank financial institutions and low0
H1 2006

H1 2007

H1 2008

H1 2009

H1 2010

0
H1 2011

Note: 1) Based on household credit statistics (data prior to H2 2009
recalculated based on flow of funds statistics)
Source: Bank of Korea

income borrowers, the quality of household
debt profiles seems to have become
vulnerable.
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Rate of household loan increase, by sector1)

As the amount of household loans extended

(from the beginning of 2010 through H1 2011)

by non-bank financial institutions grows, the
8

Banks
Non-banks

18

Home mortgage
loans
Unsecured loans

number of borrowers taking out loans from

10
15

Middle & upperincome classes
Low-income class

multiple financial institution sectors (“multiple

8

loan borrowers” hereafter) is rising. With this

50

Unlinked loans
Multiple loans

11
13
0

increase in multiple loan borrowers, the risk of
20

40

60
(%)

Note: 1) The “low-income class” comprises borrowers with annual
incomes below 20 million won, and “multiple loans” refer
to total loans of same borrowers from both banks and nonbank financial institutions.
Source: Bank of Korea

distress arising in the non-banking financial
sector spreading to the banking sector is
growing.

Principal repayments on home mortgage
loans, on which interest alone had in the past
been paid, are gradually increasing.
Expansion of principal repayment is desirable
in terms of household debt reduction, but may
also act as a factor causing the related loans
to go bad since the households’ debt
repayment burdens would rise all at once.
Households possessing medium-sized to
large housing units but with weak debt
servicing capacities due to their excessive
debts could meanwhile, if hit by shocks such
as plunging housing prices or rising interest
rates, reach a point where they are unable to
bear their principal and interest payment
burdens and are then forced to sell their
-8-
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homes at low prices. Even should such loans
begin to go into default, however, the impact
on the soundness of financial institutions is
judged likely to be limited, owing largely to the
continued LTV regulations kept in place since
2003.

Apartment purchase price indices1)
160

6⃞ As for the housing market, apartment

(2004.1 = 100)

(2004.1 = 100)

160

Seoul metropolitan area
Non-Seoul metropolitan area

prices have shown a moderate trend of

140

140

decline led by those of larger units in Seoul

120

120

and its surrounding areas, and a steep trend

100

100

of increase in the rest of the country.

80
2004.1

80
2006.1

2008.1

2010.1

2011.9

Should the current uptrend in rural housing

Note: 1) Indexed level(=100) from the January 2004
Source: Kookmin Bank

prices persist going forward, household debt
servicing capacities may weaken as
Home mortgage loan increase rates1)
15

household lending grows, and the possibility
(%)

(%)

15

Seoul metropolitan area
Non-Seoul metropolitan area

12

12

9

9

6

6

3

3

0
2009.1

0

of loans going bad could rise especially
among the mutual credit companies and
other non-bank financial institutions leading
the home mortgage loan growth in regions
outside Seoul and its surrounding areas. With

2010.1

2011.1

7

Note: 1) Compared to same months of previous years (bank and nonbank financial institutions)
Source: Bank of Korea

regard on the other hand to housing prices in
Seoul and its surrounding areas, which are
on a downtrend centering on large units,
should they fall steeply in a short period of
-9-
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time due to unforeseen shocks the risk of
household loans turning sour would increase,
centering around those borrowed excessively
relative to borrower incomes during past
episodes of rising house prices, and raise
concerns about the soundness of financial
institution assets deteriorating as a result.

[Financial system stability assessment]

7⃞ In the banking sector, the backbone of the
financial system, the shock absorption
capacity is assessed as generally improved,
with solid profitability continuing and capital
adequacy also satisfactory amid enhanced
funding structure stability.

Funding structure stability seems to have

Commercial bank wholesale funding
proportion and loan-to-deposit ratio
45

(%)

(%)
Proportion of wholesale
funding (LHS)
Loan-to-deposit ratio (RHS)

140

been heightened, with the share of wholesale
funding dropping due mostly to banks’

120
30

conservative management of assets and to
100

strong deposit inflows, and the loan-to-

15
80

0
2007.1

60
2008.1

2009.1

2010.1

2011.1

8

deposit ratio also falling below the planned
future regulatory threshold (100%).

Source: Commercial banks’ business reports

Profitability appears favorable, as net
- 10 -

Ⅰ. Overview

incomes recorded historic highs in the first

Commercial bank net income and BIS capital ratio

half of 2011 on the back for instance of
12

(trillion won)

(%)
Second half net income (LHS)
First half net income (LHS)
BIS capital ratio (RHS)

10

16

reduced loan loss expenses and widening net

8

14

interest margins. And with BIS capital ratios
remaining at high levels, the loss absorption

6
4

12

capacity of capital is also evaluated as good.

2
0

10
2007

2008

2009

2010

H1 2011

It is worried that borrower credit risk could

Source: Commercial banks’ business reports

rise, however, given the increased downside
risks in the domestic economy due to the

Proportion of marginal companies1)
20

global economic uncertainties and the slump

16

16

in the domestic real estate market. There are

12

12

concerns about households becoming

8

8

distressed centering around those that

4

4

borrowed excessively during past periods of

0

rising house prices. In the corporate sector,

20

(%)

(%)
Large firms
SMEs

0
2002

2004

2006

2008

H1 2011

Note: 1) Companies having had interest coverage ratios below 100
percent for three consecutive years
Sources: KIS-Value, Bank of Korea

marginal companies still abound, especially
among SMEs, and credit risk could thus rise
should corporate business conditions worsen.
It is judged that banks need to set
precautionary loan loss reserves aside
sufficiently to cope with this situation.

8⃞ The business performances of mutual
savings banks appear sluggish, impacted
mostly by rising real estate PF loan non- 11 -
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Mutual savings bank real estate PF loan proportion and
substandard-and-below loan ratio
(%)

30

(%)
Real estate PF loan proportion
Real estate PF substandard-and-below loan ratio

30

performance and spreading mistrust of the
savings bank industry as a whole. Looking
ahead, it seems difficult to resolve the

20

20

10

10

concerns about the soundness of mutual
savings bank business operations for the time
being, given for instance the possibilities of

0

0
2008.12

2009.9

2010.9

2011.6

Source: Financial institutions’ business reports

additional real estate PF loans defaulting in
line with the real estate market slump and of
mutual savings banks’ household credit loans
going bad, centering around low credit
borrowers. Bold restructuring is therefore
judged necessary, together with additional
recapitalization.

The business soundness of credit card

Card use results1)
(trillion won)
300

(trillion won)
30

Credit sales (LHS)
Cash advance service (LHS)
Card loans (RHS)

200

20

companies remains generally good, owing
mostly to a huge increase in card usage. As
the competition to expand their sizes through

100

10

wholesale funding intensifies, however,
default risk is growing on the asset

0
H1 2002

H1 2004

H1 2006

H1 2008

0
H1 2011

Note: 1) Domestic credit card member half-yearly credit card use
results
Source: Financial institutions’ business reports

management side and liquidity risk on the
funding side. Particularly in an environment of
business slowdown, should banks, asset
management companies and other suppliers
of funds to card companies begin
deleveraging, there are concerns that their
- 12 -
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liquidity conditions would quickly deteriorate.
Given the very high pro-cyclicality of the credit
card business, counter-cyclical measures
should be adopted in advance to prevent
growth in risk during upturns in the business
cycle.

Global (VIX) and domestic financial
market price variable volatility1)

6

9⃞ The domestic financial markets have

Interest rates (3-year Treasury bonds, LHS)
Stock prices (KOSPI, LHS)
Exchange rate (won/dollar, LHS)

(%)

displayed somewhat unstable movements
since August of 2011, as exemplified by the

4

sharp fall in stock prices and the rapid

2
0

0

20
VIX(RHS)

40

exchange rate rise-driven chiefly by concerns
about economic slowdowns in major

60
80
2008.1

2009.1

2010.1

2011.1

advanced countries and deepening of the

10

Note: 1) Daily average volatilities of the Treasury bond (3-year)
yield, the KOSPI index and the won / dollar exchange rate
calculated using the exponentially weighted moving
average (EWMA) method
Sources: Bank of Korea, Bloomberg

European debt problems, on top of the U.S.
sovereign credit rating downgrade.

In circumstances in which foreigners’
influence on the domestic financial markets is
very large, domestic financial market stability
can decline if foreign currency fund flows
become unstable due to uncertainties at
home or abroad.

[10] Foreign exchange soundness looks
favorable, given for instance that the nation’s
- 13 -
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foreign reserve holdings have increased
compared to end-2010, despite a slight decline
recently, and that the ability to redeem foreign
debt remains at a generally stable level.

The ratios of short-term foreign debt to foreign

Foreign exchange reserves, and ratios of
short-term external debt to foreign exchange
reserves and total external debt to GDP
3,500

(100 million dollars)

3,000

exchange reserves and of total foreign debt to

(%)
Foreign exchange reserves (LHS) 80
Short-term external debt /
foreign exchange reserves (RHS)
Total external debt / GDP (RHS)
60

GDP, indicators of the nation’s foreign debt
repayment capacity, have worsened
somewhat but seem to be being maintained

2,500
40
2.000

at generally stable levels. The underlying
foreign exchange supply and demand

1,500
2008.1/4

20
2009.1/4

Source: Bank of Korea

2010.1/4

2011.1/4

3/4

conditions remain tilted in favor of supply,
buoyed primarily by the continued surplus in
the current account.

Domestic banks’ foreign currency liquidity
conditions could deteriorate, however, should
European banks engage in large-scale
deleveraging with the outbreak of shocks.
Attention must therefore be given to ensuring
that international financial market unease
does not pose a significant risk to the
domestic financial markets, through close
examination of the adequacy of foreign
currency liquidity on an individual bank basis.
- 14 -
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II. Global economic and financial environment,
and the Korean economy

1. International financial market instability due to spread of
sovereign debt crisis

(Instability in international financial markets
increasing)
As the European sovereign debt crisis intensifies due to

Figure II- 1

factors such as the concerns about a Greek default and

Greek CDS premium and treasury bond yield
8,000

(bp)

(%)

80

CDS premium (LHS)

the downward adjustment of Italy’s sovereign credit
rating, the volatility of financial market price variables

Treasury bond yield (2-year) (RHS)
6,000

60

4,000

40

including interest rates, stock prices and exchange rates
is expanding. And with heightening of the
phenomenon of market participant risk aversion,

2,000

20

0
2010.1

0
7

2011.1

7

With Greece widely rumored to be unable to meet the

10

Source: Bloomberg

conditions of the 6th bailout package1), the CDS
premium on Greek treasury bonds spiked from 2,300

Figure II- 2

bps in early September 2011 to over 5,700 bps in early

Overly-indebted European country CDS premiums
1,250

(bp)

(bp)

1,250

October. The yield on 2-year Greek treasury bonds has
soared from around 40% to 70%, as the international

Ireland
Portugal
Spain
Italy

1,000

international financial market instability is increasing.

1,000

financial markets evaluate the possibility of a Greek

750

750

default to be high. Doubts over the solvency of other

500

500

overly-indebted European countries2) are mounting as

250

250

well, and CDS premiums on Irish, Portuguese and
Italian treasury bonds have risen sharply. With the

0
2010.1

7

2011.1

7

10

0

Italian sovereign credit rating having meanwhile been

Source: Bloomberg

1) The Greek government expects its fiscal deficits for 2011 to amount to
as much as 18.7 billion euros — 1.6 billion euros more than the target
of 17.1 billion euros agreed upon with the IMF (October 2).
2) The overly-indebted European countries include Greece, Ireland,
Portugal, Spain and Italy.
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Figure II- 3

downgraded3), as a result of diminished confidence in
1)

VIX and US dollar index

Italy’s political leadership and its slowdown in
(1973.3 = 100)

90

VIX (LHS)
US dollar index (RHS)

85

40

Currency
appreciation

50

economic performance, the CDS premium on Italian
treasury bonds has been driven well above that on
Spain’s.

80
30
75
70

10
2010.1

7

2011.1

7

10

65

As the European sovereign debt crisis comes back into
Currency
depreciation

20

Note: 1) An index showing the average values of six major country
currencies against the US dollar. A rise in the index means dollar
strengthening.
Source: Bloomberg

market is expanding. The CBOE VIX4), a measure of
stock price volatility, more than doubled between earlyJuly and September 2011—from 16 to 40. The US
dollar index has reversed to a strengthening trend since
September (when it appreciated 6.0%), as preference

Figure II- 4
Major country long-term treasury bond yields1)
4

sharp relief, volatility in the international financial

(%)

for safe assets has grown.
(%)

2.0

The interest rates on longer-term major country
3

1.5

treasury bonds have fallen noticeably with the
increasing propensity for risk avoidance due to the

US (LHS)

2

1.0

global economic slowdown. Especially, yields on 10-

Germany (LHS)
France (LHS)

year US and German treasury bonds, which were in the

Japan (RHS)
1
2010.1

0.5
7

global financial market instability and concerns about

2011.1

7

10

Note: 1) 10-year bonds
Source: Bloomberg

mid-3% range at the beginning of the year, had sunken
below the 2% level in September. Japanese treasury
bond yields are also falling gradually at around the 1%

Figure II- 5

level.

Rates of global stock price decline compared
to yearly highs1)
0

(%)

(%)

0

Global stock prices have declined to fresh lows as
uncertainty in the global economy has increased and

10

10
14.8
US

19.8
Japan

20

30

40

29.0
Euro Area

worries about corporate performance deteriorated. In
the euro zone, where the crisis began, stock prices saw

20
27.0
Emerging
30
market countries

40
Note: 1) Based on Dow Jones Index for US, Euro Stoxx for euro area,
Nikkei for Japan, and MSCI Emerging Market Index for
emerging market countries (end-Sept 2011)
Source: Bloomberg

3) S&P lowered Italy’s sovereign credit rating by one notch, from A+ to
A, on Sept 20, Moody’s by three notches, from Aa2 to A2, on Oct 4,
and Fitch by one, from AA- to A+, on Oct 7.
4) The CBOE VIX represents the inherent variability of the S&P500
index options traded on the Chicago Board Options Exchange (CBOE),
reflecting the market-predicted volatility for the following 30-day
period. The lower the index, the higher investor confidence.
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the biggest fall of 29% from their yearly highs (as of

Figure II- 6
Changes in investment composition of global funds
(billion dollars)

end-Sept.), while stock prices in emerging market

(billion dollars)

60

60

countries with their external sensitivities fell 27%, a
much larger decline than in the US (-15%) and in Japan

0

0

(-20%).
As the global financial markets have grown unstable

-60

-60

and counterparty risk has increased, the flow of funds

Stocks and bonds
MMFs

into shorter maturity instruments is intensifying. Global

-120

-120
2011.4

5

6

7

8~9

fund investment in stocks and bonds has decreased
while that in short-term instruments such as MMFs has

Source: Emerging Portfolio Fund Research

risen. In the US CP market as well, amid a shrinkage in
issuance of medium-term(80-day and longer) paper,

Figure II- 7
1)

US financial institution CP issuance, by maturity
90

(billion dollars)

issuance of very short-term (1- to 4-day) products is

(billion dollars)

10

rising as the shortening of fund maturities rapidly
proceeds.

8

70

(Heightened European bank default risk)
50

6

Concerns over the financial soundness of European
1-4 days (LHS)
5-9 days (RHS)
Greater than 80 days (RHS)

banks with large holdings of treasury bonds issued by
4

30
2011.1

7

10

Note: 1) Based on 20-day moving averages
Source: US Federal Reserve

overly-indebted European countries have been steadily
rising.
European banks’ exposures to overly-indebted

Figure II- 8

countries stood at US$ 2.2 trillion at the end of March

European country bank exposures to
overly-indebted countries1)
0.8

(trillion dollars)

(trillion dollars)

2011, with French banks’ holdings estimated at US$
0.8

Greece

credit risks of banks with high exposures to these

Portugal
0.6

Ireland

0.7 trillion and German banks’ at US$ 0.5 trillion. The

0.6

Spain

countries have increased steeply as the likelihood of a
Greek default has grown. The average CDS premium

Italy
0.4

0.4

0.2

0.2

of seven major European banks (from France, Italy and
Spain) almost tripled between April and September
2011, to over 350 bps, and their share prices

0.0

0.0
France

Germany

Note: 1) End-March 2011
Source: BIS

U.K.

Netherlands

plummeted by 50% (as of end-September) from July.
International credit-rating agencies have since
September moreover cut the ratings of a total of 38
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Figure II- 9

European banks.5)

European bank1) CDS premiums and stock prices
500

(bp)

(2011.1.3 = 100)
CDS premium (LHS)
Stock price index (RHS)

140

400

120

300

100

200

80

100

60

The funding conditions for European banks have
worsened rapidly as a result. Amid the rise to a new
high of the Euribor-OIS spread6), an indicator of credit
risk in the European money markets, new issuance of

0
2010.1

bonds has stalled and the amount of bonds redeemed
exceeded that of those issued.

40
7

2011.1

7

10

Note: 1) Averages of BNP Paribas, Credit Agricole and Societe
Generale (France); Unicredit and Intesa Sanpaolo (Italy); and
Banco Santander and BBVA (Spain)
Source: Bloomberg

Efforts on the parts of European banks to raise funds in
the US financial market are not going well. Although
European banks expanded their funding from US
MMFs from the start of the US Federal Reserve’s
quantitative easing policy, more recently these funds

Figure II- 10

have begun to reduce financing for them. US MMF

Net European financial institution bond
issuance, and Euribor-OIS spread
100

exposure to European banks stood at 55.2% of their

(billion euros)

(bp)

5

total exposure as of end-2009, but had declined to

4

42.1% by the end of August 2011. The total value of

60

3

European bank CP issues outstanding in the US

40

2

financial markets is estimated to have also dropped

20

1

greatly.7) Meanwhile, the basis swap spread between

0

0

Net bond issuance (RHS)
Euribor-OIS spread (LHS)

80

the euro and the US dollar8) widened to -72 bps in late
September, from -15bps in early May, resulting in

-20
2011.1

-1
3

6

9

steeply increased funding costs for European banks.

Note: 1) Based on 3-month interest rates
Sources: Bloomberg, ECB

5) Credit ratings were lowered for two French banks (by Moody’s) on
Sept 14, seven Italian banks (by S&P) on Sept 21, eight Greek banks
(by Moody’s) on Sept 23, and twelve British and nine Portuguese
banks (by Moody’s) on Oct 7.
6) OIS stands for the 'Overnight Indexed Swap Rate', and is a fixed rate
exchanged for floating rates (1-week, 1-month, 3-month, etc.) in
interest rate swaps. OIS transactions are distinct from the Euribor (Euro
Interbank Offered Rate) transactions in that they involve no actual
lending or borrowing, and that the only thing swapped is interest
payments. The Euribor- OIS spread is therefore used as an indicator of
bank credit risk.
7) The weekly average value of CP issuance outstanding of foreign
(presumably European) financial institutions in the US declined from
240.8 billion dollars in May to 190.7 billion dollars in September.
8) When a currency swap between the euro and the US dollar is made, a
spread is added to the Euribor. A large negative value of this spread
indicates strong demand for the US dollar.
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European banks seem to be relying increasingly on the

Figure II- 11
US MMF1) exposure to European banks
60

(%)

ECB for emergency liquidity as funding conditions in
(%)

60

the international financial markets deteriorate further.
The daily average amount of recourse to the ECB’s

55.2

50

50

marginal lending facility9) shot up to 610 million euros
in September, compared to 120 million euros in July,

42.1

showing how difficult raising funds from the interbank
40

40

money market has become due to rising counterparty
risk.10)

30

30
2008.12

2009.12

2010.12 2011.5 6

7

8

Note: 1) Based on 10 major MMFs
Source: Fitch Ratings

(Possibility of global credit crunch)
The possibility of the European sovereign debt crisis
spreading from European to global banks cannot be
ruled out. Resolution of the European sovereign debt
problem through the efforts of the overly-indebted
countries on their own is difficult, and international
cooperation is desperately needed. Given the varying
interests of individual countries it is not easy to draw
up effective policy alternatives, however, and the

Figure II- 12

problem is thus seen likely to act as a factor causing

Current and fiscal account balances of
overly-indebted countries
3

(percentage of GDP, %)

unease in the international financial markets for a

(percentage of GDP, %)

3

considerable time.

0

0

-3

-3

For the overly-indebted European countries, their

-6

-6

current account deficits have increased since

-9

-9

Current account balance
Fiscal account balance

-12

-12
-15
1995

2002 (introduction of euro
currency, in 2002)
2000

2005

introduction of the euro as the common currency has
made their exports less competitive. This has caused
GDP growth to slow in these countries and their fiscal

-15
2010

Source: IMF

9) When they face temporary funding shortages, the ECB lends
European banks overnight funds within limits not exceeding the
values of their collateral deposited with it.
10) Banks with surplus funds prefer depositing them with the ECB over
lending them in the interbank market. The value of incoming deposits
at the ECB’s deposit facility thus jumped eight-fold from 24.9 billion
euros in early July to 199.6 billion euros at end-September.
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soundness to deteriorate.11) Countries in the euro zone
are unable to adopt independent exchange rate policies,
but the overly-indebted countries cannot lower their
sovereign debts through fiscal austerity alone.
Although the possibility of euro bond issuance has
been suggested as one measure to strengthen
integration of the euro zone, conflicts of interest among
member countries and a lack of political leadership12)
are hindering actual implementation of such policies.
Figure II- 13

As the sovereign debt crisis in Europe deepens, global

European bank1) expected losses, by scenario2)
300

(billion euros)

(billion euros)

banks may incur large losses and be forced to
300

credit crunch. IMF estimates13) of expected European

100
200

200

bank losses under various adverse scenarios shows that
their losses could total 80 billion euros (0.7% of GDP

120
100

100

of 20 EU countries) if the crisis is limited to Greek,
Irish and Portuguese sovereign debt. If losses on

20

Spanish and Italian treasury bonds are also incurred

60
0

0
Scenario 1

deleverage, which can bring about a sudden global

Scenario 2

Scenario 3

Scenario 4

Notes: 1) Based on banks in 20 EU countries
2) Scenario 1 : losses on Greek sovereign debt; Scenario 2 :
Scenario 1 + losses on Irish and Portuguese sovereign debt;
Scenario 3 : Scenario 2 + losses on Spanish, Italian and
Belgian sovereign debt; Scenario 4 : Scenario 3 + losses on
six countries’ banking sectors
Source: IMF「Global Financial Stability Report」
(Sept 2011)

(Scenario 3), however, the total could be as much as
200 billion euros, 1.7% of the 20 EU countries’ GDP.
Under this scenario, European banks would likely
deleverage to preserve capital adequacy.

11) In the national income identity equation, a bigger current account
deficit leads to a larger fiscal deficit unless there is a big change in net
investment:
[I - (Y - C)] + (M - X) = (G - T)
Net Investment Current account Fiscal deficit
deficit
12) The German ruling party has suffered several consecutive defeats at
the election polls. Spain (parliamentary election in Nov 2011,
presidential election in 2012), Ireland (parliamentary election in May
2012), and France (parliamentary and presidential elections from
April to June 2012) can meanwhile not be expected to exercise strong
political leadership because of their scheduled elections.
13) The IMF published its estimates of the expected losses of 20 EU
countries’ banks from exposure to the public and banking sectors in
overly-indebted countries, using BIS statistics, the European Banking
Authority data, and CDS premium spreads (IMF,「Global Financial
Stability Report」
, Sep 2011).
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<BOX II- 1>

Financial linkages between domestic banks and overseas financial institutions
The total value of transactions between Korean banks and overseas financial institutions amounted to 145.8
trillion won at the end of March 2011, surpassing the values of transactions between domestic banks and nonbank financial institutions (131.3 trillion won) as well as transactions among domestic banks (123.6 trillion
won). Meanwhile, transactions with overseas financial institutions consisted more of liability (119.6 trillion
won, or 82.0% of the total) than asset transactions (26.2 trillion won or 18% of total transactions), meaning that
domestic banks mainly borrow from overseas financial institutions rather than lending to them. By country,
most of the counterparties in these transactions of domestic banks were financial institutions in six countries—
the US (31.6%), the U.K. (20.5%), France (11.3%), Japan (9.4%), Germany (7.4%) and the Netherlands
(7.2%). Transactions with European financial institutions, which are in recent times being hit by the sovereign
debt crisis, accounted for about 50% of domestic banks’ total transactions with overseas institutions.
Domestic bank interconnectedness

Overseas financial
institutions

Countries of financial institutions interconnected
with domestic banks1)
Domestic nonbank institutions

Domestic banks

U.K.
20.5%

US
31.6%

Domestic bank assets
26.2 trillion won
(18.0%)
145.8 trillion won
Domestic bank
liabilities 119.6 trillion
won (82.0%)

Transactions among
domestic banks
123.6 trillion won

131.3 trillion won

Europe
50.3%

Securities companies
89.3 trillion won

France
11.3%
Germany 7.4%

Japan
9.4%

Netherlands 7.2%
Switzerland 3.4%

Insurance companies
34.8 trillion won
Other 7.2 trillion won

Source: Bank of Korea

China
5.3%

Other 0.5%
Canada
2.1%

Australia
1.1%

Other
0.2%

Note: 1) Excluding overseas financial institutions holding foreign
currency bonds issued by Korean domestic banks
Source: Bank of Korea

Given their high linkages with overseas financial institutions, domestic banks could sustain heavy losses in the
events of default by foreign financial institutions. Particularly, domestic banks transacting with overseas
financial institutions are at the center of the contagion channel by which overseas shocks can spread to become
risk for Korean non-bank financial institutions. It is hence important for domestic banks to build up resilience
to external shocks by expanding their capital. They must also diversify their sources and vehicles of foreign
currency funding, thereby reducing concentration risk in foreign currency funding. The domestic authorities
should moreover consider strengthening their cross-border cooperation with foreign financial supervisory
authorities, by signing institution-specific cooperation agreementsi) with the home supervisory authorities of
foreign banks having subsidiaries in Korea.
i) The FSB recommends that, when engaging in cross-border cooperation on SIFIs (Systemically Important Financial Institutions), the
home and host authorities sign institution-specific cooperation agreements as well as general agreements applicable to all institutions.
To facilitate this process, the FSB recommends close cooperation among the financial supervisory authorities, central banks and finance
ministries of the home and the host countries (FSB, “Effective Resolution of SIFIs—Recommendations and Timeliness <Consultative
Document>”, 2011.7).
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2. Increased downside risks to global economy
Figure II- 14
US GDP growth rate1) and contributions to percent
change in GDP
8

(%, %p)

As the euro area sovereign debt crisis deepens, most

(%, %p)
GDP growth rate

8

below their original estimates since the second quarter

4

4

0

0

-4

-4

-12
Q1 2008

Q1 2009

Q1 2010

-8

recoveries in these countries. As the economic
recoveries in advanced countries are delayed and the

-12

there is also a possibility of contraction in the emerging
market countries that have led global economic growth

Q2 2011

so far. Even amid these signs of economic conditions

Note: 1) Annualized percentage changes from preceding quarters
Source: US Department of Commerce

worsening, however, advanced countries have their

Figure II- 15

hands full with their own deteriorating fiscal health

US unemployment rate and share of long-term
unemployed
12

of 2011, prompting worries about the economic

international financial market instability continues,

Government consumption expenditures and
gross investment
Net exports of goods and services
Gross private domestic investment
Personal consumption expenditures

-8

economic indicators of advanced countries have been

(%)

while emerging market countries are busy fighting
(%)

50

Unemployment rate (LHS)
Share of long-term unemployed (RHS)1)

inflation pressures, and policy responses are therefore
not easy. All of these factors are likely to increase

10

40

8

30

downside risks to the global economy.

