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The Bank of Korea publishes Financial Stability Report to
encourage lively discussion among market participants on
financial stability by providing comprehensive analysis and
assessment of the current state of the domestic financial
system and potential risk factors therein.
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Ⅰ. Overview

Ⅰ. Overview

The Korean financial system, led by continuing strength of the banking sector, is considered to remain
stable. However, some vulnerabilities are noticeable in prevailing circumstances both at home and
abroad.
The banking sector, the backbone of the nation's financial system, has posted favorable profitability and
capital adequacy close to those of the major banks of the world. Furthermore, most banks have seen the
volatility in their profit streams declining. The Korean financial system thus seems to be capable of
showing strong resilience to external shocks.
Nevertheless, household debt is increasing relatively faster than household income and financial assets,
while corporate profitability is declining. In addition, the housing market has not established a stable
foundation yet, owing to expectations of price rises linked with forecasts of possible easing of the
regulations to stem housing loans and reduction in the relevant taxes.
Furthermore, the declining preference for risky assets such as investments in emerging market
economies and the expanding current account imbalances between major countries have become latent
factors causing uncertainty in the international financial markets. The development of North Korea’s
nuclear weapons program may also pose a potential risk that could exercise a considerable dampening
effect on the stability of the domestic financial system.

� The global economy is maintaining a generally solid pace of growth. The pace of
domestic economic growth also continues to maintain its upbeat tone, albeit at a more
subdued level. In the international financial markets, however, investors are
demonstrating a decreasing preference for risky assets.

In the second quarter of 2006, the US economy posted a lower growth rate than in the
preceding quarters, due to the slowdown in household consumption and cooling off of

-1-

Financial Stability Report October 2006

the housing market driven by the high oil prices and rising interest rates. However, it
is expected that the US economy will maintain a growth rate close to its potential. The
Japanese economy is sustaining a positive growth momentum with steadily
increasing private consumption and facilities investment, although it also showed
signs of slowing growth due to sluggish exports, during the second quarter of 2006.
As for China, its economy continues to post a high growth rate above the 10% level,
on the back of robust investment and exports. The euro area economy also continues
to register solid growth figures.

In the international financial markets, investors’ preference for risky assets has
dampened somewhat as shown by stock prices subject to a period of sharp correction
and the widening of credit spreads on corporate bonds in advanced countries from
May 2006. The correction of stock prices in emerging markets, in particular, can be
attributed to flight of foreign capital in May and June 2006 after continuing inflows
since 2003. Long-term Treasury bond yields in the US, after displaying a continued
rising trend with the increase in inflationary expectations since the beginning of 2006,
showed a negative turnaround after July 2006, under rising concern about the slowing
US economy and a heightened preference for safe assets.

The US dollar, which had weakened in early 2006, gained strength against the
Japanese yen and was on a par with the Euro from May, as interest rate prospects in
Japan and the euro area countries changed. The dollar’s movement against currencies
of emerging market countries, having continued to weaken until April 2006, reversed
to gain ground a little from May with the outflows of foreign capital from emerging
markets.
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International oil prices marked a sharp increase in the period after December 2005,
due to growing concerns about a supply shortage related to geopolitical factors and to
a rapid increase in futures investment by institutional investors. They have shown a
downward trend since mid-August 2006, however, owing to concerns about global
economic slowdown and to the decreasing presence of institutional investors in the
futures markets.

The Korean economy has succeeded in maintaining a modest upward trend on the
back of brisk exports and an increase in facilities investment. Nevertheless, it
experienced a drop in growth rate under the impact of sluggish investment in
construction sector during the second quarter of 2006. Despite higher oil prices, prices
have remained stable as a result of the appreciation of the local currency. The current
account balance posted a deficit throughout the period from January to August 2006,
along with the rise in international oil prices and the increase in the service account
deficit, despite solid export growth. The current account is expected to make a
comeback in the months to come to post a modest surplus, owing to the continuous
briskness of exports.

� Looking at the household sector, the debt service capacity appears to be
weakening, as a result of continuously increasing financial liabilities and the rising
interest rates.

Household financial liabilities, mortgage loans in particular, have continued to grow
rapidly in 2006, relative to household financial assets and incomes. Household
interest burdens are also increasing with the rise in interest rates, as most mortgage
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loans are at floating rates. Moreover, the burden of principal repayment has
temporarily risen with the shift in mortgage loan regime to an installment redemption
regime from the traditional lump sum repayment one that typically allows households
to refinance at maturity or extend maturity if interest is being serviced.

The income balance for low-income households has improved, albeit modestly, in
line with the slight rise in income growth rate, while the debt burdens of those on the
credit blacklist have been eased with increasing adoption of a court-mandated
individual resuscitation and bankruptcy system.

� The corporate sector has suffered declining profitability, but its overall capacity to
service debts remains good based upon its sound financial structure.

Companies listed on the Korea Exchange observed a modest year-on-year decline in
operating profit-to-sales ratio in the first half of 2006, owing to a drop in unit export
prices, the run-up in international raw materials prices, and the strength of the Korean
won. However, their financial structures remain sound, as reflected by their superior
capital ratios compared to their counterparts in the US, Japan, and other major
countries.

However, because of the increase in interest rates together with falling profitability,
there is a growing number of firms unable to meet net financial expenses with their
operating profits, while the number of high-risk firms, especially among small and
medium-sized companies, is also increasing. Considering this, the debt service

-4-

Ⅰ. Overview

burdens of lower-ranking companies with poor business profitability appear to be
gradually rising.

� In the real estate market, the rising trend of housing prices has slowed down, but
elements of price uncertainty seem to be persisting.

The monthly rate of increase in housing prices in Seoul fell from 1.6% for the first
five months of 2006 to 0.4% for the June to August period, and rose by only a
moderate 0.6% in September. Signals of market expectations for future housing prices
are mixed, with the number of houses offered for sale not increasing in areas where
housing prices have recently risen dramatically, even though the general price hike
has slowed down. In particular, many people appear to harbor expectations of a
further rise in housing prices, predicting that government measures to regulate
housing loans and real estate-related taxes will be eased.

Land prices have shown moderately declining growth since April 2006 in green,
agricultural, forestry areas and administrative zones. In the newly developed areas,
including the "New Towns" in Seoul, however, they have continued to register a
considerable rise.

� In the lending market, both corporate and household loans have increased
significantly, as the competition among financial institutions over market share has
intensified.
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Corporate loans posted such a high rate of increase in the first half of 2006 that their
increase surpassed that for the whole of 2005. By business size, loans extended to
SMEs, and by industry type, those to construction and real estate industries increased
most noticeably. On the one hand, interest rates on loans to SMEs have continued to
soar under the impact of a rise in the government-set benchmark rate. On the other
hand, the net interest margin for financial institutions appears to be narrowing as
lending rates are increasing less than deposit rates.

Thanks to the high pace of growth in mortgage loans, household loans also increased
by the largest margin since 2003. Most

year-on-year in the first half of the year

mortgage loans, which account for the majority of household loans, offer long-term
maturities, but at floating interest rates which force households to shoulder the risk of
any rise in interest rates.

� In the bond market, Treasury bond yields are dropping modestly along with
showing lowered volatility, and the credit spreads on corporate bonds are
contracting.

Yields on three-year Treasury bonds have dropped gradually, despite hikes in the
benchmark interest rate on three occasions in 2006, because of market concerns about
economic slowdown, a shortage of long-term bond supply, and increased demand on
the part of institutional investors. Both long-term and short-term bond spreads thus
continue to narrow.
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The credit spreads on corporate bonds are also narrowing continuously against a
backdrop of falling corporate profitability. This appears to be caused by the supply
and demand situation - i.e., the shortage of corporate bond supply - rather than by any
default risks of corporations.

� In the stock market, prices are regaining steam following their sharp drop in May
and June 2006, but the transaction volume has shrunken.

The KOSPI shows signs of gradual recovery after recording a 17.8% drop in May
and June with the flight of foreign capital from emerging markets. Stock price
volatility is also declining steadily after its temporary spike during the same period.
Despite the comeback in stock prices, however, transaction volume remains reduced.

In the meantime, the influence of foreign investors on local stock prices has steadily
lessened with the continuing of net sales by foreign investors and the expansion of
local institutional investors’ demand base through an increase in stock funds.

� In the foreign exchange market, the predominance of supply in the interplay
between supply and demand was alleviated, and the local currency showed a modest
drop in value against the US dollar from mid-May.

With regard to the supply of foreign currencies, the short-term borrowings of local
banks have increased sharply on the back of an increase in foreign currencydenominated loans. However, the net inflow of foreign currencies has gradually
decreased due to the deficit in the current account and the outflows of foreign stock
investment funds.
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The local currency, whose value continued to gain strength against the US dollar in
2006, lost some steam from mid-May when a large amount of foreign stock
investment funds left the country. The local currency is nevertheless still gathering
strength against the Japanese yen, which is weakening rapidly against the US dollar
due to the predominant market forecast that a further rise in interest rates in Japan is
for the time being unlikely.

� The banking sector as a whole posted a dramatic increase in net profits and
maintained solid financial soundness, with the capital ratio increasing.

The credit risks of commercial banks remained stable in the first half of 2006, despite
growing exposure to SMEs and households, as the share of loans to businesses with
poor credit-ratings diminished and the loan-to-value (LTV) ratio of mortgage loans
continued to be relatively low.

Interest rate risks have grown a little due to the widening of the interest rate sensitivity
gap, but the ratio of interest rate risk against equity capital has stayed low. Market risk
can also be deemed negligible as the volatility of interest rates is decreasing and the
share of investment in stocks for trading purposes is very small.

Commercial banks have continued to post sound profitability thanks to increased
interest earned from the rising amount of loans and the mitigation of the burden of
putting aside loan loss reserves. The gap in ROA between the highest-ranking banks
and those situated on the bottom rung of the ladder has somewhat narrowed, with all
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banks posting positive profits for three consecutive years. The income volatility at
individual banks has been reduced.

In respect of capital adequacy, it transpires that banks’ equity capital structures have
improved with reduction in their shares of supplementary capital such as subordinated
debentures, while their BIS equity capital ratios have also risen on the back of
increasing in net profit.

Commercial banks are forecast to maintain their currently solid profitability for some
time to come. This anticipation is based upon several factors: their increases in
interest income resulting from expansions in business volume; their expected
increases in fee income related to sales of beneficiary certificates and bancassurance;
and the expectation of continued gains from disposition of stocks subject to debt-toequity swaps over the next few years. However, the reduced gap between deposit and
lending rates in the midst of fierce market competition among banks is having a
negative impact on bank profitability. In the longer term, the adjustment of the
business boundaries with other financial sectors and the wider opening of the nation’s
financial market will have considerable impact upon bank management conditions.

� Housing loans made by non-bank financial institutions amount to a little more
than one quarter of those made by banks. For non-bank financial institutions, the
share of housing loans in their total assets stands at approximately 10%, a figure
about half that for banks. The average LTV ratio of their housing loans is in the
middle 50% range, which is not particularly high compared to that of banks. Overall,
these institutions’ status relative to their housing loans is not evaluated as worrisome.
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However, there are large disparities in LTV ratios among the numerous small-size
entities comprising the category of non-bank financial institutions. Some individual
entities carry large proportions of loans having high LTV ratios and subordinated
loans, and this sparks rising concern that their management soundness could suffer in
any case of a fall in housing prices. Some mutual savings banks show very high ratios
of real estate-related exposure, when real estate-related loans such as project financing
are taken into consideration.
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Ⅱ. Changes in the environment for financial stability
1. Economic outlook at home and
abroad
<Figure II-1>
Economic growth and outlook of selected
economies
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The US economy showed a downturn in growth in the
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second quarter of 2006, under the impact of high oil
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prices and a subdued housing sector, but it is expected
to maintain a growth rate near its potential level. In

Source: IMF, World Economic Outlook (September, 2006)

Japan, economic growth slowed considerably in the
second quarter of 2006, mainly due to a fall in exports.
However, the nation’s economic growth appears to
<Figure II-2>

have maintained its momentum, as shown by the

US housing market trends
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Mortgage(30 year)
rates (RHS)
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Rate of change in
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7
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growth on the back of brisk exports from Germany and
France.

2

-10

1

-15
2000.1

0
7 01.1 7 02.1 7 03.1 7 04.1 7 05.1 7 06.1 7

Note: 1) Based on existing houses (year-on-year)
Source: Bloomberg

However, there remains a possibility that the US
economy will suffer further downturn, following the
correction in the housing market triggered by the rise in
mortgage rates from the second half of 2005. This
correction appears to have progressed further in the
second quarter of 2006 and looks set to continue.
Indeed, the ripple effect of the correction process may
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<Figure II-3>

be more serious than expected, depending upon the
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Source: Bloomberg

on May 10, 2006 (4.75% 5.0%), and suggested high
likelihood of another increase in the near future.
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(bp)

(bp)

600
500

160

400

120

Junk bonds (RHS)

40
AAA (LHS)
0
2003.1

2004.1

7

2005.1

bonds continued to rise in 2006 to reach 5.24% on June

7

2006.1

market concern about inflation. The yield then made a

300

downward turn in July, and currently remains well

200

below the policy rate. This recent drop in the yield on

100

long-term Treasury bonds appears to reflect investors
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concerns about a slowdown of the US economy since
the Federal Reserve Board (FRB) raised interest rates

<Figure II-4>

200

exhibited a decreased preference for risky assets, such
as corporate bonds or stocks, amid the spreading

0
7

In the international financial market, investors have

7

Note: 1) Figures for junk bonds refer to the average of corporate bonds
with credit ratings of BB or lower.
Source: Bloomberg

awareness of the possibility of economic slowdown as
well as the FRB’s withdrawal of its plan to raise
interest rates further. The increase in demand for safe
assets since May also appears to have contributed to

<Figure II-5>

the drop.

Trends of stock prices in major economies
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slightly. In contrast, that on junk bonds has increased
by a wide margin, to 291.3bp at the end of September
from 242.2bp on May 10.

Source: Bloomberg
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<Figure II-6>

Global stock prices underwent a period of correction in

Trends of exchange rates of currencies of major
countries against the U.S. dollar
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95

95

90
2005.1

90

105
Major Currencies1)

(excluding Japan) have regained their pre-correction
levels. However, those in emerging markets have
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Source: Federal Reserve Bulletin

In early 2006, the US dollar remained weak against
<Figure II-7>

major currencies, including the Japanese yen and the

Trends of exchange rates of currencies of
emerging markets against the US dollar
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additional policy rate hike, the US dollar gained ground
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Source: Federal Reserve Bulletin

2006, the US dollar currently appears much weaker
against its counterparts in advanced countries than

<Figure II-8>

against those of emerging markets.
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1000
800
600

(Billion $)
1000

US
China
Japan
Major oil producing countries1)
Emerging markets in Asia(China not included)
Other advanced economies

800
600

400

400

200

200

0

0

-200

-200

-400

-400

-600

-600

-800

-800

-1000

-1000

2001

2002

2003

2004

2005
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Source: International Monetary Fund

It appears that uncertainties about the US dollar will
remain, due to the volatility of the US dollar
accompanying the increase in the US current account
deficit.1) The readjustment of the current account
imbalances is being delayed, with a large amount of

1) The US current account deficit accounted for 6.4% of nominal GDP in
2005, and is expected to increase by approximately 9% in 2006.
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<Figure II-9>

capital continuously flowing into the US capital

Trends of the US interest rate, exchange rate and
household saving rate
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market,2) while it appears rather unlikely that the factors
behind the US current account deficit, such as the low
household savings rate, the high oil prices, and the
fiscal budget deficit, will improve in the short run.
Under such circumstances, it seems unlikely that the
appreciation pressures on currencies in emerging

60

5

40

Household saving rate (LHS)
0

20
-5
1973

1980

1985

1990

1995

2000

2005

Note: Weighted average exchange rate of the US against 25 major
trading partners
Source: US Commerce Department, Federal Reserve Bulletin

0

markets in Asia will relax for some time to come, and
there is a high possibility that the Chinese yuan will
appreciate. Furthermore, it seems certain that the
longer readjustment is delayed, the more uncertainty
there will be about the US macroeconomy and the
international financial market resulting from the drop
in the value of the US dollar and the sharp rise in US
interest rates.3)
The recovery of stock prices in advanced countries and
of the credit spreads on corporate bonds with good
credit-ratings to their pre-correction period levels in
September reflects a calming down of the
indiscriminate stampede from risky assets which broke
out in the international financial markets in May and
June. However, stock prices in emerging markets
remain weak, and the spreads on junk bonds in
advanced countries are expanding, to indicate that
investors’ appetite for these assets has not returned to
its pre-May level. Under such circumstances, it appears
likely that an additional correction to the prices of

2) Net US fund inflows
(US billion $)
Current account
Direct investment
Securities investment
Borrowings made by
financial institutions

2002
-475.2
-73.6
379.0

2003
-519.7
-73.5
382.8

2004
-668.1
-145.2
660.3

2005
-805.0
107.2
786.4

198.6

249.8

66.7

-106.6

3) The FRB (St. Louis)’s Review (July/August 2006, Is the United
States Bankrupt? warns that the US could go bankrupt under the
burden of its current account deficit.
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<Figure II-10>

stocks and risky bonds that had soared since 2003 will

Trends of international raw material prices
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depending upon changes in interest rates and in

(US$/barrel)
80

2100
International oil prices
(Brent oil)

2000

macroeconomic conditions.

70
60

1900

50
1800

Signs of a drop in international oil prices

40
1700
1600
Reuters commodity
price index (LHS)

1500
1400
2004.1

30

From December 2005, international oil (Brent oil)

20

prices rose sharply to a record figure of $78.6/barrel on
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August 7, 2006, as concerns about a supply shortage

0
7

2005.1

7
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7

related to geopolitical circumstance grew and
institutional investors’ futures option, demand

Source: Bloomberg, Reuters

increased dramatically.4) However, oil prices stood at
$61.37/barrel at the end of September, showing a

<Table Ⅱ -1>

falling trend amid the increase in stock, the mitigation

International oil price forecasts
(Brent oil)
(US$/barrel)

Institution

of geopolitical uncertainties, concerns about economic
slowdown, and the decrease in institutional investors

2006

2007

(date)

3/4

4/4

Annual

PIRA1)(9.25)

69.7

62.0

65.8

63.0

CGES2)(9.25)

68.9

60.7

65.2

58.4

onwards.5) In contrast to the unstable international oil

CERA3)(9.13)

71.1

67.5

67.4

62.3

prices, Reuters' commodity price indices6) have

Note: 1) Petroleum Industry Research Associates
2) Center for Global Energy Studies
3) Cambridge Energy Research Associates

futures/options long positions from mid-August

remained relatively stable in the post-August period,
after rising continually in the year until August led by
the prices of non-ferrous metals such as nickel and
copper.
In the months to come, many market experts predict
that international oil prices will remain downwardly
stable in the midst of a mix of factors that could cause a
rebound, such as geopolitical uncertainties and the

4) In its GFSR (September 2006, Attachment 1.3, Investment in
Commodity Markets), an IMF analysis indicated that an increase in
price volatility had occurred with the inflow of institutional investors’
funds, such as pension funds, into the commodity futures market.
5) The non-commercial futures/options long position in commodity and
futures exchanges decreased from 215,000 contracts on August 8 to
174,000 contracts on October 10.
6) They comprise 17 items, excluding crude oil.
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possibility of reduced oil-production in the major oil
producing countries, and other factors that could
encourage a price decline, including the shrinkage of
international liquidity and the possibility of slowdown
in world economic growth.

Domestic economy maintains modestly upward

<Figure II-11>

trend

GDP, consumption and investment in Korea1)
(%)

(%)
11

11

The domestic economy has continued to post modest

9

growth on the back of brisk exports and an increase in

7

facilities investment. In the second quarter of 2006,

5

5

however, the growth rate dropped due to sluggish

3

3

1

1

-1

-1

Facilities investment

9
7

GDP

Private consumption

-3
-5
2002.Ⅰ

-3
-5

Ⅲ

2003.Ⅰ Ⅲ

2004.Ⅰ

Ⅲ

2005.Ⅰ

Ⅲ

2006.Ⅰ

investment in the construction sector, among other
reasons. It is expected that the domestic economy will
continue to grow for the time being, thanks to the
alleviation of uncertainties related to oil prices and of
the appreciation pressure on the local currency.

