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The Bank of Korea has published the Financial Stability Report on a biannual basis
since April 2003, seeking to broaden the awareness of financial stability issues
among market participants and to stimulate active discussion on related topics by
providing a comprehensive analysis of the current status of and potential risk factors
in the Korean financial system, together with an overall assessment of its stability.

In an effort to improve the quality of the Financial Stability Report, the Bank of Korea
has over the years developed a variety of new analytic indicators while continuously
upgrading its evaluation methods and enhancing its overall analytical capacity. As
part of this on-going effort, in the current issue we introduce changes to the Financial
Stability Report format — assigning greater importance to areas in which structural
vulnerabilities were revealed during the recent global financial crisis, such as the
foreign exchange soundness and business soundness of non-bank financial
institutions. The current issue also contains a new section providing an overall
assessment and suggesting policy directions for consolidation of Korean financial
system stability.

It is hoped that this Financial Stability Report will help market participants, regulators
and policy-makers to identify and respond to risk factors latent within the financial
system in a timely and preemptive fashion.
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1. Overview

Ⅰ. Overview

The Korean financial system, which had suffered severe instability following the
global financial crisis in the latter half of 2008, regained stability at a rapid pace
from the beginning of 2009. Stability returned to the financial markets and there
was an overall improvement in foreign exchange soundness against the
background of the reduction of systemic risk in the international financial markets.
There was also an improvement in the soundness of financial institutions’
management. The macro-economic environment, in which the financial system is
embedded, similarly, exhibited an upturn, as exemplified by swiftly improving
domestic economy in line with the recovery of the global economy.

So that financial system stability can become firmly established, it is important to
take appropriate action in response to the detailed monitoring of risk factors.
Firstly, vigilant watch should be maintained over potential risks due to expanded
mortgage lending, such as increasing household debt burdens and upward
pressures on housing prices, so that preemptive counter-measures should be put
in place if necessary. Policy efforts to encourage the prompt disposal of
nonperforming assets and to shore up capital will also have to be made, as
financial institutions’ capacity to absorb shocks may deteriorate due to
uncertainties concerning corporate credit risk. Since there is the possibility of
shocks being generated in the external sector in line with the additional occurrence
of global financial institutions’ nonperforming assets, proposals for the
enhancement of foreign exchange soundness to counter this will be the subject of
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constant study. It is also necessary to strengthen monitoring and analytical
capabilities in regard to systemically important financial institutions, financial
markets and financial instruments, so as to pick up at an early stage on potential
systemic risk factors including the accumulation of financial imbalances and to deal
with them effectively.

� International financial markets have been
regaining stability since March 2009 as the
mood of excessive aversion to credit risk has
moderated thanks to the bold policy actions of
countries around the world for the sake of
financial stability.

In the money markets, the flow of funds

TED and Libor-OIS spreads
(bps)

(bps)
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among financial companies has presented an

400

400

improved picture as shown, for example, by

300

300

the narrowing of both the TED spread and the

200
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TED spread
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LIBOR-OIS spread. In the bond markets,
yields have fallen by a large margin
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grade bonds. Stock prices, similarly, have
risen rapidly. The currencies of other major
countries weakened against the US dollar
following the outbreak of the global financial
crisis, but they have continued to strengthen
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against the US dollar since the second
quarter of 2009. Investment funds are also
gradually moving into high risk, high yield
products in line with the moderation in risk
aversion.

Rates of financial company lending increases

The intensified contraction of credit supply by

(yoy, %)

(yoy, %)
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from the consolidation of the underlying
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weakness of the US dollar could, however,
emerge as destabilizing factors.

Interest rate, stock price and exchange rate volatilities1)
(annual %)

(annual %)
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KRW/USD (LHS)
KOSPI (LHS)
Treasury bond yield (3-year, RHS)
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� In the domestic financial markets, similarly,
stability has been swiftly regained since
March 2009 as shown by the great reduction
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in the volatility of price variables under the
influence of the easing of international
financial market unrest and the pick-up in
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domestic business activity. In a further sign of
improvement, there has been some recent
moderation of the short-termism of market
funds thanks to the return of market stability.
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In the bond markets, yields on Treasury
bonds have continued their mild upward trend
responding to a recovery of business activity

Bond yields and credit spreads1)
(bp)

(annual %)
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Treasury bond yield (3-year, LHS)
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particularly in the case of highly rated
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400

of corporate bonds has expanded greatly

200

because of their increasing need to secure
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Note: 1) Spreads over Treasury bonds (3-year)
Sources: Bank of Korea, KOSCOM

funds. It is nevertheless hard to anticipate any
great lessening of credit spreads on subinvestment grade corporate bonds for some
considerable time to come owing to the
continuation of credit discrimination in line
with corporate restructuring.

In the equity markets, share prices rose

KOSPI and foreigners’ net stock buying
(trillion won)
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of the recovery of share prices, consequently,
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also registered a higher level than that in
other countries. From April, though, the scale
of securities companies’ loans to individual
investors has increased rapidly amid the
weakening of institutional investors’
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purchasing power because of the net outflow
of domestic equity type funds. If these trends
are maintained in the future, the volatility of
share prices could be amplified by the
heightened pressure for disposal at times
when shocks occur.