(Delays in economic recoveries of advanced
20

6

4
2007.1

10
2009.1

2011.1

9

countries)
The recovery in the US economy has been delayed,
with its rate of GDP growth slowing for example. US

Note: 1) Unemployed persons who have looked for work for more
than 27 weeks
Source: US Bureau of Labor Statistics

GDP growth (annualized percentage changes from
preceding quarters) was 0.4% in the first quarter and

Figure II- 16
US shadow housing inventory and existing home sales

1.3% in the second quarter of 2011, far below the

(millions of homes)
6
Shadow inventory (LHS)1)

projections (1.7% for Q1 and 3.1% for Q2, by the

(%)

12

OECD). The contribution to GDP growth of personal

Existing home sales (RHS)

2)

4

8

consumption expenditure14), which normally plays the

2

4

14)

Contributions to US GDP growth1)
(from 2000 to 2007)

0
Q1 2005

0
Q1 2008

Q2 2011

Notes: 1) Homes expected to eventually come to market
2) Existing home sales / total home sales
Sources: US Mortgage Bankers Association, National Association of
REALTORS

Gov’t
Consumption

Fixed
Investment

Residential
Investment

Net
exports

83.2

15.5

14.6

0.4

-12.0

Note: 1) (Growth in each sector) / GDP growth) × 100
Source: US Department of Commerce
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Figure II- 17

biggest role, has slumped from 2.5 percentage points in

US economic sentiment indices
<Consumer Sentiment Index>
100

(1996 = 100)

(1985 = 100)

Q4 2010 to 0.3 percentage points in Q2 2011 as private

<Purchasing Managers Index>
100

70

(base value = 50) (base value = 50)

Univ of Michigan (LHS)
Conference Board (RHS)

70

consumption has contracted.

Manufacturing industry
Non-manufacturing industry

80

80

60

60

60

60

50

50

40

40

40

40

A swift US economic recovery appears unlikely in the
foreseeable future as well, given the worsening of
private consumption with improvement in employment
conditions being delayed and home sales remaining
sluggish.

20
2008.1

2010.1

20
2011.9

30
2008.1

30
2010.1

2011.9

On the employment front, the unemployment rate

Sources: US University of Michigan, Conference Board, ISM

remains high at around 9%, while job creation has been
Figure II- 18

structurally hindered by hysteresis effects15) as the

US federal debt
24

(trillion dollars)

(%)

Total amount (LHS)
Debt ceiling (LHS)
as % of GDP (RHS)

20

number of the long-term unemployed increases.
120

Housing prices, which greatly influence private

100

consumption, are likely to remain in low territory due

16

80

to the large shadow inventory16) and the swelling

12

60

inventory of existing homes for sale. The economic

8

40

sentiment indices predicting future investment and

4

20

consumption activities of businesses and households

0
1980

1990

0
2011

2000

have also worsened. The Consumer Sentiment Index
has dropped sharply since early 2011 and the National

Sources: White House, IMF

Purchasing Managers Index, which forecasts future
production, has since March 2011 declined as well.

Figure II- 19
1)

Euro area GDP growth rate
4

(%)

(%)

4

Fiscal policy is not easy to implement in a situation of
accumulated federal debt17), and if the euro zone crisis

2

2

0

0

should spread to the real economy and economic
growth in emerging market countries should slow, the
US economic doldrums are likely to be further

May projections
-2

-2

Actual growth
Sep. projections

-4
Q1 2008

Q1 2009

Q1 2010

Q1 2011

-4
Q4 2011

Note: 1) Annualized percentage changes from preceding quarters
Sources: Eurostat, OECD

15) When unemployment is protracted, job-seeking activity decreases and
job-related skills may become outdated and job seekers less attractive,
eventually making their unemployment permanent.
16) Homes that have a high possibility of eventually coming to market
after foreclosure due to the non-repayment of mortgage principal or
long overdue interest payments
17) After its sovereign credit rating was downgraded (on Aug 5), the US
administration drew up its Plan for Economic Growth and Deficit
Reduction, to cut fiscal expenditures by US$ 4.4 trillion, and
submitted it to Congress.
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prolonged.

Figure II- 20
Euro zone unemployment rates
24

(%)

(%)
Euro zone
Portugal

Greece
Spain

24

Ireland

The trend of recovery in the euro area is also being
constrained. GDP growth (annualized percentage

19

19

14

14

changes from preceding quarters), which was relatively
high at 3.4% in the first quarter of 2011 thanks to
investment upturns in Germany and France, dropped to

9

9

4
2008.1

4

0.7% in Q2 with the new surge in uncertainty as the
sovereign debt problems reemerged.

2009.1

2010.1

2011.1

8

Amid expectations that the sovereign debt crisis will

Source: Eurostat

not be resolved in the near future, employment
conditions are deteriorating and economic participants’

Figure II- 21

confidence has been dented. Economic growth

Euro zone economic sentiment indices
70

prospects for the euro zone are anything but clear. The

(base value = 50)

120

Manufacturing industry Purchasing Managers Index (LHS)

unemployment rate is continuously rising across the

Economic Sentiment Indicator (RHS)
60

100

euro zone to approach 10%, and has hit 20% in Spain
and 15% in Greece. Economic sentiment indices such

50

80

40

60

as the manufacturing industry Purchasing Managers’
Index have moreover tumbled since March 2011.

30
2008.1

40
2009.1

2010.1

2011.1

9

In Japan, the economy is emerging from the shock of
the Great East Japan Earthquake earlier this year and

Sources: EC, Markit

showing signs of recovery. The earthquake took its toll
on the Japanese economy by delaying production and
Figure II- 22
Japan GDP growth rate and yen/US dollar exchange rate
20

(%)

(yen/US dollar)
GDP growth rate (LHS)1)

2011, but once in the second quarter the economy
110

yen/dollar exchange rate (RHS)
10

reducing private consumption in the first quarter of

100

picked up steam and embarked on a path of recovery.
The recovery of the Japanese economy is expected to
gradually accelerate going forward, although the

0

90

-10

80

Japanese yen’s strengthening as a safe haven currency
amid the increase in overseas risk may hinder growth.

-20
Q1 2008

Lehman
Brothers
collapse

Greek
bailout
package
Q1 2010

Sovereign
debt crisis

70

(Possibility of growth slowdown in emerging

Q4 2011

Note: 1) Annualized percentage changes from preceding quarters; the data
for Q3 and Q4 are OECD projections (Sept. 2011).
Sources: Cabinet Office of Japan, Bloomberg

market countries)
Growth is likely to slow in the future in emerging
- 24 -
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market countries, which have until now played a key

Figure II- 23
Major emerging market countries’
consumer price inflation rates
10

(%)

role in global economic growth18), owing to such risk
(%)

Consumer price inflation rate1)
Consumer price target rate2)

factors as inflation pressures and the increased
10

8

8

6

6

4

4

2

2

uncertainties in advanced economies.
Consumer prices in most emerging market countries
have risen to levels above their inflation targets, owing

0

0
China

Mexico

Russia

India

Brazil

Notes: 1) January-September 2011 average (January-August average
for China and India)
2) When the country’s consumer price target rate is a specified
range, the upper limit of that range
Sources: Central banks, governments, statistical offices of respective
countries

Figure II- 24

(2005.1/4 = 100)

(2005.1/4 = 100)

US monetary base + foreign holdings of US treasury bonds
250

Global official foreign exchange reserves

200

200

150

150

100

100

50

50
Q1 2005

Q1 2007

Q1 2009

Q3 2011

market countries could increase yet further should
advanced countries implement additional quantitative
easing policies to combat slowing of their economies

for further monetary tightening20) to counteract such
inflationary pressures, it may impede their economic
growth.
Emerging market countries heavily dependent on the
markets of advanced countries would be hit particularly
severely should the economic downturn in the US
that major emerging and developing countries depend
on exports to advanced country markets for over 60%

Figure II- 25
1)

Export dependence in major emerging and
developing countries
(%)

of their GDP, any decline in exports due to continued
(%)

economic weakness in advanced countries could
100

Advanced economies
Emerging and developing economies
80

80

60

60

40

40

20

20

0

0
China

example. The inflationary pressures on emerging

worsen or the euro zone crisis escalate further. Given

Note: 1) Sum of US, euro area, Japan and UK
Sources: Central banks of respective countries, IMF, Bloomberg

100

pressures from the rise in global raw material prices for

liquidity. Meanwhile, if emerging market countries opt
300

G4 M2 1)
250

trend of economic growth19) plus additional supply-side

and crisis contagion risk, thereby expanding global

Global liquidity
300

to increased demand-side pressures with the continuous

Mexico

Russia

India

Note: 1) Based on 2010 exports
Sources: IMF, Korea International Trade Association

Brazil

function to reduce their growth.

18) The contribution of emerging and developing economies to global
economic growth in 2010 and 2011 is estimated at 3.3%ps, 2.7 times
that of advanced economies (1.2%ps).
19) GDP growth for 2010 and 2011 in these countries is expected to
surpass the long-term average rate for 1988 through 2007, by around
1%p.
20) Most emerging market countries changed to monetary tightening
policies in 2010.
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3. Increased uncertainty over growth path of domestic economy
Figure II- 26
Real GDP growth1), and long-term trend2)
15

(%)

(%)

15

(Long-term growth trend maintained)
The domestic economy maintained a generally solid

10

10

5

5

0

0

Real GDP growth was 1.3% (quarter-on-quarter) in the

-5

-5

first quarter and 0.9% in the second. On a year-on-year

pace of growth despite price instability in the first half
of 2011, owing chiefly to the buoyancy of exports.

Long-term trend
-10
1991.1/4

Real GDP growth
-10

1996.1/4

2001.1/4

2006.1/4

2011.2/4

basis, the rate of growth during the first half was 3.8%,
as the long-term growth trend was maintained.

Notes: 1) year-on-year
2) calculated using HP filter
Source: Bank of Korea

Private consumption continued its trend of recovery,
Figure II- 27

increasing by 0.4% quarter-on-quarter (2.8% year-on-

Real GDP growth, rates of private consumption and
facilities investment increase1)
4

(%)

(%)

year) in the first quarter and 0.9% (3.0% year-on-year)
12

in the second. Employment conditions, which effect
private consumption, also continued their trend of

2

6

0

0

improvement. The number of persons employed rose
by 140,00021) in the year to September 2011, while the
unemployment rate22) fell to 3.2% in September, after

-2

Real GDP (LHS)
Private consumption (RHS)
Facilities investment (RHS)

-4
2009.1/4

2010.1/4

-6

having hit 4.0% in February.

-12

Facilities investment shrank by 1.1% quarter-on-

2011.2/4

quarter in the first quarter but then shifted to 3.9%

Note: 1) quarter-on-quarter
Source: Bank of Korea

growth in the second, led by investment in machinery
Figure II- 28

such as semiconductor manufacturing equipment.

Number of persons employed1),
and unemployment rate1)
25

(millions)

(%)

6

The current account registered a surplus of 12.3 billion

Number of persons employed (LHS)

dollars in the year to August 2011, slightly down from

Unemployment rate (RHS)
5
24
4
23
3

22
2009.1

2
7

2010.1

Note: 1) Seasonally adjusted
Source: Statistics Korea

7

2011.1

9

21) The number of persons employed rose by 461 thousands in the year to
August 2011, but dropped considerably in September owing mainly
to temporary factors such as the Chuseok holidays.
22) The unemployment rate is defined as the percentage share of the
unemployed in the total economically active population. The
unemployed are persons who were without remunerated work at the
time of the survey and had actively looked and been immediately
ready for work during the four-week period previous.
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its level one year previous (15.6 billion dollars).

Figure II- 29

Exports rose, propelled by overseas demand following

Current account, and export & import growth
60

(Compared with the same months of the previous years, %)

(100 million dollars)

60

the Great East Japan Earthquake, with a particularly
solid performance seen in automobile and

40

40

petrochemical exports. Imports also increased
20

20

0

0
Current account (RHS)
Export growth (customs-clearance basis, LHS) -20
Import growth (customs-clearance basis, LHS)

-20

-40
2009.1

-40
2010.1

2011.1

8

considerably, however, by 26.7% year-on-year, due to
the sharp hikes in prices of crude oil and raw materials.
CPI continued its upward trend, surpassing the 4%
year-on-year upper limit of the medium-term inflation
target23) set by the Bank of Korea for 2011. CPI rose to

Source: Bank of Korea

5.3% in August, but then eased to 4.3% in September.
Figure II- 30

The core inflation rate, which strips out the prices of
CPI and core inflation

6

(Compared with the same months
of the previous years, %)

(Compared with the same months
of the previous years, %)

CPI
Core inflation

5

non-grain agricultural products and petroleum products
6

from CPI, rose steeply in 2011 and hit 3.9% in

5

September. This can be attributed to a combination of

4

4

3

3

2

2

1

1

0
2009.1

0

demand-side pressures arising from the economic
upturn and cost-side pressures such as the high
international raw materials prices.

(Increased uncertainty as to growth path)
2010.1

2011.1

9

Going forward, the domestic economy is forecast to

Note: 1) The shaded area indicates the inflation target range.
Source: Statistics Korea

continue its long-term trend of growth provided the
global economy recovers even slightly. But given the

Figure II- 31
Economic growth forecasts
(2011)
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continued existence of risk factors such as the Euro
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zone sovereign debt crisis, the future growth path is all
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8
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forecast (Sep)

Revised
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but certain.
External risk factors including the rapidly-spreading

6

6

6

6

4

4

4

4

developed country economies are highly likely to work

2

2
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as downside risks to the domestic economy. More

0

0

Euro zone sovereign debt crisis and the sluggishness of

0
World US Euro China Korea
zone

0

recently, as the Euro zone crisis shows signs of

World US Euro China Korea
zone

Source: IMF

23) The inflation target for 2010 to 2012 is 3.0 ± 1%.
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spreading through banks and to the real economy, the

Figure II- 32
1)

Expected inflation
5

IMF has lowered its global growth forecasts. Given the
(%)

(%)

5

General public

vulnerability of the Korean economy to changes in
external economic conditions, domestic economic

Specialists
4

4

3

3

2
2010.1

2

activity thus appears likely to contract.
Internally, the increased debt repayment burden caused
by the soaring household debt, coupled with the
upward spiral in housing rental costs, could dampen

7

2011.1

9

Note: 1) Expected CPI for the forthcoming one-year period (monthly
basis for general public and quarterly basis for specialists)
Source: Bank of Korea

private consumption. With CPI expected to stay high
for the foreseeable future, this might also dent private
consumption.
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III. Potential risk factors for domestic financial system

1. Volatility of foreign capital flows

(Foreign stock investors turn to net selling, bond
investors maintain net purchase position)
Global liquidity has increased due to the quantitative

Figure III- 1
Net inflows of global securities investment capital to
emerging market countries

easing policies in major developed countries in the
wake of the recent global financial crisis. Much of this

(100 million dollars)

(100 million dollars)
300

300

abundant liquidity has flowed steadily into emerging

200

markets with relatively healthy fiscal positions and

100

economies growing at solid rates. Despite the

Stocks
Bonds

200

Total
100

0

0

increasing world economic uncertainties in 2011, the
inflow of global bond investment funds to emerging

-100

-100

-200
2008.1

-200
2009.1

2010.1

2011.1

9

Source: Emerging Portfolio Fund Research

markets has continued. Emerging economies’ stock
markets have on the other hand experienced
alternating periods of capital in- and outflows,
meaning a more noticeable trend of discrimination

Figure III- 2

depending upon the type of investment assets. This has

Foreign investors’ Korean stock net purchases and holdings
150

(100 million dollars)

(100 million dollars)

also been true in the Korean securities markets.24)

4,000

Foreigners’ stock investment (LHS)
Foreigners’ stock holdings (RHS)

100

3,000

Regarding investment capital flows into the Korean
stock market, after continuing to record net inflows in

50
2,000

2010 foreign investors shifted back and forth between

0
1,000

-50

net buying and net selling in 2011, in line with
movements in the global stock markets and their

-100
2008.1

0
2009.1

2010.1

2011.1

9

changing appetites for risky assets. Especially during

Source: Bank of Korea

24) Despite the exit of funds from the stock market, foreign investment in
Korean securities maintained a net inflow of US$ 4.6 billion in the
year to September 2011, thanks to a sharp increase in capital inflows
to the domestic bond market.
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the bout of international financial market instability in

Figure III- 3
Foreigner stock holdings, and net purchases by
European and US investors

August and September 2011, European and US

(100 million dollars)
(100 million dollars)
4,000
US investors (LHS)
European investors (LHS)
100
Foreigner stock holdings (RHS)
3,000
150

capital, which usually accounts for most of the foreign
capital in the domestic stock market25), flowed out in
droves. Local stock holdings of foreign investors as a
result totaled US$ 269.5 billion at end-September

50
2,000
0
1,000

-50

2011, down of 17.4% from end-2010 with their share
in total domestic stock market capitalization falling
from 31.1% to 30.9% over the same period.

0

-100
2008.1

2009.1

2010.1

2011.1

9

Meanwhile, foreign investors have maintained a

Source: Bank of Korea

continuous net buying position in the Korean bond
market since January 2011. Local bond holdings of

Figure III- 4
Foreigner net buying and holding of Korean bonds
90

foreign investors as a result totaled US$ 75.6 billion at
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800

Foreigner net purchases of bonds (LHS)

domestic bond market rising to 6.9% as of end-

Foreigner bond holdings(RHS)
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end-September 2011, with their share in the total

600

September from 6.6% at end-2010.
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400

By region of origin, investors from Asia have been the

0
200

-30

biggest participants in the Korean bond market. US
and European holdings of Korean bonds have in

-60
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0
2009.1

2010.1

2011.1

9

contrast decreased, even though US and European
investors have maintained net inflows. By type of

Source: Bank of Korea

investor, much of the capital inflows in 2011 have
Figure III- 5

been accounted for by mid- and long-term investment

Foreigner net buying of bonds by region and type
100

(100 million dollars)

(100 million dollars)

by Asian central banks seeking to diversify their
100

Central banks

companies. As a result, the share of Asian central

Global funds
50

50

Banks

banks’ holdings in total foreign bond holdings rose

0

0

-50
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portfolios26) and by US/European investment

sharply to 30.2% at end-September, from 19.8% at

-50

Europe

U.S

Asia

2008 2009 2010 2011. 2008 2009 2010 2011. 2008 2009 2010 2011.
Jan. - Sep.
Jan. - Sep.
Jan. - Sep.
Source: Bank of Korea

-100

25) As of end-September 2011, holdings of Korean stocks by US and
European investors stood at US$ 203.5, 75.5% of total foreign stock
holdings.
26) Proportion of Asian currency holdings in official foreign exchange
reserves of emerging markets : end-2008: 2.0% → end-2009: 3.6%
→ end-2010: 5.1% → end-March 2011: 5.8% (IMF Currency
Composition of Official Foreign Exchange Reserves)
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end-2010. In terms of asset type, Asian central banks
and investment companies have purchased mainly
mid- and long-term bonds27). In terms of residual
maturity, they have preferred government bonds with
lifetimes of more than three years to the monetary
stabilization bonds (MSBs) with less than one-year
maturities often bought for arbitrage. The residual
maturities of foreign investor-held bonds have hence
become longer.

(Possibility of foreigner securities investment fund
withdrawal)
There is a possibility of foreigner securities investment

Figure III- 6
Foreigner net buying of MSBs and treasury bonds,
by residual maturity
Less than 1 year
1-3 years
Over 3 years

200

given the likelihood of international financial market
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300

in the Korean markets shifting to net fund outflows,
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instability persisting due to the worries about the
deepening of the European sovereign debt crisis. In
particular, if the sovereign debt crisis spreads to
European banks, prompting their deleveraging, or if

0

0

-100

-100
Government bonds

US economic growth slows, the possibility cannot be
excluded of a massive exodus of foreign securities
investment funds from Korea.

MSBs

-200

-200
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2011. 2008
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A massive exodus of foreign securities investment

Source: Bank of Korea

funds from the Korean markets in the event of any

Figure III- 7

future external shock seems highly likely, due mainly

Ratios to GDP of net capital inflows to major
emerging market securities1)

to the following reasons:
(%)

(%)

than those to other emerging markets. A comparison

2

2

with other major emerging markets shows the amount

0

0

Note: 1) From Q2 2009 through Q4 2010
Source: ECB「Financial Stability Review」
(June 2011)

Argentina

4

Turkey

4

Indonesia

since the global financial crisis have been much larger

India

6

Venezuela

6

Malaysia

First, capital inflows to the Korean securities market

Brazil

8

South Africa

8

Mexico

10

Korea

10

27) The share of government bonds in total foreign bond holdings jumped
from 54% at end-2008 to 69.1% as of September 2011, while the
share of MSBs declined from 42% to 27.5% during the same period.
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of net securities investment capital inflow to Korea

Figure III- 8
Foreign securities investment balance and
proportion1), by region
3,000

exceeding 8% of GDP in the second quarter of 2009
through end-2010, far above the average (4%) among

(100 million dollars)

(100 million dollars)
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other emerging markets during the same period.
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Second, foreign securities investment funds in the
Korean markets are to a large extent accounted for by
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1,000
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holdings of local stocks and bonds by US and

47.0%
32.0%
21.1%
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US and European investors. As of end-September,
European investors amounted to US$ 203.5 billion and

0

US$ 40.1 billion in value, respectively - 75.5% of

Bonds

Notes: 1) Sum of KOSPI and KOSDAQ
2) As of end-Sep 2011
Source: Bank of Korea

foreign stock holdings and 53.1% of foreign bond
holdings.

Table III- 1
Comparison of major emerging capital market sizes1)
Korea

China

Thailand

Brazil

Mexico

Size of stock
market2)

8,346
[11]

35,732
[2]

1,770
[20]

13,372
[8]

3,520
[16]

Stock market
turnover3)

178.5
[2]

278.5
[1]

97.0
[8]

69.8
[11]

30.5
[18]

Size of bond
market4)

1,141
[10]

2,647
[5]

194
[16]

1,218
[9]

393
[13]

Third, Korea has a relatively better developed and
more open capital market than other emerging
markets. As of end-2009, Korea’s total domestic stock
market capitalization stood at US$ 834.6 billion, the
11th largest among 25 major emerging markets. Its

Notes: 1) Figures in brackets are the rankings among 25 major countries.
2) Total stock market capitalization as of end-2009
(100 million dollars)
3) Total value traded (Oct 2010) / total market capitalization (%)
4) Bond issues in the domestic market as of end-2009
(100 million dollars)
Sources: IMF, BIS, World Federation of Exchanges

turnover was meanwhile 178.5%, second only to
China’s.
Meanwhile, although foreign bond investment funds

Figure III- 9

invested in the domestic market remain stable in

Pre- and post-crisis foreigner net buying of
Korean securities
(100 million dollars)
60

normal times, they can also flow out on a massive

Outflow period: 19 months (100 million dollars)
60
Rate of outflow: 23%

scale in times of crisis, worsening financial system
destabilization.28) Over the 19-month period after the
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Lehman Brothers bankruptcy filing, for instance,
nearly 23% of the total foreign investment funds
invested in local stocks left the country. For bonds,
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Lehman Brothers collapse
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Bonds
Outflow period: 4 months
60
Rate of outflow: 22%

60
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0

-60
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Source: Bank of Korea

2008.3

6
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-60

28) During a crisis, a massive exodus of investment capital from the bond
market can lead to a sudden hike in interest rates. In such a situation,
the central bank is forced to intervene to bring interest rates down to a
sustainable level, and foreign investors can, therefore, easily liquidate
their bonds without significant capital losses. This appears to be one
reason for the rapid outflows of foreign capital from the bond market
in times of crisis.
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22% of the foreign investment funds that had flowed

Figure III- 10
Foreigners’ bond investment in Mexico
28

in on a net basis before the Lehman crisis fled Korea

(peso / USD)
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Foreigner bond holdings (LHS)
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intensively over just a four-month period following
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outbreak of the crisis.

Peso/USD exchange rate (RHS)
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The same phenomenon was seen in Mexico, which
was used to steady inflows of foreign investment

4
2007.1

funds but saw a rapid flight of capital at the onset of
the crisis29) as investors sought to reduce their risk.

4
2008.1
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2010.1

2011.1

9

Source: Bank of Mexico

(Possibility of outflows of bank foreign currency
borrowings)

Figure III- 11
Changes in bank short- and long-term foreign currency
borrowings, and % of short-term borrowings
300

In the first half of 2011, banks’ foreign currency
borrowings, both short- and long-term, increased

(100 million dollars)

(100 million dollars)

72

150

68

0

64

-150

60

sharply from their levels in the second half of 2010.
This appears to have been due chiefly to higher
demand for short-term foreign currency borrowings on
the one hand, owing to the increasing trade credits

Long-term borrowings (LHS)
Short-term borrowings (LHS)
% of short-term borrowings (RHS)

-300

-450

56

H2

H1 2009

H2

H1 2010

H2

and on the other hand to the sales30) of offshore NDFs
under expectations of a stronger won. Because of the

52
H2 2007 H1 2008

during the export upturn to support the real economy,

H1 2011

Note: 1) Short-term foreign currency debt / total foreign currency debt
Source: Bank of Korea

European sovereign debt crisis, loans from Europe
have since August 2011 reverted to net outflows. Total
foreign currency borrowing outflows are not
significant so far, however, as foreign currency
borrowing inflows from the US continue.