Note: 1) Real, year-on-year figures
Source: The Bank of Korea

Prices have remained stable in line with the local
currency’s appreciation, despite the soaring oil prices.
However, there is a possibility that prices will rise as
the pressure for hikes in expenses related to high oil
prices is finally felt.
The current account is facing a modest deficit due to
soaring oil prices and the deficit in the services
account, including the travel balance. However, it is
expected to make a positive turnaround to post a
modest surplus in the months to come, on the back of
the solid increase in exports.
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<Box II- 1>

Causes of recent flight of foreign capital from emerging markets

1. Trends of foreign capital flows into and out of emerging markets
(Trend in 2003 ~ 2005)
Trends of net flows of foreign
capital into emerging markets

The flow of foreign capital into emerging markets
increased considerably between 2003 and 2005, after
having shown a plunge in the aftermath of the Asian
financial crisis. During the 199 ~1997 period, immediately
before the financial crisis, an annual average of $187.2
billion had flowed into this region. During 1998~2002,
however, the amount of foreign capital inflow was nearly

(US billion $)

(US billion $)

300

300

250

250

200

200

150

150

100

100

50

50

zero, under the influence of the Asian financial crisis and

0

0

the collapse of the information technology bubble. From

-50

-50
1995

2003 through 2005, however, net inflows recovered to

1997

1999

2001

2003

2005

Note: Korea is included in World Bank’
s statistics related to
developing countries. The scope of capital includes stock,
bond investment, and short- and long-term loans made to
financial institutions, with direct investment excluded.

$203.1 billion, higher than the pre-crisis level. In terms of
the types of assets flowing in during the period, short-term

loans were at the top of the list. Stock investment also increased compared to the 1995 to 1997 period, while
bond investment and long-term loans decreased. By region, Eastern Europe was the largest recipient of foreign
capital inflow (chiefly in the form of credit, i.e. loans made to financial institutions and bond investment),
followed by Asia (chiefly in the form of short-term loans and stock investment).

(Trend in 2006)
It appears that foreign capital continued to flow into emerging markets until April 2006; thereafter, during
May and June, it began to flow out of them, as indicated by the relevant stock/bond prices, exchange rates,
EMBI+ Trends

MSCI stock price trends
(bp)
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and the sizes of emerging market funds. Emerging market stock price indices (based on MSCI) rose by 19.1%
in the January to April period, and then fell by 11.2% in May and June as a result of net selling by foreigners.
The spreads (EMBI +) between government bonds in emerging markets (denominated in foreign currencies)
and US Treasury bonds narrowed from 245 bp at the end of 2005 to 178 bp at the end of April 2006, and then
re-expanded to 229 bp by the end of June.
Changes of exchange rates in selected
emerging markets
(%)

Net flows of US investment funds1) into emerging
markets

(%)

25

Jan.~Apr.
2005
2006
Asia funds
83.9
126.3
Latin America funds
40.2
33.1
Europe funds
58.2
32.3
Global funds
20.4
92.6
Total
298.7
284.2
Note: 1) Based on the net inflows of mutual funds
Source: Emergingportfolio.com

25

2006.5~6

20

20
15

2006.1~4

15

10

10

5

5

0

0

-5

-5

-10

-10

-15

(US billion $)

30

30

China

India IndonesiaHungary Poland Turkey

Brazil

Mexico

Chile Russia

May~June
2006
-24.5
-17.7
-44.9
-27.2
-114.4

-15

Note: Figures for January ~ April 2006 are compared against the
year-end of 2005. Figures for May and June 2006 are
compared against the end of April 2006.
Source: Bloomberg

Emerging market currency exchange rates gained against the US dollar between January and April 2006 in
most cases, and then lost ground in the following two months. US investment funds showed a net inflow to
emerging markets in the January-to-April 2006 period, before reversing to a net outflow in May and June.

2. Causes of foreign capital outflow
(Drop in investors’ risk appetite)
Market experts began expressing concerns about the shrinkage of international liquidity, after witnessing the
FRB’s policy rate outpace the rate of the rise in consumer prices from November 2005 onward. However,
investors’ appetite for emerging market assets in the international financial markets did not lessen until May 10,
2006, despite three consecutive FRB policy rate hikes (4.0% 4.75%) from November 2005, as US rates had
already been expected to rise to the 5.0% level.
On May 10, 2006, the FRB indicated its intention to carry out an additional hike in the rate, above the 5.0%
level. Thus, market participants’ preference for risky assets plummeted amid heightening concerns about a
slowdown of the world economy. This drop in risk appetite was clearly reflected in the declines in stock prices
of both emerging market and advanced economies, e.g., DJIA -4.4% in the US; Nikkei -9.3% in Japan; and
DAX -7.7% in Germany, during the period between May 11 and June 30, 2006.
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The VIX (volatility index),* used as a gauge to assess

VIX Trend

the level of fear among investors, also rose sharply in
25

25

20

20

May and June 2006.

15

15

10

10

5
2004.1

5
7

2005.1

7

2006.1

5.10

* The VIX is the implied volatility of stock prices calculated from
S&P500 stock index option (call + put) prices. A high VIX figure
correlates directly with a high level of fear and concern among
stock investors.

(High pressure for correction of emerging
market financial asset prices)

Source: CBOE

In the period following 2003, the prices of financial assets in emerging markets, such as stocks and bonds, rose
sharply on the back of large-scale inflows of foreign capital. The MSCI stock indices in emerging markets rose
by 188.1% (283.3% rise in the BRICs) between year-end 2002 and the end of April 2006
841.6

from 292.1 to

compared to a rise of 67.9% in the G7 countries over the same period. JP Morgan’s EMBI+ fell by

560 bp to 178 bp at the end of April 2006, compared to the year-end figure from 2002.
It appears that investors, centered around hedge funds and mutual funds, have made rapid readjustments of
their investment portfolios as a result of their sharp drop in risk appetite since May 2006, with the expected
return from investment in emerging markets having fallen considerably due to the sharp rise in financial asset
prices in those markets.

(Overreaction of highly risk-sensitive capital)
The stampede of foreign capital out of emerging markets in May and June 2006 appears to have been partly
attributable to the dramatic increase in funds invested for short-term profit from 2003, such as carry-trade and
hedge funds. It is believed that a distinctively pronounced drop in short-term interest rates in Japan and the US
led to a considerable increase in the carry-trade, which involves the investment in emerging markets of shortterm borrowed funds denominated in either Japanese yen or US dollar. Furthermore, the size of global hedge
funds increased 11.6 times in value to $1.1 trillion, and threefold in terms of the number of funds to 8,500 from
1995 to the end of 2005. The number of mutual funds, which also conducts investment via the aggressive
investment strategies of hedge funds, i.e., derivative transactions, leverage investments, and short stock selling,
also appears to have increased.*
* Schroder Investment Management, Annual Report for 2005
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(Concern about currency crises in some countries)
Concern about the possibility of other currency crises occurring in some countries in March and May 2006
appear to have had a negative impact on investment in emerging markets as a whole. The countries at risk were
thought to have been subject to drains of highly risk-sensitive capital, owing to their foreign currency reserves
falling below even their short-term foreign debts as a result of their accumulated current account deficits.
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2. Households’ debt servicing capacity

Debt servicing capacity decreases

<Figure II-12>
Trends of growth in household
financial assets and liabilities1)2)3)
(%)

The financial debt incurred by households,7) led mostly
(%)
35

by mortgage loans in particular, increased by 8.6%

30

(based on an annual rate) in the first half of 2006.8) On

25

25

the other hand, households’ financial assets registered a

20

20

15

15

10

10

5

5

gearing ratio had risen to 44.3%
the U.S or Japan

35
Assets
Liabilities

30

0

0

-5

-5

-10

-10
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 1H 2006

Notes: 1) Compared to the previous year-end. Figures for the first half of
2006 are annualized.
2) Figures for 2005 and beyond are based on the new statistical
standards.
3) Financial assets and liabilities do not include
non-interest-bearing assets and liabilities, such as trade credits.
Source: The Bank of Korea

mere 3.7% increase, due to a drop in stock prices. At
the end of the first half of 2006, therefore, the capital
higher than those of

from the 43.2% posted at the end

of 2005.9)
The debt-to-income ratio, which measures households’
capacity to service their debts with disposable income,
is estimated to have risen in the first half of 2006 in
continuation of the preceding year’s trend, due to the
nominal gross national income (GNI) growth rate
remaining at 5.2%. The income gearing ratio also rose

<Figure II-13>

following the rise in interest rates, as the overall loan

Trends of household financial surplus and
financial liabilities ratios1)2)3)
(trillion won)
90
80
70

Financial surplus(LHS)

(%)

structure is heavily skewed toward floating interest
46

Debt-to-asset ratio(RHS)
42

60
50
40

38

30
20

34

10
0
-10

rates.

30
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 1H 2006

Notes: 1) Based on the year-end. Figures for the first half of 2006 are
annualized.
2) Figures for both the financial surplus for 2005 and thereafter,
and for debt-to-asset ratio for 2004 and thereafter, are based
on the new statistical standards.
3) Financial surplus = increase in financial assets - increase in
financial debts. Financial assets and liabilities are deflated by
the consumer price index(2000=100)
Source: The Bank of Korea

7) The household sector refers to the individual sector as defined in the
flow of funds tables. It includes small-scale private enterprises and
civilian not-for-profit organizations.
8) The figures for the first quarter of 2006 and beyond stated in the flow
of funds statistics given herein are compiled and released based upon
the new 1993 SNA standards, rather than the 1968 SNA standards
which were used in the past. The new standards are applied to appraise
the balance of marketable securities such as stocks and bonds in
reference to market prices rather than acquisition prices, thereby
causing assets to increase greatly. The balance of financial assets in the
individual sector at the end of 2005, for example, stood at 1,393.2
trillion won based upon the new standards, compared to 1,127.4 trillion
won using the previous standards. The figures for the period prior to the
end of 2004 were scaled based upon the end of 2004 for convenience.
The figures stated herein may thus differ from the statistics quoted in
relevant reports published in the past.
9) US (at the end
Japan (at the end UK (at the end Taiwan (at the end
of March 2003) of March 2003)
of June 2006)
of June 2006)
32%
35%
26%
17%
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<Figure II-14>

Accordingly, the capacity of households to service their

Trends of household financial debt-todisposable income ratios1)2)
Korea
Japan

1.4

rapid increase in household debts than in income or

(times)

(times)

1.5

debts is evaluated as having deteriorated, with the more
1.5

US

1.4

financial assets as well as the rise in interest rates.

1.3

1.3

1.2

1.2

Households’ principal repayment burdens are expected

1.1

1.1

to have also grown, in line with the structural change in

1.0

1.0

the household debt market. In the past, households bore

0.9

0.9

a relatively low burden of repayment on the principal

0.8

0.8

of their mortgage loans, as most loans were offered at

0.7
0.7
1997 1998 1999 2000 2001 2002 2003 2004 2005 1H 2006 e)

three-year maturity, for lump-sum repayment and with
convenient roll-over options. However, the number of

Notes: 1) Figures for 2004 and beyond for Korea are based on the new
statistical standards.
2) Figures for the first half of 2006 are annualized.
Source: National accounts and flow of funds statistics of each country

installment loans has increased noticeably now with the
enforcement from October 2003 of a new system,

<Figure II-15>

differentiating the loan-to-value ratio regulation by

Trends of household debt interest payments-topersonal disposable income ratios

maturity or by the method of amortizing the principal.

(%)

Moreover, the grace period (usually three years) for

(%)
Korea

12

Japan
11

US
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most mortgage loans, conditional on redemption by

11

installment with 10-plus-year maturity, expires in the
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9

9

8

8

7

7

6

6

Low-income households’ debt burdens modestly

5

5

alleviated

4

4

second half of this year. This means that households’
effective burden may temporarily increase.

1997 1998 1999 2000 2001 2002 2003 2004 2005 1H 2006 e)

The debt burden of low-income households appears to

Source: National accounts of each country

have been modestly alleviated, thanks to a slight

<Table II-2>

improvement in financial balance sheets and to debt

Trend of changes in loan-to-value ratio
regulations related to mortgage loans
Effective

Loan condition

rescheduling for credit delinquents.

LTV limit(%)

October 29,
2003

10 years or more
Less than 10 years

60
40
70

March 24,
2004

Partial amortization for
10 years or more
Lump-sum payment
after10 years or more
Less than 10 years

Partial amortization for
10 years or more
More than 10 years
July 4, 2005 (with collateral of
600 million won or less)
More than 10 years(with collateral
of more than 600 million won)

60
40

In the first half of 2006, the number of persons
abandoning their efforts to obtain employment
increased by a small margin. In terms of both quantity

70

and quality, however, the employment market made a

60

positive albeit slight turnaround, with the seasonally

40

adjusted unemployment rate falling to 3.5% and the
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<Figure II-16>

number of those wanting to work for longer hours

Trends of unemployment and underemployment
indicators1)2)

increasing.10)

(thousand persons)
Unemployment rate(SA, LHS)
Number of persons wanting additional work (RHS) 200
Youth unemployment rate (LHS)
Number of persons giving up looking for work
180
(RHS)

(%)
9
8

160

7

140
6
120
5

100

In the first half of 2006, the real household financial
balances (based on urban workers), deflated by the
consumer price index, marked a 5.3% year-on-year
increase; the gap in income balance between those
situated at the opposite ends of the spectrum widened

4

80

in the same period.11) For the lowest 30% of the income

3
2000.Ⅰ Ⅲ 01.Ⅰ Ⅲ 02.Ⅰ Ⅲ 03.Ⅰ Ⅲ 04.Ⅰ Ⅲ 05.Ⅰ Ⅲ 06.Ⅰ

60

spectrum, those in the bottom income decile saw

Note: 1) The number of persons wanting additional work represents the
number of persons who wish to work more among those
currently working for one to 17 hours a week.
2) With the exception of the unemployment rate, figures are
three-quarter moving averaged.
Source: National Statistical Office

second and third deciles saw modest improvements in
income owing to their increasing rates of income
growth. Those in the second decile experienced a

<Figure II-17>

turnaround from deficit to surplus in their household

Household balance trends by income bracket 1)
(10 thousand won)
Average
2nd decile

80

increases in their household deficits, while those in the

(10 thousand won)
1st decile
80
3rd decile

balances in the year’s second quarter, based on the
three-quarter moving average.
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40
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From January to August 2006, the number of persons
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having their debts rescheduled through the
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-20
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-40

-40
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1993
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alleviation effect, has decreased considerably, while
those choosing individual resuscitation14) or bankruptcy
filing procedures, which offer relatively higher debt

Trends of debt rescheduling cases1)
(thousand persons)

(thousand persons)

300
Individual
resuscitation

300

200

Credit recovery

150

150

100

100

50

50
0

0
2003

alleviation effects, have increased greatly.

250

Individual
bankruptcy

2002

from the same period in 2005. The number of people
Service13), which offers a relatively minor debt

<Figure II-18>

200

Recovery Service or the civil courts decreased 26.2%
choosing the Credit Counseling and Recovery

Note: 1) Figures represent the balance sheets of urban workers, which
are three-quarter moving averaged after deflated by the
consumer price index (2000=100).
Source: National Statistical Office

250

procedures12) offered by the Credit Counseling and

2004

2005

2006.1-8

Notes: 1) Figures for January to August 2006 are annualized.
Source: The Supreme Court and the Credit Consulting & Recovery
Service

10) Refers to those working for less than 18 hours a week owing to
economic reasons (lack of job or weak business) and wishing to work
longer hour.
11) The gap in household balances between the top three deciles and the
bottom three deciles widened by 3.6% in the first half of the year.
12) For more details about the individual workout program, please refer
to the Financial Stability Report (April 2004).
13) This service was established in October 2002 in compliance with
adoption of the Individual Workout System.
14) The system was introduced as the Individual Debtor Resuscitation
Act enacted in September 2004.
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3. Debt servicing capacity of the
business sector

<Figure II-19>

Corporate profitability declines

Trends of operating profit-to-sales ratios

1)

In the first half of 2006, the operating profit-to-sales
12

(%)

10

(%)
All industry average

12

Large businesses
Small and medium-sized
enterprises

10

ratio of listed firms15) posted a modest decline from the
same period of the previous year. This was due to a
drop in the unit price of exported goods, to increases in

8

8

6

6

4

4

prices of raw materials including crude oil and nonferrous metals, and to appreciation of the local
currency.

2

2
2000

2001

2002

2003

2004

2005

2006

those in the semiconductor, communication equipment,

Note: 1) For the first half of each year
Source: The Bank of Korea

iron and steel manufacturing, and power generation

<Figure II-20>

industries posted more noticeable declines in
profitability than did small and medium-sized

Operating profit trends1)
(%)
14

In terms of business size, large businesses, especially

(%)
Total business

enterprises (SMEs), so that the gap in profitability
14

Domestic market-oriented businesses

between large firms and SMEs narrowed. The

12

appreciation of the Korean won and the rise in raw

10

10

material prices since 2005 had a greater effect this year

8

8

6

6

4

4

to-sales ratios between domestic and export businesses

2

narrowed somewhat compared to last year.

12

Export-oriented businesses
GDP growth rate

on domestic market-oriented businesses than on
export-oriented businesses, which had already been
impacted last year.16) Thus, the gap in operating profit-

2
2001

2002

2003

2004

2005

2006

Note: 1) For the first half of each year
Source: The Bank of Korea

15) Those listed on the Korea Exchange (based on the KIS-Value data as
of August 31, 2006), with financial institutions excluded.
16) Export-oriented businesses are those whose exports account for
half or more of their total sales. The others are referred to as
domestic market-oriented businesses here.

- 24 -

Ⅱ. Changes in the environment for financial stability

<Figure II-21>

With corporate profitability declining and corporate

Trends of businesses’ net interest
compensation ratios1)

loan interest rates17) rising, the percentage of businesses

Less than 100%

Operating loss
Higher than 100%

unable to cover their net financial expenses18) with

100

Higher than financial revenue (%)
100

80
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40

40

coverage ratios less than 100% for three consecutive

20
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years has also increased somewhat.

(%)

operating profit, i.e. those showing net interest
coverage ratios of less than 100%,19) has increased.
Among total borrowings of listed businesses, the

0

proportion of businesses that have shown net interest

0
1999
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2003
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Businesses’ financial soundness improves modestly

Note: 1) For the first half of each year
Source: KIS-Value,The Bank of Korea

The ratio of stockholders’ equity to total assets20) has

<Figure II-22>
Share of borrowings made by businesses
with less than 100% net interest coverage ratios1)
(%)

(%)

12

12

continually improved since the 1997 financial crisis,
despite the weakened profitability in businesses. For
the first half of 2006, this figure (54.5%) compared
favorably to those for the U.S. and Japan. Even

10

10

businesses in the bottom 10% have continued to
experience improvement in their stockholders’ equity-

8

8

to-total asset ratios. These facts indicate that
businesses’ ability to withstand external shock has not

6
2001

2002

2003

2004

2005

6

2006

weakened. The improvement in businesses’ financial
soundness is also partially attributable to their sluggish

Note: 1) For the first half of each year
Source: KIS-Value, The Bank of Korea

investment activities. In the long run, it may thus lead
to weakening competitiveness and a drop in

<Figure II-23>

profitability.

