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Ⅰ. Overview

Ⅰ. Overview

With the help of favorable conditions of the world economy and international financial markets as well as
recovery of the domestic economy, the Korean financial system is considered to have attained a broad
degree of stability.
Long-term interest rates in the bond market remain stable. At the same time, stock prices do not show
signs of dramatic adjustment despite such destabilizing factors as fears of corporate exporters'
aggravated profitability caused by the strong won, which would appear to attest to the heightened
resilience of the stock market. Banks' financial status in terms of profitability and capital adequacy has
improved dramatically to a level on a par with that of major banks worldwide.
However, uncertainties surrounding the real estate market still persist while a rising market concentration
ratio in the banking sector increases the potential impact of mergers between banks on the stability of the
financial system.
In the international financial markets, there exist potential risks including the reduction of global liquidity,
the spread of bird flu and the instability of the exchange rate of the US dollar that might arise from the
increasingly serious current account imbalances among major trading nations. If these risk factors are to
be realized, it will have a by no means minor impact on the stability of the domestic financial system.

� While the global economy maintains a robust growth trend, the domestic economy
also presents a matching pattern of overall growth led by exports and domestic
demand, buttressed by the gradual recovery of domestic consumption. In the
international financial markets, there are mounting uncertainties surrounding the
exchange rates of major currencies while the bond markets remain stable and stock
prices exhibit a generally upward trend.

-1-

Financial Stability Report April 2006

Driven by consumption and facilities investment, the US economy is carrying on its
firm growth at a rate of about 3.5%. The Chinese economy continues to sustain its
strong growth at around the 10% level, thanks to a sharp increase in fixed investment.
The Japanese economy, buoyed by a favorable upturn in domestic demand, is
recovering at a rapid pace from its protracted downturn. The euro area economy is
also continuing along its recovery track.

In the international financial markets, long-term interest rates have shown upward
movements since March 2006. Given the speed at which the US Federal Reserve has
been ratcheting up its policy rate, however, long-term interest rates are deemed to
have displayed relative stability, and corporate bond spreads also remain low. Stock
prices have been advancing firmly in Japan and the euro area while in the USA they
have maintained a modest upward tendency. This reflects a trend where risk
premiums are narrowing with market participants in constant search of higher yields
in an environment characterised by ample liquidity and the credibility of monetary
policy.

There are growing uncertainties over the exchange rate of the US dollar in view of the
concerns about the persistence of the massive US current account deficit. Under these
circumstances, the US dollar, which had maintained a firm trend from early 2005, has
been showing signs of a mild correction since mid-December last year. In addition,
there are mounting pressures for an appreciation of the currencies of emerging market
countries.
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All in all, conditions in the global economy and international financial markets may
be assessed as favorable apart from the uncertainties over exchange rates.

Nevertheless, the adjustment of current account imbalances among major economies,
a possible contraction of international liquidity due to interest rate increases
worldwide and a potential further run-up in oil prices as a result of unrest in the
Middle East represent potentially destabilising factors for both the domestic and
international financial systems. Besides this, human-to-human transmission of a bird
flu, though only a slight possibility, is a risk factor that could deal a dolorous blow to
the stability of the global macro-economy and financial system.

Domestic economic growth is being pushed higher by the recovery of domestic
demand in the form of both consumption and facilities investment while exports
maintain their strong upward pace thanks to solid growth of the global economy.
Despite high oil prices, prices exhibit a stable tendency as a result of the strength of
the Korean won and the stable trend of agricultural, livestock and fisheries product
prices. Although the country retains an underlying current account surplus, its scale is
seen to be narrowing. If the Korean won continues to remain firm against the US
dollar, it is also feared that this will bring about the slowdown of exports or
undermine exporters' profitability.

� In the household sector, the restructuring of household balance sheets has been
making partial headway, with a focus on credit card debt. However, the improvement
of debt servicing capacity is being held back by a steady increase in housing-related
debts amidst the slowdown in the upward trend of personal disposable income.
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In response to the tightening of risk management by financial institutions, credit card
debts have been on the decline. However, housing-related debts soared more than
10% amidst expectations of a rise in real estate prices, leading to an 11.2% increase in
household debts in 2005. In contrast, personal disposable income edged up by no
more than 3.6%, bringing about a rise in the debt to income ratio.

Under these circumstances where the ratio of households' debts to income is on the
rise, the household sector may fall victim to a weakening of its capacity to absorb
shocks in the event of a drop in real estate prices or a sharp rise in interest rates.

The discharge of debt obligations in favor of those on the credit blacklist is gradually
increasing through individual workouts by the Credit Counseling & Recovery Service
and court-mandated individual rehabilitation or bankruptcy. However, there has been
little improvement in the employment conditions and balance sheets of those in
low-income groups, which points to the persistent fragility of their credit standing.

� Concerning the corporate sector, the debt servicing capacity of companies
remains stable despite a drop in overall profitability. This is attributed to their sound
financial structure and cash flows.

In 2005, companies listed on the Korea Exchange saw a decline in their profitability
for such reasons as deteriorating profitability of exporting companies triggered by
appreciation of the Korean won. The unremitting appreciation of the won in 2006 is
likely to further strain the profitability of domestic corporate exporters.
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Nevertheless, there is little worry that the recent decrease in their profitability might
weaken their debt servicing capacity given that the current level of profitability is well
above the historic trend or that of major advanced countries and their financial
strength and cash flows remain in good shape.

� The real estate market stabilized for some time in the wake of the government's
measures to curb real estate speculation announced on August 31, 2005. Overall,
however, the market is now exhibiting signs of instability.

In the housing market, the price of apartments, particularly those located in areas with
desirable residential and educational conditions or with favorable development
prospects, has been rising again at a fast pace since the end of 2005. In an increasing
number of areas, prices are growing faster than the long-term trend. Given the level of
income and consumer prices, the housing price in those areas seems to have generally
drawn since 2002 ahead of the long-term average. Nonetheless, they are showing a
steep upward trend. Against this backdrop, the debate continues over the possibility of
a housing market bubble.

In addition, it appears that there has been no lessening of the uncertainties in the
housing market in line with persistent fears of undersupply as the costs of owning
housing are not large due to low financial expenses and the mild taxation of real estate
holdings. However, if the two packages of anti-speculation measures unveiled on
August 31, 2005 and March 30, 2006 actually begin to bite, the fog of uncertainty is
seen to lift gradually from the housing market.
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In 2005, land prices registered a rise of 5.0%, far higher than the annual average
increase rate of 1.4% during the past ten years. Owing to various projects to promote
balanced development of different regions, there exist a growing number of areas
recording rapid rises in land prices. In particular, it seems that there is no little
speculative demand for real estate in anticipation of a possible price hike, considering
the sharp rise of land prices in green areas and administration zones not used for
residential or commercial and industrial purposes.

� In the lending market, there has been a modest recovery of corporate lending, though
it is still overwhelmed by the faster pace of growth of household loans. The increase in
lending interest rates falls short of the rise in policy rates because of financial institutions'
intensifying competition to expand market shares regarding high-quality customers.

Corporate lending is showing a tendency of recovery thanks to buoyant business
performance. Particularly, loans extended to companies in the service, construction
and the real estate industries saw faster growth than those for the manufacturing
business. The upward trend of household loans slowed in the wake of the
government's announcement of measures to curb real estate speculation on August 31
last year. However, there continues to exist steady demand for them, centering on
housing finance loans.

In addition to the demand-related factors in play, this increase in lending is
attributable, to a large part, to banks' heated competition to expand their market shares
on the strength of their improved profitability. From October 2005 to February 2006,
the policy rate was raised by 75bp. On a new loan origination basis, however, interest
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rates on corporate and household loans rose only 41bp and 43bp, respectively, from
their record lows in 2005.

As banks' competition to increase market share has continued to focus on low-risk
assets, including housing-finance loans since the currency crisis, such competition
does not seem to contribute significantly to furthering the intermediation function of
the loan market. In addition, 86.7% of household loans and 54.2% of corporate loans
were at floating rates as of the end of January 2006. This indicates that households
and small and medium enterprises, which have a weak risk management capacity,
have little option but to accept a significant degree of exposure to interest rate risk.

� In the bond market, long-term yields have shown stable movements since
December 2005. Under the situation, credit spreads and market volatility are
declining.

Secondary market yields on three-year Treasury bonds had shown an upward trend as
a result of expectations of a rise in the policy rate in the latter half of 2005 and the
subsequent rise of interest rates in October that year. Since December 2005, however,
yields have remained flat or fallen slightly despite a two-step hike in the policy rate.
This is considered to be largely ascribable to reduced expectations of policy rate hikes
in the US and Korea and a swelling appetite for bonds on the part of life insurance
companies and pension funds.

Since mid-2003, spreads on blue-chip corporate bonds over Treasuries have presented
a pattern of downward stability. Against this backdrop, credit spreads on corporate
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bonds with lower investment grades over Treasuries have also been narrowing
rapidly. This is because companies maintain financial soundness and the scale of their
corporate bond issuance remains low while there exists a constant appetite for
lower-rated corporate bonds on the part particularly of non-banking financial
institutions to boost earnings.

Like the international financial markets, the Korean bond market is witnessing stable
long-term interest rates and reduced credit spreads. However, spreads between longand short-term interest rates and credit premiums remain wider in Korea than in
major industrialized nations including the US.

� In 2005, the Korean stock market saw a rise in stock prices and an increase in
trading value. The market appears to have built up strong resilience as evidenced by
the fact that it has not undergone dramatic adjustment despite such destabilizing
factors as fears of deterioration in the profitability of corporate exporters due to the
strong Korean won, since the start of 2006.

In 2005, KOSPI soared 54.0%. Since it hit a record high on September 7, 2005 by
exceeding the 1,138.75 recorded on November 8, 1994, KOSPI has repeatedly tested
new highs. Besides this, the trading value moved up 41.5% in 2005. This stability of
the stock market is seen to have been brought about by anticipations of a recovery of
the domestic economy and the growing weight of the demand for such products as
equity funds in a situation where the size of stock issuance has not expanded
substantially.
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In the meantime, the amount of equity funds and hybrid funds has ballooned in line
with the rise in stock prices since 2005. In addition, the phenomenon whereby a stock
price correction calls forth an expansion of fund selling is weakening. It seems that
this is mainly due to the persistently low level of market interest rates for an extended
period of time, growing interest in cumulative-type funds as a means of long-term
savings, greater trust in asset management companies as a result of closer monitoring
of fund management and increased disclosure.

� In the foreign exchange market, the Korean won has strengthened against the US
dollar since early 2006, trading at its highest exchange-value level since the currency
crisis. Its volatility has also risen to be on a par with the euro and the Japanese yen.

The predominance of foreign currency supply has continued due to the current
account surplus in 2005 and the capital account surplus in January and February
2006. As regards the maturity structure of domestic banks' assets and liabilities
denominated in foreign currencies, assets exceed liabilities at both the short- and
long-term, which means that foreign exchange liquidity presents a favorable picture.

In 2006, the Korean won has firmed sharply against the US dollar. It has also shown
consistent strength against other major currencies including the euro and the yen. The
currencies of emerging markets including the Singapore dollar are showing
movements generally similar to those of the won. This is attributed to their consistent
current account surpluses and the steady inflows of foreign portfolio investment.
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With the appreciation of the Korean won in early 2006, the day-to-day volatility of its
exchange rate, which had remained low in the fourth quarter of 2005, widened to the
level shown last July and August when the Chinese yuan was revalued.

� The banking sector continues to flourish on the strength of improved asset quality
and sharply growing net profits. However, precautions must be taken regarding
possible side effects that may arise from an increasingly higher market concentration
ratio as a result of mergers and acquisitions among banks.

Commercial banks' credit risk is continuously contracting thanks to adjustment of
their household lending portfolios as well as the continued benign financial structure
of the corporate sector. In addition, their interest rate risk is not significant owing to an
emphasis in their loan portfolios on floating rate loans and a decrease in the interest
rate sensitivity gap. Their market risk also seems to be slight because of declining
securities exposure. In 2005, they registered record net profits of 10.9 trillion won in
all, with their ROA standing at 1.23%. Their average BIS capital adequacy ratio
moved up 1.14% from the end of the preceding year to stand at 12.43% as of the end
of 2005.

Korean commercial banks' profitability and capital adequacy ratio remain at a
satisfactory level, even when compared to major banks around the world. In the
absence of serious shocks, this situation is likely to be unchanged for the time being.

Such improvement in the financial soundness of the domestic banking sector is partly
ascribable to the economy of scale as a result of mergers and acquisitions among
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them in the aftermath of the currency crisis. On the other hand, however, the market
concentration ratio of the banking sector is rising because banks have expanded their
operations, mainly in the domestic market, since their enlargement. Accordingly,
consideration needs to be given not only to the positive aspects of mergers and
acquisitions such as strengthened competitiveness, but also to the negative effects that
an increase in the market concentration ratio may have on the efficient operation of
the market mechanism and the stability of the financial system. In addition, apart
from mergers among themselves, banks should take a greater interest in launching
ancillary businesses and expanding their overseas operations.

� Mutual savings banks shifted back into the black in terms of their combined
profits, with an increase in their assets. Nonetheless, their financial position is still
deemed vulnerable given their high ratio of non-performing loans.

In 2005, the combined total assets of mutual savings banks rose 16.0% from the
previous year. They also registered a net profit of 163.5 billion won, indicating a
slight improvement in their management status.

However, their profits from lending business were minimal during the year given the
amount set aside to loan loss reserves. Besides this, a considerable portion of their net
profits came from stock investments, which are not of a recurring nature. As of the
end of 2005, the ratio of their loans classified as substandard and below stood at
13.7%. This hints at the fragility of their profit structure.
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Concerning securities companies, the bullish stock market resulted in an increase in
their assets and an improvement in their profitability. However, they have yet to break
free of their brokerage-commission centered earnings structure.

As of the end of 2005, the total assets of securities companies rose 39.5% from the
end of the previous year due to increasing customers' deposits, structured securities
sales and so forth. During the first three quarters of fiscal year 2005 (April to
December 2005), securities companies registered 2.6 trillion won in net profits, a
six-fold increase from the same period of the preceding year. Because of increased
profits, their net capital ratio rose from 345.9% at the end of the previous year to
553.0% as of the end of 2005.

In making profits, however, securities companies are largely dependent upon
brokerage commissions rather than corporate finance including the underwriting of
securities. Thus, their profits fluctuate sharply according to securities market
conditions and their role as financial intermediaries is considered weak. This is
attributable to the fragile basis of development for securities companies' investment
banking business as well as their tendency to rely on income from brokerage
commissions.

� Endeavors to strengthen the oversight function and improve institutional
mechanisms have been unremitting for an improvement in the safety and efficiency of
the payment and settlement systems.
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In a bid to enhance the safety and convenience of customers' fund transfers, the Bank
of Korea improved the method for the processing of payee-designated fund transfers
through BOK-Wire and eliminated commissions payable by transferring institutions
in November 2005.

With a view to reducing the burden on daily settlement liquidity of BOK-Wire
participants and lessen the concentration of settlements toward the daily deadline, the
Bank of Korea is pressing for migration from the real-time gross settlement system to
a hybrid settlement system.

In addition, the Bank of Korea overhauled the relevant provisions in foreign exchange
regulations and stepped up cooperation with banks in the Continuous Linked
Settlement (CLS) System to ensure early stabilization of the CLS System introduced
in December 2004. As a result, the number of participants and transaction volume
have been on a gradual rise.

In accordance with the entry into effect of the Act concerning the Issuance and
Distribution of Electronic Bills, the Bank of Korea implemented and put into
operation in September 2005 an electronic bill management system in conjunction
with commercial banks, the Ministry of Justice, and the Korea Financial
Telecommunications and Clearings Institute, the institution that handles the
administration of electronic bills.
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Ⅱ. Changes in the environment for financial stability
1. Economic outlook at home and
abroad

Global economy continues convincing growth
<Figure Ⅱ-1>
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Despite the instability of international raw material
prices, particularly those for oil and the policy rate
increase in major industrialized nations including the
US, the world economy has seen its solidly based
growth trend continuing on in 2006, driven by the US,
China and Japan.
Under the influence of Hurricane Katrina, the US
economy saw its growth rate fall back temporarily to
1.7% (annual rate compared with the preceding period)
in the fourth quarter of 2005. For the year 2005 as a
whole, however, the US economy registered a growth
rate of 3.5%, very close to its potential growth rate. It is
expected to maintain a similar growth rate in 2006 as
well.1) On the strength of a sharp increase in fixed
investments, the Chinese economy maintained its rapid
growth pace of almost 10% despite the government's
downward adjustment of a targeted growth rate. In the
meantime, the Japanese economy grew at the rate of
5.4% in the fourth quarter of 2005 (annual rate
compared with the preceding period), recording a
growth rate of 2.7% for the year as a whole, higher
than that of the previous year. This indicates that the
economy is on a solid growth track. The euro-zone

1) For 2006 the central tendency of the US FRB's forecasted real GDP is
3.5% and that for the core PCE growth rate is 2%. (Board of Governors
of the Federal Reserve System, "Monetary Policy Report to the
Congress", Feb. 2006)
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economy which registered a weak growth rate owing to
the listlessness of domestic consumption has
maintained a trend of modest recovery since the latter
half of 2005.
Inflation remains stable at around the 2% level in
industrialized countries and within a range of 4 ~ 5% in
emerging market countries.

International financial markets stabilize and raw
material prices rise

<Figure Ⅱ-2>
Long-term interest rates in selected economies
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<Figure Ⅱ-3>
Yields on US government securities
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The Federal Reserve Board(FRB)'s targeted Federal
Funds rate rose as much as 375bp during the period from
June 2004 to March 2006. Until early April 2006,
however, long-term US Treasury bond yields (10-year)
fluctuated around a level slightly below their high
point(4.89%) attained just prior to the FRB's
commencement of its series of policy rate hikes. In
addition, the yield curve inverted temporarily. Due to
expectations of an additional increase in the US policy
interest rate, long-term interest rates rose to over 5% in
mid-April 2006 for the first time since June 2002.
However, this represented a rise of only about 15bp,
compared to the high reached in June 2004. Despite a
sharp rise in short-term interest rates, long-term interest
rates in the US remained flat because of the stability of
inflation expectations thanks to the heightened credibility
of domestic monetary policy as well as continued
purchases of US Treasury bonds by Asian central banks.
In the meantime, both long- and short-term interest rates
are continuing to mark time in Japan.
Credit spread on US corporate bonds steadily narrowed
in spite of the US FRB's increase of its policy rate and
the worsened business status of some auto-makers and
airlines. Recently, the credit spread has remained in the
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<Figure Ⅱ-4>
US credit spreads
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<Figure Ⅱ-5>
Stock price indices of selected economies
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Stock prices in major countries have shown a rising
trend against the backdrop of favorable business
performance and ample liquidity notwithstanding such
negative factors as higher oil prices and the policy rate
increase in major nations including the US.
Particularly, there was a notable rise in stock prices in
Japan, which witnessed an increase in foreign capital
inflows thanks to tangible progress in the restructuring
of corporate sector debt; Germany, which achieved
buoyant export sales; and BRIC members, whose stock
prices were considered comparatively undervalued.
The US stock market also exhibited a rising trend albeit
modest. In the meantime, the day-to-day volatility of
stock prices varied, depending on countries. The US
and Europe maintained the lowest level of volatility
since the mid-1990s, reflecting investors' perception
that short-term macroeconomic risks were low.2) By
contrast, the Japanese Nikkei index saw a sharp rise in
its volatility after the second half of 2005 amidst
better-than-expected economic performance and an
incident involving the manipulation of a very large
dot.com business's stock price.
Despite the swelling US current account deficit, the US
dollar remained strong on the whole in 2005 because
the cumulative scale of the FRB's increase of its policy
rate was larger than anticipated. Against the backdrop
of divergent expectations of a possible further increases
in the US policy rate since mid-November 2005,

2) Board of Governors of the Federal Reserve System, "Monetary Policy
Report to the Congress", Feb.2006
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<Figure Ⅱ-6>
Effective exchange rates of the US dollar
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<Table Ⅱ-1>
Bank ROA of major economies
(%)
2000
USA

2001

2002
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2005

1.14

1.14

1.30

1.38

1.28

1.28

Japan1) 0.00

-0.13

-0.16

-0.03

0.04
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0.30

0.31

0.42

..