29) Borio and McCauley pointed out, in their paper “The Economics of
Recent Bond Yield Volatility” (BIS Economic Papers No. 45,
1996.7), that foreign investment capital in bonds tends to accumulate
gradually over a long period of time, but in the event of a shock tends
to flow out suddenly and on a massive scale.
30) A non-resident who expects the won to strengthen signs an agreement
with a domestic bank to sell NDFs (Non-deliverable forwards) in the
NDF market. By buying the NDFs, the bank becomes overbought,
and in order to make its overall position (cash + forwards) square
again and hedge its exchange rate risk, should sell cash positions
equal to value of its overbought position. In this process, banks
lacking sufficient US dollar liquidity must borrow from other
financial institutions.
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Figure III- 12
European loans, by recipient country and
external debt-to-GDP ratio

If the European sovereign debt crisis spreads to banks,
and banks begin to deleverage, this can result in
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outflows of the capital borrowed by domestic banks.
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banks in Seoul,31) and further deterioration in European
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banks’ funding conditions may mean outflows of loan
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capital from them. The ratio of external debt to GDP is

Thailand

meanwhile higher in Korea than in most other
25
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External foreign currency borrowings / GDP

60
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emerging markets in Asia. And this, coupled with the
fact that Europe is the source for a rather large share of

Sources: BIS, World Bank

the foreign borrowings of Korean banks, suggests that
the impact on Korea of any worsening of the European
sovereign debt crisis may be greater on Korea than its
impacts on other emerging markets.
Figure III- 13
Foreigner holdings of securities, and foreign borrowings
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Being an export-oriented economy while the won is
not an international settlement currency, the Korean
economy has a vulnerability in that its foreign
exchange soundness can worsen suddenly in the event

0

of a funding squeeze due to credit crunch in the

-200

-200

international financial markets. During the Lehman

-400

-400

Brothers crisis, in fact, foreign creditors began to call
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in their loans to domestic banks, triggering a rapid and

-800
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massive outflow of foreign currency loan capital and
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Pre-financial Lehman Brothers
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Recent months
crisis
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(2007.6~2008.8) (2008.9~12) (2009.1~2010.12) (2011.1~9)
Source: Bank of Korea

causing the prices of major world currencies here to
skyrocket.
Meanwhile, local banks have invested most of their
foreign currency funds in notes and bonds issued by
Korean companies and financial institutions, because
of their high yields. These notes and bonds are not

31) The share of total loans from European sources, as of end-July 2011,
stood at 32% on the basis of the lenders’ locations and 41% on the
basis of the countries of location of the lenders’ head offices.
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easy to quickly sell to create foreign currency liquidity
in times of emergency, however, and this foreign
currency fund investment pattern works as one factor32)
through which local banks’ foreign currency liquidity
positions could easily deteriorate even in the face of a
small shock.

32) For further details, refer to <Box III-1>「Potential domestic bank
foreign currency-denominated bond investment risk」
.
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<BOX III- 1>

Potential domestic banki) foreign currency-denominated bond investment risk
Whenever external shocks occur, there are increasing
concerns about the foreign currency liquidity situation of
domestic banks. The CDS spread between foreign currency-

CDS spread between foreign currency-denominated
domestic bank bonds1) and government bonds
900

(bp)

(bp)
300
B-A (RHS)
Government bond CDS
premium (A, LHS)

denominated bank bonds and Korean government bonds is
minimal in normal times, but widened during both the 2008

Bank bond CDS
premium (B, LHS)

600

200

financial crisis and after the recent outbreak of the euro zone
sovereign debt crisis. This is because domestic banks do not

300

100

hold sufficient amounts of highly-liquid foreign currency
assets which can be utilized for foreign currency liquidity
when foreign currency funding turns difficult.

0
2007.1

0
2008.1

2009.1

2010.1

2011.1

10

Note: 1) Based on 5-year bonds of nine banks
Sources: Markit, Bloomberg

Among total foreign currency-denominated bondsii) held by
domestic banks, the share of government and public bonds
of developed countries that can be easily liquidated in
emergency situations stood at a mere 0.5% (US$ 11.8
billion) as of end-July 2011. The share of Korean corporate,
financial institution, government and public bonds
denominated in foreign currencies (hereinafter “Korean
paper”), which are difficult to sell when foreign currency
liquidity conditions deteriorate, on the other hand reached
63.6%. By issuer, bonds issued by financial institutions
(hereinafter “financial institution paper”), whose risks are
more likely to be transferred to other sectors, made up the

Foreign currency-denominated bonds
held by domestic banks
0

20

40

(%)
80

60

Korean paper

63.3

Government and
public bonds of 0.5
developed countries
Financial institution
and corporate bonds of
developed countries
Government and public
bonds of emerging 0.6
market countries
Financial institution
and corporate bonds of
emerging market
countries
0

22.4

13.2
20

40

60

80
(%)

Source: Bank of Korea

largest share of 50.3%. And among financial institution
paper, the proportion of bonds issued by non-bank financial institutions (52.1%)iii), which are more exposed to
liquidity risk than banks, exceeded that of bank bonds (47.9%).

i) Nine banks (KDB, IBK, NACF, KB, Woori Bank, Shinhan Bank, Hana Bank, SC First Bank and Citibank Korea) were
analyzed, based upon their bond holdings as of end-July 2011.
ii) Domestic banks take advantage of the differential between long and short-term interest rates by investing usually in
both medium- and long-term (tenors of 3 to 5 years) unsecured bonds (financial debentures, corporate bonds) with
funds borrowed short-term (tenor less than 1 year). The return on investment in these long-term assets are higher by
0.5%p than the interest paid on the foreign currency loans.
iii) Non-bank financial institution bonds include those of financial investment companies (26.5%), special purpose trusts
or corporations (25.6%), capital companies (20.9%), and credit card companies (14.9%).

- 36 -

Ⅲ. Potential risk factors for domestic financial system

This foreign currency investment behavior of banks, of a preference for Korean government and financial
institution paper, can be rational from the individual bank’s standpoint due to the related ease in credit analysis
and the high yieldsiv), but it can also operate as a factor weakening foreign currency liquidity resilience of the
financial system as a whole.
Korean papers show weakened functions of liquid assets in times of crisis because of their difficulty in
liquidating as their credit risks rise all together when a foreign currency liquidity crunch occurs. Furthermore,
the holding by financial institutions of each other’s paper heightens their interconnectedness and can work as a
factorv) causing acceleration of risk contagion during a crisis.

Shares of foreign currency-denominated bonds held by domestic banks
(by issuer)
60
50

(financial institution paper, by issuer)

(%)
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80
50.3
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39.4

40
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30
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40.2

40
30

20

20

10.3

10

10

0

0
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Corporations

Local

Government and public bonds

Overseas

Banks

Non-banks

Source: Bank of Korea

For example, the net repayment of foreign currency loans by domestic banks during the one-month period
(October 2008) of serious foreign currency shortage immediately after the Lehman Brothers collapse
amounted to US$ 4.67 billion, but the amount of foreign currency bonds liquidated during this time totaled
only US$ 0.19 billion (or 2.1% of domestic bank, total foreign currency bond holdings). Some of the bonds
sold during the crisis were sold at 30% below their purchase prices. Notably, some banks sustained big losses
on US MBSs, they had bought without thorough analysis of the asset qualities.

iv) The yield spread between A-rated domestic bank bonds with maturities of five years and US corporate bonds was
+110bps (daily average basis) from January 2010 to August 2011.
v) For the same reasons, the Basel III LCR (Liquidity Coverage Ratio) does not recognize bonds issued by financial
institutions as highly liquid assets.
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Foreign currency-denominated bonds sold off1) by
domestic banks during financial crisis (Oct. 2008)
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Note: 1) Excluding bonds held by overseas branches of Korean banks
Source: Bank of Korea

Going forward, domestic banks need to diversify their portfolios by allocating greater shares in them to highquality overseas bonds (government and public bonds of developed countries) that can be easily converted to
cash during a crisis, thereby enhancing their foreign currency liquidity resilience in times of crisis. Meanwhile,
the authorities need to strengthen regulation on domestic banks' foreign currency-denominated bond
investment, such as by limiting the percentage of investment in Korean paper in their total foreign currency
bond holdings. The Korean government and the Bank of Korea have in this regard banned domestic banks'
investment in foreign currency-denominated bonds issued domestically for the purpose of raising won funding,
with effect from July 2011.

Interconnectedness1) of domestic banks’ foreign
currency bondholdings
Bank A

(unit: million dollars)

Bank B

Bank I

Less than 30
Bank H

Bank C

30~60
60~100
100~200

Bank D
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200~400
400~800
Over 800

Bank F

Foreign
financial
company

Bank E

Note: 1) As of end-July 2011; the arrows (A→B) indicate that Bank A
purchased bonds issued by Bank B.
Source: Bank of Korea
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2. Debt service burdens of vulnerable household sector
Figure III- 14
Household debt1) outstanding, and rate of increase
(%)

(trillion won)
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(Household debt increase continues)
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800

600

5.5

8

Household debt (based on the new household credit

6

statistics)33) had increased to 876.3 trillion won as of
end-June 2011, up 3.5% over the end of 2010. It
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Note: 1) Based on household credit statistics (data prior to H2 2009
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Rates of household loan1) increase by type, and proportion2) of
loans borrowed for purposes other than home purchase

restrain the increase in household lending and the
housing market slump.

purposes of making ends meet rather than purchases of
homes. The proportion of household loans not
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Rate of home mortgage loan increase (LHS)
Rate of unsecured loan increase (LHS)
Proportion of loans borrowed for purposes
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outstanding increased by 4.1% in the first half of 2011,
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surpassing the increase in mortgage loans (3.7%).
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50

6.8

35

Credit card company cash loans34) remained on the rise

30

as well.

H1 2011

Notes: 1) Home mortgage loans (including housing-related loans) and
unsecured loans (including other loans) extended by depository
financial institutions, insurance companies and credit-specialized
financial institutions
2) Percentage share of total mortgage loans (based on newly-extended
loans by nine domestic banks during each bi-annual period)
Source: Bank of Korea

Figure III- 16

Rate of lease deposit price increase (year-on-year, LHS)
Household expenditure / income (RHS)

securing living expenses is attributable to the
deterioration in household balances of payments
soaring living costs caused by rising lease deposit

(%)

(%)

The increase in household borrowing for purposes of

(household expenditure-to-income ratios) due to the

Household expenditure-to-income ratio, and rate of
lease deposit price increase
30

2011 as well, despite both the government’s efforts to

Most recent household loans are being taken out for

Figure III- 15

15

continues on an upward trend in the second half of

86

burdens and high inflation at a time when household

20
82
10
78
0

-10
2004.1/4

2006.1/4

2008.1/4

2010.1/4

74
2011.2/4

33) To provide more accurate statistics on household debt, the Bank of
Korea has since August 2011 begun to include in its household credit
statistics household loans issued by securities companies, loan
companies and pension funds, all of which had previously been
excluded.
34) Cash loans by credit card companies (including bank-operated credit
card businesses) have continued to rise since expanding by 9.9% in
the second half of 2010, and increased by 1.6% in H1 2011, led
mainly by revolving loans (2.4%) and card loans (1.9%).

Sources: Kookmin Bank, Statistics Korea
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incomes are not improving.35)

(Possibility of rising defaults due to vulnerable
household groups’ repayment burdens)
The grace periods of mortgage loans extended since

Figure III- 17
1)

Proportions of mortgage loans, by principal
repayment type

2005 have begun to expire36) on a large scale, and the
repayment of mortgage loan principal as well has

(%)
100

gradually begun. The percentage of mortgage loans on
■ Interest only
repayments

80

60

82.3

which principal is being repaid had risen to 22.0% as of

(bullet loans + installment
loans under grace periods)

78.0

end-June 2011, a considerable increase from its figure
of 17.7% at the end of last year. In line with the

40

government's comprehensive measures to curb
■ Principal also
repayments

20
17.7

household debt growth, banks are expected going

(installment loans after grace
period expiry)

22.0

0
End-2010

forward to expand the proportions of their mortgage
loans made without grace periods37), which is likely to

End-June 2011

Note: 1) Based on total loans outstanding
Source: Seoul metropolitan area home mortgage loan data of four
major commercial banks

further increase households' principal repayment
burdens.

Figure III- 18
Proportions1) of delinquency occurrence2) before and
after grace period expiry

Meanwhile, analysis of delinquent mortgage loans
whose grace periods have ended shows that as of end-

(%)

(%)

10

10
8

4

Delinquency during 8
period of principal
also repayment
6
45.6%
(after grace period
expiry)
4

2

2

0

0
M+30

6

Delinquency during period of
interest only repayment
(before grace period expiry)

M-30

M-20

M-10
M
M+10
(month of grace period expiry)

M+20

Notes: 1) Proportion in total delinquent loan amount
2) Based on analysis of installment loans whose grace periods
expired between 2009 and H1 2011 and which were
delinquent as of end-June 2011 (1,919 in total, out of
approximately 1 million home mortgage loans of four major
commercial banks)
Source: Home mortgage loan data of four major commercial banks

June 2011 about half (45.6%) of those delinquencies
occurred within 10 months after the beginning of
principal repayments.38) These findings suggest that a
sudden increase in borrowers’ repayment burdens due

35) The rate of real gross national income (GNI) growth has slowed in
2011 (Q4 2010 3.0% → Q1 2011 1.8% → Q2 2011 0.6%;
year-on-year basis).
36) Banks began to extend mortgage loans with grace periods from 2005,
and the grace periods of many loans extended at around that time
appear to have expired recently.
37) The supervisory authorities plan to increase the proportion of
mortgage loans made at fixed interest rates together with installment
loans without grace periods, to over 30% of all mortgage loans by the
end of 2016. Most loans on which principal until now has remained
unpaid, by means of maturity extension or rollover, are thus likely to
be converted into installment loans without grace periods, on which
principal repayment is required.
38) Analysis of 1,051 delinquent bullet type loans whose maturities were
reached between 2009 and the first half of 2011 shows over half of
them (51.1%) to have become delinquent in the months when their
maturities expired.
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to commencement of their principal repayments could

Figure III- 19
‘Home mortgage loans of vulnerable borrowers with
low repayment capacities’, by collateral value1) and
borrower income2)
(%)
60

By collateral value

lead to a rise in non-performing loans.

(%)

By borrower income

60

‘Home mortgage loans of vulnerable borrowers with
low repayment capacities’39), on which interest only is

39

38

40

40

32

30

32

29

20

being repaid, meanwhile comprised 26.6% of a total
one million mortgage loans outstanding surveyed.

20

Among these vulnerable loans, the proportions of loans
whose collateral values were more than 600 million

0

0
Less than 300 300~600
Over 600 Less than 20
20-40
Over 40
million won million won million won million won million won million won

won and ones whose borrowers’ annual incomes
exceeded 40 million won accounted for 32% each of

Notes: 1) Total amount of ‘Home mortgage loans of vulnerable borrowers
with low repayment capacities’ categorized by collateral value
2) Total amount of 'Home mortgage loans of vulnerable borrowers
with low repayment capacities’ categorized by borrower income
(based on data having income information only)
Source: Home mortgage loan data of four major commercial banks (endJune 2011)

the total. Of these vulnerable loans, 34.8%, are
scheduled to mature between the second half of 2011
and 2012. Rates of maturity extension on banks’
mortgage loans have declined in 201140), and banks’

Figure III- 20

lending attitudes are growing increasingly

Maturity1) distribution2) of ‘Home mortgage loans of
vulnerable borrowers with low repayment capacities’
30

(%)

(%)

conservative41); this makes it likely that many of the
30

vulnerable loans described above may go delinquent
when they mature. In the event of an external shock in

34.8
20

20

10

10
13.6

21.2

15.0

15.4

H2 2011

2012

2013

2014

0

0

Notes: 1) For installment loans with grace periods, the maturity
indicates the date on which the grace period expires.
2) Breakdown of ‘Home mortgage loans of vulnerable
borrowers with low repayment capacities’, by maturity
Source: Home mortgage loan data of four major commercial banks
(end-June 2011)

the form of a sharp house price drop or an interest rate
39) For the purposes of this report, the term ‘Home mortgage loans of
vulnerable borrowers with low repayment capacities’ refers to loans
on which interest only is being repaid, with no repayment of principal,
and which also have higher risks of going into arrears because their
sizes are excessive relative to either their borrowers' incomes or the
collateral values of the homes concerned. The analysis on sorting
these vulnerable loans in this paper was done, with and without
income data, as follows:
① Data with income information : only interest being paid, and loan
balance-to-borrower income ratio ≥ 400%
② Data without income information : only interest being paid, and
loan balance-to-collateral value ratio ≥ 33% (for Gangnam, in
Seoul), ≥ 40% (for Seoul except Gangnam), ≥ 49% (for
metropolitan areas except Seoul), and ≥ 50% (for the remaining
local communities)
(The threshold values of the loan balance-to-collateral value ratios
were calculated using the median values of those ratios after
excluding the 30% upper and lower ranges of data listed as
vulnerable loans in sector ① above.)
40) The rate of mortgage loan maturity extension of nine domestic banks
was 85% in the first half of 2011, down 4% from the level in 2010
(89%).
41) Bank of Korea survey of banks' lending attitudes toward households
in the field of mortgage loans showed them to be tightening (Q3 2010
e
+13 → Q2 2011 +6 → Q3 2011 -25 → Q4 2011 -28, with, ‘+’ here
meaning loosening and ‘-’ tightening).

- 41 -

Financial Stability Report October 2011

hike, moreover, the resulting increase in principal
repayment burdens may push these marginal borrowers
into fire-sale disposals of their homes at low prices.

(Rising default risk and increasing multiple loan
borrowers, coupled with expansion of mortgage
loans in non-banking sector)
The amount of household loans extended by non-bank

Figure III- 21
Rates of non-bank financial sector1) household loan
increase

financial institutions has increased sharply since the
global financial crisis. During the period from the

(from the beginning of 2010 through H1 2011)
30

(%)

(%)

beginning of 2010 through the first half of 2011,
household lending in the non-banking financial sector

23.5
21.1
20

30

21.7
20

17.9

jumped by 17.9%, far outpacing the rate of growth in
banking sector household loans (8.5%). This was the

10

8.5

10

result of non-bank financial institutions’ aggressive
attempts to increase their loans, buoyed by expanding

0

0
Banks

Non-banks

Mutual credit Credit-specialized
Mutual
institutions financial institutions savings banks

Note: 1) Indicates mutual credit institutions (including credit unions
and community credit cooperatives), credit-specialized
financial institutions, mutual savings banks and insurance
companies and so on
Source: Bank of Korea

deposits. Mutual credit institutions, in particular, whose
branch networks are usually based in local
communities, expanded their lending greatly —
centering mainly on mortgage loans42) — as residential
housing prices in those regions continued to rise. The
rate of increase in household loans extended by mutual
credit institutions during this period thus amounted to
23.5%, the highest among all financial institution
sectors. If the current government policy to rein in
household lending drives the borrowing demand of
households with low credit ratings to the non-banking
sector, there is a possibility of rising household debtrelated risk in this sector in the future, centering mainly
on mutual credit institutions.

42) Mortgage loans in regions outside the Seoul metropolitan area
increased by 15.8 trillion won between the beginning of 2010 and
end-H1 2011. This increase was driven by non-bank financial
institutions (mutual savings banks, etc.), whose loans accounted for
10.3 trillion won of the total increase compared to the 5.5 trillion won
increase in the banking sector.
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With the amount of loans extended by non-bank

Figure III- 22
1)

2)

Bank and non-bank financial institution unsecured
loan interest rates, by borrower credit rating
(%)

financial institution increasing, there may be concerns
about surging interest payment burdens and an increase

(%)

40

40
Banks
Non-banks (average of mutual savings banks and
credit-specialized financial institutions)

30

in the number of multiple loan borrowers.

30

As non-bank financial institution loans increase, with
20

20

their higher interest rates than bank loans, borrowers’
interest payment burdens seem to have risen greatly.

10

10
Grades 1~4:
average -11%p

Grades 5~6:
average -15%p

Grades 7~10:
average -17%p

0

banking sector with those in the non-banking financial
0

1

2

3

4

5

6

Comparing the interest rates on unsecured loans in the

7
8
9
10
(Borrower credit rating)

Notes: 1) Based on unsecured loans extended by four major
commercial banks (as of end-June 2011)
2) Average interest rates on 34 unsecured loans by 22 mutual
savings banks and 41 unsecured loans by 11 capital
companies (as of end-Sep. 2011)
Sources: Household loan data of four major commercial banks, Korea
Federation of Savings Banks, and Credit Finance Association
of Korea

sector, borrowers having identical credit ratings pay an
average interest rate on non-bank financial institution
loans two and one-half times higher (at 24.4%) than that
charged by banks (9.8%). And as the borrower’s credit
rating falls, the interest rate spread between banks and
non-bank financial institutions grows even wider.
In addition, as the amount of household loans extended

Figure III- 23
Proportions of middle- and low-rated borrower loans
by sector, and number of multiple loan borrowers

60

Proportion of non-bank financial institution loans to borrowers
with credit ratings of 5 and below (LHS)
Proportion of bank loans to borrowers with credit ratings of 5
and below (LHS)
(end-2007 = 100)
Number of multiple loan borrowers (RHS)

(%)

by non-bank financial institutions increases, the
number of multiple loan borrowers (i.e. borrowers
taking out loans from multiple financial institution
120

sectors) is also rising.43) While the share of the banking
sector in total loans issued to borrowers in the middle-

110
50

51

and low-credit (ratings of 5 and below) brackets is

51
53

40

49

49

47

55

45

100

declining, that of the non-banking sector continues to

90

rise (53% at end-2009 → 56% as of end-June 2011).

80

This trend seems to suggest that loan demand among

56

44

70

30
End-2007

End-2008

End-2009

End-2010

End-June 2011

Source: Calculation based on data provided by National Information
& Credit Evaluation, Inc.(NICE)

those middle- and low-rated borrowers has probably
moved from the banking sector to the non-banking
sector as well, in the form of multiple loan borrowings.
Meanwhile, as of end-June 2011 the proportion in total
bank loans of those made to borrowers with loans from

43) Households generally tend to borrow from banks first and turn to
non-bank financial institutions as a secondary recourse, indicating that
an increase in loans by the non-bank financial sector may mean an
increase in multiple loan borrowers.

- 43 -

Financial Stability Report October 2011

non-bank financial institutions as well amounted to

Figure III- 24
1)

Multiple loan structure of Korean financial institutions
(%)

share of non-bank financial institution loans made to

100

borrowers with loans from banks or from other non-

80
60

43

■Unlinked loans

67

banking financial institutions as well was 57% in total
non-banking loans.

40
57
20

33% (outstanding loan basis). On the other hand, the

■Multiple loans

As the number of multiple loan borrowers taking out

33

loans from both banks and non-bank financial
0
Banks

Non-banks

Note: 1) When the same borrower has loans from two or more
financial institution sectors - from among banks, mutual
savings banks, credit card companies (including card loans),
insurance companies, community unions, credit unions, and
community credit cooperatives; based on household loans
outstanding as of end-June 2011
Source: Calculation based on data provided by NICE

institutions increases, the risk of distress arising in the
non-banking sector spreading to the banking sector is
growing.44)

(Concern over rising defaults following increase in
loans lent to low-income borrowers)
Figure III- 25

Financial institutions’ household loans to low-income

Proportions of household loans outstanding1) and of
household loan increase amounts2), by borrower income
Proportions of loans outstanding Proportions of loan increase amount
Over 60 million won

19

borrowers (with annual incomes less than 20 million
won) have increased greatly. While low-income
borrowers’ borrowings account for only 12% of total

3

household loans outstanding, they were responsible for
30~60 million won

20~30 million won

50

31

19

29

37% of the increase in household loans from the
beginning of 2010 through the first half of 2011, a far
larger portion than that of any other income bracket.

Less than 20 million won

12

37

60
30
0
30
60
(%)
(%)
Notes: 1) Proportions of total loan outstanding as of end-June 2011
2) Proportions of total loan increase from the beginning of
2010 through H1 2011
Source: Calculation based on data provided by NICE

This sharp increase in volume of loans lent to lowincome households in recent years has owed partly to
government expansion of policies45) to support finance

44) Based on bank household loan data, the delinquency rate for bank
loans of multiple loan borrowers (having loans from both banks and
non-bank financial institutions) was 0.8% as of end-June 2011, more
than double the rate for bank loans of borrowers holding loans from
banks only (0.3%).
45) Financial institution loans extended in line with the government
programs to supply finance to the common people with low incomes
or low credit ratings totaled approximately 2.5 trillion won as of
end-June 2011. This was just 8% of the total amount of the increase in
low-income borrowers’ loans from the beginning of 2010 through the
first half of 2011.

- 44 -

Ⅲ. Potential risk factors for domestic financial system

for the common people with low incomes or low credit

Figure III- 26

ratings. However, it has mainly been because these

Low-income household1) balances of payments
(rate of surplus)2)
H1 2009

H1 2010

households’ borrowing demand for living expenses has

H1 2011

-20

12

risen greatly due to their worsening balances of
payments.46)

8

The possibility of loan delinquency is relatively higher

-30

among low-income borrowers, because of their lower
4
1st Quintile (LHS)

higher interest rates than high-income borrowers. As of

2nd Quintile (RHS)
-40
(%)

0
(%)

Notes: 1) 1st and 2nd Quintiles
2) (Income - Expenditure) / Disposable income (based on
quarterly averages)
Source: Statistics Korea

Unsecured loan interest rates by borrower income,
and household loan delinquency rate of low-income
bracket households
Weighted average
unsecured loan interest rates
(%) (weighted-balance basis)
12

Low-income bracket (less than
20 million won) household
loan delinquency rate
(%)
1.2

8

4

end-June 2011, the average interest rate on unsecured
bank loans was 10.4% for low-income borrowers, much
higher than that paid by high-income borrowers with
over 60 million won in annual income (7.8%). The

Figure III- 27

8.0

delinquency rate of low-income borrowers moreover
stood at 0.7% as of end-July 2011, and has continued to
rise since the end of 2009 (when it was 0.4%). Without
any improvement in the future income conditions for
low-income borrowers, their loan delinquencies are also
likely to continue to increase going forward.