Trends of stockholders’ equity-tototal assets ratios1)
(%)
80

(%)
Large businesses
All industry average

SMEs
Lowest 10% percentile
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40
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-40
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Note: 1) At the end of each year
Source: KIS-Value, The Bank of Korea

17) Weighted average lending interest rates offered by banks for SMEs
(based on newly contracted loans, %)
2005.1/4

2005.2/4

2006.1/4

2006.2/4

5.74

5.71

6.05

6.12

18) Net financial expenses = financial expenses - interest revenue
19) Net interest coverage ratio = operating income / (financial expenses interest revenue)
20) Ratio of stockholders’ equity to total assets = stockholders’ equity /
total assets
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<Figure II-24>

Businesses’ dependence upon borrowing21) made a
positive turnaround in the first half of 2006, with SMEs

Dependence on borrowings1)
(%)

(%)

40

Large businesses

SMEs

showing a greater increase than large businesses, after
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four years marked by a downward trend. The facts that

35
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banks increased their lending to SMEs22) considerably,
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while demand by SMEs for working capital and
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precautionary funds increased, appear to account for
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Note: 1) Based on year-end
Source: KIS-Value, The Bank of Korea

Norges Bank, the central bank of Norway,23) the
proportion of high-risk businesses in the market

Distribution of businesses by credit risk rating1)

increased along with the weakening profitability, while

(Large businesses)
(%)

Modest increase in high risk businesses
Analyzed by the credit risk assessment model of the

<Figure II-25>

100

this change.

High risk

Medium risk

Low risk

(%)
100

the share of low-risk businesses decreased. As shown
by the transition matrix by credit risk rating, it is easier

80

80

60

60

standings than it is for SMEs with the same credit risk

40

40

rating, while low risk large businesses are more likely

20

20

0

0
2001

2002
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for high risk large businesses to improve their credit

to maintain their credit ratings than low risk SMEs.
This means that SMEs have a higher possibility of
transiting into a higher risk bracket than large

Note: 1) For the first half of each year
Source: KIS-Value, The Bank of Korea

businesses. And an SME fallen into the high-risk
business classification after a failed investment, for

<Figure II-26>

instance, will find it very difficult to improve its credit

Distribution of businesses by credit risk rating1)
(SMEs)
100

(%)

High risk

Medium risk

Low risk

rating, even if its balance sheet and other financial
(%)
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0
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indicators such as its stockholders’ equity-to-total
21) Dependence on borrowings = total borrowings / total assets
22) For more discussion on loans to SMEs, please refer to III.1 (Lending
market) and IV.1 (Soundness of banks).
23) For more discussion, please refer to the Financial Stability Report
(October 2003).
Profitability
Low risk
Low risk
Medium risk
Medium risk
High risk

0

Note: 1) For the first half of each year
Source: KIS-Value, The Bank of Korea
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assets ratio remain good.

<Table II-3>
Transition matrix of credit risk rating
Large businesses
First half of
2006
First
half of 2005

(%)

High risk

Medium risk

High risk

70.6

27.0

2.4

Medium risk

24.5

66.8

8.6

Low risk

4.4

25.0

70.6

First half of
2006
First
half of 2005

debts is evaluated as not having fallen, based upon their

Low risk

SMEs

solid financial conditions as reflected in their higher
capital ratio levels than their counterparts in the U.S.
(%)

High risk

Medium risk

High risk

78.8

18.3

2.9

Medium risk

32.4

63.3

4.3

Low risk

14.4

20.5

65.2

Source: KIS-Value, The Bank of Korea

Low risk

The overall capacity of local businesses to service their

and Japan. However, considering this increase in the
number of businesses with high risk, particularly
SMEs, and in businesses with net interest coverage
ratios less than 100%, the debt service burdens of those
at the bottom of the spectrum seem to be gradually
increasing.
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4. Real estate market

Rise in housing prices slows down
After rising rapidly from December 2005, housing

<Figure II-27>

prices as a whole have shown a slower rate of increase

Apartment transaction price indices

since June 2006. In particular, the monthly average rate
130

(2003.9=100)

(2003.9=100)
130

of price increase of apartments in the Seoul

Seoul

Metropolitan Area fell to 0.4% in the June to August
110

110

All cities

90

2006 period, from 1.6% for the five preceding months,
although it then rebounded slightly to 0.6% in

90

September.
70

70

This slowdown in the rise in housing prices is mainly
50

50
2000

2001

2002

Source: Kookmin Bank

2003

2004

2005

2006

attributed to a decrease in demand for houses for
investment purposes,24) following the strengthening of
regulations concerning housing loans, the rise in taxes
on both holding and transfer of houses, and the hike in
interest rates on housing loans.
However, the number of houses offered for sale has not
increased in areas which have recently shown high
rates of increase in housing prices.25) This phenomenon
suggests expectations of a further rise in housing
prices, in addition to reflecting the excellent residential
and educational conditions in these areas and the
burden of the high tax levied on housing sales
proceeds. The expectation of a further rise in housing
24) Between 2000 and 2005, the Seoul Metropolitan Area housing supply
ratio jumped from 77.4% to 89.7%, whereas the percentage of those
living in their own houses rose only slightly, from 40.9% to 44.6% in
the same period. This is indicative of the fact that the percentage of
those owning more than one house for investment purposes has
increased.
25) Between March and June 2006, the number of apartment transactions
in the Seoul Metropolitan Area decreased by 58.3%, from 11,850
cases to 4,945 cases. In the Gangnam, Seocho and Songpa Districts in
Seoul, the number decreased by 79.8% in the same period, from 2,491
cases to 503 cases.
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prices is chiefly linked to predictions that the
regulations concerning housing loans and the tax
burden may be eased. In this respect, it is important for
the government to maintain the consistency of the
policies concerned until the housing market is
eventually stabilized.
The level of lease deposits, which had shown a slower

<Figure II-28>

rate of increase since June 2006 after rising sharply in

Apartment lease deposit indices

120

(2003.9=100)

(2003.9=100)
120

the second half of 2005, has returned to an upward
track since September 2006. After registering a high

110

rise in September 2006, lease deposits in Seoul are

100

100

approaching their record-high level of September 2002.

90

90

All cities

110

In some areas, the level of lease deposits is rising
sharply due to high demand for rental housing

Seoul
80

80

70

70

The increase in lease deposits from September onward

60

is attributable to various factors, including slightly

60
2000

2001

2002

2003

2004

2005

generated by the reconstruction of existing apartments.

2006

lowered expectations of a rise in housing prices, a

Source: Kookmin Bank

decrease in the supply of newly built apartments,26) and
<Table II-4>

a change in the housing subscription system, which

Changes in apartment lease deposit indices
by housing cycle1)2)

Relevant period
Jan.1986~Aug.1987
(20 months)
Sep.1987~Apr.1991
(44 months)
May1992~Apr.20013)
(111 months)
May 2001~Dec.2005
(56 months)

Changes in
apartment
transaction
price indices(%)

Changes in
apartment lease
deposit indices(%)

-3.86

14.65

25.45

23.29

3.03

13.08

13.55

4.78

Note: 1) Based on apartments in Seoul
2) Annualized rates of change compared to the previous months
3) Not including the period of the nation’s financial crisis, i.e., Oct.
1997 through Jun. 1998

will henceforth ensure provision of favorable treatment
to those who do not yet own homes.27) There is a
possibility that the level of lease deposits will remain
high, as people tend to refrain from purchasing houses
when housing prices stabilize.

Land prices remain unstable
Since April 2005, land prices have remained unstable,

26) According to Real Estate 114, the number of newly built apartments
in Seoul stands at 43,000 in 2006, compared to 60,000 in 2004 and
52,000 in 2005.
27) According to a survey conducted by Kookmin Bank, the percentage
of realtors saying that housing rental demand exceeded supply in
September 2006 came to 85.1% in Seoul. In particular, the figure for
the Gangbuk area (northern part of Seoul) registered 89.6%, the
highest figure since 2003.
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<Figure II-29>

although their trend of increase has gradually slowed.
The rate of increase in nationwide land prices dropped

Land price fluctuations by region1)

28

(%)

(%)
Nationwide

Seoul

North Chungcheong

South Chungcheong

24

South Jeolla

to 4.9% (annual rate) in August 2006, after hitting
28
24

6.5% in March. However, the figure remains above its
long-term average for the past 16 years of 2.4%.

20

20

16

16

12

12

8

8

higher rate than the national average, mostly due to the

4

4

impact of the “New Town Project.” In contrast, land

0

0

prices in North and South Chungcheong and South

-4
2001.1Q 02.1Q 03.1Q 04.1Q

-4
05.1

4

7

10 06.1

4

7

By region, land prices in Seoul are still rising at a

Jeolla Provinces, which had shown a high rate of
increase, are now slowing down.

Note: 1) Annualized increase ratios compared to the previous quarters
(until the end of 2004) and previous months (from 2005)
Source: Korea Land Corporation

By use of land, the rate of increase in land for
residential, commercial, and industrial purposes has
<Figure II-30>

risen amid the increase in demand in Seoul related to
development projects including the “New Town

Land price fluctuations by usage

1)

18

(%)

(%)
Commercial zone
18
Administrative zone
Agriculture and forestry zone

Residential zone
Industrial zone
Green zone

Project.” The rates of increase in land prices in green
zones, administrative zones28) and agricultural and

15

15

forestry areas, which have been a major factor behind

12

12

the instability in land prices, are showing signs of a

9

9

slowdown. However, there is a possibility that land

6

6

prices in these areas will rise again following the

3

3

commencement of projects aimed at achieving

0

balanced regional development, through the

0
2001.1Q 02.1Q 03.1Q 04.1Q

05.1

4

7

10 06.1

4

Note: 1) Annualized increase ratios compared to the previous
quarters (until the end of 2004) and previous months
(from 2005)
Source: Korea Land Corporation

7

“Innovation City” and “Enterprise City” projects
among others.

Commercial real estate market remains stable
In the commercial real estate market, lease deposits for
offices in Seoul have remained stable. They increased

28) Under the Law Pertaining to the Planning and Use of National Land,
some areas are designated as administrative zones for the promotion
of the agricultural/forestry industries, the conservation of the natural
environment and forests, or systematic management for the
accommodation of the population and industries in urban areas.
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<Figure II-31>

by 1.3% in the first half of 2006, higher than the figure

Office lease deposit index and vacancy ratio
in Seoul
130

(2000.1Q=100)

(%)
Lease deposit index (LHS)

of 0.4% in the same period of the previous year. In real
price terms, however, calculated in consideration of the
7

rate of increase in consumer prices, lease deposits have

6
120

continued to fall since 2004.

5
4

110

In the second quarter of 2006, the ratio of office space

3
Vacancy ratio (RHS)
100

90
2000.1Q 3Q 01.1Q 3Q 02.1Q 3Q 03.1Q 3Q 04.1Q 3Q 05.1Q 3Q 06.1Q

2

vacancy in Seoul stood at 3.1%, down by

1

0.6 percentage point from the fourth quarter of 2005

0

(3.7%). The gap between the vacancy ratio for largesized buildings with total floor space of 15,000 pyung

Source: Korea Appraisal Board

or greater (1 pyung is equivalent to approximately
<Figure II-32>

3.3m2) and that for small-sized buildings (with total

Lease deposits and vacancy ratio by
building size1)
Lease deposits
(small buildings)
(LHS)

(thousand
won/pyung)
14,000
12,000

floor space less than 5,000 pyung), appears to have
narrowed somewhat in the second quarter of 2006,

Lease deposits
(large buildings)
(%)
(LHS)
8

Vacancy ratio
(small buildings)(RHS)

Vacancy ratio
(large buildings)(RHS)

10,000
8,000

6

of 2003. This change can be attributed to the drop in

4

business profitability, which has forced businesses to

2

move to medium- and small-sized buildings with lower

0
6,000

-2

4,000

after having continually widened since the third quarter

rents.

-4

2,000

-6

0
2003.1Q

-8
3Q

2004.1Q

3Q

2005.1Q

3Q

2006.1Q

Note: 1) Large buildings: 15,000 pyung or larger; small buildings:
smaller than 5,000 pyung
Source: Korea Appraisal Board
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Ⅲ. Stability of the financial market
<Figure III-1>
Corporate lending
(trillion won)

(trillion won)
500

45
Corporate lending balance
outstanding (RHS)

35

1. Lending market

450

25
400

15

350

5
-5

300
Changes in corporate
Changes in NBFIs’ lending of commercial and
corporate lending (LHS) specialized banks (LHS)

-15
-25
-35

1H 2002 2H 1H 2003 2H 1H 2004 2H 1H 2005 2H 1H 2006

Corporate lending increased by 29.1 trillion won in the

250

first half of 2006, surpassing the total annual increase

200

of 19.7 trillion won in 2005. Commercial and

Source: The Bank of Korea

specialized banks increased their corporate loans by a
large amount of 21.6 trillion won, while non-bank

<Figure III-2>

(%)

Corporate loans show a great increase

Distribution of corporate loans by
company size1)

95

financial institutions registered a 7.5 trillion won
increase, reversing the trend from their decrease in the

(%)
30

SMEs (LHS)

second half of 2005.

90

25

85

20

By type of borrower, the share of commercial and

80

15

specialized banks’ loans to SMEs has increased

75

10

considerably, amid positive efforts in this direction on

Large enterprises (RHS)

70
65
2002.Ⅰ

5
0

Ⅲ

2003.Ⅰ

Ⅲ

2004.Ⅰ

Ⅲ

2005.Ⅰ

Ⅲ

2006.Ⅰ

Note: 1) Corporate loans as a proportion of commercial and specialized
banks
Source: The Bank of Korea

their part, while the share of loans to large enterprises
has decreased. The decrease in loans to large
enterprises can be attributed to enterprises’ solid
liquidity conditions and the increased issuance of
privately placed bonds by way of bank underwriting.1)

<Figure III-3>
Distribution of loans by industry1)

By type of industry, the share of loans to construction

Restaurants and hotels (RHS)
Construction (A)(RHS)
Real estate renting and business activities (B)(RHS)

50

(%)
Services (LHS)

and real estate businesses continued to grow, as it also

(%)
25

had in the second half of 2005, due to an increase in
45

20
Construction and real estate (A+B)(RHS)

40
35

Manufacturers (LHS)

30

loans related to the purchase of housing land. The share

15

of loans to manufacturers, meanwhile, moved in the

10

opposite direction.

5

25
2002.Ⅰ

0
Ⅲ

2003.Ⅰ Ⅲ

2004.Ⅰ

Ⅲ

2005.Ⅰ

Ⅲ

2006.Ⅰ

Note: 1) Commercial and specialized banks and non-bank
financial institutions (Money and Banking Statistics)
Source: The Bank of Korea

1) The outstanding amount of privately placed bonds underwritten by
domestic banks (including KDB and KEXIM) stood at 37.0 trillion
won at the end of June 2006, to mark an increase of 13.5 trillion won
from the end of 2005.
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<Figure III-4>

In line with the hikes in the policy rate, commercial

Interest rates on corporate lending1)
(annual %)
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Bill discount rates of
mutual savings banks (RHS)

9

and spcialized bank lending rates on SME loans (based

(annual %)
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on newly made ones) have continued to rise, since
reaching their low point in August 2005. However, the
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spread between lending and deposit rates (based on

Interest rates on
commercial banks’
SME loans (LHS)

8
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7

narrowed as a result of the higher rise in banks
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funding rates.2)

6
5

9

Interest rate on commercial banks’
loans to large enterprises (LHS)

4
3
2003.1

8
7

2004.1

7

2005.1

newly made savings deposits) appears to have

11

7

2006.1

7

Domestic banks’ lending to SMEs has increased due to
the recently intensifying competition among them to

Note: 1) Based on new loans extended
Source: The Bank of Korea

expand their market shares. Nevertheless, the credit
ratings for newly extended SME loans appear to be

<Figure III-5>

improved compared to past loans. Banks have not
Household lending
(trillion won)

(trillion won)
40

collectively increased their loans to specific industrial
550

Changes in household loans of
commercial and specialized banks (LHS)
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30
Household lending
balance outstanding
(RHS)
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sectors, in contrast to the periods of dramatically
increased SME lending in former days (as past figures

450

will attest). Thus, the recent increase in loans to SMEs

400

is not likely to expose banks to much greater credit

350

risks to any noticeable extent.

300

0
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-10
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Changes in household loans of non-bank
financial institutions (LHS)

-20

Household lending grows faster

150
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Household lending increased by 23.2 trillion won in the

Source: The Bank of Korea

first half of 2006, the largest among first six month
increases since 2003. By type of financial institution,

<Figure III-6>

commercial and specialized banks increased their

Interest rates on household lending1)

lending significantly, particularly in mortgage loans,
(annual %)

(annual %)
10

10
Interest rates on general
loans of credit unions

9

8

9

8

Interest rates on general
loans of mutual credits

7

7

6

Interest rates on household
loans of banks
Interest rates on banks’loans
secured by housing collateral

5
2003.1

7

2004.1

7

2005.1

Note: 1) Based on newly extended loans
Source: The Bank of Korea

7

2006.1

while non-bank financial institutions, led by mutual
credit facilities and credit card companies, did likewise.
Commercial and specialized bank rates (based on new
loans) for housing loans, which account for the bulk of

6

5
7

2) The spread between the lending rates for SME loans (based on newly
made ones) and banks funding rates (based on newly made savings
deposits) decreased from 2.20%p in August 2005 to 1.81%p in July
2006.
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household loans (including housing loans such as
collective loans, progressive payment loans, etc.), had
exhibited an upward trend since reaching their lowest
point in June 2005, until they dropped temporarily
through the March-May 2006 period amid the fierce
competition for higher market share. From June 2006
onwards, however, they have aligned on an upward
curve following the further increase in the policy rate
and the guidance from the financial supervisory
authorities to tighten risk management on mortgage
loans.
Since the 2003 credit card crisis, extension of

<Figure III-7>

household credit3) by the credit card company sector

Household credit in credit card
company sector1)
(trillion won)
90
80

had generally continued to decrease until the first

(trillion won)
Loans(Card loans + Cash inadvances)
Merchandise credit
Household credit
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quarter of 2006. However, there was a positive market
turnaround in the second quarter of 2006. The number

70

70

60

60

50

50

end of June 2006 from 35 million a year earlier, owing

40

40

30

30

to a drop in the delinquency rate, improved

20
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profitability, and sharp competition mainly by way of

10

10

the increased number of credit card agents and the

0
1998.3 1999.3 2000.3 2001.3 2002.3 2003.3 2004.3 2005.3 2006.3

Note: 1) Household credit = Loans (Card loans + Cash inadvances)
+ Merchandise credit
Source: The Bank of Korea

0

of credit cards issued had jumped to 43 million at the

lowering of the floor for handling charges.4)
Since the financial crisis in 1997, the lending market
has rapidly shifted its focus from producers to
consumers. The share of household loans as a
proportion of total loans outstanding of financial
institutions had increased from 35.8% at the end of
1999 to 53.2% at the end of June 2006. With their

3) Household credit in the credit card company sector refers to the total
amount outstanding of loans (card loans + cash advance services) and
the outstanding amount of merchandise credit of credit card firms and
banks’ credit card sections, excluding the portion securitized via
issuance of ABSs (asset-backed securities).
4) The historical peak for credit card companies’ monthly credit card
issusance (excluding the credit card sector of banks) was 47 million in
June 2002.
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financial structures reestablished in such a way as to
minimize the risk of bankruptcy, corporations have
shown decreased demand for loans, and financial
institutions have bridged the gap with household loans,
particularly mortgage loans.
In the past, most mortgage loans specified methods for

<Figure III-8 >

lump-sum repayment at maturities within three years,

Distribution of housing loans by loan type1)

thereby creating a structure more vulnerable to external
(%)

Fixed rate loans
Floating rate loans

Hybrid rate loans

(%)

shocks. However, the lending maturities are being

100

100

80

80

60

60

40

40

20

20

0

0

extended recently, and the share of loans with terms
providing for partial repayment is growing, leading to a
gradual settling of the vulnerability in the overall
maturity structure.
In the meantime, the share of fixed interest rate loans in
total outstanding mortgage loans remained at the

end of 2003

end of 2004

end of 2005 end of July 2006

Note: 1) Based on the nine major domestic banks
Source: The Bank of Korea

meager figure of 2.4%5) (based on nine leading
domestic banks) as of the end of July 2006. This is in
clear contrast to the situations in more advanced
countries such as the US, Japan and France, where
fixed rate loans take up the lion’s share of mortgage
loans. Even in the case of floating rate mortgage loans,
interest rate caps are imposed in some countries such as
Belgium and the US, to help reduce the risks associated
with floating rates. By contrast, Korea’s households,
whose risk management capacity is inferior, have no
option but to assume a significant interest rate risk
burden.