Won-dollar and won-yen exchange rates

In the foreign exchange market, the Korean
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won maintained downward stability against
the US dollar and the Japanese yen from
March 2009 amid an increased supply of
foreign exchange resulting from the sustained
current account surplus and expanded
inflows of foreigners’ securities investment

Sources: Bank of Korea, Korea Exchange Bank

funds. FX swap rates rose substantially as
the liquidity shortages in international financial
markets moderated with a commensurate
improvement in domestic banks’ foreigncurrency borrowing conditions. FX swap
1)

Interest rate arbitrage incentive

rates, however, could act as a factor in
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funds in line with the existence of incentives
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domestic and international interest rates.
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� Foreign exchange soundness, which
deteriorated in the aftermath of the global
financial crisis, has presented a greatly
improved picture since the beginning of 2009.

The external debt redemption capacity has

Short-term external debt/foreign reserves and
short-term external debt/external debt

risen greatly as short-term external liabilities
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Short-term external
debt/foreign reserves (LHS)
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sustained its improving trend in line with the
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increase of foreign exchange supply through
the surpluses on both the current account
and the capital account

The structure of domestic banks’ foreign

Domestic bank foreign borrowing maturities1)
and share2) of short-term foreign borrowings
(days)
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currency borrowings is gradually moving
towards the long term with the shrinking of

55
100

short-term borrowings. The foreign-currency
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funding situation, similarly, has evolved
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Notes: 1) Average of short-term borrowings during period
2) Includes foreign call money, borrowings and bonds among
total external liabilities; end-period basis
Source: Bank of Korea

greatly for the better with the active extension
of maturities and a steady fall of spreads on
borrowings. Accordingly, domestic banks are
steadily paying back the foreign currency
liquidity support funds provided from the Bank
of Korea.
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There could be, however, a deterioration in
foreign exchange soundness in the event of
external shocks arising in view of potential
structural vulnerabilities, including the external
openness of the economic structure,
domestic banks’ inflexibility in the operation of
their foreign currency assets, and the
possibility of an abrupt outflow of foreigners’
securities investment funds.

� In the household sector, the upward trend

Household financial debt1) trends
900
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(period-on-period, %)
6
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of financial debt has persisted, led by
mortgages loans. In a situation in which
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2

conditions is expected to be only limited, their

1

burden of debt redemption, which has been

0
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Note: 1) Period-end basis
Source: Bank of Korea

2007

2008
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reduced by the decline in interest rates, may
rise again as household debt continues to
increase in the absence of any marked
household debt-deleveraging process. In
particular, households whose scale of
borrowings is excessive may well suffer a
deterioration of their cash flow because their
burden of interest payment is likely to
increase as market interest rates come under
upward pressure in addition to the large-scale
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of the rise in risk premiums on household
loans.

Nevertheless, a likelihood of households’

Shares in household loans1) by credit rating
(%)
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Note: 1) Including loans issued by non-bank financial institutions
Source: NICE

prevailing here and the fact that the
qualitative structure of other household
credits has improved, as seen in the increase
in the ratio of borrowers with higher credit
grades in total lending.

� The corporate sector’s debt servicing

Profitability and liquidity of businesses
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Stockholders’ equity-to-total assets ratio (LHS) (%)
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liquidity conditions remained stable.

Sources: KIS-Value, Bank of Korea

Following the global financial crisis, small and
medium enterprises with a fragile earnings
-8-

1. Overview

basis were greatly constrained in raising longterm funds from banks concerned about
credit risk, but were able to expand short-term
borrowings in line with the implementation of
the policy authorities’ measures to strengthen
financial support. Such firms may find
themselves in increased difficulties in
refinancing these funds or extending their
maturities as the SME financing program is
expected to be terminated at the end of 2009.

� With a tangible recovery trend in the world
economy, the domestic economy for its part
should remain on a positive growth track.

World economic forecasts, by release date

The downward trend of US economic growth
(%)

2009

was greatly moderated during the second

2010

(release date)
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(Oct.)

(July)

(Oct.)

World

-1.4

-1.1

2.5

3.1

US

-2.6

-2.7

0.8

1.5

Euro area

-4.8

-4.2

-0.3

0.3

Japan

-6.0

-5.4

1.7

1.7

China

7.5

8.5

8.5

9.0

Source: IMF(July and Oct. 2009)

quarter of 2009, affected by the expansion of
fiscal spending and the rate of GDP growth
shifted well into positive territory in the
following third quarter, thanks to the progress
of consumer spending and housing activity. In
the Euro area economy, the downward trend
of growth flattened out to a large extent from
the second quarter as the scale of the
decrease in exports narrowed and housing
-9-
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activity improved. Similarly, in the Japanese
economy, growth turned positive for the first
time in five quarters, thanks to the turn for the
better in both exports and private consumption.
In the Chinese economy, there was a
recovery of the high growth trend amid lively
consumption and investment activity. In the
coming months, the pace of global economic
recovery is expected to accelerate
progressively, but the recovery momentum
may well be weakened by the expansion of
public debt and the rise in unemployment
rates.