0.8
10.4

repayment capacities as well as the fact that they pay

0.7
0.6

0.6

7.8

0.5
0.4

0.4

(Strengthening of efforts needed for soft landing of
household debt)

0

0.0
Less than 20 20~60
Over 60
million won million won million won

End- End2007 2008

End- End- End-July
2009 2010 2011

Sources: Household loan data of four major commercial banks
(unsecured loan interest rates as of end-June 2011), and of
nine domestic banks (delinquency rate)

Although household debt growth has continued
recently, the possibility of loans going suddenly
massively delinquent is not high. Most household debt
in Korea is currently held by medium- and highincome households (3rd to 5th Quintiles), and their

46) Since 2010, the propensity to consume (expenditure-to-disposable
income ratio; quarterly average basis) in the low-income bracket (1st
and 2nd Quintiles) has risen, and the rate of surplus (income —
expenditure) has continued to drop. For the 1st Quintile, the
propensity to consume was higher in the first half of 2011 than it had
been in H2 2009 (128% → 134%), resulting in a widening deficit
(-28% → -34%). For the 2nd Quintile, the propensity to consume also
rose during that time (91% → 94%) and the surplus then dropped (8%
→ 3%).
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debt redemption capacities are much better than those

Figure III- 28
1)

Korean and US DSRs , by borrower income
Korea (2011)

(%)
30

of US borrowers just before the sub-prime financial
(%)
30

US (2007)

crisis hit in 2007.47) The delinquency rate on mortgage
loans extended by Korean banks was 0.7% as of end-

22
20
20

20

19

20

17

before the global financial crisis. The loan-to-value

16

15

June 2011, lower than that of prime loans in the US just
(LTV) ratio of these loans, at 47% as of end-July 2011,

12
9

10

9

10

was also much lower than those in other countries,
indicating the existence of sufficient collateral to

0

0
1st Quintile 2nd Quintile 3rd Quintile 4th Quintile 5th Quintile
Note: 1) Debt service ratio (DSR) = Principal and interest repaid /
Borrower income (based on households with debt)
Sources: Korea Household Financing Survey (2010), FRB Survey
(2007)

absorb any borrower insolvency problems.
However, as the recent increase in household loans has
centered on unsecured loans to low-income borrowers
in the non-bank financial sector, the quality of

Figure III- 29

household debt profiles seems to have become

Korean and US home mortgage delinquency rates
12

(%)

(%)

vulnerable. To prevent the problem of growing defaults
12

Korea

whole, more detailed measures to ensure a soft landing

US
9

on such loans from burdening the financial system as a

9

US (prime loans)

6

6

of the household debt problem are necessary, together
with intensified efforts to improve households’ income
conditions through job creation.

3

3

With households in recent times borrowing increasingly
0
2006.1/4

2007.1/4

2008.1/4

2009.1/4

2010.1/4

Sources: Financial Supervisory Service, FRB, Bloomberg

0
2011.2/4

for the purpose of securing living expenses, policies to
rein in household lending by banks would prompt
borrower migration to non-bank financial institutions,
thus further increasing household debt service burdens
and expanding the number of multiple loan borrowers.
Moreover, if borrowers having until now paid interest

47) A household financial survey in 2010 showed that the proportion of
debt which held by borrowers in the 3rd to the 5th quintiles accounted
for 87% of total household debt in Korea, quite close to the 90% seen
in the US prior to the sub-prime crisis. The average debt service ratio
(DSR) of these medium- and high-income borrowers in Korea is less
than half the corresponding figure in the US in 2007. However, it is of
course difficult to simply compare the two figures, as US mortgage
loans have an amortization structure not often found in many Korean
mortgage loans.
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Figure III- 30

only must without exception suddenly start repaying

Major country mortgage loan LTV comparison1)

principal as well when their maturities (including grace

(%)

(%)
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increase due to the sudden sharp rise in their repayment

60

burdens. It would therefore be advisable to gradually

60
47.2
40
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periods) expire, the risk of delinquency or default will

expand the use of installment loans without grace
periods for new borrowers.

0

0
Korea
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Hong Kong Germany

US

France

Note: 1) Korean LTV from nine domestic banks as of end-July 2011,
and other countries as of end-2009
Sources: Bank of Korea, Financial Services Commission, Federal
Housing Finance Agency
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3. Housing price volatility and financial institution asset soundness
Figure III- 31
Apartment purchase price indices1)
160

(Prices downward stabilized in the Seoul

(2004.1 = 100)

(2004.1 = 100)

160

Seoul metropolitan area
Non-Seoul metropolitan area

metropolitan area, on steady rise outside it)

140

140

The housing markets in regions outside the Seoul
120

120
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metropolitan area are moving in a direction different
from that in the Seoul metropolitan area. Since the 2nd

80

80
2004.1

2006.1

2008.1

2010.1

2011.9

Note: 1) The index value for the non-capital areas is the simple
average of the index values for the respective regions.
Source: Kookmin Bank

quarter of 2009, prices of non-Seoul metropolitan area
apartments, centering especially on five regional
metropolitan cities including Busan and Daejeon, have
been rising sharply.48) Prices in the Seoul metropolitan
area have on the other hand been on a moderate trend

Figure III- 32

of decline since the 4th quarter of 2008.

Changes in apartment purchase prices, by size1)
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By apartment size49), prices of small apartments rose
10.3% in the Seoul metropolitan area between January

Medium-sized

<Seoul metropolitan area>

2008 and September 2011, while those of large
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apartments fell 10.0%. In the non-Seoul metropolitan
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areas, meanwhile, apartment prices climbed steeply
Medium-sized

during the same period, by 37.0% for small units,

<Non-Seoul metropolitan area>
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Note: 1) % change from end of 2007, as of end-Sept 2011, the figures
for the non-Seoul metropolitan areas are the simple averages
of the index values for the individual areas.
Source: Kookmin Bank

units.
Looking at the various local housing markets, in March

Figure III- 33
1)

2011 the number of those in the Seoul metropolitan

2)

Apartment price changes, by region
(area)

26.7% for medium-sized ones, and 14.8% for large
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surpassed that of those where prices fell (8). Since then,
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however, the number of markets in which home prices
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have declined has increased steadily to amount to 48
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Notes: 1) Changes over previous months
2) 143 regions nationwide (72 in capital area, 71 in non-capital
areas)
Source: Kookmin Bank

48) In the year to September 2011, apartment prices in the regional
metropolitan cities jumped 17.0% over the previous year-end, greatly
outstripping the 5.3% rate of increase seen during the same period of
2010.
49) Apartments with exclusive use areas above 95.9m2 are classified as
large, those with exclusive use areas of over 62.8m2 but less than
95.9m2 as medium-size, and those with less than 62.8m2 as small.
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during September, far exceeding the number of
markets witnessing home price gains (24). Outside
Seoul metropolitan area, meanwhile, home prices in all
71 housing markets (cities and counties) were on
uptrends as of September 2011.
Housing transactions are sluggish in the Seoul

Figure III- 34
Apartment transaction volumes1)

metropolitan area and lively in the other regions. In

(10 thousands of units)

(10 thousands of units)
10
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Non-Seoul metropolitan area

terms of monthly average trading volume, in the Seoul
metropolitan area the apartment trading volume has

Seoul metropolitan area
8

8

since April 2011 remained below the monthly average

Monthly average, 2006 - 2010 (44 thousands)
6

6

4

4

during the previous 5-year period (of 34 thousands
houses, from 2006 through 2010). Outside the Seoul
metropolitan area, on the other hand, the transaction

2

2

Monthly average,
2006 - 2010 (34 thousands)

0
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0
2008.1
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2011.8

volume has declined only slightly since April 2011,
with the monthly average still exceeding the
44 thousands house figure for the previous 5-year

Note: 1) Data for the non-capital areas calculated by subtracting the
capital area volume from the total volume nationwide
Source: Ministry of Land, Transport and Maritime Affairs

period.

(Possibility of financial institution asset soundness
deteriorating, impacted by housing price
volatility)
Figure III- 35
Rates1) of home mortgage loan increase
15

If local housing prices continue their current path of
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Seoul metropolitan area
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uptrend, in the future, household loans may increase
and lead in turn to a weakening of Korean household
debt servicing capacities. This can heighten the
possibility of mortgage loans going bad, centering on
non-bank financial institutions such as mutual savings
banks which account for much of the growth in
mortgage lending in the non-Seoul metropolitan area.

0
2009.1

0
2010.1

2011.1

7

Note: 1) Changes over same months of previous years (banks and nonbank financial institutions)
Source: Bank of Korea

As house prices in the non-Seoul metropolitan area
have been on a continuous upswing recently, the rate
of mortgage lending growth (change over same month
of previous year) in these regions has surpassed that in
the Seoul metropolitan area since July 2010. As a
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result, the debt-to-income leverage ratio, indicative of a

Figure III- 36
1)

Mortgage leverage ratios (debt -to-income) in the
Seoul metropolitan area and other regions

borrower’s capacity to service debt from income, has
edged sharply up in the non-Seoul metropolitan area,

(%)

(%)
350

Seoul metropolitan area

Non-Seoul metropolitan area

350

catching up with the corresponding figure for the Seoul
metropolitan area. Loans issued during the 2005-2007

250

250

period of sharply rising home prices in the Seoul
metropolitan area had borrowers with lower

150

150

repayments capacities, and the delinquency rate50) on
them has been higher than those on loans made at other
times. And should non-Seoul metropolitan area house

50

50
2002

2005

2008

H1 2011
(timing of loan issue)

prices remain on their upward trend, this can very well
lead to a deterioration in non-Seoul metropolitan area

Note: 1) Loan amount at time of initial issue
Source: Home mortgage loan data of four commercial banks

household loan quality as well. Mortgage loans in the
non-Seoul metropolitan area are moreover issued
mainly by non-bank institutions51) such as like mutual
credit companies52), which charge higher interest rates
than banks, thus further increasing the likelihood of

Figure III- 37
Mortgage loans for high-priced houses1) in
the Seoul metropolitan area, by borrower age
(%)

(60.0)

40

some of them turning non-performing.
(%)
40

30

30

With regard meanwhile to house prices in the Seoul
metropolitan area, which are on a downtrend led by
large units, should they fall steeply in a short period of

20

20

10

10

time due to unforeseen shocks the risk of household
loans turning sour would increase, centering around

0

0
Less than 30
years old

30 to 40
years old

40 to 50
years old

50 to 60
years old

Over 60
years old

those borrowed excessively relative to borrower
incomes, and raise concerns about financial institution
asset soundness deteriorating as a result.

Note: 1) Loans with collateral valued at over 600 million won
Source: Home mortgage loan data of four commercial banks

50) According to a Bank of Korea analysis of mortgage loans by four
major commercial banks (as of June 2011), the average delinquency
rate on loans issued in 2005 to 2007 when the volume of mortgages
grew sharply has been 0.9%, higher than that on loans extended in
2002 to 2004 (average 0.4%).
51) For more detailed information refer to chapter III.2 “Debt service
burdens of vulnerable household sector”.
52) The upper limit on the amount of deposits with mutual credit
companies on which interest earnings are tax exempt was raised in
January 2009 (20 million won → 30 million won). This has led to a
sharp increase in deposits at these institutions (rate of deposit growth:
11.0% in 2007 to 2008 → 34.0% from 2009 through H1 2011), which
have also sought aggressively to expand their loan assets.
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As Seoul metropolitan area house prices rose

Figure III- 38
Apartment purchase price index in Seoul metropolitan
area, and EDF (Expected Default Frequency) of
construction sector
(%)

EDF of non-construction sectors (LHS)

continuously over a long period of time in the past, a
considerable number of loans53) were issued based

(2011.6 = 100)

16

EDF of construction sector (LHS)

110

mainly on the values of their collateral, and not on the

14

Seoul metropolitan area apartment purchase price index (RHS)

108

debt repayment capacities of borrowers in reflection of

12

106

their incomes. In this situation, should home prices

10

104

drop suddenly there is a possibility of increasing bad

8

102

6

100

4

98

Increased risk of loan quality deterioration is seen in

2

96

particular for mortgage loans for large and high-priced

94

homes due to the downward pressure on prices of these

0
2008.1

2009.1

2010.1

Sources: Bank of Korea, Kookmin Bank

2011.1

8

loans, centering around low-income households.

homes with the high proportion among their owners of
those 50 years of age and above.
With the EDF (Expected Default Frequency) in the
construction industry currently significantly higher
than that seen in other industries, should the housing
market sluggishness worsen there are concerns about
deterioration of financial institution asset soundness,
centering around mutual savings banks54) with their
high proportions of loans made to the construction and
real estate industries.

53) Only 20% of total mortgage loans in the Seoul metropolitan area have
been issued in accordance with the DTI guidelines, which assess
borrowers’ repayment capacities based upon their incomes.
54) The share in mutual savings banks’ total loans of loans to the
construction and real estate industries stood at around 48% as of
end-June 2011, much higher than the corresponding figure (about
30%) for banks.
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<BOX III- 2>

Housing price movement characteristics in Korea, and their implications
Since the direction of housing price movements affects the soundness of mortgage loans, it is also closely
linked to financial system stability. In particular, the greater a drop in housing prices, the greater the possibility
of financial unease due to an expansion in non-performing mortgage loans. Korea’s mortgage loans are
meanwhile concentratedi) mostly in the Seoul metropolitan area, making housing prices in this area critical.
Seoul metropolitan area transactions have dried up dramatically of late, however, and prices continue to
undergo a phase of correction. After reviewing housing price movements in Korea, focusing on past instances
of price decline, we will attempt to identify their main characteristics and draw some implications.
There have been four instances of

Korea housing price trend and size of price decline, by period

Korean housing price declines
since the 1990s: twice in the 1990s
and twice in the 2000s. During the

(2000.1 = 100)

(month-on-month, %)

300
<1st decline>

<2nd decline>

<3rd decline>
Apartment houses in
Seoul (LHS)

250

8

<4th decline>
6

first (May 1991~Dec 1993) and the

200

4

second (Nov 1997~Nov 1998)

150

Apartment houses 2
nationwide (LHS)

periods, apartment prices dropped

100

0

sharply (by 15%~16%) nationwide.

50

During the third (June 2004~Jan

-2

Housing price variation1) (RHS)

0
87.1

-4
89.1

91.1

93.1

95.1

97.1

99.1

01.1

03.1

05.1

07.1

09.1

11.1

2005) and fourth (Oct 2008~March
< 1st, 2nd periods of decline1) >

2009) periods, on the other hand,
the declines were by 3~4% in

< 3rd, 4th periods of decline1)>

(%)

(%)

0

0

terms of Seoul apartment prices, a
much smaller margin. Factors that

-3.1

periods of decline, such as

-10

-10

moved prices during the four

-15.1
-16.3
-20

-18.2
-19.8

-20
1st periods of decline

3rd periods of decline

2 periods of decline

4th periods of decline

nd

economic conditions, housing-

-30

-30

related policies, and so on are
listed and analyzed below.

-4.1

Nationwide Seoul

Busan

Daegu

Incheon

Nationwide

Seoul

Non-Seoul

Note: 1) Based on apartment prices nationwide for 1st and 2nd periods of decline, and Seoul apartment prices
for 3rd and 4th periods
Source: Kookmin Bank

i) As of July 2011, banks’ mortgage loans accounted for 70% of their total lending in the Seoul metropolitan area (Seoul, Gyeonggi
Province and Incheon), compared with only 30% in other areas.
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First, during the initial period of decline between May 1991 and December 1993, both strict regulations on
prices to prevent housing market overheating and a glut of new apartments in new cities caused by the “2
million home construction project” (1988~1992) combined to work as the direct cause of decline (by -16.3%,
in apartment prices nationwide). Other factors contributing as well to this housing price drop included the entry
of the domestic economy into a downward phase (Jan 1992) - due to higher international oil prices, the
sluggish world economy, and the implementation of policies to control aggregate demand.

Real estate market regulations in 1990 and 1991

Nationwide housing construction permits
(10 thousands, homes)

Date of announcement

Contents

80

·set up joint task force to curb real estate
speculation, established speculation information
center
·introduced mandatory registration of real estate

70

April 13, 1990

50

May 8, 1990

·required corporate liquidations of non-business
properties within six months
·curbed new purchases of real properties by large
corporations and financial institutions

May 26, 1990

·excluded households with two residences from
first priority list for new housing subscription

April 6, 1991

·excluded even households with only one
residence from first priority list for new housing
subscription
·enacted「restriction of applications for newly
built apartment units to less than 20」in
‘Speculation-Prone Zones’

60

40
30
20
10
0
86

87

88

89

90

91

92

93

Source: Ministry of Land, Transport and Maritime Affairs

Source: Ministry of Land, Transport and Maritime Affairs

Next, during the second period of decline (Nov 1997~Nov 1998), a severe economic recession with negative
economic growth triggered by the currency crisis was the principal factor causing housing prices to fall.
Households’ poor abilities to purchase homes due to reduced incomes and increased unemployment, coupled
with a deteriorated financing environment, including higher interest rates for loans, led to an abrupt drop in
housing prices (by 15.1% nationwide).
During the third period of decline (June 2004~Jan 2005), the factors behind the housing price drop included a
series of government policies to rein in housing demand in response to spiraling housing prices in and around
the Gangnam area in Seoul, and a sudden cooling of the domestic economy with the collapse of the so-called
credit card bubble. During the fourth period of decline (October 2008~March 2009), finally, a harsh recession
and negative growth of the domestic economy amid the global financial crisis contributed to the housing price
fall.
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Household loan interest rates1), and
changes in loan amounts2)

Economic conditions during 2nd period of
decline
(1997.10 = 100)

100

(%)
18
Household loan interest
16
rates (RHS)
14

(year-on-year, %)

(index)

105

40

105
Cyclical Component of
Coincident Composite Index (RHS)

30
100

20

12

95
House price (LHS)

10

10

8

90
95

0

85

6
4

-10

80
96.3

90
7

97.1

7

98.1

-20
97.1/4

98.8
(Trough)

Household loans
(LHS)

2
0

3/4

98.1/4

3/4

99.1/4

Notes: 1) Based on new loans extended by deposittaking banks
2) Of deposit-taking institutions and other
financial institutions; compared to same
months of previous years
Source: Bank of Korea

Sources: Statistics Korea, Kookmin Bank

Real estate regulations during 2003 and 2004

Economic conditions during 4th period of decline
(2008.9 = 100)

Date

3/4

(index)
106

102

Contents

House price (LHS)

·expanded range of ‘Speculation-Prone Zones’
·restricted transfers of purchase rights for
May 23, 2003 multipurpose buildings in ‘Speculation-Prone
Zones’

100

102
100

98

·expanded mandatory ratio of small-sized
Sep 5 units in newly constructed apartment
complexes

104

98
96

·lowered LTV (loan-to-value) ratio in
‘Overheated Speculation Zones’
·advanced implementation of comprehensive
Oct 29 real estate holding tax
·strengthened capital gains tax on households
owning more than one residential property

96
94

94

Cyclical Component of Coincident
Composite Index (RHS)

92
08.1

·prohibited transfers of purchase rights for
multipurpose buildings
Feb 4, 2004 ·introduced ‘Real Estate Actual Transaction
Price Registration System’

92
90

7

09.2
(Trough)

Sources: Statistics Korea, Kookmin Bank

Source : Ministry of Land, Transport, and Maritime Affairs

Looking at the characteristics of Korea’s four periods of housing price decline, we find that housing prices fell
due mainly to strict government measures to contain rising price spirals and big economic shocks caused by
cooling of the domestic economy, to the currency crisis, to the collapse of the credit card bubble, and to the
global financial crisis. The extents of decline in Korean housing prices have been considerably smaller than
those in other major countries, however. Prices have dropped by 30 to 40% or even over 70% in several major
countries such as the U.S. after 2006, Japan in the 1990s, and three Nordic countries (Finland, Norway and
Sweden) in the early 1990s. In these countries, the extents of decline were so sizeable because the housing
price collapses resulted in economic recessions coupled with financial crises.
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Housing price indices1) and price-to-income ratio2) factors3)
<U.S.>
320

<Japan>

(1997 = 100)

(times)

1.8

400

<Finland>

(1982 = 100)

(times)

3.0

280

(times)

(1985 = 100)

2.0

240

260

House price (LHS)

300
1.4

200

2.0

House price (LHS)

200

House price (LHS)

1.6

160

200

1.2
120

140

1.0

1.0

80

100

80
PIR factor (RHS)
20
87

0
80

0.6
02

97

02

06

0.0
84

88

92

96

0.8
PIR factor (RHS)

40

PIR factor (RHS)
00

04

0
80

08

0.4
83

86

89

92

95

98

Notes: 1) Case-Shiller Index (10 metropolitan cities) for US, nationwide housing prices for three Nordic nations, and land prices (six major cities) for Japan
2) Housing price / per capita disposable income
3) Current PIR / Long-term average PIR (long-term average PIRs for Japan and Finland from 1980~2009, and for the US from 1987~2009)
Sources : S&P, Japan Real Estate Research Institute, BIS, Datastream

The historic examples of housing price declines are a clear reminder that the recent overseas risk factors could
increase downside risk to economic growth, weaken housing prices, and negatively impact financial stability.
In particular, housing prices in the Seoul metropolitan area, which are linked closely to financial stability, have
been undergoing a period of correction for three years since the Lehman Brothers collapse, and are expected to
face further downward pressure due to the current PIR being still above its long-term average as well as to the
reduced population in the main housing demand group stemming from demographic change. Given the current
risk factors such as the euro zone sovereign debt crisis and the high level of household debt, any unexpected
shocks are liable to trigger abrupt fluctuations in housing prices, which could bring about financial system
instability. Continued close monitoring of housing prices is hence necessary.

Korean housing price-to-income ratio (PIR)1)
(times)
18
16
Seoul
14
12

Average in Seoul

10
8
6

Nationwide average

4
Nationwide

2
0
89

91

93

95

97

99

01

Note: 1) Apartment price (109m2) / annual urban household income
Sources: Statistics Korea, Real Estate Bank
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Ⅳ. Financial system stability assessment

IV. Financial system stability assessment

1. Banks - Improved shock-absorption capacity
Figure IV- 1

(Funding structure stability enhanced)

Changes in commercial bank asset management1)
100

(trillion won)

(trillion won)
H1
H2

80

100

During the first half of 2011, major assets (loans +

80

securities) under management at commercial banks

60

60

40

40

20

20

0

0

won). Growth was still smaller than in the period prior to

-20

the global financial crisis, however, suggesting that

-20

2007

2008

2009

2010

2011

increased by 26.2 trillion won, a scale slightly greater
than in the same period of the previous year (20.6 trillion

banks continue to operate their assets conservatively.

Note: 1) Loans + securities
Source: Commercial banks’ business reports

Figure IV- 2

The securities investment amount, after having

Changes in commercial bank lending and
securities management1)

increased greatly following the global financial crisis,

(%)

(%)

40

declined in 2011. Loans, banks’ primary source of

30

revenue, expanded by 5.7% in the 1st half, less than the

20

20

growth in nominal GDP (6.2%) during that period.

10

10

This appears to have reflected banks’ difficulties in

0

0

increasing lending, due to large companies’ having

-10

abundant surplus funds and to persistent worries about

-20

the credit risks associated with SMEs.

40

Corporate loans
Household loans
Securities

30

-10
-20
2005.1

2007.1

2009.1

2011.6

Note: 1) Year-on-year basis
Source: Commercial banks’ business reports

Banks’ conservative loan operations led to a negative

Figure IV- 3

lending gap55) (the difference between the ratio of

Commercial bank loan increase rate and lending gap
45

(%p)

(year-on-year basis, %)
Lending gap (LHS)
Loan increase rate (RHS)

30

40

30

15
20
0

lending to nominal GDP and its trend value).
On the funding side, bank deposits continued to
increase — in line with the inflow of deposits from
mutual savings banks56) at which insolvency concerns

10

-15
-30
2000.1/4

2003.1/4

2006.1/4

2009.1/4

Sources: Commercial banks’ business reports, Bank of Korea

0
2011.2/4

55) (Balance of loans / nominal GDP) - trend value of same ratio
56) Eight mutual savings banks were suspended between January and
February 2011, and seven more were suspended in September 2011.
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had risen and with the higher preference for safe assets

Figure IV- 4
Changes in commercial bank funding sources
(trillion won)

owing to domestic and global financial turbulence. At

(trillion won)

120

30.1 trillion won from January through August 2011,

90

deposit growth was nevertheless very modest

60

60

compared to its level during the corresponding period

30

30

0

0

120

Deposits
CDs
Bank bonds + RPs + Cover bills

90

in 2010 (85.1 trillion won). This appears to have been
due mainly to the fact that banks did not seek
aggressively to attract deposits, with most of their loan-

-30

-30

-60

-60
2005

2006

2007

2008

2009

2010 2011.1~8

Source: Commercial banks’ business reports

regulatory threshold (100%) and their rates of lending
increase maintained at low levels.

Figure IV- 5

This funding behavior of banks can be confirmed by

Spread between bank time deposit rate1)
and BOK Base Rate
2.8

to-deposit ratios falling below the planned future

(%p)

the spread between the time deposit interest rate and
(%p)

2.8

the Bank of Korea Base Rate. Immediately after the
global financial crisis, banks competed aggressively for

2.1

2.1

1.4

1.4

0.7

0.7

deposits by offering high interest rates, with the result
that the spread widened to 2.7%p. It has shrunken

0.0
2008.1

0.0
2009.1

2010.1

2011.1

around 0.5%p as of August 2011.
Thanks to their conservative asset management and the

8

upswing in deposits, the stability of banks’ funding

Note: 1) Based on newly-taken deposits
Source: Bank of Korea

structure has improved significantly.