5) The figure is inclusive of loans with mixed rates (i.e., loans for which
fixed rates are applied for a given period of time, followed by floating
rates.)
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<Box III- 1>

Status of domestic banks fixed rate mortgages and policy issues

Domestic banks have increased their mortgage loans greatly amid the rapid rise in real estate prices since 2001.
Mortgage loans offered by domestic banks are characterized by short-term maturities, lump-sum repayments,
and adjustable rates compared to those offered in major countries, including the US. As a result of diverse efforts
by the authorities some positive changes have been made, such as a lengthening of maturity period (e.g., 4.5
years on average at the end of 2003
amortized loans (13.9%

8.2 years at the end of July 2006) and an increase in the share of

46.4% in the same period). However, the share of fixed rate mortgages (FRMs) as a

proportion of total mortgage loans stood at a mere 2.4% (including hybrid adjustable rate mortgages (ARMs)) as
of the end of July 2006, despite households’ increased interest in FRMs as a result of the rise in market interest
rates from the second half of 2005. Furthermore, the FRM contract lengths and the periods of fixed rate
application for hybrid ARMs are mostly (73.5%) less than three years. In the case of ARMs, the share of those
with re-pricing periods shorter than three months comes to 83.5%, while the share of those with re-pricing
periods not less than one year stands at 0.8%.

Percentage of mortgage loans by interest rate structure1)
(End of period, %)
ARMs
FRMs

Hybrid
ARMs

Linked to market interest rates
(CDs)

(Financial bonds)
2.3

Others
11.3

Total

2003

4.6

1.5

82.6

65.5

100.0

2004

3.1

0.9

89.2

67.0

8.7

6.8

100.0

2005

1.4

1.5

93.3

67.8

14.9

3.7

100.0

2006.7

1.1

1.3

95.3

71.2

13.5

2.3

100.0

Note: 1) Figures based on nine banks, i.e., seven nationwide commercial banks and two special banks

This extremely low share of FRMs as a proportion of mortgage loans offered by domestic banks can be
attributed to the fact that borrowers generally prefer the lower interest rate loans, ARMs, at the time of
borrowing. This attitude on the part of borrowers appears to stem from the prevalence of low interest rates in
the market for an extended period of time, as well as the practice of repaying loans within a short period of
time through the sale of real estate. Banks have also positively complied with this customer demand, since in
doing so they have been able to hand over the interest rate risk burden to customers. Consequently, banks have
seen little reason to make efforts to develop FRM loans, and have set their fixed rates at excessively high levels
compared to the ARM rates. More recently, banks have started changing their loan strategies so as to promote
FRMs, in an effort to lower interest rates and develop new products, in response to the narrowing gap between
long-term and short-term interest rates and the drop in interest rates offered by the Korea Housing Financial
Corporation for mortgage loans.
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The greatest problem arising from the fact that most mortgage loans offer floating rates is that borrowers, who
have insufficient risk management abilities, are exposed to the interest rate risk commonly associated with
floating rates. Since mortgage loans are basically long-term loans, a financial institution making loans at fixed
rates must shoulder the burden of interest rate risk associated with interest rate fluctuations, as it is making
fixed rate long-term mortgages with short-term funds. With the development of risk management techniques
including MBSs and interest rate swaps, financial institutions now find it possible to avoid or control the
interest rate risks associated with fixed rate loans, and consequently the impact of such loans on overall
stability of the financial system is diminishing. In contrast, when mortgage loans are extended at floating rates,
banks shoulder credit risks when market interest rates go up - due to the higher default risks on the part of
borrowers who take on the burden of interest rate risk. In such a case, there is no fundamental solution to the
problem, unless borrowers are able to reduce their debts. For borrowers whose total mortgage loan amounts
have increased greatly compared to their incomes due to a rise in housing prices, in particular, even a modest
rise in interest rates can seriously affect debt repayment abilities. Thus, the excessively high share of ARMs in
the domestic mortgage market may work to the detriment of both housing market and financial system
stability.
Even overseas, mortgage loans with floating rates appear to present greater risk than those with fixed rates. In
simulation tests of mortgage finance borrowers, Professor Miles of London University found that, in the case
of borrowers whose loan amounts exceed their annual incomes by more than three times or whose incomes
remain unstable, mortgage loans having fixed rates are more favorable than those with floating rates - for both
the borrower and the lending bank. It also turns out that, in the US as well, floating rate mortgage loans have
higher delinquency rates than those with fixed rates. In December 2004, Fannie Mae, which specializes in
mortgage securitization, blamed the higher delinquency rates it faced on the fact that the borrowers of
mortgage loans with floating rates did not fully recognize
Trend of the gap between FRM and ARM rates

the risks associated with those products.

(%p)
1st quarter
of 2006

In order to increase the share of FRMs as a proportion of
total mortgage loans made by domestic banks in the future,
it is necessary to narrow the gap between FRM and ARM
interest rates to a rational level. Practically, it is judged
reasonable to set the gap between the two types of rates at a
level higher than the interest rate gap (i.e., the fixed rate

Gap between FRM rates
and ARM rates1) (A)

1.71

July 31. September 7.
2006
2006
0.80

0.36

Gap between 3-year
0.92
0.35
0.20
financial bonds1)
and 3-month CDs (B)
(A-B)
0.79
0.45
0.16
Note: 1) Based upon the same barrowers of 3-year loans, with all other
conditions being equal

minus the floating rate) in the IRS (interest rate swap)
market, and lower than the interest rate gap between the long-term and short-term market interest rates. When
banks consider only those interest rate risks associated with FRMs, the interest rate gap between the two
mortgage rates should be decided in consideration of the interest rate gap in the IRS market.
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However, when account is taken of the possibility of a rise in the swap rate if all banks attempt to hedge the
interest rate risks associated with FRMs through interest rate swap transactions, the real gap between the two
mortgage rates may be a little higher than the interest gap in the current interest rate swap market. When the
interest rate gap between the two mortgage rates is regarded as an interest rate gap between long-term and
short-term market interest rates (i.e., the interest rate for financial bonds minus the yield for CDs),
consideration should be given to the need for provision against other risks, such as liquidity risk, in addition to
the interest rate risk associated with long-term operation of funds secured on a short-term basis. Nevertheless,
considering the fact that most domestic banks do not take liquidity risk into account at the time of the interest
rate pricing for ARMs, it stands to reason that the interest rate gap between the two mortgage rates should be
fixed at a lower level than the gap between the long-term and the short-term market interest rates. In reality, the
gap between the two mortgage rates offered by domestic banks stood at the level of 1.0 ~ 2.0%p in the first
quarter of this year, but subsequently narrowed to 0.80%p at the end of July and to 0.36%p in September, amid
the closing of the gap between long-term and short-term market interest rates and expansion of the range of
interest rate reduction for FRMs. It appears that banks need to study ways to further narrow the gap between
the two mortgage rates, in view of the current gap (about 0.20%) between long-term and short-term market
interest rates as of September 2006.
The government authorities also need to search for ways to apply differentiated supervision criteria when
calculating risk-weighted values for the BIS capital ratio and the amount of loan loss reserves, and to provide
preferential treatment such as tax-deductions for loans offered at fixed rates, given that FRMs carry lower
credit risk than do ARMs. In addition, banks should also utilize various risk management techniques, such as
the issuing of MBSs and long-term financial bonds, and engaging in interest rate derivative transactions, to
ensure more effective management of interest rate risk resulting from extension of FRMs.
Finally, in order to reduce the risks associated with ARMs, which account for the lion’s share of mortgage
loans across the nation, there is a need to introduce an interest rate cap policy for them - as in the US and
Europe - as well as to encourage banks to lengthen their re-pricing periods for ARMs. It is also necessary to
require financial institutions, at the time of extending ARMs, to inform borrowers of the relevant interest rate
risks associated with changing interest rates, just as stipulated in the United States Code and the Code of
Federal Regulations of the United States.
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2. Bond market

Treasury bond yields decrease gradually

<Figure III-9>
Treasury bond yields and volatility1)
(%, annualized rate)

Throughout 2006, the yield on Treasury bonds (the

(%p, annualized rate)
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running yield on Treasury bonds with three-year
maturity - which will be what “yield on Treasury
bonds” refers to hereafter) has continued on a track of
modest decline. Meanwhile, the spread between short-

Volatility of yields on 3-year
Treasury bonds(RHS)
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and long-term interest rates continues to decrease due

2

1.0

to the prolonged fall in Treasury bond yields, despite

1
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the three-step hike in the policy rate in 2006. At the

0.0

same time, bond market volatility (based on EWMA)6)

0
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4

7

10 2005.1 4
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7

continues to decline.

Note: 1) The volatility is calculated based on the EWMA
(exponentially weighted moving average) method.
Source: The Bank of Korea, KOSCOM

Such a decline in the yield on Treasury bonds is
attributable largely to a market predominance of

<Figure III-10>

demand, amid widespread concerns about economic

Long- and short-term interest rate spreads1)

slowdown. In the period from January to September
(%p)
2.5
2.0

(%p)

Treasury bonds(3 years) - Monetary
Stabilization Bonds(364 days)
Treasury bonds(3 years) - Call(overnight)
Treasury bonds(3 years) - CDs(91 days)

2.5
2.0

1.5

1.5

1.0

1.0

0.5

0.5

0.0

0.0

-0.5

-0.5

-1.0
2004.1

-1.0
4

7

10 2005.1 4

7

10 2006.1 4

7

2006, the monthly average net issuance of Treasury
bonds stood at 3.4 trillion won, a decrease from the
period averages of 3.5 trillion won and 3.8 trillion won
in 2004 and 2005, respectively. In contrast to the
decrease in Treasury bond issuance, the related demand
has increased, particularly among insurance
companies, pension funds, and domestic branches of
foreign banks. Insurance companies and pension funds
have been attracted to Treasury bonds because of the

Note : 1) The dotted line indicates the long-term (January 1999 through
September 2006) average of yields on 3-year Treasury bonds
minus overnight call rates.
Source: The Bank of Korea, KOSCOM

6) The EWMA (exponentially weighted moving average) improves on
the simple mean of volatility by assigning greater weight to more
recent volatility in terms of volatility assumptions. More specifically,
the weights decline exponentially as time recedes. Under this method,
variation (б2t) is set as б2t= λ
) r2t. Present variance is fixed by
б2t-1 +(1-λ
yesterday s variance and the new shock (r2t ) in today s market. Here,
the weighted value (λ
) applied to yesterday s variance is a kind of
shock delay factor ranging from 0 to 1 (0.97 is generally used for daily
data). EWMA volatility is an annualized figure of the conversion to
standard deviation with this method.
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166bp rise in Treasury bond yields in the second half of
2005.7) The fact that large volumes of Deposit
Insurance Fund Bonds have reached maturity8) has also
contributed to the companies’ enhanced purchasing
capacity. The increased investment in Treasury bonds
by domestic branches of foreign banks has stemmed
from expectations of a decline in market interest rates.
Their hedging transactions as swap banks for the
issuance of structured bonds9) and interest rate arbitrage
trading linked to currency swapping10) has also had a
reinforcing effect. These banks’ investment in Treasury
bonds has continued to increase since April 2006, and
at the end of September 2006 was 57.9% higher than at
year-end 2005.

Corporate bond credit spreads continue to shrink

<Figure III-11>
Credit spreads on corporate bonds1)

Since reversing to a decline in July 2003, the credit
(%p)
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7

spreads on corporate bonds over Treasury bonds have
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3-year corporate
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3-year Treasury bonds

Long-term average of
3-year corporate
bonds(BBB-) minus 3year Treasury bonds2)

3

3-year corporate bonds(BBB-)
minus 3-year corporate bonds(AA-)

2
3-year corporate bonds(AA-)
minus 3-year Treasury bonds

1
0

2001
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2
1
0

Note: 1) Average of the market-to-market base yields of the three bond
appraisal companies
2) Average during the period from October 20, 2000 to September
29, 2006
Source: KOSCOM

7) The yield on three-year Treasury bonds rose to 5.27% on December
5, after recording 3.61% on June 2, 2005.
8) The amount of Deposit Insurance Fund Bond redemptions in the
January ~ September 2006 period stood at 18 trillion won, compared
to 16.6 trillion won and 18 trillion won in that period in 2004 and
2005, respectively.
9) Unlike ordinary bonds, structured bonds carry coupon rates and
principal amounts change in accordance with specified economic
indicators (such as market interest rates, exchange rates or stock
prices). At the time of issuance of structured financial bonds by
domestic banks, the domestic branches of foreign banks make
agreements stipulating that they (the foreign banks’ local branches)
pay fixed rates of interest and receive floating rates of interest as the
relevant swap banks. They have purchased Treasury bonds to hedge
their risks associated with payment of fixed rates of interest.
10) The increase in Treasury bond investment by domestic branches of
foreign banks was related to profits from arbitrage trading amid the
widening of the gap between currency swap rates and bond yields,
following a drop in the former caused by local exporters’ increased
taking of short positions in the futures exchange.
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<Figure III-12>

bonds (BBB-) recorded 24bp and 257bp, respectively.

Corporate bond issuance through private
placement and public offering
(trillion won)

(trillion won)
10
Changes in amount outstanding of privately
placed bonds owned by banks
8
Net amount of corporate bonds issued1)
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8
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-4

-4
2005.1Q

2Q

3Q

4Q

2006.1Q

This narrowing of corporate bond credit spread can be
attributed to the continuously bullish demand for bonds
with low credit ratings offering relatively high yields,
and to the dramatic decrease in the amount of corporate
bonds issued. Between January and September 2006,
bonds worth 1.1 trillion won were redeemed, owing to
sluggish business demand for outside funds, and to the
increase in bond issuance by private placement thanks
to the lower cost of fund-raising with the simpler

2Q

Note: 1) The net amount of corporate bonds issued is based on publicly
offered bonds of ordinary companies, excluding financial
institutions, public companies, and of debt-restructuring
companies (ABSs excluded).
Source: The Bank of Korea

issuance procedure than that for public offering,11)
implemented from late December of 2005.
The credit spread on domestic bonds with low credit

<Figure III-13>

ratings is 73bp higher than that on their US

Credit spreads between corporate and Treasury
bond yields in Korea and the US1)

counterparts, a drastic reduction from the spread of

5
Corporate bonds with low
credit rating(BBB)(Korea)

4

4

Corporate bonds
with high credit
rating (AA)(US)

3

2

138bp at the end of 2005. In contrast, the credit spread

(%p)
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5

Corporate bonds with high
credit rating(AA)(Korea)
Corporate bonds with low
credit rating(BBB)(US)
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Note: 1) Based on bonds with 3-year remaining maturities
Source: KOSCOM, Bloomberg

7

appears to be lower than that on comparable US
corporate bonds. Domestic corporate bonds have
shown a continued decrease in credit spreads despite

2

1

2003.1

on domestic corporate bonds with high credit ratings

modestly rising risk premiums, amid the growing
concerns about a reduction in international liquidity in
major advanced countries in May 2006. This shrinkage
of the credit spread on domestic corporate bonds is
judged to be a result of the prevalent supply-demand
conditions in this nation’s small-sized corporate bond
market, rather than a reflection of any decrease in
credit risk taken on by local businesses.

11) Compared with bank loans to businesses, privately placed corporate
bonds entail relatively low fund-raising expenses. This is because the
bank involved is not required to make any contribution (equal to 0.4%
of the monthly average corporate loan balance) to the Korea Credit
Guarantee Fund (KCGF) or the Korea Technology Credit Guarantee
Fund (KOTEC) at the time of the underwriting of private funds, as it
is when extending a corporate loan.
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<Figure III-14>

Bond market shows a low turnover ratio

Turnover ratios1) of bond markets of
selected economies
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Note: 1) Turnover ratio = trading volume during the year / annual
average balance
Source: Asian Bonds Online, The Bond Market Association

domestic bond market have decreased somewhat from
last year. The daily average trading volume for
Treasury bonds decreased from 6.5 trillion won for the
January ~ September 2005 period to 5.9 trillion won in
the same period in 2006, while the monthly average
turnover ratio fell from 4.6% to 2.8% in the same time
span. The lower turnover ratio of the domestic bond
market compared to those in major countries such as
the US indicates relative transaction inactivity
compared to those countries. A low level of liquidity in
the bond market may serve as a factor that exacerbates
uncertainty about price fluctuations, which means that
a slight change in the expectations of market
participants with regard to the economic situation and
to interest rates, and in their attitudes towards risk, is
likely to cause an abrupt change in bond yields.

12) Turnover ratio = Daily average trading volume during the month /
{(balance at the end of preceding month + balance at the end of
current month)/2} 100
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<Box III-2>

Comparison between private placement and public offering of corporate bonds
The public offering of corporate bonds depends upon the attraction of funds from fifty or more investors,
whereas private placement relies upon a method of issuing corporate bonds to a smaller number of specified
investors. Public issuance, which applies to a multitude of unspecified investors, involves the obligations of
securities registration and public disclosure, whereas private placement is free of such obligations, and the firm
concerned is thus able to avoid disclosure of details concerning its business operations, use of funds, etc.
With regard to the issuance process, issuance of privately placed bonds requires a simpler procedure and lower
ancillary expenses than that of publicly placed bonds. The issuance of publicly placed bonds takes about two
weeks to complete the credit rating, selection of a lead manager, underwriting, a business financing IR session,
and securities registration. By contrast, the issuance of privately placed bonds comes with a simpler procedural
obligation, and thus takes a shorter time, as the issuing firm enters into direct contact with the investors to
discuss the issuance conditions. In addition, the issuance of privately placed bonds allows for the flexible
adjustment of contractual conditions, including interest rates and maturity, through consultation. Concerning
expenses related to issuance, privately placed bonds are subject only to payment of registration expenses, while
publicly offered bonds require the payment of contributions, expenses related to registration and listing, and
charges for credit rating, entrustment and underwriting.

Public offering
Obligation of
securities registration
Obligation of public
disclosure
Brokerage agent

Private placement

Applicable

None

Applicable

None

Applicable (indirect issuance)

None (direct issuance)

Issuance-related
charges

An average of 40~50bp* per the amount of issuance
(including contributions, registration fee, listing fee,
annual dues for listed businesses, and charges for
credit rating, entrustment and underwriting)
* Based on three-year corporate bonds

Registration fee

Time required for
issuance

About two weeks

Much shorter (In some cases, issuance can be
made on the very day the resolution is passed
through the Board of Directors.)

Flexibility of
contractual obligations

Limited flexibility of consultations, as it involves a
multitude of unspecified investors

High flexibility of bilateral consultations

Trade

Distributed in Exchanges and OTC markets

Limited

Although in the legal perspective privately placed bonds are securities, they are close to loans in that they
constitute fund supply contracts for a small number of specified investors and offer limited possibility of
distribution. Their maturities generally range from two to three years and they offer more advantages than bank
loans in terms of the financing expenses. The bank concerned is not required to pay a contribution (equal to
0.4% of the monthly average balance of corporate loans) to either the Korea Credit Guarantee Fund (KCGF) or
the Korea Technology Credit Guarantee Fund (KOTEC) at the time of the underwriting of privately placed
bonds, as it is when extending a corporate loan. The interest rate can thus be reduced.
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3. Stock market

Stock price correction and transaction volume

<Figure III-15>
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large scale correction, with decreasing transaction
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The KOSPI, the Korean composite stock index,

short correction phase in mid-January owing to anxiety
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concerning the strength of the local currency. However,

Note: 1) Volatility is calculated by the EWMA (exponentially
weighted moving average) method.
Source: The Bank of Korea, Korea Exchange

it plummeted again to 1,203.9 on June 13, influenced
by predictions of an additional rise in the US policy
rate and deepening uncertainty about the world
economy. Since then, however, the stock market has

<Figure III-16>

showed a gradual trend of recovery.