The growth rate of the domestic economy

GDP growth
(%)

(%)
8

8

Year-on-year

6

6
4

rose by a large margin in the second and third

4

Quarter-on-quarter

2
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-4

-4

-6
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3/4

Source: Bank of Korea

08.1/4

3/4

09.1/4

3/4

quarters following on from its shift into positive
territory in the first quarter of 2009, boosted
by the aggressive financial easing policies
and the front-loading of fiscal expenditures. In
the months ahead, the trend of recovery in
domestic activity is forecast to be maintained
with the progressive enlargement of private
sector growth momentum, but there are a
number of downside risks attached including
both external factors, such as the possibility
- 10 -
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of a delayed recovery of the global economy
and a run-up in international commodity
prices, and domestic factors such as the
sluggish recovery in facilities investment and
the inadequacy of the recovery in
employment conditions.

The upward trend of consumer prices eased,
as demand-side pressures were weak and oil
prices remained lower than in the previous
year. In the near-term, consumer price
inflation is expected to sustain stable trends
as demand pressures remained curbed for
the time being, though there are potential
destabilizing factors in play such as a
renewed run-up in international oil prices. The
current account has registered a large surplus
since the beginning of 2009, and, in the
coming months, the underlying surplus is
forecast to be maintained against the
backdrop of the sustained recovery in
exports.

� Real estate prices fell briefly in the
aftermath of the global financial crisis, but
returned to an upward trend from early 2009
- 11 -
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that centered on the Seoul Metropolitan area.
Housing prices continued on a steeply
Apartment transaction price indices and trading volume
Nationwide apartment transaction price index (LHS)
Seoul apartment transaction price index (LHS)
Nationwide trading volume (RHS)
(10,000 units)
(Dec. 2008 = 100)
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upward path from April, influenced by
anticipations of a recovery in business activity
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and increased mortgage lending while
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housing prices rose in an increased number
of areas. Leasehold deposits maintained an
upward trend with the emergence of the
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demand for moving house that had been

0
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10

suppressed by the effect of the financial crisis

Sources: Kookmin Bank, Korea Land and Housing Corporation

in 2008 coupled with the reduction in the
provision of new rental accommodation and
the large-scale of the increase in housing
slated for demolition in certain areas.

As the effects have recently emerged of the
steps to strengthen loan to value (LTV) and
debt to income (DTI) ratios, the upward trend
of housing prices has showed signs of
flattening out somewhat, but in view of the
ample market liquidity, and expectations
among the general public of a rising trend in
housing prices, the upward pressures on
housing prices are seen to continue as
before.

- 12 -
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� The payment and settlement system has
operated in a stable manner. Responding to
the expanded scale of settlements, the Bank

Daily average payment system settlement
through BOK-Wire+
(trillion won)
200

of Korea managed settlement risk
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Total value of transactions (LHS)
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80
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Source: Bank of Korea

appropriately including the operation of the
new BOK-Wire+ that additionally includes a
netted settlement function as well as gross
value settlement. Since July 2009 financial
investment companies have newly been able
to carry out funds transfers by means of the
retail settlement system and such operations
have been proceeding smoothly owing to the
putting in place of appropriate measures to
manage the associated net settlement risk.

� In the banking sector, there has been an

Composition of commercial bank funding sources
(%)

(%)
100

Others

100

overall improvement in management

80

Wholesale funding
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soundness. This has included indications of a
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decline in credit risk in addition to the greater

60
Time and other deposits
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20

stability of funding structures and an increase

20
Instant access-type deposits1)

0
2003
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in BIS capital ratios.
0
2009.9

Note: 1) Demand deposits plus instant access-type savings deposits
Source: Financial Supervisory Service

The stability of banks’ funding structure has
been enhanced since the latter half of 2008
by a consistent increase in conventional
deposits that has been accompanied by a
- 13 -
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reduced dependence on wholesale funding
such as CDs and bank bonds. Liquidity risk is
also seen to have moderated in line with an
increase in the Korean won liquidity ratio and
a decline in the liquidity premium. There still,
however, remains room for improvement from
the aspect of the management of liquidity risk,
given the predominant short-termism of the
maturity structure of Korean won deposits
and the persistence of the loan-deposit ratio
(excluding CDs) at above 100%.

Commercial bank corporate loan
delinquency rates1)
(%)

Credit risk rose sharply following the onset of

(trillion won)
3

4
Newly delinquent SME loans (RHS)
Corporate loan delinquency rate (LHS)
SME loan delinquency rate (LHS)

3

the global financial crisis, but since the
beginning of the second quarter of 2009 it has

2

presented a gradually receding pattern. The

2
1

ratio of delinquencies on household loans

1

and the ratio of credits classified as
0
2006

0
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Note: 1) Rates are three-month moving averages, based upon loans
delinquent one day or longer
Source: Financial Supervisory Service

9

substandard and below have both maintained
low levels of below 1%. The ratio of arrears
on corporate loans though, which rose
steeply early in 2009, has gradually declined
since the beginning of the second quarter and
the rapid increase in the ratio of corporate
credits classified as substandard and below
has also been blunted. In a situation in which
- 14 -
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the management performance of SMEs has
shown no marked improvement owing to the
subdued recovery of sales, there may be a
renewed rise after some time lag in the NPL
ratio of SME loans if the corporate
restructuring currently being pursued proves
inadequate.