Euro area

..

though, the US dollar has been going through a
corrective phase. Besides, there exists a possibility of
heightened volatility in the international foreign
exchange market, given anticipations of higher interest
rates in line with the recovery of the Japanese and
euro-zone economies as well as further weakening of
the US dollar due to the adjustment of global
imbalances.

Note: 1) Fiscal year (beginning of April ~ end of March each year)
2) Based on the performance in the 1st half of the year
(based on annualized rate)
Source: US FDIC, Japanese Bankers’Association

In March 2006, the Icelandic krona and the New
Zealand's dollar, currencies that had been typically
targeted by the carry trade, fell steeply against the US
dollar, touching off fears in the international financial
markets that carry trade funds might be pulled out in a
dramatic manner. However, a knock-on effect does not
appear to have yet spread to other emerging markets.
This is because international financial markets regard
the situation as having arisen from such factors as a
current account deficit equivalent to 15.5% of GDP in
the case of Iceland and 9.2% in the case of New
Zealand along with excessive foreign debts in
comparison with foreign exchange reserves.
Financial institutions in major countries including the
US and Japan remain in good shape in terms of
managerial status. ROA of member banks of the US
Federal Deposit Insurance Corporation remained at
1.28% in 2005 as in 2004 owing to their sound asset
quality, which offsets the effects of the intensification
of competition in the lending market and the narrowing
of the net interest margin caused by the inversion of the
yield curve.3) Japanese banks4) saw a 430% rise in their

3) Given that profitability in 2004 was underestimated due to the impact
of M&A accounting (treatment of a substantial portion of M&A costs
as expenses from a conservative perspective), adjusted ROA based on
the incorporation of this impact is 1.33% in 2004 and 1.29% in 2005.
(FDIC, Quarterly Banking Profile, Fourth Quarter 2005)
4) The 129 banks making up the Japanese Bankers' Association including
city banks (7), regional banks (64), regional banks II (48), trust banks
(8) and others (2).
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net income in the first half of fiscal year 2005/2006
over the same period of the preceding year thanks to
the lightened burden of setting aside loan loss
provisions and an increase in valuation gains on their
stockholdings, despite the narrowing of their net
interest margin and the resulting lower interest income.
ROA of the euro-area banks moved up from 0.31% in
the preceding year to 0.42% in 2004 on the strength of
their brisk household and SME lending business.
<Figure Ⅱ-7>
Global crude oil prices
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<Figure Ⅱ-8>
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Since December 2005, international oil prices have
moved upward steeply owing to geopolitical factors.
In early April 2006, the price of the benchmark Brent
crude touched a new high of US$67.3 per barrel.
Regarding the international prices of raw materials
apart from crude oil, those of non-ferrous metals have
shown a steady rise. It is noteworthy that the level and
volatility of international oil prices have recently been
affected more by supply factors than demand factors,5)
with the riskiness of a consequent magnification of the
impact of oil prices on the real economy. What is more,
if the persistence of high oil prices is coupled with the
eventual mean reversion of the exceptionally high
corporate profitability6) and unit labor costs gradually
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The world economy has maintained its solid growth
and conditions in the international financial market
remain favorable across the board. However, the

5) IMF, World Economic Outlook (2005.9)
6) It seems that high corporate profitability played an important role in
buffering the increasing cost arising from the run-up in oil prices.
(IMF, World Economic Outlook, Sept.2005)
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<Figure Ⅱ-9>
Financial resource for US
current account deficit absorption
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2) Comprised of bonds of the US government and civilian sector
(excluding assets included in public reserves) and external debts
of banks and non-banks in the US; based on net inflows
Source: US Bureau of Economic Analysis

<FigureⅡ-10>
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current account imbalances among major countries and
a possible correction of housing prices pose potential
risks threatening the stability of the financial system.
The US current account position deteriorated gravely
as a result of the FRB's accommodative monetary
policy stance and the expansion of the fiscal account
deficit since 2001. Thus, the US current account deficit
fluctuated slightly above a level equivalent to 6% of its
GDP in 2005. In consequence, the country's net foreign
debts (NIIP basis) grew steadily to reach US$2.5
trillion as of the end of 2004.
The absolute amount of US net foreign debts is very
large, but is still deemed within a tolerable range
(21.2% of GDP)7), considering the size of the US
economy. The accumulation of foreign exchange
reserves by Asian central banks, which have played a
pivotal role in enabling the US to finance its current
account deficit, is expected to continue for the time
being. However, the current situation where the US
dollar and long-term interest rates both remain
relatively stable in spite of the widening US current
account deficit cannot be expected to persist
indefinitely, given the heightened flexibility of the
Chinese foreign exchange system and the Japanese
economy's emergence from deflation.8)

Note: 1) Long-term interest rate based on yields on 10-year Treasury notes
2) Quarterly basis
Source: IMF, IFS

7) Some industrialized countries including Australia are not confronted
with special economic problems even in a situation where the ratio of
net foreign debts to GDP exceeds 50%. (Roubini, N and B. Setser, "The
US as a Net Debtor: The Sustainability of the US External Imbalances")
In addition, external borrowing costs of the US remain at a relatively
low level thanks to the high liquidity and perceived safety of the US
dollar. As a result, the US has maintained a significant surplus on its
investment income account even though its credit receivable from
foreign countries is less than its debt owed to those countries.
8) The fact that the increase in China's foreign exchange holdings has
been relatively large in view of the size of its current account surplus is
ascribed to its lower foreign exchange flexibility than other Asian
nations. In addition, if Japan moves out of the zero interest rate regime,
it will ostensibly spark an increase in the costs of intervening with
foreign exchange markets.
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<FigureⅡ-11>
New home price indices in the US
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In addition, major countries that have experienced a
dramatic rise in housing prices may possibly undergo an
adjustment of housing market prices following the
increase of their policy rates. In relation particularly to
US housing prices, there have already been signs of a
partial correction such as the dramatic slowing of the
rate of increase of the new home price index released by
the Bureau of the Census in the fourth quarter of 2005.
The prevailing view is that the housing market will
undergo only gradual adjustment in the future, given the
stability of macroeconomic conditions including the
continued growth of the world economy and the
friction-free adjustment of long-term interest rates.
However, the possibility of a drastic housing price
correction cannot be ruled out in the event of a lack of
adjustment of current account imbalances among major
countries or the contraction of international liquidity in
the course of a global credit squeeze.
If the outbreak of bird flu, or avian influenza as it is
more formally known, escalates into human-to-human
transmission, there will arise a very large number of
human victims and it would also deal a heavy blow to
the macro-economy and financial system. In addition,
it would inevitably subdue the world economy,
resulting in losses in trade and distribution, hampering
labor supply and reducing productivity. As regards the
financial sector, growing uncertainties might trigger a
credit squeeze as a result of an increasing preference
for safe-haven assets. In addition, there might arise
such important variables as operational risk triggered
by large-scale absence from duty by financial workers
as well as credit risk caused by a potential deterioration
in economic conditions.
While exhibiting favorable conditions across the board,
the world economy is fraught with potential instability.
In particular, the possible dramatic adjustment of foreign
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exchange rates, international interest rates or housing
prices and widespread outbreaks of bird flu might bring
a serious shock to the recovery of the Korean economy
and the stability of its financial system.

Korean economy picks up further
<FigureⅡ-12>
GDP, consumption and investment in Korea
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The domestic economy is exhibiting a solider recovery
trend, with its exports continuously registering
double-digit growth and with domestic demand
expanding in the form particularly of private
consumption and facilities investment. However, the
capacity of the Korean economy to generate new jobs
has weakened dramatically compared with the past.
Besides this, the rate of increase of Korean GNI that
incorporates the impact of terms-of-trade changes is
still fragile. Although the country's exports remain
strong because of robust growth of overseas demand,
there are destabilizing factors present such as the
possible prolongation of the Korean won's
strengthening trend.
On the prices front, the effect of high oil prices has
been offset by the appreciation of the Korean won
against the US dollar. Thus, both core inflation and
consumer price increase rates are maintaining stable
trends. As regards the country's current account
position, this registered a surplus of US$16.6 billion in
2005. However, the scale of the surplus is expected to
narrow in 2006 owing for example to the service
account being deeply in deficit.
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<Box Ⅱ- 1>

Impact of Avian Influenza on the economy and financial stability

After the first human infection with the avian influenza(bird flu) virus was officially reported in Hong Kong in
1997, 194 persons in nine countries were found to have infected by April 12, 2006 of whom 109 died.
The World Health Organization (WHO)
predicts that there is a even stronger

WHO phases of pandemic alert
Phase

possibility than ever that a bird flu epidemic
might be unleashed even though it is difficult
to forecast its timing and severity. According

Phase 1

No new influenza virus subtypes have been detected in
humans. The risk of human infection or disease is
considered to be low.

Phase 2

No new influenza virus subtypes have been detected in
humans. However, a circulating animal influenza virus
subtype poses substantial risk of human diseases.

Phase 3

Human infection(s) with a new subtype, but no human-tohuman spread, or at most rare instances of spread to a
close contact.

Phase 4

Small cluster(s) with limited human-to-human transmission
but spread is highly localized, suggesting that the virus in
not well adapted to humans.

Phase 5

Larger cluster(s) but human-to-human spread still
localized, suggesting that the virus is becoming
increasingly better adapted to humans, but may not yet
fully transmissible (substantial pandemic risk).

Phase 6

Pandemic; increased and substantial transmission in
general population.

to classification by the WHO, bird flu remains
at stage three on a six-stage scale. The virus
causes a disease in human body, but it is still
unclear

whether

human-to-human

transmission and contagion are possible.
If the bird flu virus mutates and becomes

Major details

contagious among human beings, there will
inevitably be a very large number of victims given its high fatality. Under the assumption of similarity with the
Hong Kong influenza epidemic in 1968, the WHO forecasts that the global death toll of a bird flu epidemic
would total between 2 million and 7.4 million. Renowned research institutes foresee up to 140 million human
victims in a worst-case scenario.
Spread of a bird flu epidemic would adversely affect the real economy. Not only the livestock-related sectors,
but also the trading and distribution would be badly hit. In addition, there is concern that consumption and
investment would contract for such reasons as reduced participation in economic activities as well as a
deterioration of labor productivity and the efficiency of the distribution and IT networks. In connection with
this situation, Lowy Institute, an international policy research institute based in Australia, predicts in its recent
study that global GDP would contract by 0.8% to 12.6% under various scenarios of the possible severity and
spread of a bird flu epidemic
A widespread outbreak of bird flu among humans would have a negative impact on the financial system. First,
it is feared that risk premiums for various financial assets including credit spreads would soar while stock
prices would plummet. Increasing uncertainties in the financial colony would also fuel the volatility of price
variables in the financial markets such as foreign exchange and interest rates. A growing preference for safehaven assets might trigger an outflow of funds from Asian countries that have a relatively fragile economic
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structure to US or European nations. In addition, the depression of business activity might undermine the
financial soundness of households and corporations, leaving financial institutions in distress. Moreover, claims
for insurance benefit payments might increase in connection with the number of human fatalities and with the
need for treatment and recuperation, which would cause financial difficulties for insurance companies and
pension funds.
Employees' absence or unfilled vacancies along with segregation for quarantine might hamper the normal
business operation of financial institutions. A change in the pattern of behaviour of financial consumers might
well increase cash demand or payment and settlement demand beyond the capacity of financial institutions.
Considering the high interlinked nature of the business operations of financial institutions, there also exists the
possibility of systemic risk whereby the problems of a single institution might affect other institutions or the
entire system.
An avian influenza pandemic may fail to occur as happened with the Y2K problem. However, it is necessary to
be vigilant in devising measures to handle the disease in consideration of the growing possibility of its
becoming widespread and the many actual cases of its outbreak in foreign countries.
Against this backdrop, all individual financial institutions and institutions intermediating transactions of funds
should formulate a business affairs
succession plan and conduct cross-training of
employees for their possible utilization as
back-ups to prevent any business
discontinuance and thus maintain core

Goal by the stage of Avian Influenza Pandemic under financial
institutions' business continuity plan (example)
Response plan by phase
Phase of
pandemic

functions. In addition, they need to devise
split team-working in the event of a

Phase 4

Partial
implementation/
plan review and
improvement

Phase 5

Expansion of
Maintains most core
Prevents the spread of
implementation/
avian influenza within the business affairs and some
plan review and
non-core business affairs
organization
improvement

Phase 6

Full-fledged
implementation

avian influenza epidemic. At the same time,
it is imperative to improve their IT

Function continuity

Enhances the awareness of Identifies core functions
Plan formulation the seriousness of avian and secures necessary
and verification influenza and importance
human/material
of a response plan
resources

detailed business continuity plan covering
each stage in the range of severity of an

Employees'
business continuity

Phase 3

contingency, preparing a team for working at
home. In other words, they must formulate a

Response

Management goal

Blocks influx of avian
influenza into the
organization

Minimizes employees'
infection and death

Ensures that most
business affairs are in
normal operation

Maintains core business
affairs

processing capacity to brace for a potential
increase in customers' requests for payments and settlements and come up with measures that take into account
the possible impact on liquidity and management soundness.
In consideration of the factors related with bird flu, the financial authorities must encourage the formulation of
a business continuity plan by all financial institutions and institutions engaged in fund intermediation
transactions and strengthen oversight and supervision of their preparatory work, while modifying and
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complementing their own independent business continuity plan. In addition, the authorities should keep a
vigilant eye on payment and settlement demand, liquidity in the market and so forth, provide liquidity in a
flexible manner and deal appropriately with destabilizing factors in the foreign exchange market. The
authorities also need to give financial institutions prior notice of whether to relax their supervision and
regulation in order for this to be reflected in business continuity planning. In addition, the authorities must
establish, in advance, information exchange channels and means of communication with other financial
authorities and market participants so as to grasp market conditions promptly and devise appropriate action in
the event of a crisis.
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2. Households’ debt servicing
capacity

<Figure Ⅱ-13>

Improvement in debt servicing capacity is delayed

Household financial asset
accumulation and debt growth1)
(%)

Financial liabilities of households9), which had seen a
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Source: The Bank of Korea

<Figure Ⅱ-14>
Household financial surplus1)
and financial liabilities ratio
(trillion won)
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slowdown in its growth rate as a result of restrained
lending to households and debt restructuring since the
bursting of the credit card bubble in 2003, registered a
somewhat high increase rate of 11.2% in 2005. This is
ascribable to the fact that significant progress in
restructuring of non-performing credit card receivables
expanded households' borrowing capacity and that
there exists constant demand for borrowings for
housing purchases.
In 2005, the capital gearing ratio, which measures the
ratio of financial debts to financial assets, picked up 1.4
percentage point from the previous year, with an 8.0%
increase in financial assets. As of the end of 2005,
Korea's capital gearing ratio which stands at 50.4% is
substantially higher than the 20-30% posted by
advanced economies including the US, the UK and
Japan. Ostensibly, this is because financial asset
accumulation by Korean households remains at a low
level and housing purchases with borrowings10)
increased after the currency crisis. This situation serves
to lessen the capacity to absorb the impact of an
external shock including a fall in real estate prices and

Note: Financial surplus = financial assets growth - financial
liabilities growth
Source: The Bank of Korea

9) Households refer to individuals as defined in the flow of funds tables.
They include small-scale private enterprises and civilian not-for-profit
organizations.
10) According to the 'Survey on Asset Ownership Status of Korean
Households and Its Indications' (Mar. 16, 2006) which was conducted
by the Korea Chamber of Commerce and Industry targeting 700
households in 7 cities in the country, housing makes up 83.4% of
households' total assets.
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a run-up in interest rates.

<Figure Ⅱ-15>
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<Figure Ⅱ-16>
Household debt interest payments/
personal disposable income
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In 2005, households' disposable income edged up only
3.6%, far lower than the increase rate of their financial
debts. Accordingly, the debt to income ratio, which
indicates households' ability to service financial
obligations from disposable income, went up to 1.4
times in 2005 after remaining virtually unchanged at
1.3 times since 2002. Such level is not lower than that
of the US and Japan.
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Note: Personal disposable income is net disposable income of
individuals (same hereinafter).
Source: National accounts of each country

<Figure Ⅱ-17>
Household debt principal and interest payments/
personal disposable income
(%)

In 2005, the income gearing ratio - the ratio of debt
interest payments to personal disposable income slightly fell from the preceding year due to a reduction
in annual average interest rates. However, it is expected
that households' burden of interest payment will
promptly increase in the event of a rise in market
interest rates since most of household borrowings carry
floating interest rates.
In the meantime, the debt service ratio - the ratio of
debt principal and interest payments to personal
disposable income - remained almost unchanged in
2005 from the previous year owing to a rise in
household debts, despite a decrease in interest
payments.
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Source: The Bank of Korea’s estimates based on the statistics of national
accounts, flow of funds table, etc.

Credit standing of low-income households still
remains weak
The credit standing of low-income brackets still
remains weak because of little improvement in their
employment and income, which has been aggravated
since the foreign currency crisis. However, debt
restructurings for credit delinquents under a credit
recovery scheme is on the rise.
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<Figure Ⅱ-18>
Unemployment rate and underemployment indicators
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Note: The number of persons wanting additional work represents the
number of persons who wish to work more among those currently
working for 1 to 17 hours a week.
Source: National Statistical Office

In 2005, the overall unemployment rate was 3.7%,
showing little variance from the previous year.
Unemployment among the young (referring to those at
the age of 20 through 29 who are entering the job
market) dropped by 0.15 of a percentage point, which
is largely attributed to those who gave up searching for
a job. In terms of the quality of employment among
those working less than 18 hours per week, the number
of persons wanting more hours of work has turned to a
decrease since the second quarter of 2005. This
apparently hints at a slight improvement in the quality
of employment.

<Figure Ⅱ-19>
Household balance by income bracket
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<Figure Ⅱ-20>
Credit delinquents and
filings for personal bankruptcy

The broad picture of household financial balance sheets
by income bracket (based on urban workers) in 2005
may be summarized as follows. The amount of surplus
increased 4.2% from the preceding year, carrying on
the trend of improvement since 2001, though modestly.
As regards the income and expenditure of low-income
households in the first through third deciles, those in
the second decile registered a small surplus, shifting
from the red in the preceding year. However, those in
the first decile continuously recorded a large deficit
while those in the third decile saw a slight reduction in
their deficit. Accordingly, low-income households in
the first through third deciles in general showed little
improvement.