HHR1) of stock market
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Note: 1) Based on the KOSPI, 10-day moving average of daily HHRs
Source: The Bank of Korea, Korea Exchange

cold. Since mid-May, the HHR (Hui-Heubel ratio),13) an
indicator of the liquidity of the stock market as well as
the volatility of stock prices, has remained at a level
above the long-term average for the post-2000 period,
indicating that the stock market has become less
resilient.

13) HHR={(highest price - lowest price)/lowest price}/(trading value
/total market capitalization)
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<Figure III-17>

Globally, stock prices experienced a correction phase in
most countries from mid-May 2006, with emerging
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stock prices, investors’ risk appetite is assessed as
having dropped compared to the pre-May period.
During this period, the rate of fall and speed of
recovery of Korean stock prices has been at the median

Note: 1) Rate of fall in stock prices: margin of fall in stock prices
/stock prices on May 11
2) Rate of recovery in stock prices: stock prices on September
29/ margin of fall in stock prices
Source : Financial Supervisory Service, Korea Exchange

level for emerging markets.
In 2006, the net value of stock supply from
businesses14) continued on its downward track begun
the previous year. This decrease has been attributed to

<Figure III-18>

reductions in corporate financing through initial public

Stock market financing and net stock supply1)
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amounted to 3.5 trillion won, compared with 2.0

10
5
0
1998

1999

January and June 2006, initial public offerings and

3

-1
2000 2001 2002 2003 2004 2005 2006.1~6

Note: 1) Net stock supply ratio = [(IPO and paid-in capital increase - net
treasury stock purchase) / annual average market
capitalization(based on stock market)]×100
Source: Financial Supervisory Service, Korea Exchange

trillion over that period during previous year and
substantially exceeding the amount of new stocks
issued.

14) Net amount of stocks supplied = initial public offering and capital
increase with consideration - purchase of treasury stocks
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<Figure III-19>

Foreign investors continue net selling
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emerging markets, while in Korea continuing to be net
sellers until September. The share of foreign-owned
stocks (based on market capitalization) thus fell in
Korea to 37.7% by the end of September, compared to
42.0% at the end of 2004. Nevertheless, the ratio of

<Figure III-20>
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selling. The rate of the increase in stock prices on days
when foreigners have engaged in net buying, as well as
the rate of decline on days when they have engaged in
net selling, have gradually fallen, while the correlation
between foreigners’ net buying and selling and the rate
of the stock price rise has become ever-less apparent.
The post-2005 period, in particular, has been
characterized by a considerable decrease in influence
of foreign net selling on local stock prices,

<Table III-1>
Correlation coefficient between foreigners’ net
buying and rate of rise in KOSPI1)
1999

2000

2001

2002

2003

2004

2005 2006.1~9

0.25

0.33

0.47

0.40

0.33

0.28

0.22

0.09

Note: 1) Annual simple average of moving correlation coefficient on 250
days
Source: Korea Exchange, KOSCOM

a phenomenon which is chiefly attributable to the
sound development of the local institutional investor
demand base led by a sharp increase in stock-type
funds15) and variable life insurance.

15) The balance of stock-type funds (including mixed types) increased
from 17.2 trillion won at the end of 2004 to 34.3 trillion won at the
end of 2005, and again to 52.5 trillion won at the end of August 2006.
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The continued outflow of stock investment funds held
by foreign investors may cause a temporary imbalance
in the supply-demand situation, which may in turn
cause unease in the stock market and a consequent
drop in prices. However, a decrease in the share of
foreign investment is expected to have the long-term
effect of reducing local stock market volatility as it will
eliminate sharp fluctuations in stock prices caused by
factors not related to the nation’s fundamental
economic conditions, such as international market
portfolio adjustment.
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4. Foreign exchange market
<Figure III-21>
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1.33 billion dollars between January and August 2006,
reflecting the diminishing trade surplus and a continued
increase in travel expense payments. The capital

Source: The Bank of Korea

account has continued to show a surplus, due to a
drastic increase in the scale of borrowings by domestic
<Figure III-22>

banks, despite the net outflow of funds for residents’
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premiums started to decrease. Judging from the
downward stabilization without sharp fluctuation of
premiums on foreign-currency borrowings, moreover,

<Table III-2>
Interest rate spreads for short-term borrowings
by domestic banks1)

overseas borrowing conditions have been improving.
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Domestic banks increase short-term foreign
borrowings
The share of domestic banks’ short-term borrowings in
their total foreign debts inched up to 54.5% as of the
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<Figure III-23>

end of June 2006 from 47.6% at the end of 2005, due
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local currency appreciation. However, the authorities’
policy to reduce foreign currency borrowings
implemented in August 2006 is expected to have a
negative impact on new loan issuance, and has thus far
slowed the growth in short-term borrowings.
Examining the structure of the maturity gap between

<Figure III-24>

foreign currency-denominated assets and liabilities of

Maturity gaps between foreign currency-denominated
assets and liabilities of domestic banks1)
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considerable portion of short-term operating funds in

maturities exceeding one year continues to show a
liability surplus, due to the sluggish demand for longterm foreign currency loans, among other reasons.

16) The balance of foreign currency loans made by domestic banks
increased from 41.1 trillion won at the end of 2005 to 42.6 trillion
won at the end of March 2006, and again to 49.5 trillion won at the
end of June 2006.
17) In the January ~ June 2006 period, domestic businesses’ net selling of
forward exchange contracts stood at $25.2 billion, a 72.6% increase
compared to the first half of 2005 ($14.6 billion)
18) [(Foreign currency assets - foreign currency liabilities)/Foreign
currency assets] 100
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<Figure III-25>
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towards the end of September, showing a modest

Note: 1) Trading volume is based on inter-bank foreign-exchange
spot transactions (daily average)
Source: The Bank of Korea

appreciation from the end of the preceding year.
As for the won/Japanese yen exchange rate, the won
had gained strength against the yen, reaching the 800
won per 100 yen level in early April. Towards the end
of April, however, the won/yen exchange rate fell back

<Figure III-26>
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800 won per 100 yen level towards the end of
September.

9

Emerging market currencies have shown differing
movements against the US dollar. Between January
and September 2006, the Malaysian ringgit, Singapore
dollar, and Brazilian real all showed strong trends
against the dollar, like the Korean won, while the
currencies of countries running current account deficits
showed relative weakness.
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<Figure III-27>

Foreign exchange volatility remains at a low level
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7

respectively, amid the continued increase in overseas
trade and improvement of the foreign exchange
quotation system.19)

19) Effective from February 1, 2006, the foreign exchange quotation
system came to be used by inter-bank market participants only. In the
past, the system was provided to all participants handling customers
in markets, including businesses and offshore traders.
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Ⅳ. Soundness of financial institutions
1. Soundness of banks
Credit risk

<Figure IV-1 >
Banks’ exposure to the corporate sector
(End of period)
(trillion won)
400
350

Corporate exposure increases considerably

(%)
40

Exposure to the corporate sector(LHS)
Weight of large corporation exposures(RHS)
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300
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In the first half of 2006, commercial banks’ exposure
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to the corporate sector,1) and to SMEs in particular,
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increased by 12.5% from the end of the preceding year.
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5
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0
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Source: Banks’call reports

banks’ active efforts to increase loans2) and the
Financial Supervisory Service’s measures to tighten
regulations on mortgage loans.

<Figure IV-2 >

By sector, loans to construction companies increased

Changes in banks’ exposure to industrial sectors
(End of period)

(%)
60

Bank loans to SMEs continued to increase thanks to

Manufacturing

(%)

by 37.0% in the first half of 2006, led mainly by loans

60

for land purchases and building funds related to

50

housing construction. The share of loans to

40

construction companies as a proportion of banks’

30

30

exposure to the corporate sector rose by 1.5 percentage

20

20

points from the end of 2005 to stand at 8.5% at the end

50.8

50
40

10
0

Construction

40.4

7.6

2003

51.0
41.0

Service
51.0

40.6

50.6
39.4

6.7

7.0

8.5

2004

2005

2006.6

Source: Banks’ call reports

10
0

1) The concept of “exposure” includes loans (won or foreign currency
loans, advances for payment on loss compensation related to payment
guarantees, foreign bills bought, credit card receivables, and private
placement bonds), CP (including guaranteed notes), acceptances and
guarantees outstanding, trust account loans, and merchant bank account
loans.
2) Trend of corporate DI for banks’ credit standards
Large
companies
SMEs

2005.Ⅰ

2005.Ⅱ

2005.Ⅲ

2005.Ⅳ

2006.Ⅰ

2006.Ⅱ

9

6

3

9

12

19

12

15

15

21

32

31

Note :1) Diffusion index (DI) = {(percentage of respondents indicating a 'substantial relaxation'
of credit standards × 1.0) + (percentage of respondents indicating a 'modest relaxation'
× 0.5)} - {(percentage of respondents indicating a 'substantial strengthening' × 1.0) +
(percentage of respondents indicating a '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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<Figure IV-3>

of June 2006. In contrast, the shares of loans to the

Dishonored bill ratio and corporate
delinquency rates2)
1)

0.20

(%)

manufacturing and service businesses stood at 39.4%
(%)
4.0

Dishonored bill ratio (LHS)
Corporate delinquency rate (RHS)
SMEs delinquency rate (RHS)

0.15

3.0

and 50.6%, respectively, at the end of June 2006,
marking modest drops from the end of the preceding
year.

0.10

2.0

0.05

1.0

The degree of banks’ exposure to the corporate sector
continued to increase from the beginning of 2005.

0.00
2002.1 5

0.0
9 03.1 5

9 04.1 5

9 05.1 5

9 06.1 5

However, the dishonored bill rate remained low and the
delinquency rate for SMEs continued to fall. A look at

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

the credit ratings of borrowers shows, moreover, that in
2006 the share of new loans to businesses with good

<Figure IV-4>

credit ratings has increased somewhat, while the share

Banks’ exposure to the household sector
1)

80

Exposure to the household sector (LHS)
Weight of housing finance loans (RHS)
Weight of credit cards (RHS)

250

has accordingly diminished. Thus, it appears that credit

(%)

(trillion won)
300

of loans to businesses at the lower end of the spectrum

70

200
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risen overall. It is worth noting, however, that the

50

current increase in the percentage of businesses posting

40

losses due to overall deterioration of business
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profitability may work to increase the credit risk for

20
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bank loans to the corporate sector.
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0
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0
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9
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Credit risk from household sector remains low

Note: 1) Includes exposures of credit card subsidiaries absorbed
by parent banks
Source: Banks’call reports

Banks’ exposure to the household sector rose 4.5% in

<Figure IV-5>

the first half of 2006, a greater rate of increase than in
the same period in 2005. However, credit risk from this

Household sector delinquency rates

1)

(%)

sector does not appear to be very high, in view of the

(%)

18
16

risk for banks dealing with the corporate sector has not

18
Credit cards
delinquency rate

fact that the LTV (loan-to-value) ratio of mortgage

16

14

14

loans, a central item in total household loans, has

12

12

continued to fall alongside the continuing decline in the

10

10

household lending delinquency rate. In particular, the

8

8

6

Household lending
delinquency rate

6

share of credit card receivables in total household

4

4

exposure had dropped to 5.1% at the end of June 2006,

2

2

from 6.0% at year-end 2005, and the delinquency rate

0
2001.1 7 2002.1 7 2003.1 7 2004.1 7 2005.1 7 2006.1 7

0

on them had fallen to around 3.5%, thereby imposing

Note: 1) Three-month moving average
Source: Banks’call reports

- 54 -

Ⅳ. Soundness of financial institutions

negligible impact on credit risk associated with the
household sector.
However, the household sector has a vulnerability to
interest rate hike, as household financial debt,
particularly mortgage debt, is growing faster than
household financial assets and incomes, leading to a
decline in overall debt service capacity, and most
mortgage loans are offered at floating rates.
<Figure IV-6>

Banks’ asset soundness remains healthy

Substandard and below loans ratio

The scale of commercial banks’ substandard and below
(%)
Substandard and below
15
loans (LHS)
Corporate sector (RHS)
Household sector (RHS)
12
Total loans (RHS)
Credit cards( RHS)

(trillion won)
20

16

12

9

8

6

4

3

loans is continuing to decrease, as a result of the
decrease in new NPLs and the writing-off or disposal
of old ones.3) As of the end of June 2006, the ratio of
substandard and below loans stood at 1.07%, a 0.21
percentage point drop from the end of 2005, with the
corporate and the household sector posting 0.27

0

0
2003.3

9

2004.3

9

2005.3

9

2006.3

percentage point and 0.18 percentage point drops,
respectively. It seems that the ratio of substandard and
below loans has room for further decrease with more

Source: Banks’ call reports

effective risk management, considering the average
<Table IV-1>
NPL ratio of US commercial banks1)
(End of June 2006)
(%)
All
0.70

Assets
Less than 0.1
billion dollars

0.1 billion~1
billion dollars

More than 1
billion dollars

0.90

0.63

0.71

Note: 1) Based on banks insured with the FDIC (Federal Deposit
Insurance Corporation) insurances
Source: FDIC

3) In the first half of 2006, the balance of substandard and below loans
stood at 6.3 trillion won, a 0.6 trillion won decrease from the end of the
preceding year. The amount of new bad debts came to 4.2 trillion won.
The amount of bad debts disposed of through either write-offs or
redemptions was 4.8 trillion won.
Increase/decrease in banks’ substandard and below loans

New loans
Disposed
(Redeemed)
(Write-offs)
(Sold)
Net increase
Term-end balance
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1st half
2004
11.7
12.4
(2.9)
(6.5)
(1.4)
-0.7
13.5

2nd half
2004
8.5
12.0
(3.4)
(5.6)
(2.1)
-3.5
10.1

1st half
2005
6.3
7.4
(2.8)
(2.3)
(1.6)
-1.1
9.0

(trillion won)
2nd half
1st half
2005
2006
5.0
4.2
7.0
4.8
(2.8)
(2.1)
(2.2)
(1.3)
(1.7)
(0.6)
-2.0
-0.6
7.0
6.3
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<Table IV-2>

NPL rate of US commercial banks, for example, which

Ratio of substandard and below loans by industry
(End of period)

is 0.7%.4)

(%)
Dec. 2004 Jun. 2005 Dec. 2005 Jun. 2006
Manufacturing

1.7

1.5

1.1

1.0

Construction

2.6

2.1

1.6

0.9

Service

2.2

2.1

1.8

1.5

(Wholesale and
retail trade)

1.9

1.7

1.3

0.9

(Lodging and
restaurants)

3.7

4.4

4.1

3.2

(Other personal
services)

4.3

4.4

4.4

4.2

Total

2.0

1.7

1.3

1.1

In most of the industrial sectors, including
manufacturing and construction, the ratio of
substandard and below loans has dropped since the end
of 2005. Some sectors, such as the lodging and
restaurants, and other personal service businesses, have
shown relatively high ratios of substandard and below
loans in the 3~4% range, but they do not appear to

Source: Banks’ call reports

have had significant impact on the overall soundness of
banks’ assets, as the total amount of substandard and

<Figure IV-7 >

below loans related to them is not particularly large.

Comparison of coverage ratio1) between
Korea and the US
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The ratio of loan loss provisions to NPLs (the coverage
ratio) stood at 153.3% at the end of June 2006, up 9.3
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percentage points from the end of last year, owing to
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provisions to total loans had fallen to 1.38% by the end
of June 2006 from year-end 2005.
Korean banks’ ratio of loan loss provisions to total
loans is higher compared to US commercial banks,

Note: 1) Coverage ratio = (loan loss provisions / amount of
NPLs) 100
Source: Banks’ call reports

while Korean banks’ overall ratio of loan loss
provisions to NPLs remains low compared to US

<Figure IV-8>

commercial banks. This indicates that, although

Comparison of loan loss provisions ratio1)
between Korea and the US
(%)

Korean banks’ asset soundness and coverage ratio both
remain good, they are some ways below the levels of

(%)

3.0

3.0

Korea

2.5

2.5

2.0

2.0

1.5

1.5

1.0

1.0

US

0.5

0.5
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0.0
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9
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9
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9

Notes : 1) Based on the ratio to total loans
Source: Banks’ call reports

their US counterparts.

2005.3

9

2006.3

4) In the US, the ratio of substandard and below loans of banks is not
made public. In Korea, the ratio of substandard and below loans takes
even borrowers’ future debt repayment abilities into account, as well as
credits in arrears for more than three months. Thus, the ratio of
substandard and below loans is a little higher than that of NPLs.
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<Box IV- 1>

Competition among banks to enlarge market share and the macro-prudential
perspective
To prevent instability and even financial crisis, a nation’s financial system should maintain stability (viewing
things from the macro-prudential perspective) in line with the soundness of individual financial institutions
(taking the micro-prudential perspective). This is particularly important because of its positive impact on the
solid development of the national economy. In the past, people believed that the soundness of individual
financial institutions directly led to the stability of the nation’s entire financial system.
However, most of the major financial crises that have caused enormous economic costs over an extended
period of time since the late 1980s, such as the run of disasters that hit Japan in the 1990s, Northern Europe
between the late 1980s and early 1990s, and Asia in 1997, were caused by a common shock. This shock can be
characterized as involving collapse of a bubble in asset prices or excessive investment. This kind of shock has
an impact on the entire financial system, much more than the poor performance of any certain financial
institution can ever have.
Therefore, close macro-prudential surveillance, which oversees the financial system as a whole and analyzes
and assesses the financial sector as well as the real economy from the same perspective, has become even more
important for the prevention of financial crisis. It is also headed to ensure that the financial sector contributes
to stable macroeconomic management through efficient allocation of funds, since the micro-prudential
supervision of individual financial institutions has a number of limitations in this regard.
In most cases, macro- and micro-prudential interests move in the same direction, but sometimes they do
deviate from each other due to fallacy of composition, among other factors. The fierce competition among
domestic banks to enlarge their market shares since the second half of 2005 serves as a good example showing
that the macro- and micro-prudential perspectives can work against each other.
From the second half of 2005, domestic banks have engaged in intensified competition over market share,
utilizing various interest rate- and non-interest rate-related tools. In reality, banks’ interest rate competition has
centered around time deposits, special sales promotions of high-interest bearing CDs, and complex deposit
products from the deposit sector. Banks have also adopted various interest reduction methods related to
mortgage loans from the lending sector. They have made efforts to expand their sales networks and increase
numbers of agents, and offered reductions in various commissions and fees such as hypothecation expenses to
strengthen lending and depositing activities. It is believed that they have been able to afford engaging in such
competition on the back of dramatic improvements in their recent performances, including improved asset
quality, increased profits and rising BIS capital ratios, as well as the increase in spread between lending and
deposit rates from the second half of 2005, due to the rise in the market interest rate.
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Major micro-prudential indicators
(%)

(%)
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BIS capital adequacy ratio (RHS)
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12

Substandard and below loans ratio (LHS)
2

10
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0

8
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2006.6

It appears that this fierce competition for higher market share has not resulted in any particular problems in
terms of banks’ management soundness. Their net profits have continued to post record figures since 2004,
while their ratios of substandard and below loans have continued to fall and their BIS capital ratios have
continued to rise. So far this year, individual financial institutions have shown improvements in their
management soundness, leaving no particular micro-prudential problems to be solved.
Purely from the micro-prudential perspective, domestic banks have had to expand the magnitude of their asset
portfolios in order to secure a level of profit appropriate to their enhanced BIS capital ratio levels. Under these
circumstances they may, inevitably, have been obliged to focus their operations on safe assets such as mortgage
loans in efforts to restrict their credit risks to acceptable levels.
From the macro-prudential perspective, however, if all banks join in a rush to extend household loans,
particularly mortgage loans, a negative result will follow. This year, Korean households’ ability to repay their
debts has been severely challenged due to their rapid increase in financial debt. This may put a damper on
public consumption and economic growth in the long run.
Furthermore, the rapid increase in mortgage loans is likely to impair the stability of the real estate market and
heighten the relationship between the real estate market, the soundness of financial institutions, and the balance
sheets of households. Therefore, any abrupt drop in real estate prices would put the stability of the entire
financial system at risk.
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The possibility of financial instability becomes higher when the majority of financial institutions join in the
stampede towards credit supply or credit withdrawal, in accordance with changing conditions. This is called
herd behavior, and happened during the credit card crisis in 2002 and 2003 in Korea. However, it is judged that
the competition among banks for higher market share, which stiffened in the second half of 2005, is not likely
to cause financial instability. The reason is that banks have adopted methods of differentiating themselves from
each other, in terms of the rates of their increases in lending, the targets of their loans, and so forth.

