Unofficial translation

In the asset markets, long-term market
interest rates showed stable movements
entering this year, amid a mix of upside
and downside factors including expectations
of a domestic economic recovery and
easing concerns about accelerated policy rate
hikes by the US Federal Reserve. Stock
prices have risen steeply, on the effects of
factors such as robust corporate earnings and
global bullishness. The housing market has
shown a generally stable picture, but the
uptrend in prices has accelerated, led
especially by prices of apartments being
reconstructed in the Seoul metropolitan
area. The volume of commercial real estate
transactions meanwhile grew steadily, backed
by favorable rates of return, and vacancy
rates also fell due for example to the
economic recovery.
Among financial institutions, banks have
improved asset soundness thanks to the
strengthening of preemptive risk management
and to reductions in new non-performing
loans, and their profitability has recovered
somewhat as well driven by interest incomes.
At non-bank financial institutions asset
soundness has improved, due primarily to the
easing of borrowers’ debt repayment burdens
in line with low interest rates and to the
supervisory authorities’ strengthening of risk
management, while their profitability has
generally fallen. The possibility should
meanwhile be borne in mind that, in any
case of upward pressures on interest rates
going forward, financial institutions’ asset
soundness and profitability could deteriorate
due for example to weakened debt repayment
capacities among the vulnerable groups.

[Overview]

The Korean financial system has
remained stable, as the uncertainties
surrounding domestic and overseas
conditions have subsided partially. The
risks related to restructuring of large
enterprises in fragile industries have been
resolved to some extent. Furthermore, the
capacities of financial institutions and the
foreign exchange sector for absorbing
domestic and external shocks have remained
satisfactory. However, amid the ongoing
vulnerabilities due to the accumulation of
household debt, there is a need for careful
examination of how economic agents, who
have adapted to the low interest rate
environment over the past several years,
respond going forward to changes in
financial and economic conditions.
A look at the financial stability situations
in the different sectors finds private sector
leverage in the credit markets to have
continued its trend of increase, led by
households. Household credit growth slowed
a bit entering 2017, but is still at a high
level compared to normal years. In a
situation of sluggish improvements in
income, if market interest rates rise in the
future then debt repayment burdens can increase,
centering around the vulnerable groups. In the
corporate sector, the slowdown in credit
growth has shown some weakening this
year, thanks mostly to investment demand
in line with the improvements in the global
economy and to financial institutions’
loosening of their lending standards.
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The Korean financial system’s resilience,
i.e. its capacity to withstand domestic and
external shocks, has remained favorable.
Capital adequacy ratios at both banks and
non-bank financial institutions have greatly
exceeded the regulatory levels. From the
standpoint of the external payment capacity
as well, net external assets and foreign
exchange reserves are continuing their
trends of increase, and the short-term
external debt ratio has also maintained a
low level.
The Financial Stability Index (FSI),1) showing
the overall condition of the financial system,
stood at 2.8 in May of 2017, considerably below
the warning stage level (8.0).

[Financial Stability Conditions]

Ⅰ. Credit Markets
The private credit-to-nominal GDP
ratio has been continuing its uptrend, with
the gap showing the extent of this ratio’s
deviation from its long-term trend figure
being slightly negative (-).
The private credit-to-nominal GDP ratio stood
at 193.6% as of the end of the first quarter of
2017, 1.9% points higher year-on-year as the
rapid pace of increase in household credit
continued. The ratio’s gap compared to its
long-term trend figure was –2.8% points at
the end of the first quarter this year, and has
maintained a level of around –2% points
since the third quarter of 2013.
Credit leverage has shown conflicting
movements across the different sectors. The
household credit-to-nominal GDP ratio gap
has sustained positive (+) figures since the
second quarter of 2015, while the corporate
credit ratio gap has remained negative (-)
since the fourth quarter of 2013. However,
the household credit ratio’s positive gap and
the corporate credit ratio’s negative gap
have both narrowed slightly this year.
1
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<Asian financial crisis (January 1998) = 100>
Source: The Bank of Korea

1)

A single index made through a synthesis of major indices related to financial stability, the FSI is used more as a measure for
judging current financial stability conditions than for making predictions. Thresholds for the warning and crisis stages are
calculated through the “noise-to-signal ratio” approach, at 8 and 22 respectively. For further details refer to <Box Ⅳ-Ⅰ>
“Outline of Financial Index (FSI)” (p148) in the April 2012 Financial Stability Report.
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Households’ debt-to-income ratios have
maintained high levels as household credit
sustained a faster pace of increase than in
normal years, but their debt repayment
capacities have on the whole remained
favorable. In a situation of sluggish
improvements in income conditions, however,
if market interest rates rise in the future
then debt repayment burdens can increase,
centering around the vulnerable groups.
Household debt (household credit
statistics basis) amounted to 1,359.7 trillion
won at the end of the first quarter of 2017,
having increased by 11.1% year-on-year.
The household debt-to-disposable income
ratio was 153.3%, up by 8.6% points during
the same period but down by 0.1% points
compared to end-2016 (153.4%) as incomes
had increased faster than liabilities.
As households’ financial assets have
increased steadily, together with their
financial liabilities, their ratio of financial