Number of persons filing for personal bankruptcy (LHS)
Number of persons filing for personal rehabilitation (LHS)
Number of persons filing for credit recovery (LHS)
(10,000 persons)

(10,000 persons) 400

30

350
25

300

20

250
200

15
Number of credit
delinquents (RHS)

10

150
100

5
0

50
0
2000

2001

2002

2003

2004

Source: Supreme Court; Korea Federation of Banks; Credit
Counseling & Recovery Service

2005

At the time of abolishment of the credit delinquents
registration system in April 2005, the number of credit
delinquents was about 3.6 million (equivalent to 16%
of the economically active population). People on a
credit blacklist are seeking debt restructurings and
credit recovery through various credit rehabilitation
support programs introduced from 2002. Among about
544,000 persons who applied for debt restructuring in
and after 2002 through the Credit Counseling and
Recovery Service, 512,000 persons are in the course of
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credit recovery following debt restructurings. In
addition, debt restructurings under the courts' personal
rehabilitation/bankruptcy scheme is underway briskly.
Since enforcement of the 'Individual Debtor
Rehabilitation Act' in September 2004, approximately
58,000 persons applied for court-mandated personal
rehabilitation. Among them, 20,000 persons were
subject to debt restructurings. In addition, the number
of persons filing for personal bankruptcy in 2005 was
39,000. Among them, 29,000 persons were declared
bankrupt.
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3. Debt servicing capacity of the
business sector

Business profitability declines
<Figure Ⅱ-21>

In 2005, the ordinary income to sales ratio of the
business sector11) slipped to 8.2% from 10.6% in 2004.

Profitability indicators
(%)
60

(%)
1,200

Weight of businesses with less-than-100%
interest coverage ratio (LHS)

50

1,000

40

800

30

This decline was mainly attributable to the strength of
the won12) and the run-up in price of imported raw
materials including crude oil.
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Financial expenses, which had seen a steady decline
since the currency crisis, registered a slight increase in
2005 with a fall in operating income. This reduced the
interest coverage ratio13) from 646.3% in 2004 to
550.1% in 2005.

Source: KIS-Value

<Figure Ⅱ-22>
Profitability indices by business size
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In the meantime, the ordinary income to sales ratio in
2005 was at its highest level since the currency crisis
except for that of 2004 and not lower than that of US
and Japanese companies. The percentage of
companies14) with an interest coverage ratio of less
than 100% has reached its highest point since 1999. In
addition, the weight of companies in the red has been
on the rise, hinting at an increase in the number of
vulnerable companies. In addition, further appreciation
of the won against the dollar will serve to place further
strains on exporters' profitability.

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Source: KIS-Value

11) Businesses listed on the Korea Exchange excluding financial
institutions (based on KIS-Value data as of March 31, 2006).
12) The annual average exchange rate of the Korean won against the US
dollar fell 10.5% to 1,024.3 won in 2005 from 1,144.7 won in 2004.
13) Interest coverage ratio = (operating income + interest revenue)
/financial expenses.
14) Financial Stability Report, 6th Issue, October 2005
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In terms of the distribution of profitability, the income
gap among companies widened somewhat as
evidenced by the fact that 88.9% of total corporate
earnings in 2005 were concentrated in the top 5%
companies while the losses of the 5% lowest-ranking
companies increased from the previous year.

<Figure Ⅱ-23>
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<Figure Ⅱ-24>
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<Figure Ⅱ-25>
’equity to total assets ratios
Stockholders’
and current ratios by business size
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of stockholders' equity to total assets over 400% of
debt-to-equity ratio) increased from 3.4% in 2004 to
4.4% in 2005. However, this percentage is deemed
favorable, given the level prior to the currency crisis
(more than 20%). SMEs recorded an average ratio of
stockholders' equity to total assets of 59.9% at the end
of 2005, having maintained a higher level than that of
large companies since 2000. In the light of this
situation, companies' financial soundness is seen to be
generally satisfactory.
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As of the end of 2005, the ratio of stockholders' equity
to total assets15) rose by 1.0 percentage point from the
previous year to stand at 53.9%, maintaining the
upward trend evident since 1997 (20.3%). This is
because blue-chip companies did not expand
investment sharply in spite of much profits and thus
their demand for borrowings did not increase much.

Stockholders’equity to total
assets ratio (large businesses)

Stockholders’equity to
total assets ratio (SMEs)

120
90
60

As of the end of 2005, the current ratio16) maintained a
stable level of 120.6%. Even the current ratio of
companies in the lowest decile showed a substantial
improvement from the previous year to stand at 76.4%.
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15) Stockholders' equity to total assets ratio = stockholders' equity/total
assets
16) Current ratio = current assets/current liabilities
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The ratio of companies' cash reserves to total assets
continued its steady increase, leading it to almost
double in 2005 as compared to 2000. Especially the
cash reserve ratio of large companies rose rapidly,17)
indicating that investments have not expanded
significantly in comparison to revenues.

Credit risks increase slightly but remain at a low
level
<Figure Ⅱ-26>
Distribution of businesses
by credit risk rating (large businesses)
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Despite slight improvements in liquidity and financial
soundness in 2005, the share of high-risk businesses18)
which had been declining since 2002, increased from
the preceding year owing to an increase in companies
operating in the red. The share of high-risk businesses
among large businesses moved up from 12.1% in 2004
to 15.4% in 2005. Among SMEs, the share of high-risk
firms rose from 27.7% to 32.2%. However, the
percentage of high-risk companies in 2005 was at its
lowest level since the currency crisis, apart from in
2004.

Source: KIS-Value

<Figure Ⅱ-27>
Distribution of businesses by credit
risk rating (SMEs)
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A transition matrix of changes in corporate credit
ratings shows the following results: For large
businesses and SMEs classified as high-risk firms, the
probability is that 51% and 34.7% of them respectively
will graduate from the high-risk group within a year.
Conversely, 4.9% of large companies and 16.1% of
SMEs will shift from the low-risk group to the
high-risk group. Concerning the path of movement

17) Ratio of cash reserve to total assets (Source: KIS-Value)
(%)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Source: KIS-Value

Large
companies
SMEs

2000

2001

2002

2003

2004

2005

2.27

2.91

3.39

4.10

4.02

4.68

6.26

7.50

7.49

7.04

6.67

7.82

18) Classification method of the Bank of Norway was used (Financial
Stability Report, 2nd Issue, October 2003).
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<Table Ⅱ-2>
Transition matrix by credit risk rating
(Large businesses)
2005
2004

(%, Number)

Low risk Medium risk High risk

Total

Low risk

83.1

12.0

4.9

100(326)

Medium risk

27.7

43.4

28.9

100( 83)

High risk

34.0

17.0

49.1

100( 53)

(SMEs)
2005
2004

(%, Number)
Low risk Medium risk High risk

Total

Low risk

76.4

7.5

16.1

100(492)

Medium risk

34.5

23.8

41.7

100( 84)

High risk

28.6

6.1

65.3

100(213)

Note: Figures in parenthesis represent the corresponding number of
companies.
Source: KIS-Value

between high- and low-risk groups, SMEs in general
move directly to either the high- or low-risk group
without going through the medium-risk group.
Large businesses are very likely to transit through
classification within the medium-risk group when
moving from the low-risk group to the high-risk group
while shifting directly when moving from the high-risk
group to the low-risk group.
It is hard to foresee any dramatic improvement in
corporate profitability for the time being, in view of the
exchange rate instability and so forth. Nonetheless, the
current profitability of companies remains strong
compared to their historical performance or that of
major industrialized countries. Besides this, they are
enjoying favorable financial soundness and liquidity.
At the moment, the situation does not warrant worry
about a possible weakening of their debt servicing
capacity as a result of a reduction in profitability.
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4. Real Estate Market

Housing price instability reemerges
Housing prices, which had remained stable since the
government unveiled anti-speculation measures on
August 31, 2005, started to move upward from
December 2005. In particular, there has been a rapid
rise in the price of residential real estate located in
areas with desirable residential and educational
conditions or with favorable development prospects as
well as that of apartments slated for redevelopment
projects. The percentage of areas (based on the number
of apartment units) where apartment prices were
growing faster than the long-term monthly average of
0.9% (based on the apartment price in all cities) during
January to March of 1986 through 2005 increased to
15.3% in January, 21.4% in February and 26.4% in
March 2006.

<Figure Ⅱ-28>
Apartment transaction price indices
(2003.9�100)
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Source: Kookmin Bank

<Figure Ⅱ-29>
Real apartment price indices by pyung1)2)
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Note: 1) Real price(1989=100) = nominal price/consumer price index
2) Dotted lines represent the averages for Gangnam
(Gangnam-gu, Seocho-gu and Songpa-gu), Seoul and
nationwide during the relevant period respectively.
Source: Neonet

As for the areas in which the rate of increase in housing
prices remained high during the period from January to
March 2006, the real housing price already moved
above its long-term average (1989~2005) in 2002. As
compared to the amount of income, housing prices are
already near the level immediately prior to the sharp
fall in housing prices in the early 1990s. Nonetheless,
housing prices in these particular areas are showing a
steeply rising trend, triggering ongoing discussion
about a possible bubble in the housing market.19) In
addition, there is not seem to have been any lessening
of the uncertainties surrounding the housing market in

19) According to Lee Jun-hee (2006), there exists a bubble in real
apartment prices. The scale of such bubble since 2004 is estimated at
8.8% for the entire nation, 9.0% for Seoul and 13.7% for the southern
part of Seoul (11 districts south of Han River).
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<Figure Ⅱ-30>
1)2)
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Note: 1) (Apartment price per pyung x 33 pyung)/annual average
income of urban workers, annual income of 10th-decile
urban workers for ‘Gangnam (10th income decile)’
2) Dotted lines represent the averages for Gangnam
(Gangnam-gu, Seocho-gu and Songpa-gu), Seoul and
nationwide during the relevant period respectively.
Source: National Statistical Office; Neonet

<Figure Ⅱ-31>
Opportunity costs of owning apartments to income1)2)
(Times)
4.5

(Times)
4.5
Seoul
Gangnam (10th income decile)
4.0

Nationwide
Gangnam

4.0
3.5

3.5

3.0

3.0

2.5

2.5

2.0

2.0

1.5

1.5

1.0

1.0

0.5

0.5

0.0

0.0
1989

1991

1993

1995

1997

1999

2001

2003

2005

Note: 1) [(Apartment price per pyung x 33 pyung) x yields on corporate
bonds]/annual average income of urban workers, annual income of
10th-decile urban workers for ‘Gangnam (10th income decile)’
2) Dotted lines represent the averages for Gangnam (Gangnam-gu,
Seocho-gu and Songpa-gu), Seoul and nationwide during the relevant
period respectively.
Source: National Statistical Office; Neonet

<Figure Ⅱ-32>
Apartment lease deposit indices
(2003.9�100)
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Such instability in the housing market increases the
possibility of negative side effects including a dramatic
price adjustment, distorted resource allocation,
dampened consumer confidence and the passing on to
future generations of excessive costs of housing
purchases.
On March 30, 2006, the government unveiled a set of
measures to claw back a certain percentage of capital
gains generated from reconstruction of old houses and
impose additional restrictions on the extension of
housing finance loans. The uncertainties surrounding
the housing market are expected to be dispelled once
the effects of the government's anti-speculation
measures unveiled on August 31, 2005 and March 30,
2006 begin to be felt.
The level of lease deposits, which had shown a
downwardly stable trend from the second half of 2002,
has registered a relatively high rate of increase since
early 2005. This is held to be attributable to increasing
demand for highly preferred areas and growing
demand for rental generated by large-scale
reconstruction projects. After the ending of the season
favoured for moving, the level of lease deposits is
expected to show a generally modest rise apart from in
a few areas.
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line with persistent fears of undersupply20) in a
situation where the costs of owning housing are not
large compared to income because of low financial
expenses and holding taxes.

60
2000

2001

Source: Kookmin Bank
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20) The number of apartment site transactions in the Gangnam area
(Gangnam-gu, Seocho-gu and Songpa-gu) in January to February
2006 was about 74.6% of the average of the same period for the past
seven years.
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Upward trend of land prices continues
<Figure Ⅱ-33>
Land price fluctuations by region
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Note: Annualized increase ratios compared to the previous quarter (until
the end of 2004) and the previous month (from 2005)
Source: Korea Land Corporation

<Figure Ⅱ-34>
Land price fluctuations by usage
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There exist an increasing number of areas where land
prices show signs of instability. With the land prices in
Seoul, Gyeonggi Province and South Chungcheong
Province rising at a higher rate than the nationwide
average, the relatively stable markets for land in North
Chungcheong, North Jeolla and South Jeolla Provinces
are seeing increasingly steep price increases in
association with various projects for balanced regional
development. Given the fact that the projects to build
'innovation cities' and 'company towns' are still in their
initial phase, there is the possibility that land prices
may continue to exhibit instability in the course of
implementation of those projects.
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2001.Ⅰ

In 2005, land prices rose 5.0%, higher than the rate of
increase of 3.4% in 2003 and 3.9% in 2004. After
rising sharply in the second quarter of 2005, land prices
stabilized somewhat after the government announced
its anti-real estate speculation package on August 31.
However, their rate of increase remains above its trend
over the past 10 years (1.4%).

7

10 2006.1

Note: Annualized increase ratios compared to the previous quarter
(until the end of 2004) and the previous month (from 2005)
Source: Korea Land Corporation

By usage of land, green zones and administration
zones21) not used for residential, industrial or
commercial purposes registered price increases of
8.6% and 6.3% respectively in 2005, showing a
significant gap from the price increase rate of land for
other purposes. In 2005, there was a distinct trend
whereby the rate of increase in land prices went up as
this gap widened, but decelerated when it narrowed.

21) Pursuant to the Act on Planning and Use of National Territory, the
government designates as administration zones those areas that need
to be systematically managed like urban areas in order to
accommodate urban population and industry or that must be managed
like farming and forestry zones or natural environment preservation
zones for the purpose of promoting agriculture and forestry and
preserving the natural environment or forestry.
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This implies that a significant proportion of demand
arises from anticipations of price rises.
<Figure Ⅱ-35>
Office lease deposit index and vacancy rate in Seoul
(2000.Ⅰ=100)
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In the commercial real estate market, lease deposits of
offices in the Seoul area have remained stable since
2003. The rate of increase of lease deposits in 2005
stood at 1.4%. However, the level of lease deposits has
fallen in terms of real prices calculated in consideration
of the rate of increase in consumer prices.
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<Figure Ⅱ-36>
Lease deposits and vacancy rate by size
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Lease deposits (large) (LHS)
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There was a slight drop in the vacancy ratios of offices
in Seoul from 3.72% at the end of 2004 to 3.68% at the
end of 2005. The vacancy ratio for small buildings with
a total floor space of less than 5,000 pyung (1 pyung is
equivalent to approximately 3.3m2) has declined
slightly since the third quarter of 2005. However, the
difference between the vacancy ratio for large buildings
with a total floor space of at least 15,000 pyung and
that for small buildings widened as compared to the
end of 2004.
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Source: Korea Appraisal Board
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<Box Ⅱ- 2>

Main points of the government's real estate market stabilization measures
announced on March 30, 2006

On March 30, 2006, the government unveiled plans to tackle the instability of the housing market in a bid to
specify matters related with the stabilisation of ordinary people's housing and the expansion of housing supply
that had been identified in the August 31 anti-speculation measures. Main points of the measures include
reclaiming development profits earned through housing reconstruction and strengthening restrictions on home
secured loans.
In connection with reconstruction projects, the government drew up such policies as heightening the
objectivity of preliminary assessment to ensure that the reconstruction process would operate in a manner
serving its original purpose of remodelling aging residential facilities and transferring the authority to request
the re-examination of safety diagnosis results from the head of a city/county/district to the head of a
metropolitan city/province and the Ministry of Construction and Transportation. In particular, the government
decided to implement a system of development charges whereby a certain percentage of profits generated by
redevelopment will be clawed back to curb speculative demand for reconstruction. Development charges
imposed are to be calculated by multiplying a certain percentage (on a progressive scale of 0 to 50%) by those
development profits that are equivalent to the difference between the housing price at the time of
redevelopment completion and the housing price at the time of redevelopment commencement less
development costs and the normal increase of housing prices.
In addition, the government would supply more than 300,000 housing units per annum in the Greater Seoul
area over the coming five years. It also decided to carry out urban reorganization projects in order to improve
infrastructure including education, culture and transportation of backward urban centers in the north of Seoul
by designating four to five pilot areas.
In addition, financing plans and whether the relevant housing is actually occupied by the purchaser must be
reported in addition to the actual housing price at the time of housing transactions in a housing trade report area
in order to ensure that the housing trade report system generates substantive effects.
In an effort to stabilize housing for the less well-off, the government formulated measures to expand financial
assistance for people in low-income brackets to finance their lease deposits, increase the supply of rental
housing and reduce the lot sale price of small-sized apartments by lowering housing lot supply prices. At the
same time, the government decided to expand supply of mid- and large-sized rental housing to spread a climate
of opinion in which housing is regarded as a space of residence rather than as an object of speculative
investment.
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In the meantime, the financial supervisory authorities established a DTI (debt to income) ratio limit of 40%, in
addition to the existing LTV ceiling (40% for banks and insurance companies and 60% for mutual savings
banks) on housing finance loans relating to the purchase of apartments priced at 600 million won or more in a
speculative zone (within three months from title transfer registration), enforcing its application for new loans
extended from April 5, 2006. The DTI ratio is calculated as {(annual principal and interest payments
concerning the relevant home secured loan + annual interest payments on other debts)/annual income}.
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Ⅲ. Stability of the financial market
<Figure Ⅲ-1>
Corporate lending
(trillion won)

1. Lending market

(trillion won)

45

450

Corporate lending balance
outstanding (RHS)

35
400

Changes in corporate lending
of commercial and
specialized banks (LHS)

25
15

350

Corporate lending recovers slightly

5
300

-5
-15

Changes in NBFIs’
corporate lending (LHS)

-25

250

200
1H 2001 2H 1H 2002 2H 1H 2003 2H 1H 2004 2H 1H 2005 2H

household lending. In terms of the breakdown of
market share by type of financial institutions,

Source: The Bank of Korea

commercial and specialized banks made up the bulk of

<Figure Ⅲ-2>
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corporate lending portfolio declined slightly in 2005.
However, the percentage has been growing again in
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widened slightly, is contracting again while that of
loans to the construction and real estate business is on

<Figure Ⅲ-3>
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Banks' increasingly aggressive effort to expand lending
and expectations of better economic conditions are
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<Figure Ⅲ-4>
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intensified competition to write more loans to
high-quality corporate borrowers.

<Figure Ⅲ-5>
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year. By the use of loans, those to finance the purchase
of housing have continued to expand their share.