Banks’ net income for the period has

Commercial bank net income after taxes trends
(trillion won)

(trillion won)
10

10

improved somewhat in the first half of 2009

8

8

as compared to the preceding half year

6

6

thanks to gains from sales of stocks acquired

4

4

2

2

0

0

through debt-to-equity conversion deals. In
the latter half of 2009, too, the trend of

1H 2006

1H 2007

Source: Financial Supervisory Service

1H 2008

1H 2009

improvement in profitability is seen to be
maintained because of positive factors, such
as the widening of the net interest margin.
The extent of the improvement is, however,
expected to be limited by the increased
burden of loan loss expenses in line with the
continued pursuit of corporate restructuring.

The average BIS capital adequacy ratio rose
sharply from the end of 2008 (12.72%) to
stand at 14.25% as of the end of June 2009,
having been boosted by the continued
- 15 -
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Commercial bank BIS capital adequacy ratio trends1)

900
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BIS capital (LHS)
BIS capital ratio (RHS)

augmentation of capital and reduction of risk
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Simple capital ratio (RHS)
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weighted assets. The improvement in capital
quality, however, is seen as somewhat
lacking in that the expansion of capital has

400
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been attained through the issuance of
securities that supplement capital such as
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hybrid securities and subordinated debt that

2009.6

Note: 1) Basel II basis for figures 2008 and after
Source : Financial Supervisory Service

have a low loss absorption capacity.

� In the non-banking sector, it has not been
possible to attain any great improvement in
asset soundness even though liquidity
conditions have evolved favorably and both
profitability and capital adequacy have
increased.

Fundraising conditions for non-bank financial

Non-bank financial company core funding
source interest rates1)
(annual %)

(annual %)
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10

Yields on credit-specialized financial
company bonds (A0, 3-year)
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Time deposits of mutual
savings banks (1-year)

6
4

Time deposits of credit
Time deposits of
agricultural cooperatives unions (1-year)
(1-year)

2
0
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8

with, for example, the seamless raising of

6

core funds since the beginning of 2009 and a

4

sharp fall in the cost of funds. As a

2

consequence of this liquidity risk is

0
2007.1

2008.1

Note: 1) Monthly new funding basis
Source: Bank of Korea

2009.1

institutions have taken a turn for the better

considered to have moderated with a rise in
liquidity ratios in the majority of areas and a
decline in the loan to deposit ratio.
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Non-bank financial company net income

Non-bank financial companies’ profitability

(trillion won)

(trillion won)
10

Depository institutions1)
Financial investment companies2)
Other institutions3)
Total net earnings

8

10
8

6

6

4

4

2

2

improved in the first half of 2009 thanks to the
sharp rise in the scale of net income. Capital
adequacy, too, presented a more favorable
picture owing to a rise compared to year-end

0

0
1H 2007

2H

1H 2008

2H

BIS basis and the net capital to risk profile

Notes: 1) Mutual savings banks and Mutual credit companies
2) Securities companies and Asset management companies
3) Insurance companies and Credit-specialized financial
companies (including credit card companies)
Sources: Financial Supervisory Service, Mutual Credit Association

ratio.

The household sector credit risk of non-bank

Non-bank financial company corporate
sector credit soundness1)

(%)
16

2008 in both the capital adequacy ratio on a

1H 2009

Precautionary credits (RHS)
Corporate sector credit delinquency rate (LHS)
(trillion won)
SME delinquency rate (LHS)
30
Ratio of credits classified as subnormal or below (LHS)
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12

financial companies kept to a generally stable
level. For the corporate sector, however, there
has been a continued rise in the scale of

20

10
8

15

6

10

4
5

2
0

precautionary credits that may potentially turn
nonperforming, so that there is the possibility
of credit risk increasing in the coming months.

0
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2/4
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Note: 1) Mutual savings banks, Insurance companies and Mutual credit
companies
Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

There is concern particularly about any
deterioration of the asset soundness of
mutual savings banks with the pursuit of
SMEs restructuring in view of the high weight
of their lending to SMEs with low credit
ratings.
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Ⅱ. Macro-financial stability

Ⅱ. Macro-financial stability
1. Financial markets
A. International financial markets
International financial markets have been regaining
stability since March 2009 as the mood of excessive
aversion to credit risk has moderated thanks to the
proactive policy actions of countries around the world
for the sake of financial stability. Destabilizing factors
nevertheless do still persist, such as the increases in
troubled assets of US and Euro-area commercial banks
and the continuing trend of US dollar weakness.

(Unrest in international financial markets eases)
<Figure II- 1>
TED and Libor-OIS spreads
(bps)

(bps)
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TED spread
LIBOR-OIS spread
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Source: Bloomberg
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In the money markets, with the lowering of policy
interest rates and expanded liquidity supply by major
country central banks beginning to show concrete
effects, counterparty confidence has recovered and
fund flows have improved. The TED spread, after
widening rapidly to 464bps in early October 2008,
right after the US Treasury's announcement of its
Troubled Asset Relief Program (TARP), tightened to
around 100bps by March 2009. It has continued to inch
downward since then, to stabilize at around 20bps in
October. A similar narrowing has also been observed in
the LIBOR–OIS spread (3-month), which dropped to
below 10bps in October.
Credit spreads in the bond markets have also shrunken
considerably, particularly those on risky bonds. Spreads
on emerging market treasury bonds and US junk
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<Figure II- 2>
Credit spreads1)
(bps)
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Notes: 1) Over US T-bond yields
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Source: Bloomberg