liabilities to financial assets (flow of funds
statistics basis), which stood at 45.8% at
the end of the first quarter of 2017, has
maintained its average in normal years
(45.5% between 2010 and 2016).
The qualitative structure of household
debt has meanwhile improved as well, with
the proportions among banks’ home
mortgage loans accounted for by fixed rate
and amortizing loans having risen steadily,
to stand at 43.0% and 45.1% respectively at
end-2016, and with the share of long-term
loans with remaining maturities of 10 years
and longer also reaching 52.3% at the end
of the first quarter of 2017.
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In the corporate sector, the trend of
slowdown in credit growth has shown
some weakening in 2017, owing for
example to investment demand in line with
the global economic recovery and to
financial institutions’ loosening of their
3
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lending standards. Corporate financial
soundness has remained favorable, on
companies’ efforts to streamline operations
amid low dependence on borrowing, and
profitability has improved in the majority of
industries as well. In the cases however of
some small and medium-sized enterprises,
and large enterprises in fragile industries,
their improvements in financial soundness
and profitability have been unsatisfactory,
and there is thus a need to keep in mind
the possibilities of their debt repayment
capacities worsening when interest rates rise
going forward.
Corporate lending by deposit-taking banks
showed a 4.0% year-on-year increase at
the end of the first quarter of 2017, having
eased the trend of slowdown in lending
until then. Corporate bonds reversed from a
large net redemption in the second half of
2016 to a slight net issuance during the
first quarter of this year.
The corporate debt ratio (debt/equity),
meanwhile, at 79.6% as of end-2016,
remained at a low level continuing on from
the year before (78.4%). The interest
coverage ratio (operating income/interest
expenses) recorded a figure of 6.7 in 2016, up
substantially from the previous year (5.6),
boosted by increases in operating incomes in
line with low interest rates and with the
declines in raw material prices.
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Ⅱ. Asset Markets
Long-term market interest rates have
shown stable movements in 2017, after
having risen considerably at around the end
of 2016, and corporate bond credit spreads
have narrowed led by those on prime
bonds.
The Treasury bond (3-year) yield rose to
1.81% in late November last year, before
then fluctuating slightly since 2017 at
around 1.7%, due to a mix of upside and
downside factors including expectations of
a domestic economic recovery and easing
concerns about accelerated policy rate hikes
by the US Federal Reserve. Meanwhile, the
Treasury bond (10-year) yield reversal
between Korea and the US has been eased
from the middle of May this year.
1
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owing to factors such as increased
geopolitical risk related to North Korea and
concerns after the surge in stock prices
over a short span of time, but it has
generally maintained low levels.

Korean and US Treasury bond yields
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a firm’s stock price level relative to its
liquidation value, and the price-to-earnings
ratio (PER), which reflects profitability, stood
at 1.05 and 9.33 respectively as of end-May
2017 to remain low compared to those in
other major countries.
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Stock prices continued their rise from
the end of 2016, before then rising steeply
after March of this year on the effects of
favorable corporate earnings and global
bullishness. Stock price volatility meanwhile
did rise temporarily entering this year,
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The quantity of newly built apartments
totaled 75 thousand between January and
April 2017, having decreased by 18.1%
compared to the same period last year to
slow the trend of sharp increases seen
during 2015 and 2016. The quantity however
remains at a high level compared to the average
in normal years for the same period (54
thousand apartments between 2010 and 2014).

In the housing market, prices and
transaction volumes showed stability on the
whole in 2017 as well. From March,
however, amid higher expectations of
housing price increases in line for example
with the signs of economic recovery, the
uptrend in prices accelerated, centering
around apartments being reconstructed in the
Seoul metropolitan area. The volume of
commercial real estate transactions meanwhile
grew steadily, backed by favorable rates of
return, and vacancy rates fell as well.
Purchase prices in the existing housing
market rose by 0.3% between January and
May 2017, to surpass their extent of increase
(0.1%) over the same period last year.
Notably, the degree of price increase in the
Seoul metropolitan area (0.5%) greatly
exceeded that in the provinces (0.2%). The
housing transaction volume, at 275 thousand
transactions in the January to April period
this year, was slightly below that (286
thousand transactions) during the same
period last year.
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In the commercial real estate market
meanwhile, the vacancy rate of shops (9.5%)
declined compared to the previous quarter in
the first quarter of 2017, owing mostly to
expectations of domestic economic recovery,
while their rental fees rose slightly on the
effects of restricted supply since the
suspension of new building lot designations
(measure announced on 1 September 2014). In
the case of offices, the vacancy rate (11.5%)
fell greatly, influenced for example by
increased rental demand, but rental fees held
steady as the trend of expansion in the
quantity of supply continued.
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persisted, thanks primarily to a slight rise
in interest incomes as a result of expanded
lending and to reductions in loan loss
provisions after the preemptive disposals of
non-performing loans. Commercial banks’
return on assets (ROA) was 0.45% during
2016, higher by 0.08% points than in the
previous year, and it then rose to 0.77%
(annualized) in the first quarter of 2017, up
by 0.14% points year-on-year.
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III. Financial Institutions