Figure IV- 6

Their reliance on wholesale funding57), with its rollover

Proportions of commercial bank funding sources
100

steadily since 2010, however, and was holding at

(%)

risk in the event of financial market tightening, has

(%)

diminished greatly. The share of wholesale funding in

90

banks’ total funding sources, which was 32.6% in July

Proportion of deposits (LHS)

80
70

2008 shortly before the global financial crisis, has since

60
50

0

fallen sharply and stood at 12.3% in August 2011. The

10

loan-to-deposit ratio of commercial banks has

20
30
Proportion of wholesale funding (RHS)
2005.1

2007.1

2009.1

2011.8

40

consequently declined, to 97.8% as of August 2011,
below the 100% level deemed stable.

50

Source: Commercial banks’ business reports

57) Includes CDs, RPs, cover bills and bank bonds
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The funding structure of Korean banks appears

Figure IV- 7
Commercial bank loan-to-deposit ratios
160

generally sound compared with those of foreign banks.

(%)

(%)
Max-Min range1)
Inter-quartile range2)
Median

160

The share of wholesale funding in banks’ total
liabilities plus capital is lower in Korea (at 11%) than

140

140

120

120

in the US (24%), the UK (29%) or Germany (41%),
suggesting that the burden of liquidity risk
management in the case of financial market tightening

100

100

80
2008.1

would be relatively low.

80
2009.1

2010.1

2011.1

8

(Enhanced loss absorption capacity thanks to

Notes: 1) 1st to 4th quartile range
2) 2nd to 3rd quartile range
Source: Commercial banks’ business reports

improved profitability and asset quality)
Banks’profitability appears favorable, with their net

Figure IV- 8

earnings increasing sharply. Banks’net earnings totaled

Major country bank liability and capital structures1)
(%)

Deposits

100

Wholesale funding

Capital

Others (%)

100

7.6 trillion won in the first half of 2011, a huge jump
from their second half of 2010 level (2.8 trillion won)

80

80

60

60

was attributable to reduced loan loss provisions58), to

40

40

increased interest income in line with an improved net

20

20

0

0

and a record high in terms of half-year profits. This

interest margin (NIM)59), and to large gains from the
sales of stock shares received through debt/equity

Spain

Italy

Germany

France

Japan

UK

US

Korea

Note: 1) Korea (Aug 2011), Japan (March 2010), other countries
(June 2010)
Sources: IMF GFSR (Oct 2010), commercial banks’ business reports

Banks’ ROA as a result improved greatly, from
0.46% in the second half of 2010 to 1.22% in the first
half of 2011, a level higher than that prior to the

Figure IV- 9
Commercial bank net income and ROA1)
12

swaps.

(trillion won)

global financial crisis. Banks’structural
(%)

1.6

H2 net income (LHS)
10

H1 net income (LHS)
1.2

ROA (RHS)

58)

Commercial bank loan loss expenses1)

8
2009
6

0.8

4

H2

H1

H2

H1

4.6

3.0

5.3

3.5

2.5

Commercial bank net interest margin1)

0.0
2007

2008

2009

2010

2011

H1

59)

0

(trillion won)

Note : 1) Excluding loan losses from the credit card sector
Source : Commercial banks’ business reports

0.4
2

2010

2009

2011

Note: 1) Annualized rates
Source: Commercial banks’ business reports

2010

H1

H2

H1

H2

H1

1.62

1.86

2.06

2.04

2.28

Note : 1) Excluding the credit card sector
Source : Commercial banks’ business reports
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profitability60) which gauges their capacity to create

Figure IV- 10
Commercial bank structural profitability1)2)

long-term sustainable profits also improved, to 1.33%

3

Interest income (before loan loss provisions) (A)
(%)
Fee income (B)
4
Trust account income (C)
Operating expenses (D)
Structural profits (A+B+C+D)
3

2

2

1

1

0

0

-1

-1

-2

-2

(%)
4

in the first half of 2011 from 1.12% in 2010.
Korean banks’ profitability is assessed as high even
compared with the levels of banks in major countries.
Relatively less affected by the global financial crisis,

2005

2006

2007

2008

2009

2010

their ROA remains generally above those of their
foreign counterparts.

H1 2011

Notes: 1) Annualized figures
2) Structural profits / total assets
Source: Commercial banks’ business reports

Thanks to their favorable profitability, banks’ loss
absorption capacities also remain healthy. As of June
2011, the BIS and Tier 1 capital ratios61) of commercial
banks were 14.5% and 11.4% respectively, indicating a

Figure IV- 11
Comparison of major Korean and foreign
commercial bank ROAs
1.5

high level of capital adequacy.

(%)

(%)
Korea
Japan2)

1.2

1.5

USA
UK2)

1)

1.2

Korean banks’capital adequacy indicators are similar to
those seen among major foreign banks62). The common

0.9

0.9

0.6

0.6

equity (bank core capital) ratios63) stood at 10.4% for

0.3

0.3

commercial banks and 9.7% for six bank holding

0.0

0.0

groups, similar to that for large major country foreign

-0.3

-0.3

banks (10.0%). Individual banks’ BIS and Tier 1

-0.6

capital ratios also appeared favorable compared with

-0.6
2005

2006

2007

2008

2009

2010

H1 2011

Notes: 1) Commercial banks with assets of more than US$ 10 billion
2) Average of three major banks, based on data from The Banker
Sources: Commercial banks’ business reports, FDIC, The Banker

those of other large global banks.
Meanwhile, although the future introduction of BaselIII
will strengthen the requirements for regulatory capital

Figure IV- 12
Commercial bank BIS capital and Tier 1 Ratios
16

(%)
BIS capital ratio
Tier 1 capital ratio

14

and risk-weighted assets, the impact on Korean banks
(%)

16
14

12

12

10

10

8

8

6

6
4

4
2008.3

2009.3

is unlikely to be significant. According to a QIS

2010.3

Source: Commercial banks’ business reports

2011.6

60) Structural profits comprise sustainable and recurring items directly
related to business activities, and the structural profit ratio can be
defined as「(interest income + fee income + trust account income operating expenses)」/ total assets (Couto, R, “Framework for the
Assessment of Bank Earnings”, BIS, 2002).
61) (BIS capital — Subordinated bonds and other supplementary capital) /
Risk-weighted assets
62) This figure is based on the world’s top 30 major banks (in terms of
Tier 1 capital), as selected by The Banker.
63) (Tier 1 capital — Preferred stock — Hybrid capital securities) /
Risk-weighted assets
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conducted by the BCBS at the end of 2010, the decline

Figure IV- 13
1)

18

Capital adequacy of major Korean and foreign banks

in capital adequacy ratios after BaselIII implementation

(%)

is expected to be smaller for Korean banks64) than for
the world’s major banks.65) 66)

Korean banks

16
Tier 1 capital ratio

World’s top 30 banks
14

Thanks to their aggressive disposals and write-offs67) of

12

bad loans, banks’asset quality also improved during the
10

first half of 2011. The loan delinquency rate was down

8

to 1.0% in Q2 2011, from 1.1% in Q1. The ratio of

6
10

12

14
16
BIS capital ratio

18

substandard-and-below loans also dropped from 2.0%

20
(%)

to 1.6% during this period.

Note: 1) As of June 2011
Sources: FSS, annual reports of banks, Bloomberg

Compared to those of banks in other major countries,
Figure IV- 14

the soundness of loans and capacity for absorbing

Commercial bank delinquency rate and
substandard-and-below loan ratio
2.5

(%)

losses in the event of default of Korean banks are very
(%)

healthy. Banks’ ratios of nonperforming loans68), and of
nonperforming loans to capital69), stood at 0.6% and

Delinquency rate
Substandard-and-below loan ratio

2.0

2.5

2.0

3.3% respectively for this period, far below the levels
1.5

1.5

1.0

1.0

0.5

0.5

0.0
2007.1/4

2008.1/4

2009.1/4

2010.1/4

0.0
2011.2/4

seen among banks in other major countries.

(Possibility of increase in credit risk remains)
Banks’ overall shock absorption capacity has

Source: Commercial bank’s business reports

Figure IV- 15
Cross-country loan quality comparison1)
5

(%)

(%)
Spain

5

Denmark

US
Nonperforming loan ratio

4

4
Turkey

Portugal

UK

3

64) Woori Bank, Shinhan Bank, Hana Bank, Kookmin Bank, the
Industrial Bank of Korea
65) 94 large banks
66) Under Basel III, the BIS ratio of the world’s major banks declined by
5.6% points (14.0% → 8.4%), while that of Korean banks fell by only
1.2% points (14.7% → 13.5%).
67) Changes in substandard-and-below loans of commercial banks
(trillion won)
2009

3
Chile Austria

Australia
2

2
Singapore

1

2011

H2

H1

H2

H1

Newly acquired

12.0

8.5

12.5

10.7

7.4

Eliminated

8.7

11.9

6.4

10.8

8.9

5.1

7.1

3.6

6.0

5.1

Norway

1 HongKong
Canada
Switzerland
Korea
0
0
10
20
30
Nonperforming loans-to-capital ratio

2010

H1

Sold, written-off

Source: Commercial banks’ business reports
0
40
(%)

Note: 1) The dotted lines indicate the average among the countries
compared.
Source: IMF

68) Loans delinquent for more than three months, and loans on which the
interest due has not yet been charged following debt restructuring
69) This is a core indicator used by the IMF for evaluating asset quality,
and is calculated by dividing the amount of nonperforming loans less
loan loss provisions by capital. The lower the ratio, the stronger the
bank’s loss absorption capacity.
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improved, with enhanced funding structure stability

Figure IV- 16
Commercial bank household loan delinquency rate
and precautionary loans
0.9

(%)
Delinquency rate (LHS)

and solid profitability and capital adequacy. Some risk

(trillion won)
3.5
Precautionary loan balance (RHS)
3.0

0.6
2.5

2.0
0.3

0.0
2008.1/4

2009.1/4

2010.1/4

factors to asset quality remain, however, with downside
risk to the domestic economy due to the global
economic uncertainties increased and the domestic real
estate market in a slump.
Given the continued stagnancy of home prices in the

1.5

Seoul metropolitan area, coupled with the already high

1.0

level of household debt, the risk of household loans

2011.2/4

Source: Commercial banks’ business reports

going bad is rising. And the household loan delinquency
rate has in fact been on the rise in 2011 (0.68% at end2010 → 0.74% as of end-June 2011). The prices of some

Figure IV- 17
Leverage ratio and delinquency rate
on home mortgage loans for high-priced
homes in Seoul metropolitan area
400

Leverage ratio (LHS)

(%)

new apartments have fallen below their initial contract
prices, prompting borrowers making intermediate

Delinquency rate (RHS)

(%)

370%

1.2

payments on them to delay moving in (and delay

1.0

making their payments); this has had the effect of

0.8

increasing the group loan delinquency rate.70)

350
299%

291%

0.6

300

0.4

With the amount of precautionary household loans

0.2

increasing sharply, the prices of large expensive homes

0.0

in the Seoul metropolitan area have been falling

250

200
2002

2004

2006

2008
2010 H1 2011
(Timing of loan issuance)

continuously, suggesting the likelihood of a rise in non-

Source: Seoul metropolitan area home mortgage loan data of four
major commercial banks

performing household loans. Households which took out
loans with high-priced (600 million won and over)

Figure IV- 18

homes as collateral in the Seoul metropolitan area, in

New delinquencies1) of commercial bank
business sector loans

2.5

(trillion won)

(trillion won)

2005 to 2007 when real estate prices were appreciating
2.5

rapidly, have relatively higher leverage (loan/income)
ratios, at 370% on average. The delinquency rate on this

2.0

2.0

1.5

1.5

1.0

1.0

of installment loans without grace periods, as part of the

0.5

0.5

government’s ‘Comprehensive Plan for Curbing

type of loan is also higher than those on other mortgage
loans. Moreover, with banks expanding their extensions

0.0

0.0
2010.1/4

3/4

2011.1/4

Household Debt Growth,’ the burdens of principal

3/4

Note: 1) Average of monthly amounts for each quarter (amount for Q3
2011 the average for July and August)
Source: Commercial banks’ business reports

70) The delinquency rate on group loans extended by domestic banks rose
from 1.31% at end-2010 to 1.88% as of the end of Q2 2011.
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repayment could increase suddenly when the existing

Figure IV- 19

loans mature and when the existing grace periods expire.

Proportions of marginal companies1)
20

(%)

(%)

20

Household loan defaults could as a result increase.

Large firms
SMEs
16

16

12

12

given the persisting uncertainties in the world

8

8

economy. Newly-delinquent corporate loans are

4

4

On the corporate side, credit risk could also increase

increasing despite banks’ strengthened credit
0

0
2002

2004

2006

2008

H1 2011

Note: 1) Companies having had interest coverage ratios below 100%
for three consecutive years
Sources: KIS-Value, Bank of Korea

management. There are also still many marginal
companies71), mainly among SMEs, which cannot cover
their interest expenses with operating income, and the
possibility thus exists of any deterioration in business
conditions due to unexpected internal or external

Figure IV- 20

shocks causing corporate credit risk to rise.

Domestic bank real estate PF loans
Balance (LHS)
Substandard-and-below loan ratio (RHS)
Delinquency rate (RHS)

(trillion won)
60

(%)
20

Increased credit risk is also a real possibility for the

50

16

40
12
30

construction industry and the real estate and rental
property business, which are sensitive to a real estate
market slowdown. Although non-performing real

8

estate project financing (PF) loans have been massively

20
4

10
0

0
2007

2008 2009 2010.1/4

3/4

written off, additional loans could go bad if the real
estate market slump deepens.

2011.1/4 2/4

Source: Financial Supervisory Service

Meanwhile, the provision coverage ratio for
Figure IV- 21

substandard-and-below loans rose from 104% at the

Commercial bank provision coverage ratio and
changes in precautionary loans1)2)
(%)
190

200

end of 2010 to 131% as of end-Q2 2011, meaning an

(%)
75
Provision coverage ratio (LHS)
Precautionary loan growth rate (RHS)

160

improvement in banks’ loss-absorption capacity. This
level is still well below that prior to the global financial

60

crisis, however, and given the unstable domestic and

45

global economic environments banks need to

30

strengthen their loss absorption capacities further, by

15

utilizing their current situation of robust profitability to

0

set aside sufficient loan loss reserves.

131
120
104

80

40

0
2007.1/4

2008.1/4

2009.1/4

2010.1/4

-15
2011.2/4

Notes: 1) Sum of loans classified as precautionary, substandard,
doubtful, and estimated loss
2) Changes over previous quarters
Source: Commercial banks’ business reports

71) In this report, marginal companies are defined as enterprises whose
interest coverage ratios (operating income/interest expenses) have
been below 100% for three consecutive years.
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<BOX IV- 1>

Status and evaluation of domestic bank market risk measurement models
As of the end of June 2011, 16 out of 18 domestic banks were using their own VaRi) models (hereinafter
“internal models”) to measure the market risks in their trading books and calculate their regulatory capital
requirements. The sizesii) of their trading books have not been so large until now, but are projected to increase
in line with their planned strengthening of investment banking, and market risk management thus seems likely
to take on greater importance. In this study, the current status of the internal models set up by domestic banks
to measure their market risks is reviewed and their adequacies evaluated using various methods.
Currently, all of the internal models of domestic banks are intended for measurement of general market risksiii),
and most are set with confidence levels of 99 percent and one-day holding periods. To obtain VaR, big local
banks use the historical simulation method while smaller banks employ the variance/covariance method.iv)
Most domestic banks also measure the volatility of market risk factors such as interest rates, stock prices and
exchange rates using a simple moving average method based on the past one year (250 days) of data.

Overview of domestic bank VaR models1)
(number of banks)

Risks measured

Confidence level

Position holding
period

VaR calculation method

General market risks (16)
Specific risks (0)

97.5 percentile (1)
99.0 percentile (13)
99.5 percentile (1)
99.6 percentile (1)

1 day (10)
10 days (6)

Variance/covariance method (8)
Historical simulation (6)
Monte Carlo simulation (2)

Sample size
past 250 days
past 320 days
past 400 days
past 750 days

(10)
(3)
(1)
(2)

Note: 1) Figures in ( ) indicate the numbers of banks

In order to evaluate the adequacy of domestic banks’ internal models, backtesting as recommended by the
Basel Committee is conductedv) for seven local banks whose models have been approved by the Korean

i) VaR (Value at Risk) means the maximum potential losses over a given holding period (1-day, 1-week etc) at a given confidence
level (95th percentile, 99th percentile etc). For instance, when the calculated VaR is 10 billion won with a confidence level at the
99th percentile and a one-day holding period, this means that the probability of not experiencing more than 10 billion won in
losses that day is 99%.
ii) As of end-June 2011, the trading book positions of the 16 domestic banks that use their own internal models amounted to 75.4
trillion won, or 4.45% of their total assets (1,696 trillion won).
iii) Market risks can be sub-classified into general market risks and specific risks, depending upon the characteristics of the factors
creating the related price fluctuations. General market risks emerge via macroeconomic factors such as economic growth rates
and inflation, and specific risks stem from specific risk factors of the financial product issuers.
iv) As the trading book positions become larger in size and the complexity of products increases, VaR calculation using parametric
estimation models (e.g. by a variance/covariance method) loses its relevance. Banks hence seem to prefer historical simulation
methods.
v) Evaluation was limited to seven banks due to the significant differences encountered in terms of data accuracy and model
management between banks whose models have been approved by the supervisory authorities and those whose models have not.
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Financial Supervisory Service. The backtesting of the Basel Committee involves counting the number of VaR
exceptions (with a confidence level of 99 percent and a one-day holding period) during the past 250 days (i.e.
the number of days on which hypothetical lossesvi) exceeded the VaR estimates). If the number of exceptions is
four or less, the model is evaluated as green; if it is five to nine the model is yellow; and if it is 10 or more it is
red. Backtesting showed that from 2010 through the first half of 2011, when the financial markets were
relatively stable, the models of all banks were adequate. During 2008, however, when financial market
volatility was high due to the global financial crisis, only two banks’ models were so judged.

Results of model evaluation

Volatilities of interest rates, stock prices and
exchange rates

(number of banks)
1,400
2007

2008

2009

2010

H1 2011

Green

3

2

6

7

7

Yellow

2

2

1

0

0

Red

1

3

0

0

0

1,400

1,200

1,200
Exchange rate volatility (won/US$)

1,000
800
600

800
Stock price volatility
(KOSPI)

Treasury bond
volatility

400
Total

61)

7

7

7

7

Note: 1) Excluding one bank that had not established a VaR model at that
time
Source: Bank of Korea

1,000

200

600
400
200

0
2007.1

2007.12

2008.12

2009.12

0
2010.12 2011.6

Notes: 1) Calculated using EWMA method
2) End-Dec 2006 = 100
Source: Bank of Korea

Although the backtesting method is simple, it is difficult to measure the statistical significance of models
because the sample size (250 days) is insufficient given the low exception level (1%). The method moreover
considers only the frequency of VaR exceptions, and thus ignores the times when they occur. And although the
number of VaR exceptions is small, a clustering of VaR exceptions could have considerable impact on banks.
To overcome these problems, tests of the proportion of VaR exceptions and of the independence of VaR
exceptions are applied using longer-term samples.vii)
First, in order to examine the statistical significances of the proportions of VaR exceptions, long-term data for
over three years is used to test the hypothesis that “the probability of actual exceptions is equal to the
probability of exceptions (1%) forecast by the internal model”. In a test of seven banks, four banks fail to pass
this test, with the actual probability of banks failing (at 1.8%~2.7%) being much greater than that of them
passing (at 0.6%~1.6%). Next, to examine the independence of exceptions, the hypothesis is tested that “the

vi) This means the hypothetical changes in portfolio value that would occur were the positions of the previous day to remain
unchanged.
vii) The significance level is set at 5% during the tests of the proportions of VaR exceptions and of the independence of exceptions.
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probability of observing an exception conditional on there not having been an exception on the previous day”
is equal to “the probability of observing an exception conditional on there having been an exception on the
previous day”. Five banks fail to pass this test, and most of them have more than three exceptions occurring on
consecutive days.
After application of these three different methods to test model adequacy, only two of the seven banks’ models
are found to pass all tests, while three models each fail to pass two tests (of the proportion of exceptions and
the independence of exceptions). This shows that most of domestic banks’ internal models do not effectively
capture the changes in volatility of market risk factors or the correlations among them.viii)

Results of adequacy tests of internal market risk models of seven banks
Bank

Backtesting

Proportion of exceptions

Independence of exceptions

A

Accurate

Passed

Passed

B

Accurate

Passed

Passed

C

Accurate

Passed

Failed to pass

D

Accurate

Passed

Failed to pass

E

Accurate

Failed to pass

Failed to pass

F

Accurate

Failed to pass

Failed to pass

G

Accurate

Failed to pass

Failed to pass

To effectively capture changes in market risks, the domestic banks’ internal models need several modifications.
First, they need to be tested through various methods to determine their advantages and disadvantages and
enable them to effectively capture the factors behind changes in market risk.ix) Second, their methods of
measuring the volatility of risk factors such as interest rates and stock prices need to be upgraded. Most local
banks measure volatility using a simple moving average method devised prior to the global financial crisis. If a
simple moving average method is used to estimate volatility, however, then instances in which losses exceed
VaR can arise frequently during times of financial crisis when volatility soars. To prevent this, a weighting
scheme is needed in which greater weight is given to more recent data.x)

viii) This may be because most domestic banks assume normal distributions for their VaR calculations and measure volatility using
data of the past one year (250 days) via the simple moving average method.
ix) Besides the methods previously mentioned, the methods can be used of considering the magnitude of VaR exceptions, of
modifying the confidence level for VaR calculation, or of backtesting with granular portfolios.
x) The choice of historical effective observation period for calculating VaR is constrained to a minimum length of one year.
However, the Basel Committee allows a weighting scheme with a less than one-year observation period as long as that method
results in a capital charge greater than that calculated based on a minimum length of one year (July 2009).
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2. Non-bank financial institutions - Asset quality worsens in some areas
2.1. Mutual savings banks
(Decline in capacity to bear risk due to weak
operating results)
Mutual savings banks (hereinafter “savings banks”)

Figure IV- 22
Total assets of mutual savings banks
(trillion won)
90

loans
deposits
total assets

saw their management conditions worsen in the first

(trillion won)
90

half of 2011, due to non-performing real estate-related
loans72) and to growing concerns about the possibility

80

80

70

70

60

60

of insolvency in the savings bank industry triggered by
the business suspensions of several savings banks. As
of the end of June 2011, the total assets of the 105
savings banks in Korea amounted to 77.4 trillion won,
a decrease of 9.0 trillion (10.4%) from one year earlier.

50

50
2009.6

2010.6

2011.6

This was attributable on the one hand to the fact that
deposits shrank due to the business suspensions of

Source: Financial institutions’ business reports

some savings banks and the narrowing difference
between savings bank deposit interest rates and those

Figure IV- 23

of commercial banks, and on the other hand to a

Comparison of net incomes between savings banks
and 1st group of suspended savings banks

decrease in real estate-related loans owing to the

(trillion won)
(trillion won)
1
1
98 savings banks in normal operation
1st group of 7 savings banks subject to business suspensions

sluggish real estate economy. In terms of profitability,
despite a slight increase in interest income thanks to

0

0

-1

-1

their widened loan-to-deposit interest rate spread,
savings banks recorded large net losses, mainly
because of their large-scale loan loss provisions set

-2

-2

-3

-3

aside for newly insolvent real estate Project Finance
(PF) loans.

FY08 H1 FY08 H2 FY09 H1

FY09 H2 FY10 H1 FY10 H2

Source: Financial institutions’ business reports

The main reasons behind this deterioration in savings
banks’ business performance were the defaults on

72) The construction (including real estate PF loan recipient), real estate
and related rental industries
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loans concentrated on the real estate-related sector73)

Figure IV- 24
Substandard-and-below loan ratio
80

60

(%)

due to the recession in that sector, and the fact that the
(%)

98 savings banks in normal operation
1st group of 7 suspended savings banks
All savings banks

80

losses on non-performing real estate PF loans74) of the
seven savings banks75) whose businesses were

60

40

40

suspended during the first half of 2011 (hereinafter
“first group of suspended savings banks”) were
reflected in total industry losses.76)

20

20

0

0

As a result, both the capital adequacy and asset quality
2009.6

2010.6

Source: Financial institutions’ business reports

2011.6

of savings banks worsened significantly. The
delinquency rate77) and the substandard-and-below loan
ratio rose with the appearance of newly insolvent real
estate PF loans.78) The latter rose especially sharply,
despite sales of potentially bad real estate PF loans to
Korea Asset Management Corporation (KAMCO)79),
owing to the occurrence of additional loan defaults
centering around the first group of suspended savings

73) The share of real estate-related loans in total lending has decreased
steadily, from 50.8% in September 2009 to 48.8% in June 2010 to
44.6% in June 2011, but still remains higher than that in the banking
sector.
74) The first group of suspended savings banks’ additional losses on real
estate PF loans extended in FY 2010 amounted to 3.5 trillion won,
6.0% of their total loans outstanding (59.1 trillion won) as of end-June
2011.
75) Samwha Savings Bank, one of the eight savings banks suspended
between Jan. and Feb. 2011, was purchased by Woori Financial
Group and re-opened in March 25 under the new name Woori
Finance Savings Bank. It was thus excluded from the list of savings
banks subject to business suspensions.
76) The net losses of the 105 savings banks between July 2010 and June
2011 amounted to 5.3 trillion won, 3.3 trillion won of which was
accounted for by the first group of seven savings banks subject to
business suspensions and 2.0 trillion won suffered by the 98 savings
banks in normal operation.
77) The delinquency rate rose from 18.1% at the end of 2010 to 25.1% as
of end-June 2011.
78) The increase in substandard-and-below loans among the total real
estate PF loans of the first group of suspended savings banks between
July 2010 and June 2011 came to 78.1% of the total increase in
substandard-and-below loans of all 105 savings banks. The increase
in delinquent loans in this group comprised 84.3% of the total
increase in delinquent loans of the 105 savings banks overall.
79) 44 savings banks sold total non-performing PF loans amounting to 1.9
trillion won (principal basis) to KAMCO, and received KAMCO
bonds worth 1.4 trillion won in return.
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banks. The BIS capital ratio also dropped80) greatly due
to a contraction in retained earnings caused by the huge
net losses and a reduction in supplementary capital
owing to a decrease in the amount of subordinated
bond transfers.