<Figure II- 3>
Stock prices in developed and emerging market countries1)
(2008.9.12=100)
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In the stock markets, meanwhile, stock prices in major
countries have been rising rapidly since March 2009,
lifted by the return of international financial market
stability and signs of global economic improvement.
Stock prices in the BRICs and other emerging market
economies have surged particularly sharply, on the
back of improving real economies. They rose by an
average 83.1% between March and October 2009 —
nearly twice the corresponding rate (43.2%) for
developed countries.
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Note: 1) Based on MSCI indices
Source: Bloomberg

<Figure II- 4>
Major country currency exchange rates against US Dollar
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bonds, after hitting highs of 900bps and 1,280bps
respectively in the wake of the global financial crisis,
decreased sharply starting from March 2009 to return
to their pre-Lehman crisis levels of 300bps and the
lower 500bps range. The yield on US Treasury bills
(10-year T-bonds), which tumbled to 2.20% in midJanuary 2009 on recession fears, has climbed back
since then, buoyed by the easing of risk aversion and
expectations of global economic recovery, and stood at
3.38% at end-October.
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Notes: 1) Based on an index developed using the average daily Japanese
yen and Euro exchange rates relative to the US dollar in the
period January 2007 to September 2009 (base value 100)
2) Weighted average of exchange rates against the US dollar of
eight Asian countries (South Korea, China, Taiwan, India, the
Philippines, Indonesia, Singapore and Malaysia), published by
Deutsche Bank
Source: Bloomberg

Major countries' currencies, after weakening against
the US dollar when global crisis broke out, have been
rallying since the second quarter of 2009, helped by the
decline in preference for safe assets and expansion of
the dollar carry trade. With the rapid recoveries in
emerging markets, these countries' currencies have also
been appreciating against the dollar.
As the global financial market instability eases and
investors’ risk aversion steadily retreats, global fund
flow patterns are shifting. Short-term capital, held
mostly until now in MMFs and other financial products
for uncommitted funds, are moving gradually into
high-yield, high-risk longer-term products such as
stock and bond funds. Funds are at the same time also
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<Figure II- 5>

returning to emerging market countries.

Capital flows to US, by fund type
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<Figure II- 6>
Global equity-type fund flows by region
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<Figure II- 7>
Rates of financial company lending increases
(yoy, %)
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The global financial crisis triggered by the US subprime mortgage meltdown appears subdued, thanks to
the stabilizing measures undertaken by countries
around the world. Systemic risks in the international
financial markets have decreased visibly, and price
variable volatility is sharply reduced. The excessive
global liquidity supplied as a result of central bank and
government crisis management measures, however,
could push asset prices to rise sharply. Moreover, if the
recent US dollar weakness persists and develops into a
permanent trend, it could lead to abrupt capital
movements and widen price variable volatility in the
financial markets.
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(Uncertainties linger)
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The conditions of lending to the household and
corporate sectors have remained sluggish in developed
countries since the global financial crisis. This is
because financial institutions are concerned about
adding new troubled assets to their balance sheets
while they have not eliminated their existing ones yet.
In the US, the rate of commercial mortgage loan
delinquency has been rising steeply, while the credit
card delinquency rate has also remained steadily high.
In Western Europe, banks may suffer increased default
rates due to their large exposures to Eastern Europe,
which is currently reeling under the impacts of
deteriorating foreign exchange soundness. The
cleaning off bad assets from the balance sheets of
financial institutions is thus likely to take considerably
longer. Credit supply to the private sector could as a
result tighten further and possibly in turn cause
renewed financial unrest or limit recovery of the real
economy.

Sources: FRB, ECB
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B. Domestic financial markets
<Figure II- 8>
Interest rate, stock price and exchange rate volatilities1)
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Note: 1) Calculated using EWMAs (exponentially weighted moving
averages)
Source: Bank of Korea

Amid the easing of international financial market
unrest and the pick-up in domestic business activities,
the Korean financial markets have been rapidly
regaining stability since March 2009. With the sharply
reduced volatility of financial market price variables,
stable trends in both long and short-term interest rates
are being maintained. Stock prices have been
rebounding at an accelerating rate, and a trend of
downward stabilization in foreign exchange rates is in
progress. There has also been some recent moderation
of the movement toward short-termism of market
funds.