Major macro-prudential indicators
(End of period)
(%)

(%)

40

Households’financial liabilities/
households’financial assets (RHS)

Rate of rise in apartment
prices (LHS)

Housing loans
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20
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153 trillion won
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Interest rate risk and market risk
<Figure IV-9>

Interest rate risk increases modestly

Trends of repricing gap1) 2)
(Based on the local currency)
(trillion won)
up to 3 months
200

At the end of June 2006, commercial banks’ repricing

(trillion won)
200

gap5) showed a higher positive(asset sensitive) gap in

150

150

the short-term time bucket and a higher negative

100

100

50

50

0

0

-50

-50

up to a year

over a year

(liability sensitive) gap in the long-term time bucket,
compared to the end of 2005. More specifically, the
positive gap stood at 130.6 trillion won for the 0~3

-100

-100
2003.6

12

2004.6

12

2005.6

12

2006.6

Note: 1) Assets and liabilities belonging to “up to a year” include
those belonging to “up to 3 months”
2) Interest rate sensitive assets minus interest rate sensitive
liabilities
3) Figures for December 2005 and thereafter are based on the
newly made call report (entitled Repricing Gap Status
B2911)
Source: Banks’ call reports

month bucket, an increase for the period of 22.7 trillion
won. In the case of the over 3-month bucket, the
negative gap stood at 123.7 trillion won, an increase of
18.6 trillion won.
These results are chiefly attributable to the fact that, on
the asset operation side, banks expanded their
mortgage loans with short interest rate repricing

<Table IV-3>

cycles6) while, on the funding side, increasing their
issuance of financial bonds with repricing cycles of

Repricing gap schedule
(As of the end of June 2006 / Based on the local currency)

over one year.7)

(trillion won)

Rate-sensitive
assets(a)
Rate-sensitive
liabilities(b)

up to 3
months
424.4

3~6
months
70.6

6~12
months
62.0

over
a year
114.5

293.8

95.2

122.8

152.8

Repricing gap
130.6(+)
24.6(-) 60.8(-)
38.3(-)
(a-b)
<22.7>
<5.8>
<1.1>
<11.7>
Notes: 1) +/- figures in ( ) indicate positive/negative gaps.
2) Figures in < > show increase/decrease in the repricing gap from
the end of 2005.
Source: The Bank of Korea

<Table IV-4>
Interest rate VaR
(trillion won)
2004. 12 2005.12 (a) 2006.6 (b)
1)

VaR(A)

BIS capital(B)
A/B(%)

b-a

5.1

3.6

4.0

0.4

54.1

64.6

71.6

7.0

9.4

5.5

5.5

Notes: 1) Calculated under the BIS standard approach
Source: The Bank of Korea

-

It appears that, in line with the increase of the repricing
gap exposed to the risks associated with interest rate
fluctuations, the interest rate VaR8) of banks increased
from 3.6 trillion won at the end of 2005 to 4.0 trillion
won at the end of June 2006, to indicate a modest

5) The interest rate sensitive assets minus the interest rate sensitive
liabilities in each time bucket.
6) In the case of commercial banks, their mortgage loans - aligned with
the 3-month CD interest rates - increased by 11.8 trillion won in the
January ~ July period, which was 78.9% of the increase in their
household loans during the same period.
7) The outstanding amount of financial bonds issued by banks in won
increased by 13.4 trillion won in the first half of the year. The share in
the outstanding amount of loans with interest rate cycles of greater than
one year increased from 40.4% at the end of 2005 to 55.7% at the end
of June 2006.
8) As measured by the BIS s standard method. [For the methodology
concerning VaR measurement, refer to the April 2006 Financial
Stability Report, (Vol. 7), p. 57].
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increase in interest rate risk.

<Figure IV-10>
Trends of investment in securities

However, the ratio of VaR to BIS capital remained at

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

5.5%, similar to that recorded at the end of 2005 and
(%)
25

(trillion won)
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well below the BIS recommendation of “not higher
than 20%,” amid the increase in net profits in the first
half of the year.
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Note: 1) Bank accounts based on closing balance
Source: Bank’s call reports

Market risk of bond investment decreases slightly
At the end of June 2006, banks’ investment in
securities stood at 157.1 trillion won, a 5.3 trillion won
increase from the end of 2005. Due to a dramatic
increase in the volume of loans,9) the share in total
assets of investment in securities stood at 18.7%, a 0.9
percentage point decrease. Investment in trading

<Table IV-5>

securities and marketable securities exposed to market

VaR of banks’ bonds in Won
(trillion won)
2004.12 2005.12(a) 2006.12(b) b-a
VaR1)

0.32

0.39

0.28

(Exposure)

92.3

102.6

105.1

2.5

(Interest rate volatility)2)

3.3

5.6

3.3

-2.3

-0.11

Note: 1) Based on holding periods of ten days / Confidence level: 99%
2) For 3-year government bonds / EWMA-based daily volatility (bp)
Source: The Bank of Korea

risk amounted to 107.2 trillion won, showing an
increase of 2.8 trillion won.
Market risks associated with bond investment are
judged to have decreased modestly amid a drastic
decline in interest rate volatility, with the exposure
showing only a slight increase. Banks’ VaR in bonds
thus decreased by 0.11 trillion won from the end of last

<Figure IV-11>

year; in contrast, the duration of their bonds on hand

Trends of duration and maturity distribution
of bonds in Won
(%)
60

showed a modest increase, in line with their increased

(year)

up to a year (LHS)
1~3 years (LHS)
Over 3 year (LHS)
Modified duration (RHS)

2.5

share of 1~3 year maturity bonds.

2.0

40

1.5
1.0
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As for the market risks associated with banks’ stock
investment, they appear to have remained low, despite
an increase in stock price volatility from mid-May, as

0.5

the share of stock investment for trading amounted to
0
2004.6

2004.12

2005.6

2005.12

2006.6

0.0

the meager amount of 0.06% of total assets. However,

Source: The Bank of Korea, Banks’call reports

9) In the first half of 2006, banks’ loans (loans in won and foreign
currencies + privately placed bonds) increased by 42.2 trillion won.
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investment stocks, such as stocks related to debt-to-

<Figure IV-12>

equity swaps,10) pose a burden on the normal operation

Trends of investment in equities
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profit, which may hinder their profit stability.

Source: Banks’ call reports

Risk on derivative products remains low

<Figure IV-13>
Trends of derivatives transactions
and their share in total assets1)
(trillion won)
1,400
1,200
1,000

focused on loans and a decrease in the proportion of

Balance of derivatives transactions (LHS)
Derivatives transaction amount in the semi-annual
period (LHS)
Weight in total assets (RHS)

At the end of June 2006, banks’ outstanding balance in
(times)
1.0
0.8

derivative products stood at 642.7 trillion won, an
increase of 32.6% from 484.7 trillion won at the end of
the preceding year. The ratio of their outstanding

0.6

800
600

balance of derivative products to total assets increased

0.4

modestly from 0.63 times at the end of 2005 to 0.76

0.2

times at the end of June 2006. This ratio remains low
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relative to the 16.4 figure recorded by US commercial
banks.11)

Note: 1) Total assets are based on closing balances
Source: The Bank of Korea, Banks’ call reports

By types of transaction, the outstanding balance of
currency derivatives accounted for a rather high
<Figure IV-14>

proportion of 60.7% of the total outstanding balance -

Trends of derivative transaction balances
(trillion won)
500

as of the end of June 2006 - due to the dramatic

(trillion won)
500

Dec. 2004
Jun. 2005

400

Dec. 2005

400
300

200

200

100

100

Interest rate
derivatives

Source: Banks’ call reports

the hedging of exchange rate fluctuation risks. Interest
rate and stock derivatives accounted for 37.7% and

Jun. 2006
300

0

increase in exporters’ futures/option transactions for

Currency
derivatives

Stock
derivatives

1.5% of the total balance, respectively.

0

10) At the end of June 2006, banks’ investment stocks in won on hand
stood at 12.4 trillion won, of which 8.3 trillion won were related to
debt-to-equity swaps.
11) Based on 89 US commercial banks with assets amounting to not less
than $10 billion as of the end of June 2006.
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The number of commercial banks’ currency derivatives
is increasing, but their overbought position in foreign
exchange exposed to exchange rate fluctuations
remains negligible compared to their capital sizes.
Banks’ transactions in interest rate derivatives are
chiefly carried out to hedge against the interest rate
fluctuation risks associated with bond issuance. It thus
appears that the risks associated with derivatives
transactions remain at a low level. However, it should
be noted that derivatives entail a complicated
transaction structure, and that in Korea it is not easy to
ascertain to what extent the banks are exposed to the
relevant risks, due to a lack of basic statistics.
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<Box IV- 2>

Status of domestic banks’ investment in securities

1. Status of investment in securities
Compared to loans, securities can be liquidated with relative ease. They can also be a stable income source for
banks if supported by proper risk management and operational abilities. In fact, domestic banks in Korea are
reaping higher profits in interest income and capital income from investment in securities than from loans.
However, in the post-2001 period, investment by

Domestic banks’1) investment in securities
(trillion won, %)

domestic banks in securities has shown only a 4.1%
annual increase, reaching 255 trillion won by the end of
June 2006, whith was 21.1% of total assets, a decline
from the end of 2005. This was attributable to the banks’
new approach to inactive investment in securities, due to

2001.12

2003.12

2005.12

811
213
496

1,000
213
670

1,118
248
757

Total assets
Securities
Loans

Annual average
2006.6 increase/
decrease ratio(%)
1,210
9.3
255
4.1
819
11.8

Note: 1) Commercial/specialized banks

their large-scale losses in the sector in the post-financial
crisis period and to the competition among banks in

Share of securities business in domestic and
US1) banks
(%, %p)

2006 to increase overall sales of loans in particular.

2001.12 2003.12 2005.12 2006.6

When compared with large-sized banks in the US, the

Domestic banks
(a)

Assets
Interest income

26.2
25.4

21.3
20.6

22.1
15.8

21.1
15.3

share of domestic banks’ investment in securities and

Large US banks1)
(b)

Assets
Interest income

18.7
20.2

21.6
21.4

23.0
23.2

25.0
22.8

their interest income from securities is rather small.

7.5
-0.3
-0.9
-3.9
Assets
Difference
5.2
-0.8
-7.4
-7.5
Interest income
(a-b)
Note : 1) The five largest commercial banks in the US (Bank of America,
JPMorgan Chase, Citibank, Wachovia Bank, and Wells Fargo Bank)

There is a large gap at domestic banks between the share
of securities investment and that of interest income; the
gap has been growing larger, unlike for their
counterparts in the US. This indicates that domestic

Investment in securities by domestic and
US banks

banks are inferior to large-sized US banks in terms of

(%)

their securities operating ability.

2001.12 2003.12 2005.12 2006.6
100.0

100.0

100.0

100.0

Government bonds/MSBs

25.0

31.0

39.8

41.2

Bonds of government-invested firms

26.9

20.4

11.8

9.2

in no-risk bonds, such as government/municipal bonds,

Corporate bonds

16.5

12.4

9.5

9.4

Financial bonds

5.3

10.3

10.8

12.2

Monetary Stabilization Bonds, and stocks, while large

Stocks

11.5

11.9

17.4

16.6

Others

14.8

14.0

10.7

11.4

100.0

100.0

100.0

100.0

MBSs

43.1

35.3

41.4

43.5

Bonds in foreign currencies

29.5

31.8

32.6

33.5

7.6

10.2

5.4

5.0

19.8

22.7

20.6

18.0

Domestic banks

Domestic banks show a high percentage of investment

US banks invest most heavily in MBSs and foreigncurrency bonds. The high share of stocks in domestic
banks investment results from their large volume of
involuntarily owned stocks, such as those related to
debt-to-equity swaps.
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Treasury/municipal bonds
Others

Ⅳ. Soundness of financial institutions

In terms of purpose of investment in securities, domestic

Share of investment in trading securities by
domestic and large US banks

banks place high weight on securities for the long-term

(%, %p)

investment such as Held-to-maturity Securities, while
placing only 5~6% weight on securities for short-term
trading. In contrast, the weight on securities for short-term

2001.12
Domestic banks (a)
Large US banks (b)
(a-b)

8.4
32.9
-24.5

2003.12

2005.12

2006.6

6.0
38.4
-32.4

4.8
37.1
-32.3

5.9
37.7
-31.8

trading in US banks is beyond 30%.
Domestic banks’ capital-to-market
risk ratio

This indicates that large US banks actively utilize their

(trillion won, %)

securities as a means of managing their liquidity and
interest rate risks, as well as an alternative to loans as an
income source.
Based on a simplified calculation,* the market
risks(market VaR) faced by domestic banks in their

2004.12

2005.12

2006.6

Exposure1)(a)
Market VaR2)(b)
Capital3)(c)
b/a
b/c

126.9
151.7
156.7
1.17
1.76
2.22
61.3
83.1
90.2
0.9
1.2
1.4
1.9
2.1
2.5
Notes: 1) Based on trading and marketable available-for-sale securities
2) Based on the Delta-Normal method, with a period of holding of 10
days, and a reliability level of 99%
3) Based on tier 1 capital plus total accumulated gain/loss on valuation of
marketable securities

securities investment stood at 2.2 trillion won at the end
of June 2006. This is a level that would be absorbable without outside help, given the volume of securities
exposure and capital on hand.
* Based on KAIST s VaR model (Risk windows Ver.1.5)
t
VaR = W б X √
(W: Exposure, б: Price volatility, X: Confidence level, t: Period of holding)

2. Future tasks of domestic banks
The operation of assets with a focus on loans and the reduction in the share of securities investment may lower
the liquidity of banks’ assets and hinder their profit stability because of their heavy dependence upon loans for
income. Thus, banks need to invigorate their securities investment businesses by diversifying their investment
targets, decreasing their investment in stock, and enhancing their securities operating ability.
(Diversification of bonds)
The current investment pattern focused on safe assets inevitably places certain limitations on profit creation.
Therefore, it is necessary to expand the investment into new types of bonds, including MBSs and ABSs, as
well as foreign currency bonds in emerging markets, as this will help banks to diversify their investment
portfolios and secure new sources of income. At present, the domestic bond market has shrunken since the
completion of industrial restructuring and the slowdown in investment on the part of businesses. At this
juncture, banks need to play a more positive role in invigoration of the securities market, through development
of new investment products as market makers.
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(Decrease in stock investment)
There is also a need to gradually reduce the volume of stocks related to debt-to-equity swaps held involuntarily
by banks, because they constitute a burden to banks’ investment operations, and risk management. In order to
encourage the banks to make efforts in this direction, it is necessary to supplement the current system in such a
way as to impose a limit on investment in stocks* related to debt-to-equity swaps and put tight restrictions on
“trading” investment in stocks where price volatility is high.**
* Under the current regulations, banks’ securities investment is limited to 60% of their equity capital (based on stocks and securities
with redemption periods of more than 3 years), although investments in government bonds, Monetary Stabilization Bonds and stocks
related to debt-to-equity swaps are not controlled.
** US commercial banks are prohibited from making stock investment. Investment banks within financial holding companies engage in
this activity instead.

(Enhancement of banks’ abilities to operate securities and manage risk)
In order to earn stable incomes from securities investment, it is necessary for banks to enhance their abilities to
properly manage price volatility risks and effectively operate securities. To that end, sophisticated indices for
performance measurement, such as RAROC,* should be developed and utilized by banks when establishing
their investment strategies, allocating investment resources, and appraising the results of risk adjustment.
* RAROC (risk adjusted return on capital), an index used to appraise unit profitability related to risk capital, is calculated using VaR. It
has the merit of facilitating control and appraisal of the ratios of profitability to risk of a variety of assets, including loans and
securities, all based upon the same criteria.
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Profitability
Banks’ net profit increases dramatically in the first

<Figure IV-15>
Changes in the structure of net profit before tax
(trillion won)
9

(trillion won)
9

Loans (excluding credit card accounts)
Credit card accounts
Securities
Others

8

half of 2006

8

In the first half of 2006, commercial banks’ net profit

7

before tax stood at 7.4 trillion won, marking a 38.8%

6

6

year-on-year increase from 5.3 trillion won in the first

5

5

4

4

3

3

2

2

1

1

0

0

7

-1

-1
2H 2004

1H 2005

2H 2005

1H 2006

Source: Banks’ call reports

half of 2005. This solid increase in net profit can be
attributed to a dramatic increase in profit in banks’ loan
businesses on the back of a significant increase in loan
volume12) and a decrease in NPLs, despite the
narrowing of the spread between deposit and lending
interest rates. An increase in net profit generated by
banks’ credit card businesses, and an increase in gains
from the disposition of stocks related to debt-to-equity
swaps, following the improved performances of

<Figure IV-16>

businesses subject to restructuring such as Hynix and
Changes in ROA

(%)

Hyundai Engineering & Construction, can also be

(%)

3.5

3.5

3.0

3.0

2.5

2.5

2.0

2.0

The volatility of net profit is also easing somewhat,

1.5

1.5

with all banks having posted sound profit margins for

1.0

1.0

0.5

0.5
0.0

0.0
-0.5

Average ROA of
commercial banks

-1.0
1H 2002 1H 2003 1H 2004 1H 2005 1H 2006

Source: Banks’ call reports

credited for this overall rise in net profit.

three consecutive years. Their average ROA stood at
1.4% for the period, a 0.2 percentage point increase

-0.5

from the first half of 2005. With the exception of one

-1.0

bank, which was noticeably affected by its nonoperating profit, the gap in ROA between the bank at
the top end of the spectrum and the one at the bottom
narrowed from the first half of 2005.

12) In the first half of 2006, banks’ interest-earning assets stood at 691.9
trillion won, a 74 trillion won increase from the first half of 2005.
Changes in banks’ interest-earning assets

Interest-earning assets1)
(Increase/decrease)

1st Half
2003
563.8
(-)

1st Half
2004
605.6
(41.8)

Note: Based on average balances in banking accounts
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1st Half
2005
617.9
(12.3)

(trillion won)
1st Half
2006
691.9
(74.0)
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Nominal net interest margin decreases
In the first half of 2006, the nominal net interest margin

<Figure IV-17>

(NIM: the ratio of nominal net interest income to

Net interest margins (NIM)1)

3.5

interest-earning assets) was estimated at 2.3%, a 0.07

(%)

(%)
Nominal NIM2)

2.5

3.5
2.5

earlier. This result is attributable to the decrease in the

1.5

lending-deposit spread amid the increased competition

0.5

among banks for higher overall sales, despite their

Net loan loss ratio3)
1.5
0.5

Ratio of overhead expenses
to total assets4)

-0.5

-0.5

increased interest-earning assets. However, the real net
interest margin, taking into account the ratio of

Real NIM5)
-1.5

-1.5

percentage point increase from the same period a year

1H 2003 2H 2003 1H 2004 2H 2004 1H 2005 2H 2005 1H 2006

Note: 1) Not inclusive of credit card sector
2) (Interest revenue-lower case expenses)/lower case-earning assets
3) Net bad debt expenses/lower case-earning assets
4) (Severance pay+overhead expenses + depreciation
+amortizations)/total assets
5) Nominal NIM-net loan loss ratio - ratio of overhead expenses to
total assets
Source: Banks’ call reports

overhead expenses and net loan loss reserves to
relevant assets, registered a modest increase from the
first half of 2005, due to a decrease in the burden of
putting aside loan loss provisions.
Banks have maintained an asset/liability maturity
structure that shows positive correlation between their
interest margins and market interest rates, owing to the
excess of their interest-sensitive assets with interest
cycles of less than one year over their interest-sensitive
liabilities. However, the intensifying market
competition has caused the interest rate spread13)
between newly extended deposits and loans to narrow.
This has led to a rapid decrease in the interest rate
spread between outstanding deposits and loans,
although the narrowing of that spread had previously
been slow due to the banks’ asset-liability structure

13) The interest rate spread between newly extended deposits and loans
continued to decrease, from 2.06% point in June 2005 to 1.50% point
a year later.
Trends in spread between banks’ deposit and lending interest rates
(% point)
Dec.
June
Dec.
April
May
June
2004
2005
2005
2006
2006
2006
Newly extended
2.11
2.06
1.60
1.46
1.54
1.50
Outstanding
3.04
3.11
3.12
3.00
2.95
2.88
Note: Weighted average interest rate for savings deposits - weighted average interest rate for
loans
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advantages. Consequently, banks’ nominal net interest
margins may experience a little drop.
Meanwhile, the banking sector’s ratio of substandard
and below loans has fallen to 1.07%; thus, it appears
that the real net interest margin will not increase much
further, following the decrease in NPLs.