(Possibility of additional losses due to deteriorating
business environment)
Despite the supervisory authorities’ recent efforts to

Figure IV- 25
BIS capital ratio

12

All savings banks (LHS)
98 savings banks in normal operation (LHS)
1st group of 7 suspended savings banks (RHS)

(%)

normalize savings banks, the burden of setting aside
(%)

additional loan-loss provisions for bad debts and the
10

difficulty in improving their profitability will continue
to place savings banks under pressure. First of all,

8

-10

while in 2011 most non-performing loans of suspended
savings banks81) and the remaining 91 savings banks in

-30

4

normal operation have been written off, their loan loss
reserves have proven far from sufficient.82) Further, a

-50

0
2009.6

2010.6

2011.6

total 7.4 trillion won (principal basis) of real estate PF
loans have been sold to KAMCO on condition of

Source: Financial institutions’ business reports

repurchase or compensating KAMCO for any losses
Figure IV- 26

incurred in their resale, and savings banks still need to

Provision coverage ratio for PF loans1)
160

(%)

set aside loan loss provisions for these loans.83) It is
(%)

91 savings banks in normal operation
2nd group of 7 suspended savings banks

160

140

140

120

120

100

100

80

80

60

60
2009.6

2010.6

2011.6

Note: 1) Outstanding loan loss reserves / Substandard-and-below loans ×100
Source: Financial institutions’ business reports

80) The BIS capital ratio of the 98 savings banks excluding the first group
of suspended savings banks was 6.6%, and rises to 8.7% if the second
group of savings banks subject to business suspensions is also excluded.
81) Amid persisting concerns regarding the savings bank industry as a
whole, despite the savings bank restructurings in the first half of 2011,
the supervisory authorities conducted inspections of 85 savings banks
in July and August 2011, and thirteen savings banks with BIS ratios
less than 5% or with negative equity values were ordered to submit
management improvement plans. The supervisory authorities then
reviewed these plans and suspended seven banks (hereinafter “second
group of suspended savings banks”), while demanding management
improvement requirements or allowing grace periods for prompt
corrective action for six banks.
82) The provisioning coverage ratio for the 91 savings banks (67.2% as of
end-June 2011) was far below 100%.
83) The real estate PF loans sold to KAMCO require loan loss reserves,
since savings banks are obliged to either repurchase these loans or
compensate KAMCO for any losses incurred in their resales. The
supervisory authorities have extended the deadlines for putting aside
provisions by one and one-half to two years (contract period: 3 years
→ 4.5~5 years) for PF loans sold in 2008 through 2010, to lessen the
loan loss provisioning burdens.
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hence unlikely to become easy that savings banks

Figure IV- 27
Share of real estate PF loans, and asset quality
40

(%)

(%)
Share of real estate PF loans of 91 savings banks in normal operation
Share of real estate PF loans of 2nd group of suspended savings banks
Substandard-and-below ratio for real estate PF loans of
91 savings banks in normal operation
Substandard-and-below ratio for real estate PF loans of
2nd group of suspended savings banks

30

improve their profitability in the short-them.
40

Second, given the continuing real estate market
30

20

20

recession, the possibility of more defaults on their real
estate PF loans for the 91 savings banks currently in
normal operation is rising. Although the share of real

10

10

0

0

estate PF in total loans for these banks is much lower
than that for the second group of suspended savings

2009.6

2010.6

2011.6

substandard-and-below PF loans is rising sharply

Source: Financial institutions’ business reports

Third, in conditions where improvement of business

Figure IV- 28

performance is not easy, six savings banks which

Household loans and their growth rate
11

banks, and is actually declining, their ratio of

(trillion won)

(%)

Household loans balance (LHS)
Household loans growth (RHS)
Unsecured household loans growth (RHS)

70

received either “management improvement
requirements” or grace periods for “prompt corrective

50

9

action” from the supervisory authorities on September
18, 2011 may also face suspensions unless they fully

30

implement their management improvement plans.

7
10

In such a case, concerns regarding the savings bank
-10

5
2009.6

2010.6

2011.6

industry as a whole may spread, and bank runs could
break out centering on large-size deposits. Affiliated

Source: Financial institutions’ business reports

savings banks are particularly vulnerable to reputation
risk, and could face bank runs should rumors arise

Figure IV- 29
1)

Credit VAR ratios
20

(%)

about occurrence of bad loans at any single affiliate.
(%)

savings banks

banks

20

Moreover, as savings banks’ risk management systems

16

16

12

12

rise84) in unsecured household loans could be another

8

8

negative factor. In particular, savings banks’ credit

4

4

are not yet adequately established, the recent rapid

0
2008.6

2009.6

2010.6

0
2011.6

Note: 1) Sum of expected and unexpected losses, calculated in accordance
with the Basel II capital requirement calculation method
Source: NICE

84) Amid continued sluggishness in the real estate industry, savings banks
are expanding their household loans as a new source of revenue. This
has been partly caused by the policy authorities’ attempts to expand
small-volume loans for the low income class through for example
easing reserve requirements (as of Sept 2010, 1% → 0.5% for normal,
7% → 2% for precautionary). As of end-June 2011, the percentage
share of unsecured loans in total household loans stood at 60.4%.
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VAR ratio (credit VAR / exposure × 100) with respect

Figure IV- 30
Savings bank unsecured household loans,
by credit grade1)
70

(%)

to household loans, at 12.9%, is over five times that of
(%)

the banking sector (2.23%), and borrowers having low
70

credit ratings (7th to 10th grades) account for over 60%
high credit ratings
medium credit ratings
low credit ratings

50

of total unsecured household loans. The risk of defaults
50

30

30

10

10

on unsecured loans thus appears high.
If savings banks’ slumps in business performance lead
to concerns about the savings bank industry as a whole,

2008.6

2009.6

2010.6

2011.6

Note: 1) High credit ratings (1 to 4 grades), medium credit ratings
(5th to 6th grades), low credit ratings (7th to 10th grades)
Source: NICE
st

th

savings banks may face considerable difficulties in
funding operations such as deposit-taking and new
issuance of subordinated bonds. Savings banks saw
their deposits decline for the first time since 2000 in the
first half of this year, due to the influence of the first

Table IV- 1
Comparison of 1st & 2nd groups of savings banks
subject to business suspensions1)

Total assets

group of suspended savings banks. Given that the total

(trillion won)

assets of the second group of suspended savings banks

1st group of
suspended
savings banks

2nd group of
suspended
savings banks

B/A (%)

are larger than those of the first group, the negative

11.3

12.1

107.3

Loans

8.4

10.2

121.7

Deposits

10.5

11.4

108.2

Note: 1) The data for the first group is as of end-2010, and that for the
second group as of end-June 2011
Source: Financial institutions’ business reports

impact on the business performance of savings banks at
the end of this year is also likely to be significant.
In order to improve and consolidate their financial
positions in the face of these challenges, savings banks
need to intensify their efforts to expand their capital
bases. The government meanwhile needs to carry out
full-scale restructuring of savings banks that show
signs of insolvency.
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2.2. Credit card companies

Figure IV- 31
Marketing costs1), and number of cards issued2)
(%)

(millions)

25

125

(Good asset quality, but increased credit risk due to

Marketing costs (LHS)

multiple loan borrowers)

Number of cards issued (RHS)
20

110

15

95

Competition among card companies to raise their
market shares has intensified in recent years, as banks
have strengthened their card businesses by spinning
their card divisions off85) 86) into separate card

10

80

companies. Marketing costs increased by 30.3% during

H1 2008 H2 2008 H1 2009 H2 2009 H1 2010 H2 2010 H1 2011

2010, and the number of cards issued stood at 120

Notes: 1) Marketing costs / Profits (based on managed assets)
2) Number of cards issued as of period-end
Source: Financial institutions’ business reports

million at the end of that year, exceeding the number
(100 million at end-2002) prior to the credit card crisis.

Figure IV- 32

The credit card transaction value also increased nearly

Credit card transaction value, by transaction type1)
(trillion won)

by 10% in 2010, and that of credit card loans, one of

(trillion won)

300

30

Credit purchases (LHS)
Cash advances (LHS)
Card loans (RHS)

20

200

the credit card lending87) methods, surged by 42.3%.
As card companies rapidly expand their businesses,
concerns are growing about the possibility of loans to

10

100

borrowers with middle and low credit ratings becoming
non-performing and card companies facing significant

0
H1 2002

H1 2004

H1 2006

H1 2008

0
H1 2011

Note: 1) Transaction value of credit card use by domestic card holders
(half-year basis)
Source: Financial Supervisory Service

liquidity risk.
First of all, looking at the possibility of default on the
asset management side, card companies still maintain

Figure IV- 33
Card loan transaction value1) and balance outstanding2)
(trillion won)
16

sound asset quality. The growth in credit card

(trillion won)
Transaction value
Outstanding

16

12

12

8

8

85) Hana SK Card (Nov 2009) and KB Card (March 2011) have already
been spun off, and Woori Bank and SC Korea First Bank are in the
process of spinning off their credit card divisions as well.
86) Banks spin off their high-profit credit card divisions so as to enhance
their competitiveness in the card business through facilitating quicker
decision-making.
Profit comparison of credit card companies and banks
(as of 2010)

(%)
4

ROA

4

ROE

H1 2008 H2 2008 H1 2009 H2 2009 H1 2010 H2 2010 H1 2011

Banks

0.54

7.22

Notes: 1) Card loan transaction value during each half-year period
2) End-of-period balance
Source: Financial institutions’ business reports

Credit card companies

5.45

19.83

87) There are two types of credit card lending — card advances and card
loans.
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transaction value in 2010 was attributable mainly to the

Figure IV- 34
1)

increases in credit purchases, a relatively less risky type

Credit card loan quality
9

(%)

(%)

9

Delinquency ratio
Substandard-and-below loan ratio

6

of card transaction.88) The expansion that took place in
card loans89) was accounted for mostly by usage by

6

cardholders with intermediate credit ratings (5 ~ 7th
grades) rather than those with low ratings. The rate of
card loan growth has since slowed in 2011, due to the

3

3

strengthening of regulations by the supervisory
authorities.90) The delinquency ratio and substandard-

0

0
2008.6

12

2009.6

12

2010.6

12

2011.6

and-below loan ratio, two main measures for
estimating the potential losses from card loans, have

Note: 1) Mono-line credit card companies, based on managed assets
Source: Financial institutions’ business reports

both fallen to around 2%.
Figure IV- 35
Number of multiple loan borrowers1)
(millions)

However, one factor that could increase the risks of
(millions)

1.9

1.9

1.8

1.8

1.7

1.7

default on credit card loan assets is the rapid growth in
the numbers of people borrowing from multiple
financial institution sectors (“multiple loan borrowers”
hereafter) and of cardholders with two or more card
loans (“multiple card loan users” hereafter). The

1.6

1.6

1.5

1.5

number of multiple loan borrowers rose 13.7% to 1.8
million at the end of March 2011, from 1.6 million at

2008.12

2009.12

2010.12

2011.3

Note: 1) Borrowers with card loans and unsecured loans from
multiple financial institution sectors
Source: National Information and Credit Evaluation, Inc. (NICE)

Figure IV- 36
Borrowers with multiple credit card loans1)
(millions)

(millions)
1.1

1.1

4 or more
3
2

0.9

0.9

0.7

0.7

0.5

0.5
2008.12

2009.12

2010.12

Note: 1) Borrowers with two or more credit card loans
Source: NICE

2011.3

88) Credit purchases are transactions made on a deferred payment basis,
rather than credit facilities. The delinquency ratio on credit purchases
thus also tends to be lower than that on credit card debt (1.0% for
credit purchases, 2.4% for card debt, as of end-June 2011).
89) The average credit rating improved from 7.5 at the end of 2006 to 5.7
as of end-2010, and the average value of use per cardholder increased
by only a small increment (5 million won in 2006 → 5.4 million won
in 2010) during that time, suggesting that the increase in card loans
was not a result of an easing in lending attitudes or an expansion in
lending to borrowers with low credit ratings.
90) (1) ‘Measures for Strengthening the Health of the Credit Card
Market’ (March 2011) :
- Rise in loan loss reserve requirements on card loans;
enlargement of scope of information-sharing about
cardholders; strengthened supervision on card member
recruitment.
(2) ‘Special Measures for Curbing Excessive Competition among
Credit Card Companies’ (June 2011) :
- Setting supervisory targets on growth in three core areas (card
assets, number of newly issued cards, and marketing expenses);
regulator lets each company set its own targets and monitors its
progress in meeting them on a weekly basis.
- Introduction of regulation on leverage ratio (total assets/capital).
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end-2009, while that of multiple card loan users

Figure IV- 37

increased by 0.2 million during the same period.

Mono-line credit card company funding1), by vehicle
(%)
50

(%)
80

Borrowings (LHS)
ABS (LHS)
Card bonds (RHS)

Concerns are thus growing that occurrence of nonperforming card loan problems at any specific card

40
60

company could become a factor causing deterioration
in the quality of unsecured loans held by other card

30

companies or other financial sectors.91)
40

20

(Amid persistent liquidity risk, credit card bond
10

20
2008.12

2009.12

2010.12

2011.6

Note: 1) Based on managed assets
Source: Financial institutions’ business reports

redemption burdens heightened by maturity
concentration)
Looking at the liquidity risk on the funding side, as of
end-June 2011 credit card companies (mono-line) were

Figure IV- 38
Distribution of credit card bond maturities1)
(%)

raising 73% of their funds through credit card bonds,
(%)

40

40

30

30

20

20

15% through ABS, and 12% through borrowings.92)
The share of credit card bonds in total liabilities has
increased particularly sharply (59% at the end of 2008
to 73% at end-June 2011), with the improvement in
issuance conditions (lower interest rates) since the

10

10

0

0

second half of 2009 and the growth in funding demand
(competition for bigger market shares). In this regard,

2011

2012

2013

2014

2015

After 2016

Note: 1) Based on credit card bonds not redeemed as of end-June
2011 (for KB Card and Hana SK Card, including bank
bonds not redeemed at the times of spin-off)
Source: Credit card companies’ disclosure reports

an increased reliance on wholesale funding means
heightened liquidity risk in the event of a financial
market crunch.93)

91) As of end-March 2011, 52.9% of card loan borrowers had also taken
out unsecured loans from institutions in other financial sectors
(borrowers from banks > borrowers from capital companies >
borrowers from lending companies > borrowers from savings banks).
92) Funding of mono-line credit card companies (end-June 2011)
(trillion won)
Total funding

Borrowings

CP

Card bonds

ABS

48.3

6.0

2.4

35.1

7.2

93) Credit card companies do not take deposits as do banks, and for this
reason need to issue bonds to meet their funding needs. Credit card
companies therefore tend to become exposed to liquidity risk during
an economic downturn or a financial market crunch. Investors who
usually prefer to purchase card bonds will shun them if credit card
companies are expected to record losses due to an economic
downturn and increasing delinquency rates.
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To make matters worse, the maturities of many card
bonds unredeemed at the end of June 2011 are
concentrated94) between the second half of 2011 and
2012, making redemption and refinancing more
challenging for credit card companies. At a time when
the euro zone sovereign debt crisis is continuously
raising uncertainty in the global financial markets,
credit card companies may face hurdles in refinancing
their card bonds.95) And funding problems among credit
card companies are bound to adversely affect not only
the companies themselves but also card bond holders
and creditors.96)
When the economy slows, creditors of and investors in
credit card companies such as banks and asset
management companies tend to start deleveraging.
This can increase the liquidity pressures on credit card
companies that are heavily dependent on wholesale
funding. As the credit card business is highly sensitive
to the business cycle, credit card companies need to
take proactive counter-cyclical measures before
cyclical fluctuations affect them adversely.

94) Although the share of long-term bonds in total bonds issued by credit
card companies has been on the rise recently (amount-weighted
average tenor : 2.3 years in 2008 → 3.7 years in the first half of
2011), 52% (18 trillion won) of them are set to mature in the second
half of 2011 and in 2012. This is because the bonds with tenors of 2-3
years issued during 2008 and 2009 will mature during this period,
while most of the bank bonds owned by KB Card due to its spin-off
(8.7 trillion won outstanding at the time of spin-off) will also mature.
95) Even when external shocks with no direct relationship to credit card
companies occur, they make card companies’ funding difficult as
investors’ risk aversion in the financial markets increases. Besides the
poor earnings of credit card companies, the Korean credit card crisis
of 2003 was also caused by trust companies refusing to roll over
MMFs (credit card bonds), as bond prices had plunged due to
outbreak of the accounting scandal at SK Global and requests for
bond redemption were therefore massive.
96) When bank holding companies lend money to credit card companies,
the risks of credit card companies can be transferred to banks.
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<BOX IV- 2>

Liquidity risk of securities companies

Amid increasing uncertainty in the domestic and international financial markets fanned by the European
sovereign debt crisis, concerns about the liquidity conditions of local securities firms are growing.
In addition to their brokerage services, local securities companies make profits by investing funds in securities
or issuing loans. Their securities holdings are funded through short-term instrumentsi) such as call money and
RPs, making their funding structurally vulnerable to financial market fluctuations. As economic uncertainty
deepens, meanwhile, banks and asset management companies supplying short-term funds to securities firms
may decide to reduce their credit lines to or request additional collateral from them, in efforts to reduce risk.
Individual investors could in addition feel unsafe about the RPsii) in their Cash Management Accounts (CMAs)
with securities firms, which are not covered by deposit insurance, and move these funds to banks instead.
Unlike banks, securities firms have limited access to the central bank’s liquidity facilities and in the event of a
liquidity shortage thus have to liquidate their assets (especially marketable securities). In an adverse situation in
which asset prices fall, losses from such sales of securities can accordingly worsen their liquidity conditions
further.

Funding and assets of securities companies
(as of end-June 2011)
[Funding]

(trillion won)
300

Deposits
Borrowings
Other liabilities
Capital

[Assets]
<Composition of borrowings>
Other borrowings
Derivative-linked securities sold
RPs sold
Short-term borrowings
Call money

250
200

(trillion won)
300
250

Other assets
<Composition of securities>
Loans
Securities
Stocks
Cash and deposits
Bonds
Other securities

200
(trillion won)

(trillion won)
150

150

150

150

100

100

100

100

50

50

50

50

0

0

0

0

Source: Financial institutions’ business reports

i) The typical tenor of call money is one day, and that of RPs (institutional RPs) one week.
ii) As of end-June 2011, the balance of securities company CMAs for RP investment stood at 26.8 trillion won, accounting for 45.6% of
total RPs sold by securities companies.
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In September 2008, in fact, when Lehman

Call money and RPs of securities firms
before and after Lehman Brothers collapse

Brothers collapsed and concerns arose over the
credit risk of domestic securities companiesiii),

(trillion won)
12

Lehman Brothers
bankruptcy filing

banks and asset management companies
reduced their call loans to securities firms and

(trillion won)
45
Call money (LHS)
RPs sold1) (RHS)

8

40

4

35

customers requested their repurchases of RPs,
costing them a serious funding squeeze. The
call money balance of securities firms fell from
9.6 trillion won in August 2008 to 4.4 trillion
won in September, and their RP balance from

0

30
2008.6

39.8 trillion won in August to 34.8 trillion won

2008.9

2008.12

2009.3

Note: 1) Excluding funding provided by the Bank of Korea through
RP purchases
Source: Financial institutions’ business reports

(excluding funding provided to securities firms
by the Bank of Korea through its RP purchases)
in October.

A look into securities firms’ recent funding and asset holdings shows that their liquidity position remains
vulnerable to external shocks. After temporarily decreasing at the time of the Lehman Brothers collapse,
securities firms’ securities holdings and loans financed through short-term funding resumed their increase from
2009 at a rapid pace. Their short-term funding (sum of call money, RPs and short-term borrowings) jumped
65.7% (by 30.4 trillion won) between January 2009 and June 2011, while their long-term funding (sum of
bonds issued and capital) increased by only 21.7% (7.3 trillion won). In terms of assets, liquid assets such as
cash and cash equivalents dropped 9.6% (by 1.0 trillion won), while securities held increased by 55.3% (43.6
trillion won)iv) and loans by 68.6% (9.1 trillion won). The duration of the securities held in their accounts
meanwhile also lengthened during this period from 1.18 in January 2010 to 1.45 in June 2011. In sum, the
funding maturities became shorter (57.9% share of short-term funding in December 2008 → 65.2% in June
2011) while the asset maturities lengthened, widening the mismatch between them.

iii) Due to the uncertainty related to exposures to Lehman Brothers, and the rising risk aversion in the financial markets, even securities
firms not having exposures to the American investment bank were hit by credit risk worries.
iv) Among securities firms’ total securities assets, corporate bonds, which are difficult to liquidate in times of market stress, increased at a
greater rate (7.7 trillion won → 32.4 trillion won) than did treasury and public bonds (49.8 trillion won → 60.4 trillion won).
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Change in funding1) and assets of securities companies
[Funding]
150

(trillion won)

[Assets]
(trillion won)

Long-term funding

150

Short-term funding2)

(trillion won)
160
Loans
Securities2)
Cash and cash equivalents
120

(trillion won)

160

120

100

100

80

80

40

40

50

50

0

0
2008.6

2008.12

0

0
2008.6

2011.6

2008.12

2011.6

Notes: 1) Short-term funding = call money + RPs + borrowings; long-term funding = bonds issued + capital
2) Excluding funding provided by the Bank of Korea through its RP purchases and related securities
Source: Financial institutions’ business reports

The credit risk of securities firms has remained under control thus far.v) However, the possibility cannot be
ruled out of a new funding squeeze in the event of a global credit crunch stemming from the European
sovereign debt crisis. Securities firms hence need to conduct stress tests that reflect the recent spike in
uncertainty in the domestic and international financial markets, and strengthen their liquidity risk management
by expanding their credit lines and securing liquid assets.

v) In the wake of the Lehman Brothers collapse, the credit risk of Korean securities firms rose due to the uncertainty concerning their
exposures to Lehman Brothers and the size of the potential losses therefrom, choking off their pipelines for call money and triggering
waves of requests for their repurchases of RPs.
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3. Financial market - Expansion of price variable volatility

(Increased financial market instability)
The domestic financial market was generally stable

Figure IV- 39
1)

Domestic financial market price volatility and
trading volume2) indexes

until July 2011, but in August, with the downgrade of
the US sovereign credit rating together with worries

(2008.1.2 = 100)

(2008.1.2 = 100)

400

800
Transaction volume index (RHS)
Price variable volatility index (LHS)
600

300

400

200

200

100

about economic slowdowns in major countries and
spread of the euro zone sovereign debt crisis, the
volatility of price variables such as interest rates and
share prices expanded greatly. In September, as
concerns about a default by Greece grew, financial
market instability including sharply rising exchange

0
2008.1

0
2009.1

2010.1

2011.1

10

Notes: 1) The price volatility index is based on the simple averages of
the indexed daily volatilities of 3-year treasury bond yields,
the KOSPI and the won/US dollar exchange rate, using the
EWMA method, with Jan 2, 2008 as the base (= 100).
2) The trading volume index is calculated as the simple average
of the indexed transaction volumes of stocks, bonds and
foreign exchange, with Jan 2, 2008 as the base (= 100).
Source: Bank of Korea

rate, increased further.
The three-year treasury bond yield fluctuated at around
3% until July 2011, with factors pushing it up such as
the rise in domestic consumer prices offsetting those
pushing it down like the US economic slowdown and
increasing domestic bond net purchases97) by foreign

Figure IV- 40
Three-year treasury bond yield and volatility
8

investors. Since August, however, the preference for
(%)

(%)

8
3-year treasury bond yield

safe-haven assets has strengthened with the rise in
external uncertainties while the expectations of a Base

Volatility of 3-year treasury bond yield
6

6

4

4

2

2

Rate hike have weakened, and the three-year treasury
bond yield has fallen significantly (3.90% in August 1
→ 3.48% in October). Interest rate volatility, which
had shown downward stability from early 2011, has
accordingly expanded since that time.

0
2008.1

0
2009.1

Source: Bank of Korea

2010.1

2011.1

10

Meanwhile, although the Base Rate has been raised
three times in 2011, the rate of increase in longer-term

97) The amount outstanding of foreigners’ bond investment surged in the
May to July 2011 period, but since August the scale of increase has
declined (+2.6 trillion won in May → +2.3 trillion won in June →
+3.1 trillion won in July → +0.5 trillion won in August → +0.4
trillion won in September).
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Figure IV- 41

interest rates has been constrained by foreigners’

Spread between short- and long-term interest rates
10

purchases of long-term treasury bonds and concerns

(%. %p)

(%. %p)

10

Base Rate (A)
3-year treasury bond yield (B)
Spread (B-A)
Moving average of spreads from Jan. 2000
through Oct. 2011

about a slowdown of the domestic economic upturn.
As a result, the spread between short- and long-term

6

6

interest rates (three-year treasury bond yield minus the
Base Rate) has decreased drastically. As of October 11,
it was 0.23% points, a very low level of spread seen in

2

2

0

0

only a few exceptional cases such as during the global
-2
2000.1

2004.1

financial crisis in 2008.

-2
2011.10

2008.1

Source: Bank of Korea

In the stock markets, KOSPI 200 index volatility has
grown higher, rising from 21 at end-July 2011 to 36 as
of Oct. 11, 2011. The KOSPI hit a historic record high

Figure IV- 42
KOSPI, and KOSPI 200 volatility index

2,228.96 on May 2, 2011, but has reversed to a decline

(1980.1.4 = 100)
2,500

100

KOSPI (LHS)
KOSPI 200 volatility index (RHS)

since then due to factors causing anxiety overseas.
Stock prices have in particular tumbled since August,

2,000

80

1,500

60

1,000

40

500

20

and hit a yearly low 1,652.71 (-19.4% compared to
end-2010) on Sept. 26.
In the event of external shocks, stock prices in Korea

0
2008.1

0
2009.1

2010.1

2011.1

tend to record larger declines than those of other
emerging market countries. This seems to be because

10

of the relatively greater sensitivity of the domestic

Sources: Bank of Korea, Korea Exchange

stock market to international financial market
instability due to structural vulnerabilities such as
Figure IV- 43

Korea’s higher degree of external dependence and its

Major emerging country stock price fluctuations and
CDS premiums1) during recent global shocks
<Stock price fluctuations during period> <Maximum CDS premium during period>

higher proportion of foreign equity investment, despite
its sound economic fundamentals.