(Credit discrimination against low-grade bonds
continues)

<Figure II- 9>
Long and short-term bond yields and credit spreads1)
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Among long-term interest rates, after falling to the
lower 3% range in late 2008 the 3-year Treasury bond
yield has maintained a mild upward trend since the
beginning of 2009, in response to spreading anticipation
of economic recovery. It stood at 4.44% as of endOctober. Typical of short-term interest rates, meanwhile,
the yield on CDs (91-day) tumbled to a historic low of
2.41% in April 2009, impacted by the Bank of Korea's
Base Rate cuts, and remained at this level until early
August. In October, however, driven by expectations of
a Base Rate hike coupled with the ebbing of CD
demand due to decreasing MMF deposit inflows, the
CD yield rose to around 2.8%.
In the corporate bond market, the phenomenon of
credit discrimination persists. The spreads on highgrade corporate bonds (A or above) over Treasury
bonds have gradually narrowed since early 2009, to
return by late October to their pre-Lehman Brothers
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<Figure II- 10>
Net major bond issuance1) and volume maturing
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crisis levels. The spreads on low-grade corporate bonds
(BBB or below) over Treasury bonds have also
tightened somewhat, but to only a limited extent owing
to credit risk concerns. If corporate restructuring is
delayed, the resulting uncertainties could make it
difficult to expect any significant narrowing of spreads
on low-grade corporate bonds for a considerable time.
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<Figure II- 11>
Low-grade (BBB or below) corporate bond issuance
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<Figure II- 12>
Changes in foreign investor bond holdings
(trillion won)
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The volume of Treasury bond issuance has grown
sharply due to a massive increase in government fiscal
expenditure. In an environment of continuing low
interest rates, the scale of corporate bond issuance has
also expanded, as companies are keen to secure longterm funding in preparation against a future interest
rate hike, and are also working actively to restructure
their existing debts. In the case of low-grade corporate
bonds, meanwhile, influenced by the recent stock
market rally, increased issuance has also been observed
— chiefly of equity-linked notes such as convertible
bonds (CBs) and bonds with warrant (BW). A sizeable
volume of corporate bonds reaches maturity in the near
future, however, and the scale of Treasury bond
issuance seems likely to increase due to the growing
fiscal deficit. This may result in a deterioration of
conditions for low-grade corporate bond issuance.
Since May 2009, the volume of net Korean bond
purchases by foreign investors has increased massively.
After having fallen to 35.3 trillion won at the end of
April, total foreign investor bond holdings surged to
reach 55.4 trillion won by end-October. This
phenomenon appears a result of a combination of
factors, including the easing of the global financial
turmoil, Korea's heightened international credibility,
and the continuing existence of arbitrage incentives.
Regulatory reforms such as interest income
withholding and capital gains tax exemptions on

Source: Financial Supervisory Service
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foreigners' bond investment have also contributed.
Finally, the growing expectation of Korean Treasury
bonds being included in the World Government Bond
Index (WGBI1)) could have played a role as well.

(Stock prices rebound rapidly)

<Figure II- 13>
KOSPI and foreigners' net stock buying
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Source: Korea Exchange

<Figure II- 14>

Amid spreading anticipations of economic recovery
and foreigners' sustained large-scale net purchases due
to the easing of international financial market unrest,
stock prices rose sharply from March 2009 to hit a high
for the year of 1719 on September 22. Since then, the
market has entered a correction phase in reaction to
such a strong rally in a short period of time. The rate of
stock price recovery2) from its point of maximum
decline in 2008 stands at 70%, well in excess of the
40% level recorded in the US and other developed
countries and also surpassing the 60% range of
recovery seen among other major Asian countries.

Rates of stock price decline from 2008 highs1) and recoveries2)
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Foreign investors' continuous net Korean stock buying
totaled 28.4 trillion won from March through October
2009.3) Their monthly net purchases averaged 3.5
trillion won during this time, to greatly exceed the
corresponding amounts during other periods of
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Notes: 1) Rate of decline: (2008 low / 2008 high) - 1
2) Recovery rate: (Price at end-Oct. 2009 - 2008 low)/
(2008 high - 2008 low)
Source: Korea Exchange

1) The WGBI (World Government Bond Index) is an investment index
published by Citigroup, comprising government bonds issued by
twenty-three countries worldwide.
2) The stock price recovery rate was obtained by calculating the extent of
price recovery from the 2008 point of maximum decline relative to the
market's high for that year.
3) As a result, foreigners' share in total Korean stock market capitalization
had risen from 28.7% at the end of 2008 to 32.3% by the end of
October 2009.
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continuous net buying (uninterrupted for at least eight
months) in the past.4)
<Figure II- 15>
Domestic equity-type fund flows1)
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Influenced by the stock price upswing, the scale of
securities companies' loans to individual investors has
also increased sharply. The margin account loan
balance surged from 1.5 trillion won at the end of 2008
to 4.6 trillion won at the end of October 2009, while
the margin account stock purchase ratio5) doubled over
the same period.

(%)

In the meantime, the scale of margin account trading
by individual investors has also increased rapidly, amid
the weakening of institutional investors' purchasing
power due to the outflows from domestic equity-type
funds. If these trends persist in the future, the volatility
of share prices could expand owing to heightened
pressures for disposal should a stock market shock
occur.
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7

Note: 1) Excluding ETFs
Source: Korea Financial Investment Association

<Figure II- 16>
Margin account loan trends
Margin account loan balance1) (LHS)
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Among domestic equity-type funds, a trend of net
capital outflows has continued since April. Although
the monthly volume of new fund inflows has remained
in the two trillion won range, the volume of redemption
has gradually increased amid the brisk stock price
recovery, to surpass 4 trillion won in September.
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Note: 1) Including the KOSDAQ
Source: Korea Financial Investment Association

4) Continuous net Korean stock purchases by foreign investors
(trillion won)
Period