<Figure Ⅲ-6>
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1) The financial supervisory agencies have strengthened their regulations
on loans secured against residential property by means of the
downward adjustment of LTV ratios, restrictions on the number of
housing finance loans in speculation-prone areas and the enforcement
of a DTI ratio in providing loans secured by high-priced apartments in
speculation-prone areas, prompted by the fear that, if the run-up in real
estate prices were to accelerate, a possible future crash in the real estate
market might reduce the soundness of financial institutions. (Financial
Supervisory Commission and Financial Supervisory Service, June and
August 2005 and March 2006)
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2005 to 5.70% in October 2005. Subsequent to this,
however, there has been almost no further rise in these
interest rates because of the fiercer competition among
banks to expand their loan books. In these
circumstances, their interest margins2) on household
loans have been narrowed from 210bp in January 2005
to 150bp in January 2006.
<Figure Ⅲ-7>
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2006. This was largely a reaction to stricter regulations
on housing finance loans but also reflected the
abandonment of some loan applications as a result of
the extension of "First Home Buyer Loans" from
November 2005.
Looking at the breakdown of the increase in housing
finance loans by region, the weight of the Seoul
metropolitan area declined slightly from 80.7% during
January to August 2005 to 78.6% during September
2005 to January 2006 while the share of Daejeon and
South Chungcheong Province rose from 3.5% to 6.1%
during the same periods. The weight of Gangnam-gu,
Seocho-gu, Songpa-gu, Bundang and Yongin, which

2) Household loan interest margin = weighted average deposit interest
rate (savings deposit interest rate) - weighted average lending interest
rate (household lending interest rate); Based on newly originated loans
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had spearheaded the upsurge in housing finance loans
in the first half of 2005, shrank from 33.8% during
January to August 2005 to 24.8% during September
2005 to January 2006. In contrast, that of Nowon-gu,
Gangseo-gu and Yeongdeungpo-gu, where the housing
market was relatively brisk in the second half of 2005,
rose from 3.6% to 9.6% while that of Goyang,
Namyangju and Ansan increased from 7.3% to 13.9%
during the same periods. In light of these movements, it
seems that the weight of demand for lending arising
from real housing transactions has grown since the
announcement of the August 31 real estate measures.
In the meantime, financial institutions' intensified

<Figure Ⅲ-8>
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market, 86.7% of household loans and 54.2% of

0

SMEs, whose risk management capacity is fragile,
have no option but to assume a significant burden of
interest rate risk.
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<Box Ⅲ- 1>

Results of a review of the extension of housing finance loans

In February 2006, the Bank of Korea conducted a review of the extension of housing finance loans by six
banks, namely Woori Bank, SC First Bank, Kookmin Bank, Hana Bank, National Agricultural Cooperative
Federation (NACF) and Chohung Bank. Its focus was placed on compliance with mortgage loan-related
regulations and the adequacy of risk management concerning such loans.
As of the end of January 2006, the average loan-to-value (LTV) ratio of the above six banks stood at 52.7%,
down 0.9 percentage point from the end of June 2005 (53.6%). By LTV ratio interval, the share of loans with
an LTV ratio exceeding 70% was 16.2%, down 4.8 percentage points from the end of June 2005 (21.0%) while
the share of loans of no more than 50% inched up 0.7 percentage point to 38.8%. Given such LTV ratios, it
seems that the share of loans that could possibly prove non-collectable due to a drop in housing prices is not
large. However, the share of such loans, which were extended without considering borrowers' income level,
stood as high as 72% at the end of January 2006.
By remaining maturity of housing finance loans, those with a remaining maturity of no more than three years
(based on outstanding balance) accounted for 39.1% of the total as of the end of January 2006, down from
57.9% at the end of 2004. The share of loans having a remaining maturity of more than 10 years has been
growing at a rapid pace (19.9% at the end of 2004

26.4% at the end of June 2005

28.9% at the end of

September 2005). This shows that housing loan maturities are gradually lengthening. In relation to methods of
repayment of principal and interest, the share of those with lump-sum payments at maturity (bullet type
repayment) shrank from 77.1% at the end of 2004 to 64.5% at the end of December 2005. In contrast, the
percentage of those with regular repayments of principal and interest increased from 22.9% to 35.5% over the
same period.
By type of interest rates, the share of fixed-rate loans (based on outstanding balance) moved up from 1.9% at
the end of 2004 to 2.2% at the end of January 2006. However, floating-rate loans pegged to a market interest
rate such as that on CDs or financial debentures still comprise by far the more substantial share. The reason
why floating-rate loans account for the bulk of such lending is that floating rates, which are at present 1.0 to 1.7
percentage points lower than fixed rates, are preferred by borrowers. Besides this, banks are able to transfer the
interest rate risk to borrowers under a floating-rate structure. Where the volume of floating rate loans is large,
however, this may work against the stability of the financial system by way, for example, of the sharp rise in
interest burden on borrowers in the event of a sharp run-up in interest rates. From the perspective of banks
regarding the risk of interest rate fluctuations under fixed rates and floating rates, the former represent interest
rate risk and the latter credit risk. For instance, if market interest rates move above lending rates when banks
lend short-term funds carrying long-term fixed interest rates, it will result in a reverse margin (interest rate risk)
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due to deposit interest rates being higher than lending rates. In the 1980s, a number of Savings and Loan
Associations went bankrupt in the US, in response to large negative margins caused by a sharp rise in market
interest rates in a situation where those associations had financed mortgage loans carrying long-term fixed
interest rates by using short-term funds. Under floating rates, banks can pass through the rise in deposit interest
rates to lending rates in the event of a rise in market interest rates, reducing their interest rate risk. However, it
increases the burden of interest payments on borrowers, heightening the risk of default (credit risk). In relation
to the issuance of mortgage-backed securities or advancement of risk management techniques recently, it has
become easier for banks to avoid or control risks related with loans carrying fixed interest rats. In the case of
floating-rate loans, however, households burdened with excessive debts can hardly avoid the burden of interest
payments that increases in the event of an interest rate rise.
The following institutional improvements are deemed required to reduce potential risk factors associated with
house mortgage loans: First, it is necessary for banks to shift away from assessment of credit collectibility to
evaluation of the borrower's debt repayment capacity in reviewing loan applications so as to reduce the risks of
households and banks in the event of an external shock including a drop in housing prices or a rise in interest
rates. Towards this end, it is imperative to assess, in the process of loan review, borrowers' debt servicing
capacity, including not just the LTV ratio but also the DTI (debt to income) ratio. Second, it is essential to step
up regulations on those housing finance loans taken out in the name of SMEs including small private
enterprises that seek to circumvent existing restrictions on housing finance loans (LTV ratio ceilings,
limitations on the number of loan origination in speculation-prone zones, etc.). In extending loans secured
against residential property to corporate borrowers, it is advisable for lenders to strengthen their examinations
of the use of funds borrowed and apply the regulations on LTV ratios applicable to mortgage loans made to
households. In addition, banks need to conduct regular stress testing of their housing finance loans to be
prepared for a drop in real estate prices and a rise in interest rates. At the same time, they need to press for the
galvanization of the mortgage-backed securities (MBS) market to bring about an expansion of mortgage
lending at fixed interest rates.
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2. Bond market

Upward trend of bond yields slows
In the second half of 2005, yields on bonds showed an
<Figure Ⅲ-9>

upward tendency because of anticipations of the
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4.0%), market interest rates

are showing a stable pattern of movements. This may
be ascribed to the following factors. First, the Korean
won has strengthened sharply against the US dollar in

<Figure Ⅲ-10>
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3) This represents annualized volatility calculated by applying an
exponential weight to the change in daily bond yields (square of
difference) and then multiplying the resultant moving average by
number of days of operation. For a detailed formula, see <Box Ⅱ-1> of
the Financial Stability Report (April 2003).
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the second half of 2005.4) In contrast, investment in

<Figure Ⅲ-11>
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continues
The credit spread on corporate bonds over government

<Figure Ⅲ-12>
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This narrowing of the credit spread on low-rated
corporate bonds is attributable to the buoyant financial

4) Of the amount of overseas bond investment by domestic institutional
investors for 2003 to 2005 (excluding Korean paper, which refers to
foreign currency denominated securities issued offshore by Korean
residents), the proportion held by insurance companies is
approximately 60% to 75%. The growth of insurance companies'
overseas bond investment, which stood at 32.6% in 2004 and 12.1% in
the first half of 2005, declined to 5.5% in the second half of the year.
This was primarily due to the fact that post-conversion yields on
overseas bond investments fell short of yields on domestic long-term
bonds in a period of rising domestic market interest rates from the
second half of 2005.
5) Accordingly, the share of Treasuries holdings during the said period
grew by 1.1%p for insurance companies (13.9% 15.0%) and 2.3%p
for pension funds (29.8% 32.0%). (Source: Korea Securities
Depository)
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soundness of companies and the dwindling of bond
issuance volume6) as well as swelling demand for
low-rated corporate bonds as a result of non-banking
financial institutions' search for yields.7) Since
mid-2005, credit spreads have generally narrowed
<Figure Ⅲ-13>

because the preponderance of the demand for corporate
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for yields, which raises the possibility that credit
spreads on low-rated companies may narrow slightly
more.9)
Given the reduction of credit spreads in the corporate

<Figure Ⅲ-14>

bond market, companies with low investment grades
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in the corporate bond market.10)
6) The amount of corporate bond issuance declined from 87.2 trillion won
in 2001 to 48.1 trillion won in 2005. (Source: Monthly Financial
Statistical Bulletin, Financial Supervisory Service)
7) Since December 2005, credit unions, community credit cooperatives
and mutual credit companies have proactively expanded their holdings
of BBB-rated corporate bonds in a bid to enhance their returns.
8) In the past, weak trading in corporate bond markets resulted in an
increase in risk premiums, that is, credit spreads. [See page 25 of
Financial Stability Report (October 2003).]
9) There was a sharp fall in the credit spreads on corporate bonds,
especially those of low-rated companies. However, the spreads are still
deemed high, when compared to those in the US. To be specific,
spreads on BBB-rated corporate bonds (3-year) over Treasury bonds
(3-year) remain at about 90bp in the US, but at approximately 300bp in
Korea. Accordingly, low-rated companies in Korea still seem to have a
high level of risk premiums. [See page 35 of Financial Stability Report
(April 2005).] In the face of a dramatic reduction in credit spreads,
spreads might temporarily overshoot in the case of an abrupt credit
event such as the revelation of SK Networks' accounting fraud in 2003.
Therefore, it is necessary to sustain transparency and reliability of the
corporate bond markets by pursuing a stringent credit rating review of
corporate bond issuers.
10) In 2005, bonds publicly offered by ordinary companies (excluding
those undergoing workout) shifted to net issuance from net
redemption during the period of 2002 to 2004.
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Bond market expected to remain stable

<Figure Ⅲ-15>
Business conditions,
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bond markets than in major industrialized nations
including the US. Considering this situation, the
domestic bond markets are expected to remain broadly
stable in the absence of dramatic changes such as sharp
fluctuations in international interest rates, oil prices and
exchange rates.

11) It is expected that with commencement of the issuance of 20-year
Treasury bonds in 2006, the appetite of insurance companies and
pension funds for long-term domestic bonds will be satisfied. The
issuance volume scheduled in 2006 is 6.6 trillion won, 10% of the
total planned Treasuries issue.
12) Introduction of STRIPS (separate trading of registered interest and
principal of securities), a scheme which will apply to Treasury bonds
with a maturity of at least five years issued in 2006 or later, is
expected to boost bond market liquidity and refine the zero coupon
yield curve, contributing to development of the markets. However, it
will take some time to get the scheme moving actively, given the low
level of investors' awareness and the requirements for implementation
of a trading system.
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<Figure Ⅲ-16>

3. Stock market
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KOSPI, the Korean composite stock price index,
soared 54.0% in 2005. Since marking a new record
level on September 7 (1,138.75 recorded on November

Note: Volatility is calculated by the EWMA
(exponentially-weighted moving average) method.
Source: Korea Exchange; the Bank of Korea

8, 1994), KOSPI has repeatedly tested new highs. In
2005, trading value also recorded a 41.5% increase.

<Figure Ⅲ-17>
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technical correction phase in response to concerns
about their previous overly steep run-up in prices and a
deterioration in exporters' profitability due to the
strength of the Korean won. However, this is unlikely
to lead to diminish investor confidence to any

<Figure Ⅲ-18>
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13) HHR = {(highest price - lowest price)/lowest price}/(trading value/
total market capitalization)

- 51 -

Financial Stability Report April 2006

basis)14) from 2.17% in 2002 to 0.48% in 2004 and

<Figure Ⅲ-19>
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companies are heavily dependent on exports for the
generation of profits. Furthermore, the foreign share of
market capitalisation16) remains high. In these
circumstances, the Korean stock market reacts
sensitively to changes in the external environment. In
light of this, the stock market is subject to such
potentially destabilizing factors as a decrease in
exporters' profitability in line with the appreciation of
the Korean won and a reduction in international
financial markets' liquidity following the upward trend
of interest rates.

<Figure Ⅲ-20>
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In the meantime, the amount of cumulative-type funds
has steadily increased since 2005, led by stock funds.
The outstanding accumulation of stock funds

14) Net stock supply = IPO and paid-in capital increase - Treasury stock
purchases
15) During the period from April 2005 to February 2006, installment-type
funds increased by 11.9 trillion won (371.9%). Of this increase equity
funds (including hybrid funds) amounted to 11.6 trillion won or,
97.7% of the total funds.
16) As of the end of 2005, the ratio of stock holdings to market
capitalization (including KOSDAQ market) was 37.2% for
foreigners, 22.6% for individuals, 18.0% for corporations, 18.6% for
institutional investors, and 3.6% for government and governmentmanaged enterprises. (Source: Korea Exchange)
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<Figure Ⅲ-21>
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seems that this was made possible by the run-up in
stock prices, low yields on alternative assets including
bonds and deposits, a shift from direct to indirect
investments, heightened trust in asset management
companies, and banks' aggressive marketing of funds.
The dramatic expansion of stock funds over a short
period of time raises fears that a stock price correction
might generate a large volume of sell-offs of funds.

<Figure Ⅲ-22>

Domestic stock fund investors are inclined to engage in

Moving correlation coefficient1)
of stock funds and stock price index

feedback trading, i.e. making investments immediately

(index)
1.0
0.8

Correlation coefficient
(feed back investment hypothesis) (LHS)

0.6

1600

after a rise in stock prices and selling stocks

1400

immediately after a price fall.18) Moreover,

1200

0.4

1000

0.2

non-cumulative funds seeking high profits in a short

0.0

800

period of time still take up a large portion (78.4% as of

-0.2

600

the end of January 2006). Considering the following

-0.4
-0.6

KOSPI (RHS)
Correlation coefficient
(price pressure hypothesis) (LHS)

-0.8
-1.0
1998

400
200
0

1999

2000

2001

2002

2003

2004

2005

2006

Note: 1) 12-month moving correlation coefficient
Feedback investment hypothesis: correlation coefficient of
stock price increase rate during t-3 and net stock fund inflows
during t
Price pressure hypothesis: correlation coefficient of net stock
fund inflows during t-1 and stock price increase rate during t
Source: The Bank of Korea; Korea Exchange

factors, however, expanded fund redemption is not
very likely in the case of a correction of stock prices.
First, the amount of stock funds did not contract
sharply in early 2006 when stock prices plummeted
temporarily. Second, installment-type funds less
sensitive to stock price fluctuations are on the steady
increase. Third, there exists greater trust in asset
17) This includes pure equity funds, whose stock investment ratio is over
60%; stock-type hybrid funds, whose stock investment ratio is 50 to
60%; and bond-type hybrid funds whose stock investment ratio is less
than 50% (actual stock investment ratio of 22.8%, as of the end of
February 2006).
18) Hypotheses regarding the relation between net inflows into stock
funds and stock prices are that ⅰ) investors make investments in
stock funds, trailing the course of stock price fluctuations (feedback
trading hypothesis); ⅱ) stock prices fluctuate according to changes in
the amount of net inflows into stock funds (price pressure
hypothesis); and ⅲ) changes in the amount of net inflows into stock
funds and fluctuations of stock prices go side by side, i.e. fund
investors purchase funds on the basis of new information (information
hypothesis).
(Source: Mutual Funds and the US Equity Market , Federal Reserve
Bulletin, December 2000)

- 53 -

Financial Stability Report April 2006

management companies as a result of stricter fund
management regulation and increased disclosure.
In the meantime, it is expected that expansion of stock
funds will contribute to lessening volatility in the stock
market. From a short-term perspective, it will be
difficult to reduce volatility in the market, given
investors' strong propensity toward feedback trading
and the large proportion of non-cumulative funds.
However, it is predicted that, from a long-term point of
view, the volatility of stock prices will be moderated
once installment-type funds become established as a
vehicle for households' long-term savings and fund
investment by various pension funds including
retirement pensions expands. In relation to the bond
market, there exists a negative correlation between
bond and stock funds. Considering this situation, an
expansion of stock funds might serve as a factor acting
in part to heighten bond market volatility. However,
this impact will not be significant since the ratio of
bond funds to the total bond issues outstanding
dropped from 59.0% at the end of 1995 to 9.1% at the
end of 2005.
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<Box Ⅲ- 2>

Reasons for the recent increase in stock funds

The outstanding balance of stock funds* soared in the course of 2005 as stock prices advanced strongly and
reached 77.8 trillion won at the end of February 2006. Considering that pure equity funds registered a high
growth rate of 206.1% last year, it is presumed that their recent expansion was triggered by investors'
preference for high-yield, high-risk investments. As regards the breakdown of stock funds expansion during
April 2005 through January 2006 between cumulative and non-cumulative types, non-cumulative funds
registered a 41.0% increase while cumulative funds recorded a 272.7% rise. This demonstrates that investors
are taking a growing interest in installment-type funds. In the meantime, the proportion of personal investments
in the outstanding stock funds gathered rose from around 50% up until the end of 2004 to 73.8% at the end of
November 2005.
* Including pure equity funds whose stock investment ratio is over 60%, stock-type hybrid funds whose stock
investment ratio is 50% to 60%, and bond-type hybrid funds whose stock investment ratio is less than 50%.
Compared to the period of the 'Buy Korea' boom, the
speed of the recent stock price rise and stock fund
increase is relatively modest. To be specific, stock
prices and stock funds for the 13-month period from
November 2004 both registered a 1.5-fold increase
while they rose 2.3 times and 8 times, respectively,
during the 'Buy Korea' boom (13-month period from
November 1998).
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and net inflows into stock funds3) and Granger causality testing results4)
Lags (i)

-5

-4

-3

-2

-1

0

1

2

3

4

5

Correlation coefficient

0.05

0.00

0.00

0.03

0.07

0.14

0.16

0.22

0.37

0.34

0.15

Lags (month)

Null hypothesis
1

2

3

5

6

7

8

4.53*

3.60*

4.38*

3.65*

3.10*

0.30

0.25

0.91

0.87

0.85

Increase rates of stock prices → Net inflows

1.14

1.76

5.97*

Net inflows → Increase rates of stock prices

0.21

0.16

0.11

4

Note: 1) Sept. 1996 - Feb. 2006
2) Rise in KOSPI compared to the previous period (month t)
3) Ratio of net inflows into stock funds to market capitalization on the Korea Exchange (month t+i) (market capitalization was smoothed according
to monthly average increase rate during the analyzed period.)
4) * represents rejection of the null hypothesis at the significance level of 1% or lower.
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Firstly, stock prices rose at a rapid pace while the implied volatility of stock prices declined from the latter half
of 2004, contributing to raising investment in stock funds. In general, there exists a high level of correlation
between changes in the balance of stock funds gathered and fluctuations of stock prices. KOSPI (monthly
average) went up 79.8% from 746.1 in July 2004 to 1341.7 in February 2006. A quantitative analysis of the
relationship between stock fund expansion and stock prices (September 1996 ~ February 2006) indicates that
fluctuations in stock prices occur ahead of changes in the amount of stock funds. In addition, the implied
volatility of stock prices using stock index option prices declined from 29.3% in 2003 and 24.9% in 2004 to
19.3% in 2005, which means that the level of risk perceived by investors declined.
Secondly, in a situation where the level of capital accumulation by households in preparation for their senior
years is increasing as a result of extended life expectancy and reduced expectations of the National Pension
Fund, returns on traditional means of savings including bank deposits and bond investment products (bank
trust and bond funds) have remained at a low level for a long period of time, serving as incentives for
investment in stock funds. Real returns on Treasury bonds and time deposits, which were around 7% in 1999
(nominal rate of return - rate of increase in the CPI) have remained below 3% since 2001. By contrast, equity
investments registered a high rate of return during the recent run-up in stock prices and thus stock funds
emerged as an efficient means of saving for old age, even when the risks of a possible price fall are taken into
account.
Thirdly, individual investors who failed to gain
expected returns from direct stock investments
are thought to have migrated to high-return
stock funds during the latest bull market. The
amount of net inflows into stock funds and an
increase in individuals' direct investments in
equities had moved in a similar direction in the
past. During the 2005 bull market, however,
individuals' direct stock investments declined
while net inflows into stock funds surged.