Commercial banks’ operational soundness
has been enhanced overall, with the trend of
improvement in asset soundness having
continued and profitability also recovering
somewhat. Meanwhile, although any future
rise in interest rates will have the effect of
improving banks’ interest earnings, attention
is needed to the possibility of their asset
soundness being affected negatively, as the
debt repayment burdens of the vulnerable
groups grow.
Commercial banks’ total assets amounted
to 1,462 trillion won at the end of the first
quarter of 2017, having increased by 3.1%
year-on-year. The trend of improving asset
soundness has persisted, with new
non-performing loans decreasing thanks
mostly to banks’ efforts to strengthen risk
management. The substandard-or-below loan
ratio was 0.79% at the end of the first
quarter of 2017, and has continued to fall
since the third quarter of 2013 (1.79%).
The trend of recovery in profitability has
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At non-bank financial institutions, trends
of growth are being sustained and asset
soundness has generally also continued to
show improvements, but profitabilities have
fallen in most non-bank sectors. Meanwhile,
some sectors that have intensified their
searches for yield under the low interest rate
environment of the past several years can be
exposed to risks of rising interest rates. In
addition, there is a need for attention to the
possibility of deteriorating soundness of the
household loans of non-bank financial institutions,
whose borrowers from vulnerable groups account
for a relatively high share.
2
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Non-bank financial institutions’ total
assets increased by 6.5% year-on-year to
stand at 2,298 trillion won at the end of
the first quarter of 2017. Their share of
total financial sector (bank and non-bank
financial institution) assets was 47.4%,
having risen slightly (0.8% points)
year-on-year.
Asset soundness has appeared satisfactory,
with substandard-or-below loan ratios
maintaining generally low levels, due for
example to low delinquency ratios in line
with low interest rates and to the risk
management efforts by the supervisory
authorities. Profitability has declined in 2017
in most non-bank financial sectors except at
securities companies. In particular, returns
on assets of credit-specialized financial
companies have fallen considerably, as the
paces of increase in their interest incomes
have slowed owing to declines in credit card
loan interest rates.
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raising and use of funds has expanded,
centering around non-bank financial
institutions, but its proportion relative to
total financial sector assets has fallen.
The amount of mutual transactions
between financial institutions stood at 1,970
trillion won at end-2016, having grown by
3.7% compared to the end of the previous
year. However, the share of these
transactions in total financial sector assets
fell by 0.9% points from end-2015 to 30.0%
as of end-2016.
The proportion in total mutual
transactions in the financial sector accounted
for by those among non-bank financial
institutions stood at 57.7% as of end-2016,
having increased by 0.2% points compared
to the end of the previous year (57.5%).
Meanwhile, the share of mutual
transactions between banks and NBFIs was
38.0%, and that of mutual transactions
within the banking sector, 4.2%.
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Overseas portfolio investment by
residents has meanwhile sustained its high
rate of increase in 2017 as well, against a
background of underlying low interest rate
conditions and abundant foreign currency
liquidity in line with a large current account
surplus. Overseas portfolio investment has
been led mainly by insurance companies and
asset management companies, with high
shares of the investments made in prime
bonds and stocks of advanced countries.
Meanwhile, given the recent increase in
investment in EME bonds, led by securities
companies and non-financial corporations, a
need has arisen for keeping a close watch
on the credit and exchange rate risks
associated with such investments.

Ⅳ. Capital Flows

Portfolio investment funds of foreigners
have shown a large net inflow in 2017
(20.5 billion dollars year to May), owing to
factors such as improvements in global
investor sentiment and expectations of a
recovery in the domestic economy. And in
view of the Korean economy’s robust
fundamentals and of the improvement in
corporate earnings, incentives for foreigners’
domestic securities investment are expected
to continue going forward as well.
However, there is a need to bear in mind
the possibility of capital flow volatility
heightening as the US Federal Reserve
raises its policy rate and reduces its asset
holdings.
As of end-May 2017 foreigners’ domestic
stock investment funds outstanding reached
581.2 trillion won, with their proportion in
total stock market capitalization recording
33.5% − up by 1.8% points since the end
of last year (31.7%). Foreigners’ bond
investment fund outstanding, at 102.2 trillion
won, accounted for 6.2% of the total
issuance outstanding, a share 0.6% points
higher than at end-2016 (5.6%).
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[Financial System Resilience]