Months

Amount

1998. 9 ~ 1999. 4
1999.10 ~ 2000. 8
2003. 5 ~ 2004. 9
2009. 3 ~ 2009.10

8
11
17
8

4.4(0.6)
15.9(1.4)
28.9(1.7)
28.4(3.5)

* Figures in ( ) refer to the monthly average net purchase amounts.
Source : Korea Exchange

5) Margin account stock purchase ratio = Number of shares purchased
through margin account loans / Total number of listed stocks
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(Korean won appreciates sharply)
<Figure II- 17>
Won-dollar and won-yen exchange rates
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<Figure II- 18>
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Large net outflows of foreign capital from the lending,
stock and bond markets, part of the wave of
deleveraging in the wake of the Lehman Brothers
collapse, caused the won-dollar exchange rate to soar
rapidly to reach 1,570 in early March 2009. Since then
the Korean won has recovered rapidly against the
dollar, to fall to the level of 1,180 by end-October on
the back of increased foreign exchange supply due to
the sustained current account surplus and expanded
inflows of foreigners' securities investment funds amid
the continuing US dollar weakness against major
currencies. Likewise, the Korean won's value against
the Japanese yen, which plummeted in the aftermath of
September 2008, has also climbed rapidly since midMarch 2009 in line with the won's strengthening
against the dollar.
The FX swap rate has soared, owing to the easing of
the international liquidity crunch and the resulting
improvements in domestic banks' foreign borrowing
conditions. Incentives for interest rate arbitrage are still
rather strong, however, as the spread between the
domestic-foreign interest rate differential and the swap
rate remains in the 2% range. While this is mainly due
to the fact that credit default swap (CDS) premiums on
Korean bonds are still quite high6), there are other
factors at play as well. The prolonged excess of US
dollar selling demand in the forward market, for
instance, is likely to have contributed to this
phenomenon.

6) At the end of October 2009, the CDS premium on Foreign Exchange
Stabilization Fund Bonds (5-year) stood in the range of 100bps. While
significantly below its level of early March (around 450bps), this is
nevertheless still well above where it was in 2007 (20-50bps).
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The continuing existence of interest rate arbitrage
incentives could act as a factor boosting external debt
by attracting inflows of foreign capital to the domestic
bond market. Meanwhile, with the continuing
weakness of the US dollar, an expanded inflow of
foreigners' securities investment funds may lead to
heavy expectations of Korean won strength among
market paricipants, causing foreign exchange rate
volatility to widen.

(Short-termism of market funds eases slightly)

<Figure II- 19>
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The phenomenon of market fund short-termism
appears to have been easing somewhat recently. After
rising sharply through the fourth quarter of 2008 due
mainly to large inflows of uncommitted capital, the
volume of short-term deposits has decreased
significantly since June 2009, owing to the drop in
MMF yields among other factors. Long-term deposits,
and more particularly bank time deposits, have on the
other hand risen greatly. The increase in the M1/M2
ratio, an indicator of the degree of shortening in
liquidity maturities, has slowed noticeably since July.

<Figure II- 20>
Changes in inter-institution1) transaction volume2)
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The volume of inter-institution transactions,
meanwhile, after expanding substantially between the
fourth quarter of 2008 and the first quarter of 2009 in
line with the market fund short-termism, has decreased
since the second quarter of 2009, particularly in the
area of short-term financial instruments.

24
0
22

-20
-40
2007.1/4

20
3/4

2008.1/4

3/4

2009.1/4
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Source: Bank of Korea

7~8

(Liquidity conditions in financial markets improve)
Amid the reduction in volatility of price variables such
as stock prices and foreign exchange rates, transaction
volumes in the financial markets are expanding. This
phenomenon is reflected in the Financial Market
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<Figure II- 21>
Financial Market Liquidity Index1)
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Liquidity Index7), which plummeted due to the liquidity
crunch from the onset of the global financial crisis until
October 2008, but has steadily risen since then to
approach the neutral level (0) in September 2009.
Financial market liquidity conditions hence appear to
have generally improved.
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Note: 1) Calculated using EWMAs (exponentially weighted moving
averages)
Source: Bank of Korea

7) This index, which measures the ease of buying and selling of financial
assets, was created using key bond, stock and foreign exchange market
indicators (bid-ask spread, rate of price change with respect to
transaction volume, liquidity premium, etc.). The Financial Market
Liquidity Index has a positive value if liquidity conditions have
improved from their level in the reference period (July 2002-December
2004), and a negative value if they have worsened. Financial market
liquidity indices are published by other central banks as well, including
the Bank of England, the European Central Bank and the Bank of
Japan.
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2. Foreign exchange soundness

(External debt redemption capacity increases)
<Table II- 1>
External debt soundness indicators
(US$ 100 million, %)
End-2007
Short-term
external debt (A)

1,602.5

End-2008 End-March
2009
1,510.6

1,461.1

End-June
2009
1,472.5

Total external debt (B)

3,831.5

3,810.6

3,691.4

3,801.2

Foreign reserves (C)

2,622.2

2,012.2

2,063.4

2,317.3

A/B

41.8

39.6

39.6

38.7

A/C

61.1

75.1

70.8

63.5

Source: Bank of Korea

<Figure II- 22>
Current and capital account trends
(US$ 100 million)