’
Changes in stock funds and individuals’
direct stock investments
(trillion won)

(trillion won)

30

30
Net inflows into stock funds

20

10

20
Changes in direct
stock investments

10

0

0

-10

-10

-20
-20
Fourthly, popular confidence in the asset
1H1999 2H 1H2000 2H 1H2001 2H 1H2002 2H 1H2003 2H 1H2004 2H 1H2005 2H
Note: Direct stock investment = individuals’ net purchases on the stock
management industry has been greatly
market and KOSDAQ market + changes in customers’ deposits
augmented for the following reasons. Investor
Source: Korea Exchange; KOSCOM
protection arrangements were consolidated as
demonstrated by the tighter monitoring of fund asset management trustee companies in accordance with the
Indirect Investment Asset Management Act coming into effect in January 2004. In addition, greater
information on the details of fund management is provided to investors and the process of restructuring of
financially distressed investment trust companies has now come to an end with the sale of Hyundai Investment
Trust, Korea Investment Trust and Daehan Investment Trust during February 2004 through May 2005.
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Finally, banks' aggressive marketing of funds to
generate increased profits made a considerable
contribution to this expansion of stock funds. In 2005,
domestic banks sold 19.8 trillion won of stock funds,
2005 stock funds a 3.4-fold increase from 5.8 trillion
won in 2004. Accordingly, commissions on fund sales
soared 112.0%. The share of banks in fund sales
advanced from 26.6% in 2004 to 30.8% in 2005.
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Fund sales commissions of domestic banks
(billion won)

Stock fund sales
Fund sales commissions

2002

2003

2004

2005

4,791

4,810

5,785

19,798

119

134

209

443

Note: Excluding Korea Development Bank and Export-Import Bank of
Korea
Source: The Bank of Korea
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4. Foreign exchange market

<Figure Ⅲ-23>

Predominance of supply in the interplay of foreign
exchange supply and demand continues

Current account and capital account balaces
(billion dollars)
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Despite the narrowing surplus on the current account
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Current account balance
Capital account balance
Foreign direct investment
Foreign stock investment
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balance, the predominance of supply in the interplay of
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6

6

foreign exchange supply and demand continued in

4

4

January and February 2006, following on from 2005.

2

2

The scale of the current account surplus in 2005 was

0

0

-2

-2

only US$16.6 billion, half of that in 2004. During

-4

January to February 2006, the current account balance

-4
2002.1

7

2003.1

7

2004.1

7

2005.1

7

2006.1

shifted mildly into the red. Considering internal and

Source: The Bank of Korea

external conditions including the recovery of domestic
consumption, high oil prices and the strength of the
Korean won, the current account surplus is likely to
narrow considerably further in 2006. The capital
account balance has continued to show a net inflow of
foreign investment, a feature maintained since the
currency crisis.
<Figure Ⅲ-24>

With respect to the net external position on the

International comparison of net international
investment position1)
(%)

(%)
1600

300
Net international investment
position2)(LHS)

250

1400

200
Degree of financial openness3) (RHS)

150
100

of Korea's external obligations over claims (including

1000

direct and equity investments) is growing, affected more

600

0

2002 when it was first compiled, the scale of an excess

1200

800

50

international investment position (IIP) statistics since

by valuation changes including higher stock prices and

USA

Australia

Notes: 1) Compared to GDP, at the end of 2004
2) Assets minus liabilities on IIP statistics
3) Assets plus liabilities on IIP statistics
Source: IMF, IFS; The Bank of Korea

Brazil

UK

Italy

Korea

0

New Zealand

including the current account surplus. In 2005, income

-150

Singapore

200
France

-100
Hong Kong

the appreciation of the won than by transactional factors

Switzerland

400

Japan

-50

payments concerning domestic investments by
foreigners was about US$2 billion more than Korea's
income receipts from overseas investment. However,
this figure is equivalent to only one-tenth of the surplus
on the goods and services accounts.19)
19) This means that external debt and dividend servicing capacity of the
national economy is judged to be very sound.
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Domestic banks temporarily increase short-term

<Figure Ⅲ-25>
Short- and long-term foreign currency debts of
domestic banks
(billion dollars)

borrowings denominated in foreign currencies

(%)
60

35
Weight of short-term debt (RHS)
Long-term foreign
currency debt (LHS)

30

55
50

25

45

Short-term foreign currency
debt (LHS)

In relation to the trend of the maturity structure of
domestic banks' foreign liabilities, there was no sharp
fluctuation in the amount of long-term foreign debts
with a maturity of over a year in 2004, which remained
in the US$27 billion range. However, the amount

40

increased slightly in 2005. Domestic banks' short-term

20
35

foreign debts increased by about 40% from the third
15
2001.Ⅰ Ⅲ 2002.Ⅰ Ⅲ 2003.Ⅰ Ⅲ 2004.Ⅰ Ⅲ 2005.Ⅰ Ⅲ

30

Source: The Bank of Korea

quarter of 2004 for such reasons as expansion of
short-term borrowings through inter-office account.
Thus, the share of domestic banks' short-term foreign
debts in their total foreign debts inched up from 43.3%
in the third quarter of 2004 to 47.6% in the fourth
quarter of 2005. Notwithstanding that the spread on
foreign-currency borrowings has showed an overall
trend of downward stabilization since the third quarter
of 2004, the increase in banks' long-term
foreign-currency borrowings has slowed relatively.
This seems to be ascribable to sluggish demand for
long-term funds including loans denominated in
foreign currencies.

<Figure Ⅲ-26>

This situation was also reflected in the maturity gap

Maturity gaps between foreign currency-denominated
assets and liabilities of domestic banks

between the foreign-currency denominated assets and

(%)
30

liabilities of domestic banks. The maturity gap, which

(%)
Less than
three months

Three months ~
one year

30

More than
one year

had followed a pattern of an asset surplus for

20

20

10

10

0

0

-10

-10

year until the first half of 2005, changed to an asset

-20

-20

surplus even for remaining maturities of over one year

-30

-30

from the second half of 2005.

-40

-40
2002.6

12

2003.6

12

2004.6

12

2005.6

less-than-three-month remaining maturities and a
liability surplus for remaining maturities of over one

12

Note: Banking accounts
Source: Domestic banks’ call reports
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Won appreciates sharply against the US dollar

<Figure Ⅲ-27>
Won-dollar, won-yen exchange rates and
foreign exchange trading volume
(won/US$, won/100¥)
1,300

in 2006

(100 million US$)
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Won-dollar exchange rate (LHS)
Trading volume (RHS)

1,200
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55

1,100

In 2005, the won-dollar exchange rate remained

65

Won-yen exchange
rate (LHS)

50
45
40

1,000

35
30

900

25

relatively stable within an average range of ±20 won
of 1,024 won per dollar. In 2006, however, the won
appreciated sharply against the dollar. It firmed to
change hands at below 950 won per dollar in April
2006, its highest level since the currency crisis.

20
800
2003.1 4

15
7

10 2004.1 4

7

10 2005.1 4

7

10 2006.1

Note: Trading volume is based on inter-bank foreign-exchange
spot transactions (daily average).
Source: The Bank of Korea; KOSCOM

There exists a stark contrast between this appreciation
of the won and the movements of major advanced
nations' currencies, which generally lost ground against
the US dollar from early 2005. Assuming that the
exchange rate of the US dollar on January 3, 2005 was
100, the Japanese yen, Euro and British pound all

<Figure Ⅲ-28>

weakened about 10% to 112.7, 110.5 and 108.5

Trend of exchange rates of selected economies’
currencies against US dollar

respectively in mid-March 2006 while the Korean won

(2005.1.3�100)

strengthened to 93.5. However, the currencies of

120

120

115

115

110

110

dollar and Brazilian real showed movements similar to

105
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those of the won.

100

100

95

95
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JA
UK

85
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2004.1 5

9 2005.1 5

EU
KO

90
85

80
9 2006.1 2004.1 5

emerging market economies including the Singapore

This phenomenon reflects the FRB's policy rate
CA
BZ

SI
KO

9 2005.1 5

increase as well as the divergence between the
9 2006.1

Note: 1) Acronyms are as follows: CA = Canadian dollar, JA = Japanese
yen, SI = Singapore dollar, BZ = Brazilian dollar, EU = euro,
UK = British pound, KO = Korean won
2) Weekly average exchange rates of each currency against 1 US
dollar

economic growth rates of the US, Japan and Europe.
Meanwhile, the reason for the firmness of emerging
market economies’ currencies including those of the
NIEs (Newly Industrializing Economies) and BRICs
(Brazil, Russia, India and China) is found in their
sustained current account surpluses and the steady
inflow of foreign capital for equity investments.
Though difficult to identify in statistical terms, another
factor underlying this phenomenon is the carry trade,
which refers to the international flows of speculative
funds pursuing both interest and exchange arbitrage by
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<Figure Ⅲ-29>

investing in emerging market economies’ stock

Trend of exchange rates of won,
yen and euro against US dollar
(2001.12=100)

markets, with funds financed through borrowings in

(2001.12=100)
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low-interest currencies. The carry trade is regarded as a
potential destabilizing factor.20)
For the above mentioned reasons, the Korean won
gained ground against the Japanese yen and dropped to
trade at around 810 won per 100 yen in April 2006.21)

50
7

2003.1

7

2004.1

7

2005.1

7

As the Korean won exhibited a sharp gain in early

2006.1

Note: 1) Exchange rates of each currency are indexed to a base of
100 as of December 2001.
2) The figures for the exchange rate of the euro are reversed
from the normal order (dollar-euro).
Source: The Bank of Korea

2006, the exchange-rate volatility of the currency,
which had declined in the fourth quarter of 2005,
increased to its level at the time of the revaluation of
the Chinese yuan in July and August 2005.

<Figure Ⅲ-30>
Volatilities of the won-dollar, yen-dollar,
and dollar-euro exchange rates
(%, annualized)
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Note: Volatility is calculated by the EWMA
(exponentially-weighted moving-average) method.
Source: The Bank of Korea

20) Some investment banks warn of a potential liquidity reduction in the
overall international financial markets because yen carry trade funds
are highly likely to be repatriated once the Bank of Japan's
quantitative easing policy is brought to an end.
21) This weakness of the yen is attributable to the fact the excess liquidity
caused by the Bank of Japan's quantitative easing policy places strains
on the external value of the currency. It is also partly due to the
outflows of yen carry trade funds.
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Ⅳ. Soundness of financial institutions
1. Soundness of banks
Credit risk
<Figure Ⅳ-1>

Corporate credit risk declines considerably

Banks’ exposure to the corporate sector
(End of period)

Banks' exposure to the corporate sector rose 6.6% from
(trillion won)

(%)
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the previous year for reasons such as companies'
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addition, it seems that the entry into effect of the
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August 31 anti-speculation measures and the
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served as a factor to boost the expansionary trend of

Exposure to the corporate sector (LHS)
Weight of large corporation exposures (RHS)
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line with a reduction in non-performing loans.1) In

banks' exposure to companies.

Source: Banks’ call reports

Although banks' exposure to the corporate sector is

<Figure Ⅳ-2>
1)

Dishonored bill ratio and
corporate delinquency rates2)
(%)

increasing, their credit risks related with the sector are
declining. In 2005, the dishonored bill ratio stood at

(%)

5.0

0.4

SMEs delinquency rate (LHS)

4.0

performance and banks' easing of lending policies in

0.3

Corporate delinquency rate (LHS)

0.04% on an annual average, half of the level of the
preceding year. In addition, there was a downward

3.0
0.2
2.0
Dishonored bill ratio (RHS)
1.0

0.0
2001.3

2002.3

2003.3

2004.3
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Note: 1) Amount basis, including electronic based payments
2) Three-month moving average
Source: The Bank of Korea; banks’ call reports

0.1
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0.0

Large
companies

9

6

3

9

12

SMEs

12

15

15

21

32

2006.1

Trend of corporate DI for domestic bank's credit standards
2006.Ⅰ

Note : Diffusion index (DI) ={(percentage of respondents replying
'substantial relaxation' 1.0) + (percentage of respondents replying
'modest relaxation' 0.5)} - {(percentage of respondents replying
'substantial strengthening' 1.0) + (percentage of respondents
replying 'modest strengthening' 0.5)}. DI is measured on the
scale of minimum -100 and maximum 100.
Source : The Bank of Korea
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tendency in corporate delinquency rates in 2005. The

<Table Ⅳ-1>

ratio of substandard and below loans to total loans has

Ratio of substandard and below loans by industry
(Year-end)

been falling sharply, except in some lines of business

(%)

including the lodging and restaurant sector, thanks to a

2002

2003

2004

2005

Manufacturing

4.2

2.7

1.7

1.1

decrease in new loans turning sour and a drive to

Construction

5.1

3.0

2.6

1.6

reduce existing non-performing loans. The ratio of

Service

1.7

3.0

2.2

1.8

(Wholesale and retail trade)

1.9

4.6

1.9

1.3

(Lodging and restaurants)

1.7

2.8

3.7

4.1

(Other private services)

2.1

2.9

4.3

4.4

Total

2.4

2.7

2.0

1.3

substandard and below loans extended to the lodging
and restaurant sector and other personal service
businesses remained at over 4.0% as of the end of
2005. However, as the amount of bank loans extended

Source: Banks’call reports

to such businesses is not large, the impact on banks'
overall asset quality is deemed insignificant.
The growth of corporate lending is being continued in
2006, led by loans to SMEs. This expansion of banks'
corporate lending represents a positive change in terms
of the diversification of profit sources and
enhancement of risk management capacity.

Credit risk of the household sector decreases
Banks' exposure to the household sector has been

<Figure Ⅳ-3>

growing steadily. However, the ratios of delinquency as

Banks’ exposure to the household sector
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relation to the household sector is contracting steadily.
The weight of credit card receivables in total household

40

exposure fell to the 6% level at the end of 2005 from

30

the 7% level at the end of 2004. What is more, card

20

delinquency rates dropped substantially. This indicates

10

that the influence of credit card receivables on overall

0

Note: Includes exposures of credit card subsidiaries absorbed by
parent banks
Source: Banks’ call reports

the decline, which implies that banks' credit risk in

household credit risk has decreased considerably.
Housing finance loans make up a large share of
exposure to the household sector. However, their LTV
ratios are managed at a relatively low level.
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<Figure Ⅳ-4>

Accordingly, there exists only a slight possibility that
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Source: Banks’ call reports

Banks' overall asset quality is steadily getting better

<Figure Ⅳ-5>

The scale of commercial banks' substandard and below

Substandard and below loans ratio

loans has continued to shrink owing to their endeavors
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non-performing loans. Consequently, the ratio of
substandard and below loans stood at 1.28% as of the
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end of the previous year. The ratios of loans classified
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4

household sectors fell 0.57 of a percentage point and
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0.82 of a percentage point, respectively. In particular,
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end of 2005, down 0.69 of a percentage point from the

9

Source: Banks’ call reports

the ratio of substandard and below loans in the credit
card sector declined 2.61 percentage points. Korean

<Figure Ⅳ-6>

commercial banks' ratio of bad debts (based on

NPL ratio comparison with the world’s
30 largest banks in terms of assets
(%)

non-performing loans), compared to that of major
(%)
7

banks around the world (thirty largest banks in terms of

6

asset size), has gone below the median of these major

5
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banks since 2004.
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On the strength of the rapid decrease of substandard
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and below loans, the coverage ratio (the ratio of loan

1

1

loss reserves to substandard and below loans)
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continued to rise to reach 119.3% as of the end of 2005.
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Note: 1) : Figures of Korean banks
2) Excluding Chinese and Japanese banks that have a high NPL ratio
3) Figures in parentheses represent the number of banks whose data
was available during the relevant years.
Source: Banks’ call reports; The Banker

The ratio of provisions to total loans fell from 1.90% at
the end of 2004 to 1.53% as of the end of 2005 as a
result of improvements in asset soundness. As of the
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<Figure Ⅳ-7>

end of 2005, the ratio of US commercial banks'
Loan loss provisions

loan-loss provisions to non-performing loans was

(%)
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170.5%, higher than that of Korean commercial banks,
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whereas that of their loan loss provisions to total loans
5
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stood at 1.28%, lower than that of their Korean

Coverage ratio (RHS)
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counterparts. Apparently, this is because US
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3

commercial banks have a higher asset quality than that
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of their Korean counterparts and set aside loan loss
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On one hand, it seems that enlargement of banks as a

Note: Coverage ratio = (loan loss reserves / substandard and below loans)
x 100
Source: Banks’ call reports

result of inter-bank mergers and acquisitions after the
foreign currency crisis has somewhat contributed to
improvement in the financial soundness of the
domestic banking industry. On the other hand,
however, banks' expansion focused on the domestic
market is pushing up the industry's market
concentration ratio. When measuring the degree of

<Figure Ⅳ-8>
Market concentration ratio
of commercial and specialized banks

monopolization and oligopolization or competition
restriction in the domestic banking industry according
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Source: Commercial and specialized banks’ call reports

unconcentrated

20

industry has already reached the range of HHI
1,000~1,800 (moderately concentrated) under the
merger guidelines of the US Department of Justice. In

1000

30

to the Herfindahl-Hirschman Index(HHI),2) the

the case of an additional merger between large-sized
banks, HHI is expected to move to the upper part of the
'moderately concentrated' section. In addition, CR33)
almost doubled to 47.9% as of the end of 2005,
compared to that of 1997. In connection with the
increasing concentration ratio in the banking industry,
major items under discussion include limited
2) HHI (Herfindahl-Hirschman Index) is calculated by summing the
squares of the percentage market shares of individual companies in a
same industry. Classification under the merger guidelines of the US
Department of Justice is as follows: HHI>1,800-highly concentrated;
1,000<HHI<1,800- moderately concentrated; and HHI<1,000 unconcentrated.
3) CR(Concentration Ratio) is calculated by simply adding up the market
shares of individual institutions. CR3 represents the combined market
share of the top three institutions.
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competition and a moral hazard that can possibly arise
from too-big-to-fail. Recently, some European banks
are deemed excessively large in size, given the scale of
their national economy. In this context, a discussion is
underway about the possibility that the authorities
might be unable to rescue banks in the event of their
financial distress (too-big-to-be-rescued). Therefore,
consideration needs to be given not only to the positive
aspects of mergers and acquisitions among banks such
as strengthened competitiveness, but also to the
potential side effects that an increase in the market
concentration ratio may have on the efficient operation
of the market mechanism and the stability of the
financial system. In addition, apart from mergers
among themselves, banks should take a greater interest
in launching ancillary businesses and expanding their
overseas operations.
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<Box Ⅳ- 1>

Direction to develop the credit information business for the financial sector

Credit information business constitutes a part of financial infrastructure that enables efficient utilization of
economic resources by pursuing smooth distribution of credit information and thus lessening information
asymmetry* among economic entities. Credit rating and credit bureau (CB) business by credit information
companies are of considerable significance in that stabilization of the financial system is sought in advance
based on minimization of non-performing loans of economic entities through a reduction in credit risks. Their
credit collection business is also important since it makes a posterior contribution to managerial stability of
financial institutions by expediting efficient resolution of existing non-performing loans. However, credit rating
and CB business in Korea is less reliable than those in major industrialized countries. Furthermore, the
business structure of the credit collection business in Korea is more fragile than that of those nations. This
indicates that there does not exist a solid foundation to prop up fair credit assessment by credit information
companies.
* Credit information asymmetry may result in reverse selection, i.e. granting of loans to persons who appear to
have a favorable credit standing contrary to reality or lead to moral hazard such as a borrower's misuse of
loans. This causes social and economic inefficiencies by distorting the price and amount of credit supply.