Resilience of commercial banks
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I. Financial Institutions
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At commercial banks resilience
continued to be favorable, with their capital
adequacy ratios having risen substantially
and their liquidity-related ratios also
exceeding the regulatory standards. It is
however necessary to consider the fact that
aside from the increases in retained
earnings due to improved profitability, the
recent rise in capital adequacy ratios is a
result in considerable part of loan loss
reserves being recognized as common
equity Tier 1 capital and of reductions in
risk-weighted assets.
Commercial banks’ liquidity coverage
ratio (LCR) and foreign currency LCR,
indicative of their capacities for responding
to short-term outflows of funds, stood at
114.6% and 96.3% respectively at the end
of the first quarter of 2017, to both greatly
exceed the regulatory standards.
The provision coverage ratio (excluding
loan loss provisions), showing the capacity
for absorption of expected losses, rose by
15.3% points year-on-year to 92.2% at the
end of the first quarter of 2017. The Basel
III total capital ratio, revealing capacities
for shock absorption in response to
unexpected losses, increased by 1.09%
points year-on-year to stand at 15.94%.
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Non-bank financial institutions’ resilience
has also maintained favorable levels in most
sectors. However, the possibility must be
borne in mind of the risks accumulated in
individual sectors under low interest rates o
ver the past several years undermining
resilience as financial and economic
conditions change going forward.
Non-bank financial institutions’ capital
adequacy ratios have greatly surpassed the
supervisory standards in all sectors. At the
end of the first quarter of 2017 life insurance
companies’ risk-based capital (RBC) ratio
stood at 246.7%, and all insurance companies
exceeded the supervisory standard (100%).
Securities companies’ net capital ratio, at
527.4% at the end of the first quarter, was
also well above the supervisory standard
(100%). Capital adequacy indicators in other
non-bank financial sectors mostly satisfied
the supervisory standards as well.
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Sources: Financial institutions’ business reports
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III. Financial Market Infrastructures

II. External Payment Capacity

The external payment capacity has been
enhanced even further, with the nation’s
net external assets and foreign exchange
reserves continuing their trends of increase,
and the short-term external debt ratio also
maintaining a low level.
Korea’s net external assets (external assets
– external liabilities) expanded by 18.1%
(62.5 billion dollars) year-on-year to stand at
407.4 billion dollars at the end of the first
quarter of 2017. And at end-May this year
its foreign exchange reserves recorded an
all-time high of 378.5 billion dollars.
The ratio of short-term external debt
relative to foreign exchange reserves rose
somewhat from the end of last year (28.3%)
to 30.7% at the end of the first quarter of
2017, but compared to the average in normal
years (38.8% from 2010 to 2016) still recorded
a low level.

BOK-Wire+ and the other major payment
and settlement systems have been operated
stably, with their settlement risks declining.
However, given that securities settlement by
financial institutions, and electronic funds
transfers by individuals and corporations are
expected to increase continually going forward,
there is a need for strengthened efforts to
secure the safety of payment and settlement
systems.
Among all settlements made through
BOK-Wire+, the large-value payment
system, the proportion in settlement value
carried out at around the closing time
(16:00-17:30) and the share of payment
orders in queue for settlement recorded
averages of 58.6% and 4.1% respectively
during the first quarter of 2017, and have
appeared to generally fall since the first
quarter of last year.
The net debit cap utilization rates,
showing settlement risks related to the
retail payment systems operated by Korea
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Institute, were also managed at satisfactory
levels.
Meanwhile, among all foreign exchange
settlements carried out through the foreign
exchange settlement systems, the proportion
handled by the CLS payment-versus-payment
system was 66.2% during the first quarter of
2017 − although an overall trend of decline
since 2015 continued, the proportion remained
at a high level in the upper 60% range.
Large-value payment
system
80

(%)

70

Retail and foreign
exchange settlement
systems

Proportion of settlements
(%)
(%)
concentrated at around (%)
Average of maximum net
7 90
90
closing time (LHS) 1)
debit cap utilization rates 3)
Proportion of payment
Proportion of foreign
orders in queue for
6 80
80
currency settlements
settlement (RHS) 2)
4)
made using CLS system
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Notes: 1) Amount of settlement processed after 16:00/
total settlement amount
2) Amount of payment orders in queue for settlement
/total settlement amount (excluding payment orders
in queue to save liquidity
3) Simple average of daily maximum net debit cap
utilization rates (unsettled net debits/net debit
caps) across participants during the relevant
quarter
4) Proportion in total CLS eligible FX transactions
of those settled through the CLS system
Source: The Bank of Korea
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