Banks to continue posting solid net profits for some
time to come
It is expected that banks will continue to post solid net
profits for some time to come. Amid the ongoing
expansion of the economy, banks look to experience
brisker business activities, leading to continually
increasing profits from the interest sector, provided that
no large-scale loan losses occur.
Banks are also expected to post relatively high growth
in the non-interest sector, particularly in their levels of
fee income generated from beneficiary certificates and
bancassurance. Room remains for the next two to three
years for further gains on the disposition of investment
in marketable securities, which have contributed to an
increase in banks’ income.
Nevertheless, the decrease in the interest rate spread
between deposits and loans resulting from the
intensifying competition among them has become a
stumbling block to banks’ profitability. In the long run,
banks’ management conditions are expected to be
affected by the ongoing re-adjustment of business
boundaries in the non-banking financial industry as
well as by the nation’s continued financial market
opening.
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<Figure IV-18>

Capital adequacy

BIS capital adequacy ratio1)
(trillion won)
BIS capital (LHS)
Risk weighted assets (LHS)
BIS capital adequacy ratio (RHS)
Simple capital adequacy ratio (RHS)
500

(%)
14

600

12
10

400

8
300
6
200

4

100

2

0
2002.6

2003.6

2004.6

2005.6

2006.6

0

Note: 1) Calculated from March 2002, taking into consideration
credit and market risk
Source: Banks’ call reports

BIS capital adequacy ratio increases
The BIS capital adequacy ratio of commercial banks as
a whole stood at 12.65% at the end of June 2006, 0.22
of a percentage point higher than at the end of 2005.
This rise is attributable to the sector’s 10.9% increase
in equity capital amid an increase in net profits,
although risk-weighted assets also increased 9.0% from
the end of last year. Despite the rise in the BIS capital
adequacy ratio, the ratio of equity capital-to-total assets
stood at 6.38%, 0.05 of a percentage point decrease

<Figure IV-19>

from the end of 2005. This was a direct result of an

Comparison of BIS capital ratios between
foreign and Korean banks1)2)

increase in the share of assets having low risk, such as
mortgage loans and Monetary Stabilization Bonds. The

(%, End of June 2006)
16

BIS capital adequacy ratio is expected to continue on
15

an upward trend in the second half of the year, in line

Average of Korean banks

14

with banks’ solid profitability.

13
Average of US
commercial banks

12

The BIS capital adequacy ratio of Korean commercial

11

banks stands at a level similar to that of US

10

commercial banks, and is even comparable to those of

9
9

10

11

12

13

14

15

16

(%, End of 2005)

: 13 banks in Korea
: The world’
s 20 largest banks in terms of asset size
2) Figures for foreign banks (with the exception of the average of
US commercial banks) are for 2005 and 2004, respectively.
Source: Banks’ call reports, The Banker

the world’s twenty largest banks in terms of asset scale.

Note: 1)

Equity capital structure improves
The equity capital structure of commercial banks

<Figure IV-20 >

showed an improvement in the first half of 2006, as

BIS Equity capital structure
<End of June 2006>

<End of 2005>
Others
Subordinated
5.4%
liabilities with
maturity
15.3%

Subordinated
liabilities
with maturity
14.7%

Loan loss
reserves
8.9%

Loan loss
reserves
8.4%

Tier 1 capital
70.3%

Others
5.1%

their share of core capital in equity capital posted an
increase of 1.5 percentage point from the end of 2005,
to reach 71.8% as of end-June 2006. In contrast, the
share of their supplementary capital, such as loan loss
provisions and subordinated liabilities with maturity,

Tier 1 capital
71.8%

Source: Banks’ call reports
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<Figure IV-21>

decreased, due to the small proportion of issuance14) of

BIS capital ratios of banks in Korea
and other countries
BIS capital adequacy ratio
BIS tier 1 capital ratio

(%)
14

12.65

12.48

12.00

12
10

9.98

the latter in the first half of 2006, despite the large
increase in issuance of financial bonds for the purpose

(%)
14

10

9.10
7.90

8

8

6

6

4

4

2

2

0
Korea

US

of increasing assets.

12

UK

0

The capital composition of Korean commercial banks
is assessed as solid and stable, with the BIS tier 1
capital ratio 9.1% at the end of June 2006, compared to
9.98% for US commercial banks (end-June 2006) and
7.9% for banks in the UK (end-2005).

Source: Banks’ call reports for Korean banks, FDIC (end of June
2006) for US banks, and Bank of England (end of 2005) for
UK banks

14) In the first half of 2006, the outstanding balance of financial bonds of
commercial banks reached 189.1 trillion won, to mark a 27.9 trillion
won increase from the end of 2005 - greater growth than that recorded
in all of 2005 (1.6 trillion won in the first half, 14.1 trillion won in the
second). However, the issuance of subordinated loans with maturity
for capital supplementation showed a smaller increase (2.2 trillion
won) in the first half of 2006, affected by banks’ good profitability.
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<Figure IV-22>

2. Soundness of non-bank institutions
Housing loans

(As of end of June 2006)
(trillion won)
Mutual credit
facilities
(26.7)

Housing loans by non-bank financial
institutions
Amount of loans slightly more than a quarter of

Insurance
companies
(13.7)
Community credit
cooperatives
(8.4)

Mutual savings
banks (4.7)

Credit specialized
financial companies
(0.7)
Credit unions
(2.8)

Source: Financial Supervisory Service

that of banks
At the end of June 2006, the value of housing loans15)
made by non-bank financial institutions16) stood at
approximately 57 trillion won, slightly more than a

<Figure IV-23>

quarter of those made by banks. Mutual credit

Share of housing loans in total assets

facilities, insurance companies and community credit

(As of end of April 2006)

(%)

cooperatives account for the lion’s share of housing

Corporate loans-to-asset ratio
Other household loans-to-asset ratio
Housing loans-to-asset ratio

(%)

80

loans made by non-bank financial institutions.
80

60

60

40

40

20

20

0

0

The share of housing loans as a proportion of total nonbank financial institution assets currently stands at
about 10%, roughly half the level recorded by banks.
The share differs considerably from one institution to
another, with community credit cooperatives and

Mutual
credit
facilities

Insurance Community
Mutual
companies credit
savings
cooperatives banks

Credit
unions

Installment All non-bank
financial
finance
companies institutions

mutual credit facilities contributing relatively high
shares, and insurance companies, mutual savings banks

Source: The Bank of Korea

and installment financing companies skewed the
<Figure IV-24>

opposite way. Real estate-related loans have reached

Status of housing loan rates1)

the level of 40-50% of mutual savings banks’ business,

(As of June 2006)
(%)

due to extensive corporate lending by these firms for

(%)

14

14

12

12

10

10

8

8

6

6

4

4

2

2

0

0

such purposes as project financing loans connected
with shopping arcades and apartments.

Mutual
credit
facilities

Insurance
companies

Community
credit
cooperatives

Mutual
savings
banks

Credit
unions

Installment
finance
companies

Note: 1) Based on a sample survey focused on large financial
institutions

15) Housing loans also include loans without housing collateral, such as
community loans and partial payment loans.
16) The survey was conducted on mutual credit firms, large-sized
insurance companies, community credit cooperatives, mutual savings
banks, and large-installment financing firms.
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The housing loan interest rates offered by non-bank
financial institutions are generally higher than those
offered by banks. Non-bank financial institutions also
offer a wider range of interest rates depending upon
customer credit rating and collateral than do banks. In
line with the fierce competition among financial
institutions, the prime loan rates offered to VIP
customers by non-bank financial institutions are similar
to those offered by banks.

Average LTV ratio a little higher than for banks

<Figure IV-25 >
Average LTV ratio1) in housing loans

Non-bank financial institutions have an average loan-

(As of end of April 2006)
(%)

(%)

80

80

60

60

40

40

to-value (LTV) ratio of some 55%, a little higher than
that of banks, with installment financing firms and
mutual savings banks showing relatively higher figures
than others, seemingly as a result of the less strict LTV
limitations applied to them.17)

20

20

0

0

The sector’s average LTV ratio is not judged to be at a
Mutual
credit
facilities

Insurance Community Mutual
companies credit
savings
cooperatives banks

Credit
unions

Installment All non-bank
financial
finance
companies institutions

problematic level. Nevertheless, the ratio differs greatly
from institution to institution, with some of them

Note: 1) Based on median values of LTV segments

showing high shares of loans with high LTV ratios and
subordinated housing loans, meaning that their
managerial soundness is likely to be affected if housing
prices should fall.

Loans in local areas predominant over those in
Seoul
The share of loans made by non-bank financial
institutions18) for houses offered as collateral in areas
17) The upper LTV limit for most non-bank financial institutions is 70%.
The limit for mutual savings banks comes to 77%, while that for
installment credits is 70% - for houses located in areas designated as
speculative and semi-speculative zones.
18) Data for loans made by community credit cooperatives are excluded
from the analysis, due to their limited availability.
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<Figure IV-26>

other than the greater Seoul area stands at between
40% and 50% of their housing loans. This is more than

Housing loans by geographical location of
objects offered as collateral

double the figure for banks. In the Seoul Metropolitan

(As of end of April 2006)
(%)

Provinces

100

In Greater
Seoul
Seoul area (excluding Seoul)

Area the figure for non-bank financial institutions is

(%)
100

80

80

60

60

40

40

20

20

nearly 10%, a little less than half that recorded for
banks. This wide difference can be attributed to the
facts that many non-bank financial institutions are
located in the provincial areas and that banks, with
their solid competitiveness in interest rates and strength
in funding availability, dominate the apartment-based
housing loan market in Seoul.

0

Mutual
credit
facilities

Insurance
companies

Mutual
savings
banks

Credit
unions

Installment
finance
companies

0

All non-bank
financial
institutions

Credit unions and mutual credit facilities have high

Note: 1) Data concerning those made by Community Credit
Cooperatives are not available.

shares of loans made in the provincial areas, where
they have many operating branches. Installment
finance companies and insurance firms, which are
more actively engaged in nationwide business, account
for a smaller share of the loans made in the provincial
areas.
Financial institutions focusing on local customers, such
as credit unions and mutual credit facilities, are likely
to be greatly affected by the housing business cycle in
their relevant regions of concern, as their business is
often limited in operational reach.

<Figure IV-27>

Loans chiefly short-term, based upon fixed-rate,

Housing loans’ average maturity
(year)

lump-sum repayment methods

(As of end of April 2006)
(year)

9

9

8

8

Compared to the banks, non-bank financial institutions

7

7

depend chiefly on short-term housing loans offering

6

6

5

5

4

4

maturity for their housing loans is three and a half

3
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years, much shorter than that of the banks. Unlike

2

2
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Insurance Community Mutual
companies credit
savings
cooperatives banks

Credit
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Installment All non-bank
financial
finance
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0

fixed-rate, lump-sum repayment methods. The average

banks, which offer most of their loans at floating rates,
the non-bank financial institutions offer 20% of their
loans at fixed rates. Furthermore, the share of their
- 74 -
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loans having lump-sum repayment methods comes to
80%, about 20 percentage point higher than the figure
for banks.
<Figure IV-28>

Non-bank financial institutions differ considerably

Share of loans with fixed rate and lump-sum
repayment method

from each other in terms of the types of loans they

(As of end of April 2006)
(%)

Loans with fixed rates

Lump-sum repayment
methods

100

(%)
100

80

80

60

60

40

40

20

20

make. Credit unions and mutual savings banks
generally focus on short-term loans with fixed rates
and lump-sum repayment methods, while insurance
companies tend to focus on long-term loans having
floating rates and partial repayment methods.

0

Mutual
credit
facilities

Insurance Community Mutual
companies credit
savings
cooperatives banks

Credit
unions

Installment All non-bank
financial
finance
companies institutions

0

Most of the housing loans offered by non-bank
financial institutions carry short-term maturities
coupled with lump-sum repayment methods, due to the
fact that their funds come primarily from deposits with
maturities of less than two years, since their abilities to
raise long-term funds such as through issuance of
financial bonds are limited.
Under these circumstances, it may be undesirable, for
both the customers and the financial institutions
themselves, for housing loans from non-bank financial
institutions to be utilized as long-term funds for
housing purchases rather than as means of raising
temporarily needed funds. If they are, the customers
will be compelled to bear the burden of frequently
extending the maturities of large-amount loans, while
the institutions’ inherent function of making smallamount credit loans, for instance, will shrink.
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Credit unions
Improvement in overall operations

<Figure IV-29>
Trends of Credit Unions’ major management
indicators

In the first half of 2006, credit unions continued to

30

Ratio of substandard
loans to total loans
Net profit
12
Total assets
(LHS, trillion won) (LHS, 10 billion won) (RHS, %)

20
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4
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0

-10

-4

record surplus balances, after posting net profits of
152.7 billion won during the preceding year. Credit
unions’ total assets stood at 24.8 trillion won at the end
of June 2006, having continued to increase since 2004,
despite the decrease in the number of credit unions

-20

following restructuring. A gradual improvement was
shown in terms of overall management conditions, with
downward stabilization of the substandard loan ratio.

-8
2001

2002

2003

2004

2005

2006.6

This improvement is largely attributable to the decrease

Source: FSS, National Credit Union Federation of Korea (NACUFOK)

in the number of poorly performing credit unions and
in the volume of net losses resulting from restructuring,
as well as to their steps taken to reinforce risk
management and the alleviated burden of laying aside
loan loss reserves.

<Figure IV-30>
Trends of number of credit unions posting
losses and their net losses

Regarding the way in which credit unions secure their

(numbers)
(100 million won)
Total number of credit
Net loss (RHS)
-3500
1400
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Total number of credit
-3000
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funds, the share of deposits as a proportion of total
operational funds stood at a high figure of 86.0% at the
end of June 2006, while shareholders’ equity from
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a continued decline. A low share of union members’
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equity is likely to impair the stability of funding and
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2003
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2005

union members19) amounted to only 8.8%, representing

weaken members’ function in monitoring and
practicing surveillance on the credit union. The lack of
proper monitoring is likely to lead to deteriorating
union performance, particularly at regional credit
unions with weak solidarity among members.
With regard to credit union fund use, loans showed the
19) In the U.S., credit union members’ equity accounted for 38.6% of the
entire fund supply (end-June 2006), compared to 10.0% (end 2003),
9.3% (end 2004), and 8.9% (end 2005) in Korea.
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highest share of 54.3% at the end of June 2006. Since

<Figure IV-31>

2005, the number of ordinary loans made by credit

Credit unions’ structure of fund supply
and operation1)
Deposits
Loans
100

(%)

unions has decreased, against the positive movement of

Other liabilities

Shareholder’
s
equity
Deposits to
NACUFOK
and banks

Securities

housing loan volume amid the more stringent
Other assets
(%)

100

regulations imposed on the banking industry. Due to
their insufficient ability to conduct fund operations,

80

80

60

60

40

40

among other reasons, the share of credit unions’ assets
deposited with the National Credit Union Federation of
the Korea (NACUFOK) and with banks stood at
26.0%, second to loans. Meanwhile, the volume of

20

20

0

0
Supply

Operation

their deposits with the NACUFOK has decreased
greatly in the wake of the NACUFOK’s downward
adjustment of interest rates, while their investment in

Note: 1) Based on the end of June 2006
Source: FSS, NACUFOK

securities has shown a modest increase.
In the past, many credit unions had to choose in the

<Table IV-6>

process of restructuring between a form of bankruptcy

Trends in forms of restructing among
credit unions

or dissolution. Now, however, it is expected that many

(cases)
Jun.~Aug.
2006

2001~2003

2004`

2005

Bankruptcy

176

10

6

4

Dissolution

49

9

6

9

M&A

6

1

3

5

Total

231

20

15

18

Source: NACUFOK

of them will choose to merge with well-performing
unions in order to fully exploit the easing of conditions
for mergers, so as to promote a trend of more voluntary
restructuring20). Between January 2005 and August
2006, the number of mergers were eight, compared to
seven between 2001 and 2004. Brisker merger activity
is expected to go a long way towards promoting
recovery of credit unions’ business performance, which
has been surpassed by that of community credit
cooperatives.21)
20) In the past, mergers were allowed only between regional credit unions
in the same district (city, gun or gu), but they have also been possible
between neighboring districts since November 4, 2003. From June 16,
2006, mergers have been allowed between a regional union and a
collective union. Also, a well-performing union that merges with a
poorly performing one will receive financial support from the Credit
Union Depositor Protection Fund for up to 90% of the insufficient net
assets of the merged partner.
21) At the end of June 2006, the number of community credit
cooperatives’ members and total assets had increased by 40.8% and
64.4%, respectively, compared to year-end 1998. During the same
period, the number of credit unions’ members had decreased by 7.7%
and their total assets increased by 18.1%.
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Credit unions’ management conditions showed
gradual improvement as a result of restructuring up
until the end of the first half of 2006. However, it
appears that their role as a financial business for the
general public, together with their stability in funding,
remain insufficient in line with their relatively poor
fund operation abilities. In order to maintain stable
growth, they need to reinforce their sales capability and
the real-time surveillance activities by enhancing
financial statement reliability.
From 2007, the scope of tax benefits for deposits with
credit unions will be reduced, a change feared likely to
cause a weakening of their interest rate
competitiveness.22) In this respect, credit unions need to
take drastic measures to enhance their overall
operational competitiveness through the development
of products such as small-scale loans for needy
households, specifically tailored to meet the needs of
local residents, and the adoption of more sophisticated
methods of loan screening, taking the prospective
borrower’s income, ability to repay, and credit-rating
into consideration.

<Figure IV-32>
NACUFOK’s major management indicators
(100 billion won)
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NACUFOK’s management shows modest
improvement
At present, credit unions deposit about 20% of their
total operational funds with the NACUFOK as credit
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Source: NACUFOK

22) According to the tax reform plan proposed by the government, the
scope of the tax exemption on interest income from deposits with
credit unions which is now allowed for deposits up to 20 million won
per person will be reduced to deposits of up to 10 million won.
Additionally, this exemption benefit will be abolished in 2009.
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securities and pays fixed interest rates, regardless of
net profit/loss. At the time of the financial crisis in
1997 and 1998, the NACUFOK posted a net loss from
investment in high-risk securities such as beneficiary
certificates and inferior bonds. However, it has
continued to post positive profits since 2003, to reduce
its accumulated deficit from about 720 billion won at
the end of 2002 to 580 billion won by the end of June
2006. The government is considering lending 300
billion won to the NACUFOK to better facilitate its
recovery of creditworthiness.
However, the government’s financial support will be
made in the form of a long-term loan with no (or a low)
interest rate, rather than in the form of a contribution,
making this measure insufficient for fully funding the
accumulated NACUFOK deficit. In order to secure
timely normalization of management, therefore, the
NACUFOK needs to take self-rescue measures by
further lowering the interest rate it pays on credit
deposits, which is currently higher than that offered by
other financial institutions, and by supplementing the
in-house depositor protection fund, established in
January 2004.
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Ⅴ. Changes in the financial infrastructure
1. Payment and settlement systems
Payment and settlement trends

<Table V-1>
Settlement volume by payment instrument

Overview

(Daily average)
(thousand transactions, trillion won, %)
1H 2006 Change
(B-A)/A
(B)

In the first half of 2006, daily average payment and

Volume

1H 2004

1H 2005
(A)

Checks/Bills

3,688

3,369

4,583

Fund transfers

9,283

9,871

10,869

10.1

Cards, etc.1)

6,632

7,858

9,644

22.7

amounted to 25.1 million transactions and 173.0 trillion

19,603

21,097

25,095

18.9

won, year-on-year increases of 18.9% and 20.5% in
volume and value, respectively. By payment medium,

Total
Checks/Bills
Value

Fund transfers
1)

Cards, etc.
Total

36.0

16.4

14.0

23.7

68.5

121.6

128.5

148.3

15.4

0.97

0.99

1.04

4.1

139.0

143.6

173.0

20.5

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

settlement using non-cash payment instruments1)

fund transfers showed a dramatic increase both in
terms of transaction number and value.2)

Checks and bills
<Table V-2>

In the first half of 2006, daily average payments using

Settlement by checks and bills

bills and checks comprised 4.6 million transactions

(Daily average)
(thousand transactions, trillion won, %)
1H
2004

1H

1H

Change

2005(A) 2006(B) (B-A)/A

with a total value of 23.7 trillion won. With the
inclusion in these statistics from this year of payments

3,628

3,313

4,527
(1,287)

36.6

made for bills presented to the counter of issuance,

Promissory notes,etc.