1. Enhancement of credit information companies' reliability
(Strengthening of credit rating and CB business competences)
In order to provide high-quality
credit information, credit information

CB business structure

companies need to substantially
bolster their credit rating and CB
business competences. Moving away

Korea Federation of Banks

Customer

from simply providing information
on blacklisted persons, they need to

Information
registration

collect and analyze various credit

Financial institutions granting credit

information in a systematic manner,

Sale of processed
information

Credit Bureau
Banks, credit card / capital /
insurance companies, savings
banks, etc.

Financial institutions granting credit

Data processing and DB building

Banks, credit card / capital /
insurance companies, savings
banks, etc.

and develop an advanced credit
rating system to provide highly
reliable credit rating or scoring
information. In order to improve

Non-financial institutions granting credit

Non-financial institutions granting credit

Consumer finance companies, department
stores, telecommunication companies, auto
loan providers, etc.

Consumer finance companies, department
stores, telecommunication companies, auto
loan providers, etc.
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the level of credit rating, they need to secure dynamic and positive credit information including the records on
loan writing and repayment, credit limit establishment, and credit card and bill settlements, in addition to static
credit information including information on bad credit scores and exposure status.
Currently, many financial institutions avoid providing positive information or selectively supply such
information to a limited number of credit information companies in fear of revelation of information on highquality customers. To give a boost to information sharing, we need to consider causing credit information
companies to provide dynamic and positive information on individual economic entities' financial transactions,
which they process, in the form of credit scoring, and granting incentives including preferential credit rating
fees to financial institutions furnishing information on their financial transactions. For improved reliability and
stability of the securities market, we can consider that the Korea Exchange, in screening a company's
application for KOSDAQ listing, may commission credit information companies to examine credit ratings of
the company as well as its senior managers and primary stockholders.
(Reinforcement of the verification system to ensure accuracy of credit information)
In order to minimize damages incurred by inaccurate credit information, we need to improve the following
rights to the level of industrialized countries: people's rights to access to their own credit information and
request to correct wrong information.*
* At the moment, financial institutions have no obligation to
give notice of the credit information provider. Relevant

Credit information verification system in the US
「Fair
(
Credit Reporting Act」
)

credit information is investigated and verified only when
credit information companies acknowledge the legitimacy
of a request for information correction. Under the
circumstances, it is unclear who should prove wrong
information.
(Formulation of the institutional mechanism to ensure
fairness of credit evaluation)
For prevention of any conflict of interests that may result
from general credit information companies' engagement in

Any party which refuses to grant credit, employ or
insure a person according to an investigative consumer
report of credit information companies should notify the
person of the following rights:
① The person is entitled to receive a free copy of the
report from credit information companies within sixty
days.
② If the person has any objection to the information
contained in the report, the person reserves the right
to make credit information companies check, within
thirty days, accuracy of the information and then
send a new investigative consumer report to the
person and those who recently accessed the
information.

Amount of sales of general credit information
companies by type of business
(2005)

such ancillary businesses as credit collection and consulting,
it is required to establish a firewall between those businesses
and institutionalize an internal monitoring system.

(100 million won, %)
Inquiry Investigation Rating

Collection

Others

Total

250

50

543

1,339

498

2,679

(9.3)

(1.9)

(20.3)

(50.0)

(18.6)

(100.0)

Note: Numbers in parenthesis represent percentages.
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2. Stabilization of the credit collection business constituting financial infrastructure
(Significant expansion of collectible credit)
Under the Credit Information Act in effect, credit
collectible by credit information companies is

Sales structure of credit information
companies

limited to commercial receivables of financial
institutions and companies. Considering the fact
that the substantially bolstered mechanism for
legal protection of debtors* and the industry's

Credit rating
Credit investigation (6.0%)

Miscellaneous
(7.7%)

(3.3%)

Credit inquiry
(4.2%)

self-purification effort which has greatly

Receivables collection
(78.8%)

improved business conditions, it is necessary to
positively examine ways to expand the scope of
such collectible credit to encompass public and
personal receivables. If public and personal credit
is included in the scope of credit collectible by credit information companies, it can generate such effects as
business improvement of credit information companies, reduction in the government's tax revenue losses,
enhancement of the public's convenience and expansion of employment.
* Prohibition of unfair acts including blackmailing and visiting the debtor at night is explicitly provided in the
Credit Information Act (March 28, 2001). In addition, an amendment of the Act is to be enforced from late
September 2006 to substantially broaden the scope of illegal credit collection activities and explicitly
stipulate the credit collectors' liabilities for compensation in the case of a customer's loss.
(Improvement of the credit collection manpower structure)
Currently, about 18,000 employees of credit information companies, equivalent to 80% of their entire human
resources, are engaged in loan collection. However, only 1,700 among them are regular workers, which means
that most employees are outsourced on a contract basis. It is desirable to seek gradual conversion of consigned
contract workers, who perform credit collection under a business consignment agreement, into regular or
ordinary contract workers.
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<Figure Ⅳ-9>

Interest rate risk and market risk

Rate sensitive gap1) between assets
and liabilities2) of banks in Korean won

200

(trillion won)
Less than three
months

(trillion won)
More than
200
one year

Less then one year

Interest rate risk declines slightly

150

150

The difference between interest-sensitive assets and

100

100

liabilities (repricing gap)4) based on the interest rate

50

50

repricing cycle has been maintaining a trend of

0

0

surpluses of short-term assets and of long-term

-50

-50

-100

-100

liabilities. This is because there was a sharp expansion
of market interest rate-linked loans owing to the

2003.6

12

2004.6

12

2005.6

12

Note: 1) Rate sensitive assets - rate sensitive liabilities
2) Less than one year assets and liabilities include less than
three month assets and liabilities.
3) Based on new call reports for the figures from Dec. 2005
(interest rate gap status, B2911)
Source: Banks’call reports

household sectors in a period of declining interest rates
while most housing finance loans are linked to yields
on CDs with three-month maturities.
In the case of the residual term to maturity of less than

<Table Ⅳ-2>

three months, the asset surplus amounted to 112.6

Weight of loans by interest rate type
(Year-end)

trillion won as of the end of 2005. Regarding the
(%)

2002

2003

2004
(A)

(B)

(B-A ,%p)

Loans at fixed

Corporate

49.9

49.4

55.7

45.5

△10.2

interest rates

Household

26.5

26.4

29.1

13.0

△16.1

Loans at floating Corporate

50.1

50.6

44.3

54.5

10.2

73.5

73.6

70.9

87.0

16.1

interest rates

Household

growing interest rate sensitivity of the corporate and

2005

Change

Note: Commercial & specialized banks, newly originated loans
Source: The Bank of Korea

residual term to maturity of more than three months,
there was a surplus of liabilities amounting to 110.5
trillion won. From early in the second half of 2005, the
short-term asset surplus gap(+ gap) shrank compared
with that at the end of the previous year. This is
attributable to an increase in short-term liabilities5)
including demand deposits and free corporate
deposits.6)
Regarding maturities of less than one year, the interest

<Table Ⅳ-3>

income of commercial banks shows a tendency toward

Assets and liabilities by interest maturity
(End of 2005)
(trillion won,%)

Interest-bearing assets(A)

Less than
3 months

3 months ~
less than 6 months

6 ~ 12
months

More than
1 year

384.2

75.8

61.3

102.5

Interest-bearing debts(B)

271.6

94.9

121.8

133.4

Repricing gap(A-B)

112.6

-19.1

-60.5

-30.9

(Cumulative gap)

112.6

93.6

33.1

2.2

Source: The Bank of Korea

4) (Interest-sensitive assets by maturity) - (interest-sensitive liabilities by
maturity)
5) As of the end of 2005, domestic banks' time deposits had declined by
6.4 trillion won from the end of the previous year. However, their
demand deposits and free corporate deposits increased by 9.9 trillion
won and 17.3 trillion won respectively.
6) The overall gap narrowed because the Bank of Korea and the Financial
Supervisory Service changed the standards for preparation of interest
rate reports (e.g. core deposits: equal allocation over 8 intervals within
5 years as against 3 years in the past).
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<Table Ⅳ-4>

a temporary increase in the case of an interest rate rise,
Interest rate VaR

with interest-sensitive assets exceeding

(trillion won, %)

2004.12(a) 2005.12(b)

b-a

VaR(A)1)

5.1

3.6

-1.5

BIS capital(B)

54.1

64.6

10.5

A/B

9.4

5.5

-3.9

Note: Calculated under the BIS standard approach

interest-sensitive liabilities.
In the meantime, commercial banks' interest rate VaR7)
measured according to the BIS standards amounts to
3.6 trillion won. The ratio of this VaR to BIS capital
(the sum of Tier 1 and Tier 2) stabilized at 5.5% (BIS
recommendation: 20%), down 3.9 percentage points
from the end of the preceding year.8) This was mainly
caused by the narrowed repricing gap and the increased
BIS capital brought about by the expansion of net
profits.
However, commercial banks' repricing gap is
concentrated on interest maturities of less than 3
months, which means that possible rise of short-term
interest rates may trigger a dramatic increase in interest
rate risk.

7) Interest rate VaR represents the maximum reduction in net worth that
can arise in the event of interest rate fluctuations under a certain
confidence level. BIS recommends that special care must be exercised
regarding banks whose interest rate VaR measured according to the
standard method is not lower than 20% of the BIS capital based on
their classification as outlier banks. (For more details, see the Box
below entitled Interest rate VaR calculation under the BIS standard
framework. )
8) All banks' interest rate VaR to BIS capital are lower than the BIS
recommended ratio (20%). Thus, it seems that there are no outlier
banks that the supervisory authorities should pay special attention to
concerning their interest rate risk management.
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<Box Ⅳ- 2>

Interest rate VaR calculation under the BIS standard framework
In July 2004, the Basel Committee put forward a standard interest rate risk measurement method ("standard
method") to allow inter-bank comparison of interest rate risks. Under the standard method, interest rate VaR is
calculated based on application of the proxy and interest rate shock* of the modified duration of assets and
liabilities, with the repricing gap by assets and liabilities maturity interval as the subject.
* Interest rate change corresponding to the 99th percentile and 1st percentile or 200bp horizontal movement of
interest rate assuming one-year period of holdings
Interest rate
: Repricing gap of maturity interval i
: Proxy of the modified duration of maturity interval i
: Interest rate shock of maturity interval i
The interest rate shock applied to calculation of commercial banks' interest rate VaR at the end of 2005 is
183bp for the 99th percentile and -350bp for the 1st percentile in the case of (3-year) Treasury bonds and 65bp
for the 99th percentile and -263bp for the 1st percentile regarding (91-day) CDs.
Change in domestic interest rates
(Assuming holding for one year1))
(bp)
99%tile

1%tile

Median

65

-263

-51

-64

MSBs (364 days)

134

-285

-55

-68

93

MSBs (2 years)

177

-318

-58

-71

110

Treasury bonds (3 years) 183

-350

-60

-72

120

CD (91 days)

Average

Standard deviation
74

Notes: 1) Based on a 240-day year
2) Based on daily data during the period from 2001 to 2005
(Frequency)

(Frequency)
90

90

80

80
1%tile

99%tile

70

70

60

60

50

50

40

40

30

30

20

20

10

10

0
-4.00

-3.60

-3.20

-2.80

-2.40

-2.00

-1.60

-1.20

-0.80

-0.40

Note: Based on three-year Treasury bonds
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<Figure Ⅳ-10>

Market risk of bonds and equities increases slightly

Investment in marketable securities
Short-term trading securities (LHS)
Marketable securities available for sale and
non-marketable bonds available for sale (LHS)
Other non-marketable stocks available for sale
and held-to maturity bonds (LHS)

As of the end of 2005, securities investment accounted
for 19.6% of the total assets of commercial banks, up

(trillion won)
160

(%)
30

1.2 percentage points from the end of 2004. The

25

volume of short-term trading securities and marketable

20

securities available for sale expanded to 104.4 trillion

15

won as of the end of 2005, up from 86.7 trillion won at

10

the end of 2004. Accordingly, the amount of securities

5

with exposure to market risk is seen to have increased.

Weight of securities in assets (RHS)

140
120
100
80
60
40
20

0

0
2002.6

12

2003.6

12

2004.6

12

2005.6

12

Market risk of bonds seems to be on the rise with

Note: Bank accounts, closing balance
Source: Banks’ call reports

increasing bond exposures and interest rate volatility in
the course of the transition to an upward trend in

<Figure Ⅳ-11>
Duration of local currency bonds
and maturity distribution
Less than
one year
(LHS)

interest rates. In 2005, however, commercial banks
reacted to a rise in market interest rates by adjusting

More than three
years (LHS)

One ~ three years
(LHS)

their bond portfolios to focus on short-term bonds with

(year)

(%)
60
Modified duration (RHS)

2.5

a maturity of no more than a year and accordingly

2.0

reduced the duration of the bonds in their possession.

40
1.5

They also reduced the amount of investment in bonds
for trading purposes.9) This situation acts as a factor

1.0

lowering the market risks of bonds generated by rising

20
0.5

interest rates.

0.0

0
2004.6

2004.12

2005.6

2005.12

Source: The Bank of Korea; banks’ call reports

As regards the market risk of equity investments, the
volatility of stock prices has declined and the amount

<Figure Ⅳ-12>

of investment in stocks10) by commercial banks for

Investments in equities
Short-term trading
stocks (RHS)

Investment
stocks (RHS)

trading purposes is very small. Thus, market risk from

Other stocks
(RHS)
(trillion won)

(%)

stock price fluctuations is evaluated as being

0.16

16

0.14

14

0.12

Weight of short-term trading stocks in Korean
won to assets (LHS)

12

0.10

10

0.08

8

0.06

6

0.04

4

0.02

2

0.00

0
2002.6

12

2003.6

Source: Banks’ call reports

12

2004.6

12

2005.6

12

insignificant. Higher stock prices increased the
valuation of investment stocks by 4.9 trillion won in

9) As of the end of 2005, the amount of investment in won-denominated
bonds for short-term trading purposes stood at 8.4 trillion won, down
3.3 trillion won from the end of the previous year (11.7 trillion won).
10) As of the end of 2005, only seven out of fourteen commercial banks
engaged in investment in equities for short-term trading purposes.
Moreover, the amount of such investment (597.1 billion won)
accounts for only 0.08% of their total assets.
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2005. As of the end of 2005, investment stocks
amounted to as much as 12.9 trillion won. Equity
investments contributed to the improvement in banks'
profitability, bolstered by the favorable performance of
the stock market in 2005. However, it may act as a
potential risk factor for banks, depending on stock
market conditions.

Risk of derivative products remains at a low level
In 2005, the turnover of derivative instruments was

<Figure Ⅳ-13>
Balance of derivatives transactions and their
weight in total assets
(trillion won)
1,400
1,200

2,292 trillion won, up 42.6% from the preceding year.
Currency-related derivatives trading, which arose from

(times)
1.0

Balance of derivatives transactions (LHS)
Total derivatives transaction volume (LHS)
Weight in total assets (RHS)

banks' purchase of forward exchange sold by exporters

0.8

to ward off exchange losses and their hedge of the

800

0.6

resultant over-bought position, accounted for 70.1% of

600

0.4

1,000

the entire derivatives trading. The trading of
interest-rate linked derivative products including

400
0.2

200
0

0.0
2002.6

12

2003.6

12

2004.6

12

2005.6

12

interest rate futures to hedge the risks of interest rate
fluctuations caused by bond trading, accounted for
22.9% of the total trading volume while equity-related

Note: Total assets represent the closing balance of bank accounts.
Source: The Bank of Korea; banks’ call reports

trading made up 7.0% of the entire trading. With regard
to the scale of the expansion of trading in 2005,
currency-related trades and interest rate-related trades
rose 31.4% and 68.9% respectively while
equity-related trades soared by 334.4%, led by trades
<Figure Ⅳ-14>

of stock price index options .

Balance of derivatives transaction by product
(trillion won)
350
300

Jun. 2004
Jun. 2005

(trillion won)
Dec. 2004
Dec. 2005

350

The outstanding balance of derivatives traded by

300

commercial banks reached 476 trillion won as of the

250

250

200

200

150

150

particular, the trading of over-the-counter interest rate

100

100

swaps with relatively long maturities, which seeks to

50

50

hedge the risks of interest rate fluctuations related to

0

0
Interest rate
derivatives

Foreign currency
derivatives

Source: Banks’ call reports

Equity derivatives

end of 2005, up 47.9% from the end of 2004. In

fixed-rate loans, increased by 94.5% from the
preceding year. Thus, the ratio of the balance of
- 75 -
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commercial banks' derivatives trading to total assets
stood at a multiple of 0.61, much lower than 15.0 for
US commercial banks.11)
Although commercial banks' trading of derivative
products is growing, its primary purpose is to hedge the
risks of underlying assets. Therefore, the level of
exposure to risks arising from derivatives trading is not
viewed as being high.

11) Based on US commercial banks (84 banks) whose assets amount to
US$10 billion or over as of the end of 2005.
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<Figure Ⅳ-15>

Profitability

Changes in the structure of net profit before tax
(trillion won)
12

(trillion won)

Loans (excluding
credit card accounts)
Credit card accounts

10

12

Securities
Others

Growth of net profits gains momentum

10

Commercial banks saw their net profits before tax

8

8

6

6

4

4

2

2

trillion won in 2005. The expansion was driven by

0

0

several factors: the profitability of lending business

-2

-2
-4

-4
2002

2003

2004

2005

grow by 63.3% from 6.7 trillion won in 2004 to 10.9

improved dramatically with a fall in new
non-performing loans; credit card operations shifted

Source: Banks’ call reports

into a relatively large surplus; better business
performance by restructured companies led to a
<Figure Ⅳ-16>

significant increase in gains on disposition of
investment securities as well as gains on valuation

Changes in ROA
(%)

using the equity method of accounting.

(%)

3.5

3.5

3.0

3.0

2.5

2.5

2.0

2.0

1.5

1.5

1.0

1.0

0.5

0.5

0.0

0.0

-0.5

-0.5

Average ROA of
commercial banks

-1.0

-1.0

-1.5

-1.5

-2.0

-2.0
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<Figure Ⅳ-17>
’
s
ROA comparison with the world’
30 largest banks in terms of assets
Year 2004 (%)
2.5

Differences between their profitability narrowed
further in 2005 apart from one bank that was hit by
non-operating income. Consequently domestic
commercial banks' ROA exhibited a satisfactory level,

Nominal net interest margin narrows while real net
interest margin widens
In 2005, nominal net interest margins (NIM: the ratio

2.0

of nominal net interest income to interest-earning

1.5

assets) registered 2.41%, down 0.03 of a percentage

1.0

point from the previous year. This reflected a reduction

0.5

-0.5

percentage point from 2004 to stand at 1.23% in 2005.

when compared with that of major foreign banks.

Source: Banks’ call reports

0.0
0.0

Their average return on assets (ROA) edged up 0.3 of a

in interest margins12) due to the expansion of housing
0.5

1.0

1.5

2.0
2.5
Year 2005 (%)

finance loans carrying low interest rates and intensified

-1.0

Note: 1) Triangles represent Korea’s top 4 banks in terms of assets.
2) Based on ROA in 2004 and 2003 for foreign banks
Source: Banks’ call reports; The Banker

12) In 2005, commercial banks' interest margin was 3.16 percentage
points, down 0.04 of a percentage point from 2004.
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<Figure Ⅳ-18>

competition to attract deposits by means of the special

Net interest margins (NIM)
(%)

sales promotion of high-interest-bearing deposit

Nominal NIM1)

3.5

3.5

products, which partially offset the effects of the
expansion of interest-earning assets due to improved

2.5

2)

Net loan loss ratio

asset quality. However, real net interest margins, taken
1.5

1.5
0.5

2.5

Ratio of overhead expenses to total assets3)

-0.5
Real NIM4)

-1.5
2001

2002

2003

2004

into account the ratio of overhead expenses and net

0.5

loan loss reserve to relevant assets surged sharply as a

-0.5

result of the reduced burden of setting aside loan loss

-1.5

provisions.