2011.8~10
Spread of
euro zone
crisis

surged, with sharply rising exchange rates since
September 2011. The Korean won/US dollar rate had

2010.5

Malaysia
Indonesia
Thailand
Brazil
Korea

(%)
-20

Volatility in the Korean foreign exchange market has

-15

-10

Southern
European
sovereign
debt crisis
(bp)
-5

0

100

Note: 1) based on high points during period
Sources: Bank of Korea, Bloomberg

200

300

400

continued on a downtrend under the influence of
favorable exports and a weaker global US dollar from
March, to hit yearly low of 1,050 won (a 7.5%
appreciation over end-2010) on July 27, 2011. From
August however it reversed to an upward movement
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however driven mainly by foreigners’ massive net
selling of stocks (4.6 trillion Korean won in August),
and in September surged to a yearly high 1,195.8 won
amid intensification of the euro zone sovereign debt
crisis.
Korean won/US dollar volatility remains at a level

Figure IV- 44
Won/US dollar exchange rate and volatility
5

higher than those of other Asian countries’ currencies

(Won/US dollar)

(%)

1,800
Day-to-day volatility (LHS)
Intraday volatility (LHS)

4

1,600

Won/US dollar exchange rate (RHS)

against the dollar. The gap in exchange rate volatility
between Korea and other Asian countries had gradually
narrowed from October 2010, but since September

3

1,400

2

1,200

1

1,000

2011 when the Euro zone sovereign debt crisis
reclaimed in the spotlight has widened again (to a
monthly average 0.47 percentage points).

0
2008.1

800
2009.1

2010.1

2011.1

10

Source: Bank of Korea

volatility)
Amid the increased influence of foreign investors in

Figure IV- 45
Comparison of exchange rate volatilities in
major Asian countries1)
2.0

(Possibility of expanding market price variable

the domestic financial market, the volatility of market
price variables is likely to expand further, in sensitive

(%, %p)

(%, %p)
Volatility gap (A-B)
Korea (A)
Average of major Asian countries (B)

2.0

1.5

1.5

1.0

1.0

0.5

0.5

response to changes in the investment patterns of these
investors.
Foreign investors have substantial influence over
interest rate movements in the government bond spot
and futures markets. As the share of treasury bonds
held by foreign investors has surged (8.4% at year-end

0.0
2009.1

2010.1

2011.1

Note: 1) Singapore, Malaysia, Thailand, Indonesia
Source: Bank of Korea

0.0
9~10

2008 → 17.3% as of end-Sep. 2011), the share of their
holdings of the basket bonds98) underlying treasury
bond futures has grown commensurately. Foreign
investors also have considerable influence over market
interest rates through their treasury bond futures

98) A basket of three recently issued treasury bonds for each treasury
future (% of foreigners’ holdings of such base bonds : 6% at end-2008
→ 48% at end-August 2011)
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transactions.99) This is well illustrated by the increase in

Figure IV- 46
Frequency of co-movement of treasury bond
futures transactions by foreigners and 3-year
treasury bond yield1)

the frequency of co-movement of foreigners’ net
treasury future purchases and the three-year treasury
(%)

(%)

bond yield (e.g. when a decline in treasury bond yields

100

100

80

80

60

60

40

40

20

20

that exchange rates move in the same direction in the

0

stock and the NDF markets is estimated to contribute to

accompanying their net treasury bond purchases) —
from a monthly average of 60% in 2010 to 75% during
Jan. through Sep. 2011.
In addition, the foreign investor practice of ensuring
0
2010.1

5

9

2011.1

5

9

the increased exchange rate volatility. Specifically

Note: 1) Percentage of days on which foreigners’ net purchases (or
net sales) of treasury bond futures move together with
declines (rises) in yields on 3-year treasury bonds
Source: Koscom

foreign investors tend to concentrate both their net
sales of NDFs (pushing the exchange rate down) and

Figure IV- 47

their net purchases of domestic stocks (pushing the

Foreigner net NDF and stock purchases
150

exchange rate down) during the same time periods.

(100 million dollars)
60
Net NDF purchases (LHS)

(100 million dollars)

Net stock purchases (RHS)
100

40

With the increase in foreign investors' influence over

50

20

financial market price variables, the correlation

0

0

between changes in foreigner-held securities

-50

-20

-100

-40

-150
2010.1

-60

investment funds and movements of stock prices,
interest rates and exchange rates has grown more

2010.7

2011.1

apparent since 2009.

6

Source: Bank of Korea

Going forward, the volatility of foreigners’ securities
investment fund in- and outflows is likely to increase,

Table IV- 2

due to further aggravation of the euro zone sovereign

Correlation coefficients between foreigner securities
investment and exchange rate, stock price and
interest rate movements

debt crisis and to worries about a world economic
recession. In this case, with the expansion of domestic

(Cumulative net purchase of stocks)

Exchange rate
Stock price

2006∼2008
-0.68
-0.10

2009∼2011.8
-0.89
0.96

financial market price variable volatility, there are
concerns that financial system stability may decline.

(Cumulative net purchase of bonds)

Exchange rate
Interest rate

0.53
0.48

-0.79
-0.49

Note: 1) daily basis
Source: Bank of Korea

99) Foreign investors net purchased 72 thousands treasury bond futures
contracts during August 2011 (after net selling 11 thousands contracts
during July 2011), which caused a decline in treasury bond yields.
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4. Foreign exchange soundness - Good but still vulnerable

(Foreign exchange soundness appears favorable)
Foreign exchange soundness shows a generally

Figure IV- 48
Foreign exchange reserves and net external assets

favorable picture, with the nation’s foreign exchange

(100 million dollars)

(100 million dollars)
3,500

Foreign exchange reserves (LHS)

1,400

reserve holdings and net external asset position rising

1,200

compared to the end of 2010 and its external debt

1,000

repayment capacity and external debt structure staying

800

at around their end-2010 levels.

Net external assets (RHS)

3,000

2,500

600

Foreign exchange supply has remained predominant

2,000
400

relative to demand thanks to the continued current
1,500
2008.1/4

200
2009.1/4

2010.1/4

2011.1/4

3/4

Source: Bank of Korea

account surplus, while residents’ overseas investment
rose during January through August 2011 and
foreigners’ investment in the domestic stock market
declined, resulting in net outflows in the capital and

Figure IV- 49
External debt repayment and soundness indicators

financial account.100) The nation’s foreign exchange

(%)

reserves thus totaled US$ 303.4 billion as of end-

70

(%)
Short-term external debt/total external debt 80
Short-term external debt/
foreign exchange reserves
70
Total external debt/GDP

60

60

50

50

40

40

30

30

80

20
2008.1/4
2009.1/4
Source: Bank of Korea

2010.1/4

20
2011.2/4

September 2011, an increase of US$11.8 billion
compared to end-2010, while its net external asset
position reached US$ 89.5 billion as of end-June, up by
US$ 1.2 billion.
With regard to the external debt repayment capacity, the
ratio of total external debt to GDP was 36.8% as of endJune 2011, up only 1.3% points over the end of 2010 as
external debt and GDP have risen in tandem. The ratio
of short-term external debt to foreign exchange reserve

100)

Korean balance of payments
(100 million dollars)
2010
Jan~Aug (A)

2011
Jan~Aug (B)

Changes
(B-A)

Current account

156

123

-33

Capital and financial account1)

75

-17

-92

Total

231

106

-125

Note: 1) Excluding changes in reserve assets
Source: Bank of Korea
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Figure IV- 50

holdings meanwhile stood at 49.2%, above its 46.3%

Roll-over ratio1) and spread on domestic banks’
short-term borrowings, and CDS premium2)

end-2010 figure but far below the ratio during the
(%)

(bp)
180

300

Roll-over ratio (RHS)
Spread (LHS)
CDS premium (LHS)

150

global financial crisis (79.1% at end-September 2008).
The share of short-term debt in overall external debt

250

was 37.6%, similar to the level at end-2010 (37.5%).

120

200

90

150

according to the World Bank’s widely used external

60

100

debt classification guidelines101).

30

50
0

0
2010.1

7

2011.1

8

premiums on foreign currency borrowings by domestic
banks having risen amid the euro zone sovereign debt
crisis since August 2011, external borrowing

Figure IV- 51
CDS premiums of major domestic and European banks
160
140

Meanwhile, with both the CDS premiums on foreign
currency-denominated bank debentures and the risk

Notes: 1) Total amount of newly extended loans during period
/Total amount of loans maturing during period
2) 5-year US$-denominated notes issued by four banks
(Shinhan, Woori, Hana and Kookmin)
Sources: Bank of Korea, Markit

(bp)

Korea’s external debt is at a generally appropriate level,

Changes from Aug to 10 Oct 2011
Changes from Jan to July 2011

conditions have deteriorated. The roll-over ratio for

(bp)
160
140

short-term foreign currency borrowings has remained
stable at over 100%, however, meaning that foreign

120

120

100

100

80

80

60

60

40

40

20

20

0

0

As the euro zone sovereign debt crisis is expected to

-20

likely evolve into a global banking crisis, there are

-20
Kookmin Bank Woori Bank BNP Paribas Credit Agricole RBS Group

Barclays

Source: Bloomberg

currency liquidity is still relatively healthy.102)

(Vulnerability to external risk remains)

increasing concerns about Korea’s foreign exchange
soundness.

Figure IV- 52
Comparison of country external debt repayment capacities
(as of end-March 2011)

First, if a deleveraging by euro zone banks occurs,

(Total external debt/GDP, %)
50

foreign funds may flee the Korean economy, which

40

Turkey
Russia

Thailand

Korea
Malaysia

30

relies heavily on European funds. Reflecting this, the
CDS premiums of domestic banks have surged sharply
since August 2011, to approach those of European

Indonesia

20
Brazil
10

China

0
0

20
40
60
80
100
(Short-term external debt/Foreign exchange reserves, %)

Source: Bank of Korea

banks.
101) According to the World Bank’s classification, any country with
either a total external debt/GDP (GNI) ratio less than 48%, or a total
debt/current account surplus ratio less than 132%, is regarded as a
less-indebted country.
102) As of end- August 2011, the foreign currency liquidity ratio of
domestic banks was 100.1%, 15.1% points above the supervisory
authorities’ guideline (85%).
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Figure IV- 53

Second, since the Korean economy has relatively high

Dependence on exports, and net inflows of stock
investment funds
Taiwan

Korea

India

dependence on the external sector, its ratios of shortterm external debt to foreign exchange reserves and of

Indonesia

0

80

total external debt to GDP are higher than those of
other emerging market countries. This means a

-20
60

likelihood of Korea being more affected by external

-40

shocks such as a slowdown of the world economy and

40
-60

an international financial market credit crunch. Since
20

-80

August, in fact, when worries over the sluggishness of

Net inflows of stock investment funds from Aug to Sept 2011 (LHS)
Exports/GDP (2010, RHS)
-100
0
(100 million dollars)
(%)

advanced country economies emerged, foreigners have
taken more of their stock investment funds from Korea

Source: Bloomberg

and Taiwan, which have high levels of external sector
dependence, than they have from other emerging

Figure IV- 54
1)

Bank currency mismatches

2)

Bank maturity mismatches

(100 million dollars) (100 million dollars)
(100 million dollars)
(100 million dollars)
1,400
1,800
1,800 1,400
Banks
Banks
Local branches of
Local branches of
foreign
banks
in
Korea
foreign banks in Korea
Domestic banks
Domestic banks
1,400
1,400
1,000
1,000
1,000

1,000

600
600

600

200

200

600

market countries in Asia.
Third, the currency and maturity mismatches103) in
banks’ foreign currency assets and liabilities amounted
to US$ 103.1 billion and US$ 62.7 billion respectively
as of end-June 2011. The mismatch amount has been

200

200

reduced considerably since after the Lehman Brothers
collapse, but is still high. Given this, should domestic

-200
-200
2007.1/4 2008.1/4 2009.1/4 2010.1/4 2011.2/4

-200
-200
2007.1/4 2008.1/4 2009.1/4 2010.1/4 2011.2/4

Notes: 1) External foreign currency liabilities - external foreign
currency assets
2) Short-term external foreign currency liabilities - short-term
external foreign currency assets
Source: Bank of Korea

banks face difficulties in their foreign currency
funding, or should the credit lines of their overseas
branches be curtailed, foreign currency liquidity risk
could become highlighted again.

Figure IV- 55
Derivative assets of local branches of foreign banks
(trillion won)

Lastly, should exchange rates jump sharply due to

(won)
1,600
Net derivative assets (LHS)
Derivative assets (LHS)
Won / dollar exchange rate (RHS)
1,400

130

100

external shocks, the outflows of foreign funds that
ensue as a result of derivatives transactions by banks

70
1,200
40
1,000

10

-20
2007.1/4

800
2008.1/4

Source: Bank of Korea

2009.1/4

2010.1/4

2011.2/4

103) In times of financial market instability, global liquidity caused by
increased bank lending tends to evaporate rather than be
redistributed, and in this case the risks of liquidity shortage are
concentrated on financial institutions with greater degrees of
maturity mismatches (Shin, “Money, Liquidity and Monetary
Policy”, FRB, 2009). Although Korea is a country with net external
assets in the economy as a whole, banks continue to carry currency
mismatches where their foreign currency-denominated liabilities
exceed their foreign currency-denominated assets. This is a source of
funding risk at times of financial market disturbance (McGuire and
Goetz, “The US dollar shortage in global banking”, IMF, 2009).
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Figure IV- 56

and non-bank financial institutions are likely to

Domestic bank OTC derivatives
transaction collateral balance

increase. The local branches of foreign banks in Korea
(won)

(trillion won)
30

may experience exposures to Korean paper exceeding
1,600

US dollar deposits (LHS)
Collateralized bonds (LHS)

1,400

won / dollar exchange rate (RHS)
20
1,200

their internal limits, since derivatives assets rise sharply
when exchange rates jump. To reduce exposures for the
purpose of risk management, assets would then need to
be sold to repay borrowings104), inevitably leading to

1,000
10
800

increased capital flight. Moreover, the increase in
foreign currency deposits stipulated in the CSA (Credit
Support Annex)105), that ensures residents’ coverage of

0
2008.12

2009.6

Source: Bank of Korea

2009.12

2010.6

600
2010.12

counterparty valuation losses in their derivatives
transactions with non-residents, could be another factor
contributing to a destabilization of foreign currency
liquidity.

(Efforts to enhance foreign exchange soundness)
Due to the high dependence of the Korean economy on
external trade, foreign exchange soundness suffers
whenever the international financial market is
distressed. The government authorities, including the
Bank of Korea, hence need to devote sustained policy
efforts to properly managing the foreign exchange
reserves and improving the external debt structure. In
addition, in order to lower the volatility of foreigners’
securities investment fund flows, macroeconomic
foreign exchange policies such as the bank forward
position limits, the macroprudential stability levy, and

104) After borrowing US dollars, the local branches of foreign banks in
Korea invest in domestic bonds through sell/buy (sell spot/buy
forward) swaps. In the event that the won/US$ rate soars, profits in
their forward bought positions occur, which increase their derivative
assets. To reduce excess exposure caused by derivative assets, some
are sold and the US$ borrowings repaid, to thus maintain these
banks’ exposures within their limits.
105) To ensure that the counterparties in OTC derivatives transactions
comply with their contracts, a CSA (Credit Support Annex) is
agreed on. As the risk of a counterparty not complying with its
contracts rises in the event of an exchange rate increase, the amount
of collateral deposits required also rises.
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the taxation on foreigners’ bond investment should be
flexibly implemented in accordance with foreign
capital movements. It is meanwhile also true that
foreign exchange soundness cannot be enhanced at the
national level alone, and demands creation of systems
of international collaboration such as the Global
Financial Safety Nets (GFSNs) for coping with cases
of emergency.
Domestic banks must strengthen their readiness in
terms of foreign currency liquidity to brace for
unexpected sudden reversals of foreign currency funds.
They need for example to expand their investment in
highly liquid assets that can be readily utilized as cash
in emergencies. Finally, the counterparty and liquidity
risks of their foreign currency assets and liabilities
should be strictly managed, and to prepare for the
possibility of a global credit crunch their credit lines
should be expanded and their credit sources diversified.
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<Appendix 1> Payment and settlement systems
Although the settlement volume increased steadily,
payment and settlement system operation during the
first half of 2011 was generally stable.

(Continued efforts to enhance BOK-Wire+ stability)
Volume and value of payments processed
through BOK-Wire+1)

The total value of payments processed through BOKWire+ in the first half of 2011 was 209.7 trillion won

(thousand transactions)

(trillion won)
220

16

(daily average), up 6.5% compared with the same

14

period of the previous year (197.0 trillion won).

Value of payments (LHS)
200

Volume of payments (RHS)

180

12

160

10

140

8

120

6

100
2007.1

4

With regard to the hourly shares of settlement value,
those done after 4 p.m. accounted for 54.2% of all
settlements, up 2.6% over the same period of 2010,
while the proportion of settlements before 12:00 noon

2008.1

2009.1

2010.1

2011.1

6

Note: 1) Daily average
Source: Bank of Korea

on-year in securities transaction settlements carried out
late in the afternoon due to an expansion in repo

Payments processed through BOK-Wire+,
by time of day1)
70

transactions among institutions.
(%)

(%)
After 16:00 (LHS)

30

Before 12:00 (RHS)

The first half of 2011 saw seven cases of extended

25.0

65
60.8

25

61.3

20.5

59.1

60

19.7

20.4

operation of BOK-Wire+106), a rather big jump from the
20

18.8
55
15.6

50.2

54.2

16.4
51.6

50.5

50
45

declined. This was largely because of the increase year-

46.6
4.4

same period of the year before (when there were two).

15

This was mainly because of the IT system restructuring

10

at one participant and a computer network malfunction

5

at another — concentrated for 2 to 3 days in each case.

51.8

4.3
40

0
H1 2007 H2 H1 2008 H2 H1 2009 H2 H1 2010 H2 H1 2011
Note: 1) Based on proportions of settlement value
Source: Bank of Korea

The daily average of BOK-Wire+ participants’
settlement liquidity saved through the system’s new

106)

Number of extensions of BOK-Wire+ closing time
Period

H2 2009

H1 2010

H2 2010

H1 2011

Number of extensions

2

2

2

7
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hybrid settlement function declined by 6.5 trillion won
year-on-year, from 32.6 trillion won (20.2%) in the first
half of 2010 to 26.1 trillion won (15.1%).
Meanwhile, the Bank of Korea has devoted efforts to
solving the problems of delays and deadlocks in
settlement in the securities settlement system. The
Bank intends to implement ‘Measures for Advancing
the Securities Market Settlement Systems’ in 2011, and
is changing the way in which it supplies daily liquidity
to financial investment companies (from indirectly to
directly).
The Bank of Korea also implemented efforts in the first
half of 2011 to enhance systemic stability by
investigating the statuses of participants’ establishment
and implementation of BCP and strengthening the
punishments for participants needing extensions of
BOK-Wire+ operation.

(Reinforced retail payment system risk
management)
Settlements through the retail payment systems
operated by Korea Financial Telecommunications &
Clearings Institute rose to 57.9 trillion won during the

Payments processed through retail payment systems1)
70

Giro system
Check clearing system
Interbank shared network

60

70

first half of 2011, up by 6.8% over the same period of

60

2010.

(trillion won)

(trillion won)

50

50

40

40

As of end-June 2011, the total maximum net debit cap,

30

30

the volume of funds that can be transferred by financial

20

20

institutions, was 35 trillion won — up 2.2 trillion won

10

10

(6.6%) year-on-year. This increase owed mainly to

0

participants’ extensions of their maximum net debit

0
2007.1

2008.1

Note: 1) Daily average
Source: Bank of Korea

2009.1

2010.1

2011.1

6

caps in response to the increased demand for money
transfers through retail payment systems such as
electronic banking.
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Utilization of their maximum net debit caps by
participants averaged 62.1% over the first half of 2011,
down compared with the same period of 2010 (65.1%).
There was meanwhile never a time when the utilization
rate exceeded 100% of the limit, which would have
automatically suspended system operation.
As of end-June 2011, collateral securities provided by
participants to the Bank of Korea to guarantee
settlement amounted to 11.6 trillion won, above the
required collateral securities amount (11 trillion won).
Settlement risks for the 25 financial investment
companies that perform funds transfers in the retail
payment system have been effectively controlled. In
particular, in line with the increase in fund transfers by
securities companies due to public equity offerings,
BOK monitoring of their maximum net debit caps was
strengthened to ensure smooth fund transfers.
Following on from the previous year, by means of joint
examinations of them together with the Financial
Supervisory Service, the Bank of Korea also reviewed
the status of funds transfers of financial investment
companies and directed them to improve their
settlement risk management as needed.

(Continued decline in securities and foreign
exchange settlement risk)
The cash leg of delivery versus payment (DVP)107)
transactions settled through BOK-Wire+ stood at 25.0
trillion won during the first half of 2011, up 35.9%

107) The DVP (delivery vs. payment) settlement system eliminates
principal risk by ensuring that a delivery of securities occurs if and
only if a payment for the securities occurs, and vice versa.
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DVP1) settlements processed through BOK-Wire+
(thousand transactions)

from the same period of 2010 (18.4 trillion won). The

(trillion won)
30

8
Volume of settlements (LHS)
7

amount was meanwhile 72.8%, an increase of 8.8%

Value of settlements (RHS)

25

points year-on-year. The trend of reduced settlement

6
20

5
4

risk in securities transactions thus continued.

15

3

10

The volume of payment versus payment (PVP)108)

5

settled through the CLS system109) averaged a daily

0

US$ 57.4 billion in the first half of 2011, up 26.4%

2
1
0
H1 2007 H2 H1 2008 H2 H1 2009 H2 H1 2010 H2 H1 2011

from the same period in 2010 (US$ 45.4 billion). This

Note: 1) Daily average
Source: Bank of Korea

increase owed to the greater participation by local
branches of foreign banks in the CLS system due to

1)

FX settlements processed through CLS System
700

proportion of DVP in the total securities settlement

(100 million won)

(100 million won)
700

their better understanding of foreign exchange

600

600

settlement risk since the global financial crisis. As a

500

500

result, the foreign exchange settlement risk that could

400

400

ensue due to mismatches between the settlement times

300

300

for the currencies exchanged was greatly reduced.

200

200

100

100

0

0
H1 2007 H2 H1 2008 H2 H1 2009 H2 H1 2010 H2 H1 2011
Note: 1) Daily average
Source: Bank of Korea

108) The PVP (payment vs. payment) settlement system eliminates
principal risk by ensuring that a final transfer of one currency occurs
if and only if a final transfer of the other currency takes place.
109) This is a foreign exchange settlement system operated by the
US-based CLS (Continuous Linked Settlement) Bank.
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<Appendix 2> International discussions on the definition,
instruments, and framework of macroprudential policy
1. Definition and object of macroprudential policy
(Definition)
The FSB, IMF and BIS have defined
macroprudential policy as “a policy that uses
primarily prudential tools to limit systemic or
system-wide financial risks, thereby limiting the
incidence of disruptions in the provision of key
financial services that can have serious
consequences for the real economy.”
Macroprudential policy fulfills the following roles.
First, it relieves negative effects on the economy by
reining in the build-up of financial imbalances and
containing the speed and sharpness of subsequent
downswings. Second, it identifies and addresses
common exposures, risk concentrations and
interdependencies that are sources of contagion
risks that could paralyze the whole system.
Macroprudential policies are closely related to
microprudential policies, macroeconomic policies,
and other polices that have an impact on financial
stability. However, macroprudential policy’s
primary goal is to complement microprudential
policy and macroeconomic policy, not to
substitute for them.
For a specific policy to be recognized as
macroprudential, the following components must
be present. First, the policy should have the
objective of responding explicitly and specifically

to systemic risks. Second, a governance
arrangement is required to ensure the timely
implementation of policy instruments.

(Object)
There are two dimensions to systemic risk as the
object of macroprudential policy.
First is the time dimension. This means a systemic
risk that changes over time. Here, the objective of
macroprudential policy is to relieve the
procyclicality110) inherent in the financial system.
Second is the cross-sectional dimension. At a
specific time, financial institutions hold similar
kinds of assets and liabilities or depend on
common services or interact with the same kinds
of counterparties, which results in concentrations
of systemic risk. The objective of macroprudential
policy is to rein in concentrations of systemic risk
by identifying and responding to the contributions
of individual financial institutions to system-wide
risk and their potential contagion effects and
containing contagion from their failure.

110) During an economic boom, financial systems tend to be heavily
exposed to risks including excessive asset price increases, credit
expansion (increased leverage), and maturity mismatch of asset
and liabilities. Unless an adequate buffer is built up, sudden
deleveraging is inevitable and financial instability can only
increase.
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2. Identifying and measuring systemic risk

The recent financial crisis starkly revealed the

developed to determine whether credits are in

inadequacy of the authorities’ capacity to identify

oversupply during economic upswings.「The

and measure systemic risk.

credit to GDP ratio112)」is frequently used.

In order to establish a strong macroprudential

With regard to the measurement of the systemic

policy framework, financial statistics and an

importance of financial institutions, BCBS is

analytical toolkit need to be developed to assess

leading the way in developing an indicator-based

the build-up of risks in the financial system as a

methodology for the identification of G-SIFIs.

whole.

The indicators incorporate a variety of elements
that give rise to the systemic importance of

To this end, a number of domestic and

financial firms, such as their size, the degree of

international measures to address important data

their interconnectedness with other financial firms

gaps have been put in place. The discussions111) of

and the degree to which they provide specialized

the FSB and IMF have focused on eliminating the

services for which there are few substitutes.

data gaps in the following areas in particular.
Efforts are being made to identify vulnerabilities
① Emerging concentrations of risk within and

of the financial system at an early stage and to

across the national and global financial

prevent the build-up of systemic risk. These

systems in terms of both exposures and

efforts include the activities of FSB SCAV

funding dependencies

(Standing Committee on Assessment of

② The transfer and ultimate holding of risk

Vulnerabilities), and the EWE (Early Warning

③ System-wide leverage and maturity

Exercise) of the IMF and FSB.

mismatches
④ Interconnectedness among G-SIFIs
⑤ Exposures of G-SIFIs to national markets
and financial sectors
⑥ International financial integration through
cross-border banking and investment flows

111) In April 2009 ‘the G20 Governors and Ministers’ conference
requested that the FSB and IMF assess the current status of
the data gaps and establish ways to strengthen data collection.
The FSB and IMF produced and submitted a comprehensive
report “The Financial Crisis and Information Gaps”, listing
recommendations of various international bodies, in October
2009, and they are due to report on the status of policy
implementations in 2011.
112) Calculated as the total credit in the domestic market divided
by nominal GDP. When the ratio exceeds the secular trend by
a great margin, it is considered as an oversupply of credit.