46

43

44
(5)

3.0

both the number of transactions and the value showed

Other certificates2)

13

12

12
(-)

-7.0

large increases of 36.0% and 68.5%, respectively, from

3,688

3,369

4,583
(1,293)

36.0

the same period in 2005. If the aforesaid bills are

Cashier’
s checks

5.7

4.3

4.8
(1.1)

9.6

excluded, the number of transactions decreased by

Promissory notes,etc.1)

9.1

7.5

15.5
(7.1)

106.0

Other certificates2)

1.6

2.2

3.4
(-)

56.6

Total

16.4

14.0

23.7
(8.2)

68.5

Cashier’
s checks
1)

Volume

Total

Value

Note: 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 (CDs), etc.
Source: The Bank of Korea

2.3%, while the value increased by 10.2%.

1) Non-cash payment means include bills, checks, fund transfers, cards
and e-Money.
2) The statistics show that use of bills and checks increased more than use
of any other means, which is due to the inclusion in this category of
bills presented at the issuance counter, effective from 2006.
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Fund transfers

<Table V-3>
Settlement by fund transfers

Among fund transfers3) between financial institutions in

(Daily average)
(thousand transactions, trillion won, %)
Change

were 5.7 million transactions (an increase of 6.7%) in

Value

Credit transfers

Volume
Value

Debit transfers

Volume

1H

1H

2004

2005
(A)

6.5

7.8

8.4

6.7

Retail credit transfers

5,270

5,326

5,684

6.7

Total

5,277

5,333

5,693

6.7

Large value credit transfers 108.6

114.1

130.5 14.4

12.6

14.0

17.3 23.6

Total

121.3

128.1

147.8 15.4

as of increasing large value fund transfers via

Giro system direct debits

1,760

1,981

2,246 13.4

CMS debit transfers

2,247

2,557

2,930 14.6

BOK-Wire.

Total

4,007

4,538

5.176 14.1

Giro system direct debits

0.1

0.1

0.2 13.9

CMS debit transfers

0.2

0.2

0.3 18.0

Total

0.3

0.3

0.5 16.4

Large value credit transfers

Retail credit transfers

1H

the first half of 2006, daily average credit transfers

2006 (B-A)
/A
(B)

volume and 147.8 trillion won (up 15.4%) in value.
This expansion was a result of a rise in the increase in
the number of small-value fund transfers through the
electronic banking and the CD/ATM networks as well

Meanwhile, daily average settlements by debit transfers
comprised 5.2 million transactions in volume and 0.4
trillion won in value for year-on-year increases of

Source: The Bank of Korea

14.1%, and 16.4%, respectively. This rise was chiefly
attributable to increases in the payments of
communication charges, insurance premiums and

<Table V-4>

public charges via automated Giro transfers, and an

Settlement through BOK-Wire
(Daily average)

increase in the number of users of the Cash

(thousand transactions, trillion won, %)

Management Service (CMS) system.4)

1H

1H

1H

Change

2004

2005
(A)

2006
(B)

(B-A)
/A

5,020

6,344

7,033

10.9

Net settlement

640

621

493

-20.6

Receipts and
disbursements of
Treasury funds, etc.1)

877

876

843

-3.8

Gross settlement
Volume

Total

Value

6,537

7,841

8,369

6.7

Gross settlement

88.7

96.0

112.4

17.1

Net settlement

13.1

9.7

10.8

11.2

6.8

8.4

7.3

-13.1

108.6

114.1

130.5

14.4

Receipts and
disbursements of
Treasury funds, etc.1)
Total

Note: 1) Receipts and disbursements of Treasury funds, Bank of Korea
loans, and transactions in government and public bonds
Source: The Bank of Korea

During the first half of 2006, daily average settlements
in Korean won via BOK-Wire reached 8,369
transactions with a total value of 130.5 trillion won, up
6.7% in volume and 14.4% in value from the same
period a year earlier. For call money and securities
transaction funds, which account for most settlement
via BOK-Wire, the number of transactions and the
value of gross settlements increased by 10.9% and
17.1%, respectively.
3) 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.
4) The number of institutions using CMS went up from 6,063 at the end
of June 2005 to 7,896 at the end of June 2006.
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Cards

<Table V-5>
Settlement by cards

Card usage for settlement averaged 9.2 million

(Daily average)
(thousand transactions, billion won, %)

Credit cards

1H

1H

1H

Change

2004

2005
(A)

2006
(B)

(B-A)
/A

6,008

6,983

8,336

19.4

Volume
Value

Debit cards1)

2

11

8

-29.2

Check cards

158

436

816

87.0

15

28

39

40.0

Total

6,183

7,458

9,199

23.3

Credit cards

964.3

974.7

1,002.0

2.8

Debit cards1)

0.2

0.5

0.4

-34.7

Check cards

4.7

17.6

30.5

73.0

Prepaid cards

0.6

1.4

1.7

20.1

969.7

994.3

1,034.7

4.1

Prepaid cards

Total

transactions daily valued at 1,034.7 billion won in the
first half of 2006, for year-on-year increases of 23.3%
and 4.1%, respectively. Of these figures, daily credit
card usage increased by 8.3 million transactions (up
19.4%) in volume and 1 trillion won (up 2.8%) in
value. As of the end of the first half of 2006, credit
cards accounted for well over 90% of the total card use
(90.6% in volume and 96.8% in value).
Meanwhile, the usage of non-credit cards, such as

Note: 1) Throughput of Debit Card Network of Korea Financial
Telecommunications and Clearing Institute
Source: The Bank of Korea

check cards, posted strong growth of 0.86 million
transactions in volume and 32.1 billion won in value
from the same period in 2005. While these figures
remain rather insignificant when put shoulder-to-

<Table V-6>

shoulder with usage of credit cards, their rapid

Net settlement, net exchange payments and
collateral securities

expansion is ascribable to their possibility of use by all

(Daily average)
(billion won, %)

Net settlement

1H

1H

1H

Change

2004

2005

2006

(B-A)
/A

Morning

4.2

4.5

6.3

1.8

Afternoon

8.9

5.2

4.5

-0.7
1.1

adult depositors aged 18 or older, irrespective of credit
status.

Settlement risk trends

Total

13.1

9.7

10.8

Morning

2.3

2.4

2.8

0.4

Afternoon

5.8

3.8

3.5

-0.3

Total net debit caps 2)

12.6

13.7

17.1

3.4

Maximum utilization rate of
net debit caps3)

67.1

53.9

63.6

-

Securities called for as
collateral2)(A)

5.6

4.3

5.3

1.0

1.1 trillion won from the same period a year earlier,

Value of securities deposited
as collateral2)(B)

5.8

4.4

5.5

1.1

reaching 10.8 trillion won. The simple total of the daily

103.8

102.8

104.3

-

Net average
exchange
payments1)

B/A

Note: 1) Sum of net exchange payments during the half-year /net
exchange payment days
2) Based on figures at the end of each half-year period
3) Simple average for the semi-annual period
Source: The Bank of Korea

In the first half of 2006, daily average net settlement by
participants in the net settlement system increased by

average net exchange payment by net settlement
participants increased by 0.4 trillion to 2.8 trillion won
in morning net settlement,5) while decreasing by 0.3
trillion won to 3.5 trillion won for afternoon net

5) Among Korea Financial Telecommunications and Clearing Institute
(KFTC)-operated systems (the Giro System, Electronic Banking
Network, Interbank Funds Transfer System, Interbank CD/ATM
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settlement6) during the period. The dramatic increase in
morning net settlement can be attributed to the change
of designated net settlement time from afternoon to
morning for cashier’s checks, whose exchange and
settlement may be truncated by means of electronic
information exchange without physical transfers,
effective from September 27, 2005, and to the increase
in transactions involving net settlement, particularly in
the electronic banking network.
At the end of the first half of 2006, the net debit caps
set by the 25 participants in net settlement had
increased by 3.4 trillion won since the end of the same
period of the previous year. This is because participants
increased in real-time fund transfers between
customers through the retail payment system. In the
meantime, the simple average of the maximum
utilization rate of net debit caps by participants stood at
63.6%, up by 9.7% percentage points from the same
period of 2005.
At the end of the first half of 2006, the value of
securities posted by net settlement participants as
collateral with the Bank of Korea to guarantee
fulfillment of net settlement stood at 5.5 trillion won, a
1.1 trillion won increase from the end of the same
period of the previous year. This increase was because
of the rise in the amount of collateral required with the
increase in the net debit caps.
System, Cash Management Service System, debit cards, local
bank/e-Money networks, B2C & B2B e-Commerce Settlement
Systems, and the Bill Clearing System), the net settlement amounts of
inter-bank fund transfers through the electronic clearing/settlement
system by means of electronic information exchange, and the
subsequent fund adjustments, are finally settled across the participating
banks’ current accounts at the Bank of Korea by 11:30 a.m.
6) The net exchange amounts of bills and checks, and the subsequent fund
adjustments, excluding the morning net settlement from KFTC’s bill
clearing system, are finally settled across the participating banks’
current accounts at the Bank of Korea at 11:30 a.m.

- 84 -

Ⅴ. Changes in the financial infrastructure

<Table V-7>
Major changes in payment system assessment
framework
After changes

Before changes
Systemically important
/Major/Others (3 categories)

Systemically important
/Others (2 categories)

Major payment systems 9)

Relevant systems

- Systems whose failures
may have a great impact
on the economy and
impair people’
s trust in
the payment system and
the currency

Systemically important payment systems(9)

Systemically important payment
systems (7)

- Systems whose failures
may paralyze the
financial market
∙BOK-Wire, Check
Clearing System,
Interbank CD,/ATM
System, Inter-bank Funds
Transfer System,
Electronic Banking
System, Over-thecounter Bond Market
Settlement System, CLS

∙Retail payment
systems(7)1), Stock
Market Settlement
System, Kosdaq Market
Settlement System
Others

Others

- Payment system other
than systemically
important and major

Others

Systemically important
payment systems

Systemically
important
payment systems

Major payment
systems

Frequency of assessments

When there is an
important change that
may have an impact
upon safety and
efficiency, or when
the Governor deems it
necessary

Systemically
important
payment systems

Not designated

Six core principles

Others

Major
Systemically
payment Others
Others
important
payment systems systems
Scope of publication of
assessment items

When the Governor
deems it necessary

Ten core principles

- Systems whose
failures may have
a widespread
ripple effect on, or
cause the collapse
of, financial
systems at home
and abroad
∙BOK-Wire, Check
Clearing System,
Inter-bank Funds
Transfer System,
Electronic Banking
System, Over-thecounter Bond
Market, Stock
Market, Kosdak
Market, Futures
arket Settlement
Systems, CLS
- Payment
systems other
than
systemically
important
∙Retail payment
systems(8)2),
Credit card,
etc.

∙Futures Market, System,
Credit Card System, etc.

Every year

Improvement of the payment and
settlement systems
Changes in the payment system assessment
framework
In August 2006, the Bank of Korea carried out a
full-scale reshuffling of the assessment framework for
the payment and settlement systems. This included
changes in the classification method and frequency of
assessment, and inclusion of new assessment standards.
First of all, the classification of payment systems was
simplified from three categories -“systemically
important,” “major” and “others” - to just two “systemically important” and “others.” Most of the
previous “systemically important” systems and some of
the previous “major” systems were incorporated into
the new “systemically important” category. The new
framework also now requires assessment every two

Every two years

years rather than annually, in consideration of the
efficacy of assessment operation and the burdens on the

When there is an
important
change
that may have
an impact on
safety and efficiency,
or
when the
Governor
deems it necessary
Ten core principles
- Other payment
systems shall
carry out their
oversight chiefly
focused on
monitoring, with
all core principles
applied at the time
of assessment

assessed institutions.
In the past, assessment items were differentiated from
each other, depending upon the importance of the
payment and settlement systems concerned. Under the
new framework, international standards apply to all
assessment items. Moreover, the “Recommendations to
the CCP (Central Counterparty)”7) set by BIS-IOSCO
have been added as new assessment standards. The
reshuffling of the assessment framework for the

Note: 1) Giro, CMS, debit cards, e-Money, local banks, B2C, B2B
2) Those in 1) above and the Interbank CD system
Source: The Bank of Korea

7) The 15 recommendations are in line with international standards
(enacted in 2004) for the management of risks associated with the
CCP, which plays the role of purchaser for the seller of a contract
signed in the securities market, and the role of seller for the purchaser,
for the purpose of safe and efficient operations.
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payment and settlement systems has laid the basis for
more systematic and efficient surveillance.

Safety and efficiency of the payment and settlement
systems enhanced
In 2006, the Bank of Korea continued its efforts to
reinforce the safety and efficiency of the payment and
settlement systems. It enacted the Regulation
Concerning Designation of Payment and Settlement
Systems Requiring Guaranteed Settlement Finality,8)
to carry out the designation function entrusted to its
Governor under the “Act Concerning Debtor
Rehabilitation and Bankruptcy” (enacted on April 1,
2006), and the Act’s enforcement decree. Thus, BOK Wire operated by the Bank of Korea, the Interbank
CD/ATM System, Interbank Funds Transfer System
(IFTS) and Electronic Banking System operated by the
Korea Financial Telecommunications and Clearing
Institute (KFTC), and the Continuous Linked
Settlement (CLS) System were designated as payment
systems whose settlement finality should be
guaranteed. Effective from August 21, 2006, the
transfer instructions and payments made through these
payment systems are protected under the relevant laws,
even if the financial institution involved goes bankrupt.
This is expected to help enhance the stability of both
the payment and settlement systems and the financial
markets.
In addition, the Bank of Korea established a basic plan
to promote a next-generation BOK-Wire

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.
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re-construction project, designed to help reduce the
burdens of participating institutions related to
settlement liquidity, as well as reduce the
concentrations of settlement at around the daily
deadline. The Bank of Korea also devised a method of
expanding the system of connections between the
servers in BOK-Wire that will conduct the
straight-through processing (STP) for fund transfers
between the participating institutions. Furthermore, it
has introduced and continues to update systematic
contingency planning, thus securing the realistic
feasibility of BOK-Wire Business Continuity Planning
(BCP), set up in December 2004.
In the first half of 2006, the Bank of Korea also carried
out tests of the Continuous Linked Settlement (CLS)
communication network, and of the contingency
operational procedures related to the payment systems.
Through its testing of the emergency network with
CLS Bank, as well as upgrading of its business manual,
the Bank of Korea was able to carry out smoother
business settlement in Korean won.
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2. Domestic financial system

<Table V-8>

Change in the date of implementation of the New

Schedule for adoption of New Basel Capital
Accord by country
Schedule
Standardized
approach
Basic internal
ratings-based
approach

Jan.1, 2007

Jan.1, 2008

Jan.1, 2009

EU, Canada,
Hong Kong

Korea,
Australia,
Singapore

-

Advanced
internal
ratings-based
approach

-

Basel Capital Accord and the loan loss provision
system
In June 2006, the Financial Supervisory Service (FSS)
decided to switch the date of implementation of the
New Basel Capital Accord from the end of 2007 to

Korea,
Australia,
Singapore, EU,
Canada, Hong
Kong, Japan1)

US

January 1, 2008. Accordingly, the period for banks’
preparation for adopting the New Basel Capital Accord

Note: 1) End of March 2008

is to be expanded.
The FSS also decided to change the loan loss provision
system in connection with adoption of the New Basel
Accord. Banks will be asked to lay aside loan loss
provisions based upon their own expected loss ratios,
or the expected industry average loss ratio, effective
from the end of 2006. The current FSS-set minimum
loan loss provision ratios will be abolished.

Reinforcement of public disclosure on issuance of
overseas securities
In August 2006, the FSS decided to step up the
<Table V-9>

protection of domestic investors and the monitoring of
listed firms’ issuance of overseas convertible bonds

Issuance of Overseas Securities
(100 million dollars)

(CBs) and bonds with warrants (BWs).

2003

2004

2005

CBs

3.9

3.8

13.3

Jan.~Mar.
2006
3.3

BWs

1.3

1.3

4.2

1.3

As part of the process of exercising subscription and

Total
5.2
5.1
Source: Financial Supervisory Service

17.5

4.6

conversion rights within a year after that issuance for
which no prohibition on acquisition is imposed on
Koreans, submission of a securities report concerning
overseas securities and new stocks issued will be made
obligatory.
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Ⅴ. Changes in the financial infrastructure

If the issuance of overseas securities is linked to a large
shareholder’s securities lending and borrowing (SLB),
all related details, such as the purpose and conditions of
the SLB, the parties involved, and the schedule for
disposal of the securities, will henceforth be disclosed
at the time the report on major management matters
relating to a decision to issue overseas securities9) is
made.
If a suspicious transaction10) appears to be involved in
the process, close investigation will be made, before
and/or after the issuance of overseas securities and
SLB, to ascertain whether any unfair trading practice
has taken place.

Improvement in liquidity ratio in domestic currency
On August 8, 2006, the Financial Supervisory
Commission (FSC) amended the “Detailed
Enforcement Regulation on Supervision of Banking
Business” to improve the liquidity ratio in domestic
currency.

9) Any listed corporation or corporation registered with the Kosdaq
shall, when there is a decision on issuance of CBs, BWs,
exchangeable bonds or DRs (including the issuance of securities or
certificates similar thereto in a foreign country), report to the FSC and
the Korea Exchange on the details of such issuance or decisions
(corresponding to resolution of the board of directors or a decision of
representative director(s), executive officers who exercise de facto
management control, or principal shareholders) (Regulation on
Securities Issuance and Disclosure, Article 69, Paragraph 1,
Subparagraph 1).
10) Some Kosdaq-registered businesses attempt to make stock-lending
transactions in search of overseas investors, exploiting the fact that it
is possible to grant conversion rights after the elapse of one month
from the time of overseas public offering, without submitting a
securities report. Certain overseas investors sell stocks borrowed from
a large shareholder in the domestic market before or right after the
time of issuance of overseas securities, and repay them with stocks
converted after the elapse of one month, causing loss to domestic
investors who are in the dark about such practices.
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First of all, the scope of liquid assets and liabilities was
readjusted by including such liquid assets as required
reserves, CDs in circulation and credit card loans with
less than three months of maturity, whose liquidity is
recognized in practice actually, and by excluding some
liquid assets with limited cash flow.
The frequency of reporting on the liquidity ratio in
domestic currency will be changed from quarterly to
monthly, in order to avoid any disturbances in the
money market such as abrupt increase in issuance of
CDs and special sales promotions of high-interest
bearing time deposits.
The obligation11) to submit a plan to prevent violations
of the liquidity ratio requirement, which had been
imposed on banks with liquidity ratios in domestic
currency of less than 105%, has been abolished in
consideration of the fact that their financial conditions
remain stable.

11) This system was introduced in March 2002, to preclude violation of
the won currency liquidity ratio.
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