2005

Note: 1) (Interest revenue - interest expenses) / interest-earning assets
2) Net bad debt expenses / interest-earning assets
3) (Severance pay + overhead expenses + depreciation +
amortization) / total assets
4) Nominal NIM - net loan loss ratio - ratio of overhead expenses
to total assets
Source: Banks’ call reports

There exists a possibility that nominal net interest
margins may increase in the future in line with an
interest rate rise, given the structure of interest
rate-sensitive assets and liabilities. Due to fiercer
competition among banks, however, this increase is not
expected to be substantial. In addition, the effect of the
reduction of the provisioning burden that is likely to
come about as a result of a recovery of domestic
consumption and a subsequent reduction in banks'
non-performing loans may be offset by the obligation
to set aside provisions according to the estimated loan
loss ratios, which is to be introduced in the latter half of
2006. Thus, it is not expected to be easy to achieve an
improvement in real net interest margin.
In the meantime, domestic banks' operations are mostly
confined to the home country alone, which makes it
impossible for them to adopt a strategy of the
dispersion of risk in many areas as employed by banks
in major industrialized countries. Beside that, domestic
banks' business performance is heavily dependent on
circumstances in the country.13)

13) Whereas the portion of offshore assets for large domestic banks is less
than 1%, that of the largest banking groups in 14 major members of
the OECD including the Swiss UBS Group and the Dutch ING Group
is estimated at up to 15% to 88%.
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<Figure Ⅳ-19>

Capital adequacy

BIS capital adequacy ratio
(trillion won)
600
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BIS capital (LHS)
BIS capital adequacy
ratio (RHS)

500
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Risk weighted assets (LHS)
Simple capital
adequacy ratio (RHS)
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2005.6

The BIS capital adequacy ratio of commercial banks

8

stood at 12.43% as of the end of 2005, up 1.14

6

percentage points from the end of 2004. The ratio of

4

equity capital to total assets also rose 1.15 percentage

2

points from the end of 2004 to 6.44%. This indicates

0

that the upward trend of the capital adequacy ratio is

300

0
2001.6

Capital adequacy ratios rise consistently

12

being sustained.

Note: Calculated from March 2002 by taking into consideration
credit and market risks
Source: Banks’ call reports

This upswing is attributable to an increase in
<Figure Ⅳ-20>

commercial banks' net profits. In addition, it is ascribed

BIS capital structure
Loan loss
reserves

Tier 1
capital

Time subordinated
debt securities

<Year-end 2004>

to the fact that the share of assets with a 100% risk
Other components

the share of low risk-weighted assets including housing

<Year-end 2005>
5,4%

7.0%

finance loans and Monetary Stabilization Bonds
(MSBs) grew.

15.3%

20.8%

8.9%

63.3%

weight including corporate loans contracted14) while

70.3%

8.9%

Equity capital structure improves continuously
Source: Banks’ call reports

Buoyed by considerable net income expansion, the

<Figure Ⅳ-21>
BIS capital adequacy ratio comparison with the
’
world’
s 30 largest banks in terms of assets
BIS tier 1 capital ratio (%)

share of core capital in equity capital stood at 70.3% as
of the end of 2005, up 7.0 percentage points from the

13

end of 2004. This points to a dramatic improvement of

12

the equity capital structure. The average BIS core

11

capital ratio as of the end of 2005 remained at 8.7%, up

10
9

1.6 percentage points from the previous year. Overall,

8

domestic commercial banks' BIS capital adequacy and

7

core capital ratios are not assessed as being low, even

6

when compared with those of the world's thirty largest

5

banks in terms of assets scale or foreign banks with a

4
9

10

11

12

13

14

15

BIS capital adequacy ratio (%)

Notes: 1) Triangles represent Korea’s top 4 banks in terms of assets.
2) Based on the ratio in 2005 for domestic banks and 2004 for
foreign banks
Source: Banks’ call reports; The Banker

similar amount of assets.
14) The share of assets with a 100% risk weight dropped to 51.3% at the
end of 2005 from 52.5% at the end of 2004.
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2. Soundness of non-bank
institutions
Mutual savings banks
Sustainability of earnings remains fragile
In 2005, the total assets of mutual savings banks15)

<Figure Ⅳ-22>

registered an increase of 16.0% from the previous year.

Total assets structure of mutual savings banks
(trillion won)
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Fixed assets
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56.1% of the entire asset increase while the total assets
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of those within the lowest decile shrank by 1.1 trillion
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5

won. In particular, the top 10% of mutual savings

0

banks accounted for 67.8% of the expansion of

0
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deposits in the fourth quarter of 2005.

Note: Year-end
Source: Financial Supervisory Service

The net income of mutual savings banks shifted from a

<Figure Ⅳ-23>

deficit of 198.9 billion won16) in 2004 to a surplus of

Changes in the structure of income before tax
(trillion won)
3
2

within the top decile in terms of total assets took up

163.5 billion won in 2005. This came about largely

(trillion won)

Interest
Commissions
Selling, general
& administrative costs

3

Gains on equity
investments, etc.
Write-offs, etc.

2

because of increased gains from equity investment and
the increase of income related to project financing.17)
However, there are more than 10 mutual savings banks

1

1

0

0

-1

-1

-2

-2

-3

-3
2001

2002

2003

Note: Calendar year basis
Source: Financial Supervisory Service

2004

2005

that recorded a deficit for at least three years since

15) The number of mutual savings banks was 111 in total as of the end of
2005 (including Plus Mutual Savings Bank and Invest Bank the
business operations remain suspended).
16) This is primarily attributable to a deficit of 286.2 billion won on the
closed Hanmaum Mutual Savings Bank and 82.2 billion won for
Hanjung Mutual Savings Bank.
17) This refers to a short-term bridge loan from mutual savings banks in
connection with development of real estate for sale by lot including
apartments and shopping malls. Construction firms use such loans for
land purchase and repay those by financing from commercial banks
after obtaining authorizations / permissions and business approval
from related authorities.“Status
(
of Mutual Savings Banks' Corporate
Lending Regarding Real Estate-Related Business and Real Estate
Development Project Financing”, KDIC)
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2002. Mutual savings banks that remained in the black
made up less than half of the entire number of mutual
savings banks, which hints at fragility of their profit
structure.18)
Loans account for 84.9% of the total assets of mutual
savings banks. However, the share represented by loans
in income before income tax is merely 4.8%.19) This is
because mutual savings banks gathered a significant
proportion of their net profits from equity investments
that have little continuity.20) Particularly there are eight
savings banks whose gains on equity investments
exceeded their operating income.
<Figure Ⅳ-24>

Mutual savings banks' average return on assets (ROA),
Changes in ROA

which had declined persistently from 2001, recovered

(%)

to 0.96% in 2005, caused by an increase of their net

8

8

6

6

4

4

compared to the average ROA of commercial banks,

2

2

which is 1.23% at the end of 2005.

0

0

-2

-2

-4

income. However, this indicator is still at a low level,

-4

Average ROA

-6

-6

-8

-8
2002

2003

2004

2005

Note: Calendar year basis
Source: Financial Supervisory Service

18) Number of mutual savings banks that registered a deficit during 2002
to 2005
(number)
Continuous deficit

3 years

2 years

1 year

Continuous surplus

1

13

16

38

43

Number of mutual savings banks that registered a deficit during fiscal
year 2001~2004 and in the second half of fiscal year 2005

(number)

Continuous deficit 4 years 3 years 2 years
2

5

9

16

1 year

Continuous surplus

26

53

19) (Interest income - interest expenses - bad debt expenses) / income
before tax
20) In 2005, other operating revenues of all mutual savings banks
(including gains on equity investments, etc.) were 4.8 times more than
their operating income.
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Many mutual savings banks see worsening of their
BIS capital adequacy ratio
Mutual savings banks' average BIS capital adequacy

<Figure Ⅳ-25>

ratio had fallen for two consecutive years in 2003 and

Changes in BIS capital adequacy ratios
(trillion won)
50

Stockholders’equity (LHS)
Risk-weighted assets (LHS)
BIS capital adequacy ratio (RHS)

40

2004. In 2005, the average ratio increased to 7.9%.

(%)
12

However, only a handful of mutual savings banks have

11

been able to attain positive operating income

10

consistently. Thus, many mutual savings banks

30
9

experience serious fluctuations in their capital
adequacy ratios. In 2005, 64% of them saw a decline in

20
8

their capital adequacy ratios.

10

7

0

6
2001

2002

2003

2004

2005

The ratio of their substandard and below loans, which
was 13.7% at the end of 2005, is showing a constant

Note: Year-end basis
Source: Financial Supervisory Service

increase. In addition, there are 14 mutual savings banks
whose ratio of substandard and below loans exceeds
20%. Among the top ten mutual savings banks in terms
of lending volume, four have a substandard and below

<Figure Ⅳ-26>

loan ratio of 13.7% or above, indicating the far from

Changes in the quality of exposure

satisfactory asset quality of the mutual savings bank

Total loans (LHS)
Substandard and below loans (LHS)
Balance of loan loss reserves (LHS)
Ratio of substandard and below
loans to total loans (RHS)

sector.

(trillion won)

(%)
14

40

The ratio of accumulated loan loss provisions for

35

substandard and below loans was 57.6% at the end of

30
13

25
20

2005, down 3.5 percentage points from the end of
2004. This implies that internal reserves for

15

12

non-performing loans are insufficient.

10
5
11

0
2002

2003

2004

2005

Note: Year-end basis
Source: Financial Supervisory Service
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Securities companies
Securities companies' net profits soar
In 2005, the bullish stock market resulted in sharp

<Figure Ⅳ-27>

increases in securities companies' assets and net

Securities companies’ total assets and funding patterns
(trillion won)
80
70

income. As of the end of 2005, the total assets of

(trillion won)
30

Total assets (LHS)
Structured securities (RHS)
Customers’deposits (RHS)

25

60
50
40
30

securities companies have risen 39.5% from the end of
the previous year to 73.1 trillion won. This rise was

20

accounted for by an upsurge in customers' deposits and

15

structured securities sales.

10

20
5

During three quarters of fiscal year 2005 (from April to

0

December), 54 securities companies registered 2.6

10
0
1999

2000

2001

2002

2003

2004

2005.12

trillion won in net profits, up 2.2 trillion won from the

Note: Fiscal year basis (closing in March)
Source: Financial Supervisory Service

same period of the previous year (441.2 billion won).
In addition, there was a sharp rise in brokerage

<Figure Ⅳ-28>

commissions and gains on structured securities trading.

Net income and net operating capital ratio
(trillion won)

(%)

3.0

600
Net operating capital ratio (RHS)

2.5
2.0

500
Net income (LHS)

The number of securities companies in the red fell
significantly to 5 (2 domestic companies and 3 foreign
companies) during said three quarters of fiscal year

400

1.5
1.0

300

0.5

2005 from 12 during the same period of the preceding
year.

200

0.0
100

-0.5
-1.0
1999

2000

2001

2002

2003

2004 2005.12

Note: Based on the net operating capital ratio of domestic securities
companies, fiscal year basis (closing in March)
Source: Financial Supervisory Service

0

Their net operating capital ratios21) have risen from
345.9% at the end of the previous year to 553.0% as of
the end of 2005 because restructuring of large
securities companies have been completed22) and a

21) This is defined as the ratio of net operating capital to total risk
amounts. If the ratio is below the supervisory guideline ratio, a
management improvement recommendation (less than 150%),
management improvement requirement (less than 120%) or
management improvement order (less than 100%) is issued and
enforced.
22) Korea Investment & Securities, LG Investment & Securities and
Tongyang Orion Investment Securities merged with Dongwon
Securities, Woori Securities and Tongyang Securities respectively.
Daehan Investment & Securities was sold to Hana Financial Group
and Hyundai Investment & Securities to Prudential Securities.
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significant amount of net profits has been recorded by
the industry during said three quarters of fiscal year
2005.

Revenue base remains unstable
Despite the expansionary trend of the scale of their

<Figure Ⅳ-29>

assets, net incomes of securities companies have

Profits and losses by sector
Brokerage commissions (LHS)
Interest (LHS)

alternated repeatedly between surpluses and deficits.

Self-dealings (LHS)

(trillion won)
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Commissions as a
proportion of operating
income (RHS)
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This is because of their passive commissions-driven
income structure, which is heavily affected by
conditions in the stock market.
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During said three quarters of fiscal year 2005,
brokerage commissions generated by customers' stock

40
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2005.12

trading accounted for 75.4% of their commissions
received. Meanwhile, their funds sale commissions and
corporate finance-related underwriting commissions

Note: Fiscal year basis (closing in March)
Source: Financial Supervisory Service

staggered at 14.4% and 5.1% respectively.

<Figure Ⅳ-30>

Most securities companies rely heavily upon brokerage

Commissions by sector

commissions rather than corporate finance including
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the underwriting of securities. Thus, their profits
fluctuate sharply according to securities market

0

Note: Fiscal year basis (closing in March)
Source: Financial Supervisory Service
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Ⅴ. Changes in the financial infrastructure
1. Payment and settlement systems
Payment and settlement trends
Overview
In 2005, the daily average volume of payment and

<Table Ⅴ-1>
Settlement volume by payment instrument
(Daily average)
(thousand transactions, trillion won, %)

Volume

2004

2005

Change

Checks/Bills

3,489

3,283

-5.9

Fund transfer

9,270

9,977

7.6

Cards, etc.1)

6,870

8,308

20.9

19,629

21,568

9.9

Total

Value

Checks/Bills

14.8

14.4

-2.6

Fund transfer

120.9

135.8

12.3

Cards, etc.1)

1.0

1.0

4.1

136.7

151.2

10.7

Total

settlements by non-cash payment instruments1) (21.6
million transactions, 151.2 trillion won) expanded
9.9% in terms of the number of transactions and 10.7%
in value terms from the previous year. This growth is
largely attributable to the increase in funds transfers
through the more intensive use of BOK-Wire and
electronic retail settlement systems, which more than
offset the decline in the number and value of checks
and bills.

Note: 1) Credit cards, debit cards, check cards, prepaid cards and e-money
Source : The Bank of Korea

Checks and bills
<Table Ⅴ-2>
Settlement by checks and bills
(Daily average)

The daily average volume of settlement by checks and
bills posted 3.3 million transactions, for a total value of

(thousand transactions, trillion won, %)
2004

2005

Change

3,433

3,231

-5.9

Promissory notes, etc.1)

44

40

-8.9

Other certificates

11

12

3.6

3,489

3,283

-5.9

Cashiers’checks

5.2

3.9

-24.9

Promissory notes, etc.1)

8.1

7.7

-5.1

Other certificates

1.4

2.8

94.0

14.8

14.4

-2.6

Cashiers’checks
Volume

Total

Value

Total

14.4 trillion won in 2005, down 5.9% in volume terms
and down 2.6% in value terms from the previous year.
This represented a continuation of the trend in recent
years whereby traditional paper-based settlement media
including checks and bills have been yielding ground
to electronic-based settlement.

Notes: 1) Including current account checks, personal checks and bills of exchange
2) Receipts for call loan repayment, receipts of transactions related to
securities investment trusts, negotiable certificates of deposit (CD), etc.
Source : The Bank of Korea

1) Payment instruments are broadly classified into cash and non-cash
instruments, and non-cash instruments include checks and bills, fund
transfer, cards, e-money, etc.
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Fund transfers

<Table Ⅴ-3>
Settlement by fund transfers
(Daily average)

Among fund transfers2) between financial institutions

(thousand transactions, trillion won, %)
2004

Value

Credit transfer

Volume

Large value credit transfers

2005

Change

in 2005, the daily average volume of credit transfers
saw a year-on-year increase of 3.3% in the number of

Value

Debt transfer

Volume

7

8

15.7

Retail credit transfers

5,192

5,362

3.3

Total

5,199

5,370

3.3

value terms (135.4 trillion won). This expansion was

Large value credit transfers

107.8

120.7

11.9

generated mainly by the increase in small-value fund

12.7

14.7

16.0

Total

120.6

135.4

12.3

transfers through retail electronic banking networks as

Giro system direct debits

1,811

2,017

11.4

well as in large-value fund transfers through BOK-

CMS debit transfers

2,260

2,590

14.6

Total

4,071

4,606

13.2

Giro system direct debits

0.1

0.1

7.5

CMS debit transfers

0.2

0.2

16.4

Total

0.3

0.4

12.9

Retail credit transfers

Source : The Bank of Korea

transactions (5.4 million transactions) and 12.3% in

Wire.
Meanwhile, the daily average volume of settlements by
debit transfers posted an increase of 13.2% by number
of transactions (4.6 million transactions) and 12.9% in
value terms (0.4 trillion won) from the previous year.
Their growth was primarily driven by the payment of
telecommunications charges and taxes through the

<Table Ⅴ-4>

wider use of automated Giro transfers and the greater

Settlement through BOK-Wire
(Daily average)

use of the Cash Management Service (CMS) system.3)

(thousand transactions, trillion won, %)

In 2005, the daily average volume of large-value funds

Volume
Value

2004

2005

Change

Gross settlement

5.3

6.5

21.5

Net settlement

0.6

0.6

-9.4

Receipt & disbursement of
Treasury funds, etc.1)

0.9

0.9

-1.0

transactions, for a total value of 120.7 trillion won, up

Total

6.9

7.9

15.7

15.7% by volume and 11.9% by value from the

Gross settlement

89.4

103.0

15.2

previous year. This rise was primarily due to the

Net settlement

11.8

9.7

-17.8

6.7

8.0

19.8

107.8

120.7

11.9

Receipt & disbursement of
Treasury funds, etc.1)
Total

Note: 1) Receipt and disbursement of Treasury funds, Bank of Korea
loans, transactions of government and public bonds
Source : The Bank of Korea

settlements through BOK-Wire reached 7,946

expansion of securities settlements by the
delivery-versus-payment (DVP) method and the
increase in call transactions by asset management
companies as a result of rapidly swelling fund inflows.