It is essential to enhance the ability to measure
procyclicality in time-dimension macroprudential
policy, and to measure systemic importance in
cross-sectional dimension policy. In order to
measure procyclicality, indicators are being
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3. Macroprudential policy tools by type

Macroprudential policy tools that have been
proposed or adopted at the national or
international level are outlined below.

(Policy tools in the cross-sectional dimension)
Agreed level Policy tools

(Policy tools in the time dimension)
Agreed level Policy tools

Basel III

International
level

SIFI
framework

Policy framework■ to address the
moral hazard risks and
externalities posed by SIFIs is
being prepared.
■ Improving resilience of SIFIs,
establishing effective
resolution regimes and
strengthening supervision, etc.

International
level

Aims at reducing contagion risks
from crises by strengthening■ the
infrastructure underpinning OTC
Enhancement markets
of OTC
■ Standardization, central
market
clearing (CCP), organized
infrastructure
platform trading, and
reporting to trade repositories
of OTC derivatives
transactions

The CGFS (Committee on the
Global Financial System) is
developing recommendations for
Adjustment
ways to strengthen haircut-setting
of haircuts
and margining practices to limit
and margins
the build-up of leverage in good
times and soften the system-wide
effects during a market downturn.

National
level

Contributes to lessening
Expected
procyclicality by facilitating
loss
earlier recognition of credit
provisioning
losses.

National
level

Basel III

Strict regulations on capital and
liquidity under Basel III improve
the resilience of individual
institutions from external shocks,
and thus prevent sudden
contagion of financial crises.

Details
A “Countercyclical capital
■
buffer , as a specific
macroprudential overlay of Basel
III, is a major macroprudential
policy tool whose aim is to
reduce procyclicality.
■ Capital that banks accumulate
when systemic risks
(economic boom) are on the
rise and that is used when
risks are realized (at the
outbreak of financial crisis).
Capital conservation buffer,
minimum leverage ratio, and
liquidity standards help reduce
the procyclicality of financial
institutions.

Addressing
excessive
credit or
asset price
increases

Some countries have established
foreign currency debt limits and
implemented LTV and DTI
regulations in order to prevent
sudden spirals of asset prices and
to contain credit expansion.

Others

Marginal reserve requirements
for banks’ funding, bank levy for
non-deposit liabilities, etc.

Details
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Other
policies

Strict regulations on clearing and
settlement systems of each
country and restrictions■ on
permissible activities of
systemically important (or major)
institutions to prevent a default by
an individual financial institution
from spreading to the whole
financial system
■ U.S. Dodd-Frank Act, etc.
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4. Principles in designing macroprudential policy and future tasks

member countries. (For more details, refer to

(Principle of policymaking)

<Box 2>「CGFS / IMF survey on
In January 2011, the CGFS (Committee on the

macroprudential policies」)

Global Financial System) presented principles
regarding methods of identification of systemic

According to the survey, 90% of member

risks, the necessity for international coordination,

countries that participated in the survey entrusted

the type and characteristics of macroprudential

their central banks with responsibility for financial

policy making bodies. (please refer to <Box 1>

stability, and since macroprudential policy calls

「Seven Principles in Designing and Operating

for coordination among banks, 44% of member

Macroprudential Policy’ of the CGFS」)

countries had set up commissions.

In particular, the CGFS argued that while

(Future tasks)

macroprudential policy could be implemented
through an independent central mechanism or an

Although there have been many efforts to

official committee, but that, in any circumstance,

establish macroprudential policy frameworks, the

the central bank must lead its implementation, or

FSB, IMF, and BIS have deemed that additional

at least play a core role as a participating member

discussion on the following issues should take

of that body.

place. The opinions gathered from these
discussions were to be reported to the Cannes G20

This is fully justified, since central banks have the

summit in France in November 2011.

professional capacity for analyzing systemic risks,
① Identify sources and symptoms of systemic

an advantage in terms of market analysis due to
their direct participation in markets, and their

risks

ability to consistently and independently pursue
longer-term policies that may not be attractive in

As the financial sector evolves rapidly, the sources

the short run.

and symptoms of systemic risks change abruptly,
making continuous monitoring necessary. In this

But the committee pointed out that when

connection, the FSB is discussing regulations on

implementing macroprudential policies central

shadow banking systems, and ways to strengthen

banks should pay attention to their interaction with

the monitoring of institutions not subject to

monetary policy.

regulation.

At the end of 2010, the IMF conducted a survey

② Develop tools to measure and monitor

on the macroprudential policy frameworks of 60

systemic risks
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Analytical tools need to be developed to measure
and monitor systemic risks, and estimate negative
effects that could arise in application of a specific
policy instrument.113)
③ Establish proper governance arrangements
The main purpose of macroprudential policy is to
control tail risk, which has a big impact if the risk
actually occurs, though its likelihood is considered
low. Often macroprudential policies involve a lot
of costs in the short term, but produces long-term
effects. Therefore, an essential policy may not be
implemented or it may be weakened due to
lobbying and political pressure. Thus, a robust
system114) is necessary, which can reinforce both
the authorities’ capacity and their will to act.
④ Harmonize with other policies
Macroprudential policy may complement or
conflict with other policies (i.e. monetary, fiscal,
microprudential policies and capital controls115)).
Hence, a policy framework should be established,
depending on each country’s situation, to ensure
smooth communication among authorities, clear
divisions of responsibility and authority, and
consistency of policies.
⑤ International coordination
Because the stability of the financial system is
essential at a regional and international level, the
policy framework of each country should be
mutually consistent. Therefore, mechanisms116) for
information sharing and mutual cooperation
among nations should be strengthened.

113) In developing analytical tools, devising methodologies that
can analyze the possibility of shocks and their impacts in a
forward looking way and expanding data availability are
especially important.
114) Refers to a system that can assign clear and concrete missions
with policy tools corresponding to those missions, and that
has operational independence and enjoys the confidence of
actors through a transparent policy making process.
115) For details, refer to <Box 3>「Managing systemic risks from
capital in- and outflows」.
116) Includes FSB / G20’s (Mutual Assessment Process), and the
IMF’s multilateral surveillance.
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<BOX 1>

‘Seven Principles in Designing and Operating Macroprudential Policy’ of the CGFS
The CGFS published reportsi) with case studies of major countries’ macroprudential policies in January 2011,
presenting seven core principles for the effective design and operation of macroprudential policies outlined
below.

< Seven Broad Principles >
① Systemic risk diagnosis should integrate supervisory information, market intelligence and aggregate
indicator data.
② Interlinkages between financial institutions and markets, including cross-border exposures and associated
hedging markets, must be monitored.
③ Supervisory authorities should develop policy instruments to respond to specific risks and financial
destabilizing factors.
- Traditional microprudential policy instruments, such as fixed or variable capital and liquidity
requirements, can be used. The development of new policy instruments for managing new risks is
possible.
④ Intensive international information-sharing is needed.
⑤ Macroprudential policy should be the responsibility of an independent central agency or formal
committee, either as part of the central bank or involving the central bank in a key role.
⑥ Macroprudential authorities should possess a clear mandate, objectives, adequate powers and strong
accountability.
⑦ Macroprudential policy communications strategies need to convey financial stability assessments clearly,
link them logically to policy decisions, and manage public expectations about what can be achieved with
macroprudential policy.

i) “Practical Approaches to Designing and Conducting Macroprudential Policy”, January 2011
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<BOX 2>

CGFS / IMF survey on macroprudential policies
(The CGFS)
The CGFS conducted a survey in November 2009 to learn about cases where members’ macroprudential
policies had been put into application. The results show that many countries have already operated various
instruments (caps on LTV ratios, etc.) for macroprudential purposes.
In mid-2010, in order to identify practical problems in the design and operation of macroprudential policies,
case studies on the progress of systemic risks in major countries were conducted. Based on the survey results,
the CGFS concluded that if authorities had employed proper macroprudential policies such as capital/liquidity
controls and limiting specific types of risk-taking, then systemic risk would have been greatly reduced.
However, other systemic risks such as the growth of the shadow banking system and the reliance on crosscurrency funding would still have been overlooked, or inadequately grasped.

(The IMF)
The IMF conducted a survey on 60 member nations on whether macroprudential policies are employed and on
their policy frameworks as of end-2010.
The results show that most of the members surveyed have introduced or plan to introduce macroprudential
policies.
In addition, in view of the fact that central banks have the expertise and the incentive to reduce systemic risk
for macroprudential purposes, most member countries surveyed (90%) entrusted their central banks with a
financial stability mandate.
In the meantime, many members (44%) have a committee or council whose mission is to ensure policy
coordination between macroprudential policies and other policies. Some committees have specific
macroprudential policy tools available, while others play an indirect role by presenting advice on the policy
operations of the authorities as members of the committee concerned and making formal recommendations.
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<BOX 3>

Managing systemic risks from capital in- and outflows
The FSB, IMF and BIS addressed the management of risks from capital in- and outflows in their joint paper
titled ‘Macroprudential Policy Tools and Frameworks’ in February 2011.

(Policy tools)
In response to macroeconomic imbalancesi) and systemic vulnerabilitiesii) arising from sudden and massive
reversals of capital in- and outflows, each policy authority employs various policy tools. In this connection, the
IMF is developing guiding principles on policy instruments that can be used to manage capital flows, either
multilaterally or nationally.
Policy instruments to control capital movements include macroeconomic policies, macroprudential policies,
and capital controls.
Some prudential tools can produce effects resembling those of capital controls, without differentiating between
residents and non-residents and without managing capital inflows directly in the same way as direct capital
controls. These prudential policy instruments include: ① imposing a countercyclical capital buffer linked to
the build-up of credit ② variable caps on LTV and DTI ratios ③ a levy or charges on short-term wholesale
funding, irrespective of whether that funding is sourced domestically or from abroad. In particular, Korea’s
leverage cap on banks’ off-balance sheet foreign exchange positions introduced in June 2010 is a good
example of reducing systemic risk through macroprudential tools.

(Relationship among policy tools and caution in their use)
With regard to the order in which policy tools are used, macroeconomic policies should be used first, and only
if these turn out to be insufficient, should prudential policy tools be used. In special cases, capital controls can
be employed.
Strictly speaking, capital controls cannot be classified as a macroprudential policy. Only if capital controls are
implemented with a strict governance arrangement and specifically targeting systemic risk, should they be
regarded as a macroprudential policy.
Because macroprudential policies and capital controls can have serious international repercussions, countries
employing those tools should act only after sufficient consideration of the consequences they may entail for
international monetary and financial systems, as well as their policy effects.

i) i.e. overheated economy, and reduced competitiveness due to currency appreciation, etc.
ii) i.e. unsustainable asset price booms, financial sector distress due to sudden stops or reversals of capital inflows, etc.
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<BOX 4>

Glossary

Capital conservation buffer: a new concept created in Basel III, additional capital to brace for losses. It is
calculated as 2.5% of risk weighted assets in the form of common equity, and added to minimum capital
requirements. If banks do not meet minimum capital requirements, they are subject to regulations pertaining to
the reduction of the scale of their operations, but if they simply fail to meet the capital conservation buffer, only
their distribution of profits is constrained.
CCP (Central Counterparty): currently, OTC derivatives exhibit a weakness in increased counterparty risks
in times of financial crisis, through direct settlement with the counterparty. If this practice is modified into
indirect settlement through CCP, settlement stability can be improved through margining and daily settlement,
and liquidity for settlement can be reduced through netting.
CGFS (Committee on the Global Financial System): a forum of central banks that conducts research and
studies on a wide range of issues relating to financial markets and the financial system. It presents policy
recommendations with a view to assisting central banks in fulfilling their mandate of price and financial
stability. Upon the revision of the “Euro Currency Standing Committee” established in 1971, the CGFS was
created in February 1999.
Countercyclical capital buffer: a new concept introduced in Basel III. The new system aims at containing
excessive credit expansion in times of financial and economic upturn by establishing additional capital, and at
preventing a sudden credit crunch by using such capital on fund loans in times of financial crisis. Each nation
puts aside 0~2.5% of risk-weighted assets in addition to the capital conservation buffer at their voluntary
discretion.
Data gap: means a shortage of timely and accurate information; also called an information gap. Data gaps
occur inevitably as financial market and financial institutions develop, and hamper the effective response of
policy makers and market participants. The FSB and IMF presented 20 recommendations for narrowing data
gaps in October 2009.
EWE (Early Warning Exercise): an exercise to evaluate risks that could have a significant impact on the
global economy if they occurred, although the probability of this is low, and recommend policies to moderate
them. The FSB and IMF conduct EWEs jointly, and the results are submitted to the IMFC (International
Monetary and Financial Committee) in spring and fall.
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Expected loss provisioning: a system of setting aside provisions based on expected loss that could incur in the
future. A system of provisioning based on incurred loss strengthens procyclicality by reducing provisioning
amounts during an economic boom, and by increasing provisioning during economic downturns. On the other
hand, a system based on expected losses can lower procyclicality through provisioning in accordance with
cyclical changes occurring in the future.
Haircuts: the rate of the discount of the market value of collateral assets. As risks of holding such assets rise,
the rate of collateral discount increases. For example, if the discount rate on US Treasury bills is 1%, and that
on A-rated corporations shares is 30%, one can borrow US$ 990 against the collateral of US$ 1,000 in US
Treasury bills, but only US$ 700 against the collateral of US$ 1,000 in company shares.
Margins: money deposited in advance, as a certain percentage of promised proceeds when trading shares in
stock markets. Currently, the minimum margin is 40% of promised amount in cash markets, and securities
authorities can adjust the rate of margin as a means of controlling markets. Meanwhile, margins in futures
transactions are collateral moneys deposited with a futures trading intermediary or clearing institution to
guarantee the fulfillment of futures contracts.
Shadow banking system: institutions that perform the function of credit intermediaries like banks in the
shadows and are not subject to prudential regulations. Without access to central banks’ liquidity support or
governmental guarantee program, this system is highly likely to create systemic risk. The system came to light
in August 2007 when Mr. McCulley, a director of PIMCO, the US asset management company, cited them is at
the Jackson Hole conference as one of causes of the global financial crisis. It includes MMFs and hedge funds.
Standardization: by standardizing contractual terms, transactional procedures, and the contents of OTC
derivatives products, market liquidity and confidence in transaction data can be improved. Ultimately, it aims
to establishing conditions for the settlement and clearing in formal markets such as exchanges.
Tail risk: a risk factor of an event that has potentially huge, negative impacts on asset values if it ever happens,
although the probability of its occurrence is low and it is difficult to predict.
Trade repository: an institution that collects and manages data relating to contractual terms of OTC
derivatives. According to the “OTC derivatives restructuring plan” by the FSB, counterparties in OTC
derivatives transactions should report details of OTC transactions to trade repositories regardless of direct
settlement or indirect settlement.

- 102 -

Appendix

<Appendix 3> Major changes in domestic financial system
(Strengthening Bank of Korea role in ensuring
financial stability)
Major revisions to「Bank of Korea Act」
Category

Description

- Stipulates among the purposes of the Bank of Korea
Specifying
Responsibility for that the Bank shall pay attention to financial stability in
Financial Stability carrying out its monetary and credit policies
Liabilities Subject - Expands the range of liabilities subject to reserve
requirements beyond deposit liabilities, and has the
to Reserve
Enforcement Decree define their specific range
Requirements
- Eases the requirements for provision of Emergency
Improving
Credit by the BOK, and the requirements for BOK
Emergency
credit extension to for-profit enterprises1)
Liquidity Support
- Includes a securities lending facility among the methods
Facilities
of open market operations
- Expands the range of financial institutions required to
submit materials requested by the BOK to those set out
Right to Request
in the Presidential Enforcement Decree from among
Materials
those defined as financial institutions in the「Act on
Structural Improvement of the Financial Industry」

Joint
Examinations

- Stipulates that the Enforcement Decree shall specify the
mandatory period within which the Financial
Supervisory Service (FSS) shall undertake joint BOKFSS examinations after BOK requests for such
examinations are made to the FSS

Strengthening
Currency
Management

- Enables the BOK to centralize the management of
counterfeit and altered currencies, and establishes new
provisions forbidding and specifying the punishment for
damaging of currency

Enhancing
Accountability

- Provides that the Bank of Korea shall compile at least
twice a year a report on the status of the nation’s macrofinancial stability, and submit it to the National
Assembly
- Stipulates that the Bank of Korea shall submit to the
National Assembly a formal record of decisions made
by the MPC, and sets of the Bank’s externally-audited
closing statements

Note: 1) Emergency Credit: changed from “during a grave emergency which
directly threatens monetary and banking stability…” → “at times
when liquidity deteriorates due to imbalances between financing and
use of funds, etc….”
Credit to For-profit Enterprises: changed from “in periods of severe
monetary and credit contraction” → “when severe impediments to
obtaining funds from financial institutions occur or when there is a
strong likelihood of their occurrence.”

A revision of the Bank of Korea Act was passed by the
National Assembly during its plenary session meeting
on August 3, 2011. The main purpose of this revision
was to include ensuring ‘financial stability’ among the
purposes of Bank of Korea establishment, alongside its
existing purpose of ensuring ‘price stability’.
Recognition of the importance of macroprudential
policies has grown globally, based on lessons drawn
from the 2008 global financial crisis, and this revision
of the Bank of Korea Act is directed toward
strengthening the financial stability role of the central
bank in line with this trend.
The highlights of the revision are: ① the stipulation
among the purposes of the Bank of Korea that the Bank
shall pay attention to financial stability in carrying out
its monetary and credit policies, and ② an expansion in
the range of liabilities subject to reserve requirements,
along with improvement of its emergency liquidity
support facilities to facilitate greater effectiveness of
the Bank of Korea’s monetary and credit policy
undertakings and efficient performance of its financial
stability-related functions.
Additional highlights include ③ an expansion in the
range of financial institutions required to submit
materials requested by the BOK as necessary for its
monetary and credit policy undertakings, and ④ the
stipulation that a report on the status of the nation’s
macro-financial stability be compiled at least twice a
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year, for submission to the National Assembly.
The revised Act enters into force on December 17,
2011, after appropriate amendment of related laws
including the「Bank Act」
.

(Legislative revisions to promote financial health
and competitiveness of mutual savings banks)
Measures to enhance financial soundness and
competitiveness of mutual savings banks
Category

Description

Stricter
supervision

- Subjects large shareholders to direct inspections;
specifies tougher penalties for illegal acts by major
shareholders
- Tightens credit limits with respect to single PF sites
- Abolishes preferential treatment regarding credit
extension limits for “outstanding” savings banks

- Allows financially-healthy savings banks to offer
installment finance services to consumers and small
businesses
- Eases conditions for mutual savings bank setting up of
specialized credit offices within the communities they
Improvement of serve
Up to three offices; only pre-reporting required
competitiveness
- Lowers the loan quotas for lending to consumers and
SMEs within the communities served (50% → 40%)
- Exempts real estate leasing businesses with low
probabilities of default from application of the combined
total loan limit rule (50%)

Other changes

- Mandates reporting to the FSS in events of bank runs
beyond certain levels
- Improves the systems of management guidance and
onsite supervision
- Specifies the limited cases1) in which voluntary temporary
business closures are allowed, and the punishment2) for
violation of these limits

Notes: 1) In cases of relocation of head or branch offices, or in events of
natural disaster
2) Imprisonment for up to 10 years or a fine of up to 500 million
won, and license revocation

On July 25, 2011, the Financial Supervisory
Commission issued an administrative notice of
enactment of a Revision to the “Supervisory
Regulations Related to the Enforcement Decree to the
Savings Banks Act”, to strengthen the oversight of
mutual savings banks in an effort to ensure their sound
management and enhance their competitiveness
through expansion of their business infrastructures.
First, to strengthen mutual savings bank supervision,
the FSS introduced direct inspections of large
shareholders, tightened credit limits with respect to
single PF sites,117) abolished preferential treatment in
terms of credit limits for financially-healthy savings
banks, and limited the excessive issuance of
subordinated debt.
Further, to improve the competitiveness of mutual
savings banks, the FSS allowed those of them meeting
certain conditions including financial criteria to expand
their business areas to engage in the installment finance
business, while easing the conditions for establishment
of specialized credit offices and the loan quotas for
lending to consumers and SMEs within the

117) Even if there are several construction developers within the same PF
business site, they will all be regarded as a single borrower to which
the reduced credit limit of 25% of equity capital will be applied.
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communities served.

(Strengthened supervision of credit card businesses)
On March 30, 2011 the FSC unveiled its “Plan for
Loan loss reserve ratios for credit card companies raised
(%)
Before

After

Improving the Soundness of the Credit Card Market,”
and on June 7, 2011 its “Special Plan for the Prevention

Classification

Length of time in
arrears

Normal

Less than 1 month

1.5

1.1

2.5

among Credit Card Companies,” both in efforts to curb

Precautionary

1 month to less
than 3 months

15

40

50

competition among credit card firms and prevent their

Substandard

3 months or more
(collectable)

20

60

65

going insolvent in the recent environment of intensified

Doubtful

3 months to less
than 6 months

60

75

75

competition for business expansion among credit card

Credit sales

Card loans Credit sales

Card loans

of Excessive Competition for Business Expansion

companies through increasing card issuance, spin-offs
of credit card divisions from banks, etc.
First, to improve the soundness of credit card
Scope of allowed information-sharing on multiple
card holders
Category

Before

After

Cardholder information
sharing

Cardholders with 3 or
more credit cards

Cardholders with 2 or
more credit cards

Credit purchases, cash
advances, revolving
loan balances

Information not shared

Information shared

Limits on credit
purchases and cash
advances

Total limit combining
two types of transactions

Limit for each
transaction type

companies, the FSS ① raised the loan loss reserve ratio
for credit card loans, ② expanded the scope of
information-sharing allowed on cardholders with
multiple credit cards, and ③ provided more guidance
for risk management of revolving loans.
In a further effort to prevent excessive credit card
company competition for business expansion, the FSS
also set optimal rates for increases in credit card assets,
new card issuance, and marketing costs. It also plans to
introduce a leverage (total assets/capital) ratio and to
abolish preferential treatment118) related to corporate
bond issuance.119)

118) Corporate bonds can currently be issued in amounts up to 10 times
capital.
119) The FSS is currently in the process of preparing a proposal for
amending the「Specialized Credit Financial Business Act」to introduce a leverage ratio and to abolish preferential treatment related to
corporate bond issuance.
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(Legislative notice of revisions of Financial
Investment Services and Capital Markets Act and
enforcement decree thereto)
Revisions of enforcement decree to「Capital Markets Act」
Category
Licensing for hedge
funds

Description

Investment Services and Capital Markets Act」
,

- Set up as mixed-asset funds
- Capital requirement : at least 6 billion won

proposing a series of changes aimed at introducing

- Specialized investors such as financial institutions

domestic hedge funds, was passed by the cabinet

Broadened eligibility for
and pension funds, etc. → retail investors
hedge fund participation

(investing more than 5 million won) as well

Prime brokerages1)

A revision to the「Enforcement Decree to the Financial

- Allowed only for securities companies with risk
management capabilities
- Eased restrictions on granting of credit to hedge
funds

Note: 1) Prime brokers provide a comprehensive range of financial
services to hedge funds, including securities lending, financing,
custody of hedge fund assets, trading, clearing, reporting to fund
investors, etc.

during a meeting on September 27, 2011 and came
effect in October 2011.
Under this revision, a new type of license is created for
hedge fund operations and retail investors will also
now be allowed to participate in hedge funds. A
regulatory framework is also established for prime
brokerages (specialized intermediaries) providing a
comprehensive range of financial services to hedge
funds.

Revisions to「Capital Markets Act」
Category

Description

- Designation of securities firms meeting certain
eligibility criteria, in terms of capital and risk
management capacity, as investment banks
Promotion of
- Encouragement of these firms’ expansions of
investment banking business activities into services such as corporate
loans, internalization1) and prime brokerage;
introduction of special capital regulations on them

Reform of capital
market infrastructure

- Securities exchanges can only be established by
law(currently) → introduction of ATS, and
licensing system for additional exchanges
- Creation of financial investment product transaction
clearing services; selection and announcement of
transactions requiring clearing through clearing
houses2)
- Transfer of rules regulating the credit information
business from the「Use and Protection of Credit
Information Act」to the「Capital Markets Act」

- Clear definition specified of financial investment
Modification of
regulatory framework businesses such as the collective investment
business and the discretionary investment business;
for financial
investment businesses regulations on overall trust business modified

Regulation of unfair
trading

- Extension of regulatory scope of market price
manipulation; introduction of new regulations
against market abuse

Notes: 1) It means an investment bank does not execute customer orders
through exchanges or ATS, but executes multiple customer
orders internally.
2) Clearing through a CCP (central counter party) is mandatory for
OTC derivatives trading, as any defaults could have serious
consequences for the domestic financial markets.

On July 27, 2011, meanwhile, the FSS gave notice of a
legislative project to revise the「Financial Investment
Services and Capital Markets Act」
, to organize the
regulatory framework for investment banks and
financial investment businesses in reflection of changes
in the financial environment occurring since the Act’s
original entry into force (in February 2009).
In order to promote investment banking, the revision
will newly define “investment banks (comprehensive
financial investment businesses)” apart from “securities
companies”, and establish a special capital regulatory
framework while licensing them for new businesses
such as corporate lending, internalization, prime
brokerage, etc.
To promote competition among secondary markets,
meanwhile, the revision will also introduce “ATS
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(Alternative Trading Systems)”120), a “licensing system
for securities exchanges”, and “clearing businesses for
financial investment instrument trading”.
The amendment will also reform the framework for
regulation of the financial investment businesses,
tighten the regulation of unfair trading, and implement
measures to improve the disclosure system.

120) Refers to investment traders and brokers who perform trading, intermediation or arrangements thereof of listed stock certificates with
multiple numbers of counterparties using electronic methods.
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