2) Funds can be transferred from one account to another either by credit
transfer or debit transfer. Credit transfer refers to a transfer of funds
initiated by the payer directing his/her bank to deposit a certain amount
into the bank account of the payee whereas in a debit transfer the payee
instructs his/her bank to withdraw a certain amount from the payer's
account in accordance with a prior mutual agreement.
3) The number of institutions using CMS went up from 5,550 at the end
of 2004 to 7,193 at the end of 2005.
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Cards
The use of cards for settlement during 2005 registered

<Table Ⅴ-5>

a daily average of 7.9 million transactions in volume

Settlement by cards
(Daily average)

terms and 1.1 trillion won in value terms, marking an

(thousand transactions, billion won, %)

Credit cards
1)

2004

2005

Change

6,207

7,311

17.8

increase of 22.5% in volume terms and 4.1% in value
terms from the preceding year. That of credit cards

Volume

posted a daily average increase of 17.8% year-on-year

Debit cards

1)

3

10

220.4

Check cards2)

2)

211

536

152.5

Prepaid cards3)3)

17

30

80.5

by volume (7.3 million transactions) but of only 2.6%

6,438

7,886

22.5

in value terms (988.2 billion won) due to the declining

Total

963.1

988.2

2.6

1)

0.2

0.5

148.0

2)

7.2

21.3

195.6

Prepaid cards3)3)

0.7

1.4

103.2

971.2

1,011.4

4.1

Credit cards
Value

Debit cards1)
2)

Check cards

Total

Note: 1) Throughput of Debit Card Net of Korea Financial Telecommunications and Clearings Institute; withdrawn from the cardholder’
s
deposit account upon use; usable only at debit card merchants
2) Withdrawn from the cardholder’
s deposit account upon use;
possible to grant credit; usable at credit card merchants
3) Purchase of pre-deposited cards and use within the limit of the
deposited amount; usable at credit card merchants (including gift
cards)
Source : The Bank of Korea

recourse to cash advances. The use of check cards
recorded a daily average of 0.5 million transactions by
volume and 21.3 billion won by value. Even though
these figures still remain much more low-key than
those for the use of credit cards, the use of check cards
recorded a rapid growth (up 195.6% by value from the
previous year) due to the tightening of credit card
issuance criteria and changes in preference on the part
of consumers. Daily use of prepaid cards also soared
from the previous year to 0.03 million transactions in
volume terms and 1.4 billion won in value terms.

Settlement risk trends
<Table Ⅴ-6>

Looking at the gross figures for daily average net

Net exchange payments and collateral securities

exchange payments by participants in net settlement,

(billion won, %)
2004

2005

2,206.0

2,482.4

276.4(-12.5)

5,190.9

3,330.2

-1,860.7(-35.8)

Securities called for
as collateral 2)(A)

5,871.1

4,307.8

-1,563.3(-26.6)

Value of securities
deposited as collateral 2)(B)

6,114.6

4,454.9

-1,659.7(-27.1)

104.1

103.4

Net average Morning
exchange
Afternoon
payments 1)

B/A

Change

Note: 1) Sum of net exchange payments during the year/net exchange
payment days
2) Year-end basis
3) Figures in parenthesis represent rates of increase.
Source : The Bank of Korea

one of the indicators of net settlement4) risk, morning
net settlement increased by 276.4 billion won (12.5%)
year-on-year to 2.5 trillion won while afternoon net

4) The net settlement amount, and subsequent fund adjustments, arising
from inter-bank fund transfers through the systems operated by the
Financial Telecommunications and Clearings Institute (Giro System,
Electronic Banking System, Interbank Funds Transfer (IFT) System,
Interbank CD/ATM System, Cash Management Service (CMS)
System, Electronic Funds Transfer at the Point of Sale (EFTPOS)
System, BANKLINE System, K-cash System, B2B & B2C
E-Commerce Payment System and Bill Clearing System) are finally
settled across the current accounts of participating institutions at the
Bank of Korea at 11:30 a.m. every business day.
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settlement5) shrank by 1.9 trillion won (35.8%) to 3.3
trillion won. The sharp reduction in net exchange
payments for afternoon net settlement was mainly
caused by the change of the procedure followed in
funds adjustment (from a basis of compensation for the
cumulative total of the daily amounts foregone to one
of compensation for the interest foregone)6) and the
bringing forward from the afternoon to the morning of
the designated time for net settlement of cashier's
checks, etc. whose exchange and settlement may be
truncated through electronic information exchange
without their physical transfer.
Net debit caps set by participants in net settlement (26
institutions) as of the end of 2005 amounted to 13.8
trillion won, down 2.5% (0.3 trillion won) from the end
of the previous year. Accordingly, the simple average
of the maximum utilization rate of net debit caps by all
participants registered 62.1% in 2005, down 12.4%
from 74.5% in the preceding year.
The volume of securities posted as collateral with the
Bank of Korea by net settlement participants to
guarantee fulfillment of net settlement stood at 4.3
trillion won as of the end of 2005, down by 1.6 trillion
won (26.6%) from the end of the previous year. This is
because of the change of the method of funds
5) For the Bill Clearing System of the Korea Financial
Telecommunications and Clearings Institute, the balances of clearing
of bills and checks and resultant funds adjustment excluding morning
net settlement are finally settled across the checking accounts of
participant banks with the Bank of Korea at 14:30.
6) Inter-bank funds adjustment entailed by net settlement was originally
performed on the basis of compensation for the cumulative total of the
daily amounts foregone. However, all funds transfers for net settlement
are now conducted on the basis of compensation for the interest
foregone, based on adoption of this mechanism for funds transfers in
relation to electronic retail settlement system including the shared CD
network (March 2001), cashiers' checks (July 2004) and cashier's
receipts (March 2005). Thus, all funds adjustment arising from net
settlement now follows is uniform approach of compensation for the
interest foregone.
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adjustment regarding cashiers' checks in March 2005
and the subsequent reduction in the amount of
collateral securities required.

Improvement of the payment and
settlement system
Oversight of payment and settlement system
tightened
In 2005, the Bank of Korea conducted an assessment of

<Table Ⅴ-7>
Assesment of systematically-important/
prominently-important payment and
settlement systems

7 systemically important payment and settlement
systems (SIPSs) including BOK-Wire and 9
prominently important payment and settlement systems

Category

Operator
Bank of Korea

Payment & settlement system
�BOK-Wire

Systematically Korea Financial �Check Clearing System
TelecommuniInterbank �Interbank CD/ATM System (CD)
important
cations and
shared �Interbank Funds Transfer System
payment &
Clearings Institute network �Electronic Banking System
settlement
Korea Securities Depository �Over-the-counter bond market settlement system
systems
CLS Bank International �Continuous Linked Settlement System
�Giro System
Prominently
important
payment &

Korea Financial
Telecommunications and
Clearings Institute

settlement
systems

Korea Securities
Depository

Interbank
shared
network

�Cash Management Service
�Debit cards
�local banks
�e-money

E-commerce �B2C
settlement system �B2B
�Stock market settlement system
�KOSDAQ market settlement system

Note: Article 6 of the Payment and Settlement System Operation/
Management Regulations
Source : The Bank of Korea

(PIPSs)7) including the Giro System. Assessment of
SIPSs was focused on the results of measures taken to
address shortcomings pointed out in the previous year's
evaluation. In the case of PIPSs, a full-scale evaluation
was performed for the first time. The results indicated
that these systems were in compliance with
international standards regarding safety and efficiency.
The Bank of Korea recommended improvement of
certain shortcomings including unsatisfactory risk
management measures to the institutions operating the
relevant systems.

Safety and efficiency of payment and settlement
systems enhanced
In the “Act concerning Debtor Rehabilitation and
Bankruptcy” (entry into effect in April 2006), the Bank
7) The Bank of Korea classifies the payment and settlement systems in
the country into systemically important, prominently important and
other payment and settlement systems according to possible creation of
system risk, characteristics of settlement funds, scale of settlements,
existence of an alternative settlement system and so forth. The Bank of
Korea stipulates that systemically important payment and settlement
systems should be evaluated on an annual basis.
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of Korea was able to ensure the insertion of a provision
guaranteeing settlement finality8) regarding payment
orders and relevant settlements made through the
payment and settlement systems designated by the
Governor of the Bank of Korea including BOK-Wire.
This ensures the safety of the payment and settlement
systems in the event of bankruptcy of a financial
institution and consequently lays the legal foundation
for settlement finality in compliance with international
<Table Ⅴ-8>
Provisions on guarantee of settlement finality
in the Act concerning Debtor Rehabilitation
and Bankruptcy (Excerpt)
Article 120 Special Provision on the Payment and Settlement System, etc.

(1) If rehabilitation procedures for participants in a payment and
settlement system (hereinafter referred to as“payment and settlement

standards. The Bank of Korea also engaged in an active
dialogue with the government to incorporate into the
Enforcement Decree of the Act specific provisions on
designation of the payment and settlement systems
whose settlement finality should be guaranteed.

system”in this Article), which are designated by the Governor of the
Bank of Korea in consultation with the Minister of Finance and Economy,
are commenced, regulations provided by the party operating said
payment and settlement system shall enter into effect with respect to
fund transfer orders or payments pertaining to the participants, and
performance, settlement, deduction, and provision, disposition and
foreclosure of collateral including deposits, and other settlements
related therewith for the purpose of settlement finality notwithstanding
any provisions herein, and shall not be subject to termination,
cancellation, revocation and negation. Specific matters necessary for
designation of the payment and settlement system shall be prescribed by
Presidential Decree.
Article 336 Special Provision on Payment and Settlement Systems, etc.

The provisions of Article 120 hereof shall apply mutatis mutandis if a
party to the payment and settlement system as provided therein or a
qualified financial transaction is declared bankrupt. In such case,“if
rehabilitation procedures are commenced”in Articles 120(1) through
120(3)”shall be deemed“when bankruptcy is declared”and“unsecured
and secured rehabilitation creditors”in the Provision of Article 120(3)

Since March 2005, the Bank of Korea has changed the
funds adjustment method concerning cashier's receipts
from a basis of compensation for the cumulative total
of the daily amounts foregone to one of compensation
for the interest foregone.9) This has reduced banks'
burden of daily settlement liquidity and the risk of net
settlements. In an effort to redress the concentration of
settlements toward the daily deadline, the Bank of
Korea widened the scale of the differential applied to
commissions for the use of BOK-Wire around 16:00
(double

treble). In September 2005, the Bank of

shall be regarded as“bankruptcy creditors or claimants with the right
of separation.”

8) Settlement finality means that settlement executed according to a
participant bank's transfer order under a designated payment and
settlement system is irrevocable under any circumstances and
unconditional, as provided for in the operational rules of the payment
and settlement system.
9) Compensation for the cumulative total of the daily amounts foregone
refers to the method whereby the bank of net exchange payment
provides the bank of net exchange receipt with no-interest call loans
(loans for funds adjustment) for one day and collects such loans on the
immediately following business day so that they can offset monetary
gains and losses between themselves based on transaction results.
Compensation for the interest foregone is the method in which the
bank of net exchange payment pays only the relevant interest to the
bank of net exchange receipt instead of using funds adjustment loans.
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Korea brought forward from 14:30 to 11:30 the
designated time of net settlement for cashier's checks,
bills of exchange and local letters of credit whose
exchange and settlement may be truncated by means of
electronic information exchange without physical
transfers, thereby reducing the length of time for which
there is exposure to net settlement risk. In November
2005, the Bank of Korea made improvements in the
payee-designated fund transfer method and eliminated
commissions paid by transferring institutions. Based on
these efforts to encourage the use of the BOK-Wire
payee-designated fund transfer system, the Bank of
Korea was able to heighten the safety and convenience
of customers' funds transfers.
In a bid to improve the safety and efficiency of
BOK-Wire by reducing participants' burden of
settlement liquidity and lessening the concentration of
settlements toward the daily deadline, the Bank of
Korea is seeking to convert BOK-Wire, which is based
on an RTGS (real-time gross settlement system),10) to a
hybrid system.11)
To ensure that the Continuous Linked Settlement
(CLS) System introduced in December 2004 becomes
firmly established at an early date, the Bank of Korea
undertook intensive efforts including the overhaul of
relevant provisions in its foreign exchange transactions
regulations, the implementation of strengthened
monitoring activities and frequent consultation with

10) This is a settlement system in which individual funds transfer orders
are processed in real-time during business hours. This is in contrast to
DNS (designated-time or deferred net settlement system) in which
multiple transactions are batch-processed for offsetting and
subsequent net settlement at a fixed time.
11) This is a system developed to prevent settlement risk through
completion of settlements during the operating hours of the real-time
gross settlement system. It has the added advantage of reducing the
liquidity required for operation of the deferred net settlement system.
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banks participating in the CLS System. As a result, the
number of participants increased from 4 in the early
phase of its operation to 20 as of the end of 2005. The
volume of transactions increased steadily as well.12)
With a view to promoting efficient operation of the
BOK-Wire BCP (Business Continuity Planning)
established in December 2004, the Bank of Korea
formulated operational guidelines for BOK-Wire BCP
officers in January 2005. It also scrutinized the
emergency communication system and conducted a
simulation exercise to cope with a possible contingency
in order to enhance the effectiveness of planning.
In accordance with the passage of the "Act on Issuance
and Distribution of Electronic Bills" (which entered
into effect on January 1, 2005), the Bank of Korea in
September 2005 brought into operation an electronic
bill management system in conjunction with the Korea
Financial Telecommunications and Clearings Institute,
the institution that manages electronic bills, and with
commercial banks and the Ministry of Justice.

12) In Korea's daily average total foreign exchange transactions, the ratio
of the amount of transactions through the CLS System was merely
3.5% during the first quarter of 2005, but this climbed rapidly to reach
15.5% by the fourth quarter of the year.
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2. Domestic financial system

Preparatory steps taken for introduction of the New
Basel Accord
The Financial Supervisory Service put forward
calculation standards for the new BIS capital adequacy
ratio in October 2004 and announced the detailed
guidelines on an internal ratings-based approach to

<Table Ⅴ-9>

credit risk in August 2005.

Timeline for introduction of the
New Basel Accord in Korea
2006
Major duties
1. Prepare various detailed guidelines and
develop them into regulations
a. Formulate detailed guidelines on an
advanced measurement approach to
operational risk
Formulate detailed guidelines on
supervisory authorities’
inspection/disclosure reinforcement
b. Formulate selection standards for and
choose an eligible external credit
assessment institution
c. Develop into regulations the
(proposed) calculation standards for
new BIS capital adequacy ratio
2. Provide supervision for banks’
preparation for introduction of the Accord
and review approval
a. Examine and supervise each bank’s
implementation of a plan
b. Examine and determine whether to
approve the internal ratings-based
approach/advanced measurement
approach
c. Calculate relevant figures both under
the internal ratings-based approach
and advanced measurement approach

2007

1 2 3 4 1 2 3 4

In the first quarter of 2006, the Financial Supervisory
Service formulated the detailed guidelines on an
advanced measurement approach to operational risk
and the detailed guidelines on calculation of the risk
weighting of securitization exposures. In addition, it
announced the standards for recognition of credit risk
transfer through credit derivatives in a bid to enable
banks to manage credit risk efficiently. These
initiatives represent preparatory steps to facilitate the
introduction of the New Basel Accord in Korea.
In addition, the Financial Supervisory Service plans to
announce detailed regulations on calculation of the risk
weighting of retail exposures in the second quarter of
2006. It also intends to formulate regulations on
matters necessary for calculation of capital adequacy
ratios under the new BIS capital adequacy framework
by the end of 2006. At the same time, it plans to
complete selection of external credit assessment
institutions that will provide eligible corporate credit
ratings to banks adopting the standardised approach to
credit risk.
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Government issues 20-year Treasury bonds
In December 2005, the government announced its
intention to issue 20-year Treasury bonds in order to
promote stable procurement and application of
government funds and satisfy the investment needs of
long-term asset management companies including
pension funds and insurance companies by developing
a long-term Treasury market. In March 2006, the
government issued through competitive tenders
20-year Treasury bonds to the value of 550 billion won
at a fixed interest rate of 5.77%. In the course of 2006,
it plans to issue 6.6 trillion won of Treasury bonds,
about 10% of its total scheduled Treasury bond issues
(66.4 trillion won).13) However, the government
intends to reduce the ratio of the issue of ten- and
three-year bonds by 5% respectively to minimize the
burden on the existing markets and increase the
liquidity of the long-term bond market.

Corporate retirement pension scheme is
implemented
With the entry into force of the Workers' Retirement
Allowance Guarantee Act on December 1, 2005,
companies may pay severance pay in the form of a
pension rather than as a lump sum, as has been the
normal practice, provided that a labor-management
agreement on this is in place.
Each place of business may choose between defined
benefit (DB) and defined contribution (DC) schemes
through labor-management consultation. In the case of

13) By maturity of the Treasury bonds to be issued in 2006, the ratio of
three-, five-, ten- and twenty-year bonds respectively stands at 25,40,
25 and10.
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adoption of a retirement pension scheme, the framing
of regulations on retirement pensions must be carried
out with the consent of the representatives of workers
and with the subsequent filing of a report to the
Minister of Labor. These regulations must set out
material conditions pertaining to operation of the
retirement pension scheme including the business
operating the pension, the level of wages and
<Table Ⅴ-10>

contributions and the approach to reserve management.

Comparison of defined contribution
and defined benefit

For stable operation of the retirement pension scheme
Defined Contribution
■Contributions predetermined by

Defined Benefit

■Level and details of benefits
labor and management
agreed by labor and management
■Accumulated amount managed by
in advance
■Benefits paid to workers
workers at their responsibility
Concept
■Benefits paid to workers when they according to the agreement when
reach a certain age on the basis of they reach a certain age (Pension
management results (Pension paid paid to people at the age of 55
to people at the age of 55 or older) or older)
■Subject to change if the base
■Determined (at least one-twelfth of calculation rates (management
Contributions
workers’total annual wages)
earning ratio, grade promotion
ratio, etc.) are changed
■Determined (at least 30 days’
average wages per year of
Benefits ■Based on management results
continued service)
■Risk of price and interest rate
■Risk of price and interest rate
fluctuations assumed by the
Risks
changes assumed by workers
company
■Stable management supervision
■Obligatory reserve system
Payment
through facilities of which principal (retirement debts: 60%), asset
guarantee
and interest are guaranteed.
quality supervision, etc.
■Reducible (if earnings ratio is
Burden on ■
Non reducible
high)
company

Source: Ministry of Labor

and protection of workers' right to benefits, the
Financial Supervisory Commission drew up
supervisory regulations on retirement pensions that set
out the requirements for the registration of retirement
pension businesses and the standards for business
supervision.
Under these regulations, only financial institutions that
have an investment credit rating and a capital adequacy
ratio at least above a level that would trigger prompt
corrective action shall be qualified to run a retirement
pension business. In connection with the method of
reserve fund management, the regulations also limit the
objects of investment to investment-grade bonds,
domestic and foreign-listed shares, and beneficiary
certificates that have low investment risk and high
safety and liquidity. In addition, the regulations define
securities that have relatively high price volatility or
credit risk as risky assets. In regard to the defined
contribution scheme, the ratio for the bundling of risky
assets into indirect investment products shall be
restricted to not higher than 40%, with a ban on
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investment in equity-type and hybrid beneficiary
certificates whose equity ratio or stock portfolio ratio is
above 40%. Under the defined benefit scheme, the
ceiling on investment in equity-related assets including
stocks, equity-type beneficiary certificates and
convertible bonds is set at no more than 30% of the
reserve while the investment limit on indirect
investment securities including hybrid beneficiary
certificates and trust companies' beneficiary certificates
as well as foreign investment-grade securities is fixed
at no more than 40%.

Government seeks to galvanise reverse mortgage
loans
In February 2006, the government unveiled a plan for
boosting reverse mortgage loans including the
provision of government payment guarantees.
In line with this plan, the government will introduce a
payment guarantee system through the Korea Housing
Finance Corporation so as to reduce the risk of losses
that may be incurred when the amount of loans and
interest receivable by financial institutions exceeds the
value of the collateral. In addition, the government will
set limits on the age and housing value qualifying for
payment guarantees so that public support may be
concentrated on the elderly in low-income brackets.
The government also intends to exempt old people
whose housing valuation and income are below a
certain level and who reside in housing with a size not
larger than that of public housing from the payment of
registration taxes and the obligation to buy public
housing bonds at the time of taking out a mortgage.
Furthermore, the government will waive a part of
property taxes for such persons.
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The government intends to facilitate the operation of a
supplemented reverse mortgage loan system in 2007 by
amending related legislation including the Income Act
and the Korea Housing Finance Corporation Act as
well as providing the relevant institutional
mechanisms.
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