Foreign exchange soundness, which deteriorated in the
aftermath of the global financial crisis, has appeared
greatly improved since the beginning of 2009. The
nation's external debt redemption capacity has risen
substantially, as short-term external liabilities have
shrunken while the volume of foreign reserves has
increased. The share of short-term in total external debt
fell from 39.6% at the end of 2008 to 38.7% at endJune 2009, and the ratio to foreign reserves of shortterm external debt dropped considerably over the same
period as well, from 75.1% to 63.5%, indicating an
improvement of external debt soundness.
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<Figure II- 23>
Foreign capital in- and outflows

Sep. 2008 - Mar. 2009

Stocks

Apr. 2009 - Sep. 2009
Domestic
bonds
Foreign
currencydenominated
bonds
Loans
-600

-400

-200

0
200
(US$ 100 million)

Foreign exchange supply has increased steadily, as the
current and capital accounts have both been in surplus
since the second quarter of 2009. After recording a
deficit of US$ 6.41 billion in 2008, the current account
reversed to a US$ 8.58 billion surplus from January to
March 2009, as imports fell far more than exports from
the beginning of the year. From April to September it
then recorded an even wider surplus of US$ 23.65
billion. The capital account meanwhile moved from its
net outflow position maintained since October of 2008
to a net US$ 23.98 billion inflow between April and
September 2009. This was the result of foreign capital
returning to Korea after flight in 2008 during the wave
of global deleveraging, and particularly sizeable
inflows stocks and bonds were observed.
As a result, the CDS premium on Foreign Exchange
Stabilization Fund Bonds (5-year) has been on a steady
downward trend. After hovering in the high 450bp

Source: Bank of Korea
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<Figure II- 24>
CDS premium on Foreign Exchange Stabilization Fund bonds
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<Figure II- 25>
Domestic bank foreign borrowing maturities1)
and share2) of short-term foreign borrowings
(days)
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range until early March 2009, the premium began a
sharp downswing to return to its pre-Lehman crisis
level by the end of October (102bp).

(Share of short-term in total foreign borrowings
decreases sharply)
The structure of domestic banks' foreign currency
borrowings is gradually becoming longer-term, as the
share of short-term in total borrowings has fallen
dramatically. Since early 2009, the average short-term
foreign currency debt financing period has been more
than double its end-2008 length. Meanwhile, thanks to
an increase in medium and long-term debt through the
issuance of foreign currency-denominated bonds, the
share accounted for by medium and long-term funding
sources in foreign currency loans extended by domestic
banks surged from 105.6% at the end of 2008 to
133.6% as of end-July 2009. These developments
suggest a considerable reduction in domestic banks’
refinancing risk.
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Notes: 1) Average of short-term borrowings during period
2) Includes foreign call money, borrowings and bonds among
total external liabilities; period-end basis
Sources: Bank of Korea

<Figure II- 26>
Roll-over ratio and spread on domestic bank
short-term foreign borrowings1)
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Foreign-currency borrowing conditions have similarly
evolved greatly for the better, with active extension of
maturities and steadily declining in borrowing spreads.
Domestic banks' rollover ratio for their short-term
foreign borrowings, after falling below 40% in the
immediate aftermath of the Lehman Brothers' collapse,
had risen back to 100% by September 2009. The
spreads on these short-term borrowings had also
dropped to the 75bp range, just one-third their all-time
230bp high seen in January.
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With the improvement in foreign currency supply,
domestic banks are steadily repaying their foreign
currency liquidity support funds received from the
Bank of Korea. The total balance of BOK-provided
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foreign currency liquidity support (using funds from
the nation's foreign reserves and from currency swaps
with the US Federal Reserve) has dropped sharply –
from US$ 24 billion at the end of January 2009 to US$
4 billion at end-September 2009.

(Structural weaknesses remain)
<Figure II- 27>
US mortgage and credit card loan delinquency rates
(%)
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In spite of visible signs of global economic recovery,
there are lingering uncertainties in the international
financial markets. Mortgage and credit card loan
delinquency rates remain high in both the US and
Europe, suggesting that the risk of bank failure still
lurks.8) Some Eastern European countries are also
struggling with excessive foreign debts9), which they
seem unable to bring under control amid recessionary
economies. A future slowdown in the global economic
recovery or additional decline in property prices could
very well lead to a large increase in non-performing
bank assets.10) This could in turn cause another liquidity
crunch in the international financial markets, creating
unfavorable foreign currency borrowing conditions for
domestic banks.
With the domestic financial markets being these days
more open to international finance, the volume of
foreign capital flows into the Korean securities market

8) The number of problem banks in the US grew sharply, from 252 in
2008 to 416 in the first half of 2009. Meanwhile, the non-performing
loan ratio at Austria’s Raiffeisen Bank, which is greatly exposed to
Eastern European countries, nearly doubled between the end of 2008
and end-June 2009, from 3.7% to 6.8%.
9) The IMF has forecasted that in 2010 the volumes of foreign debt to be
refinanced in many Eastern European countries will exceed their
foreign reserves.
10) According to IMF estimation, total bad debt write-offs by banks
worldwide will amount to US$ 2.8 trillion in 2007-2010. US$ 1.3
trillion of this has already been written off, leaving the amount yet to
be dealt with at US$ 1.5 trillion.
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<Figure II- 28>
Domestic banks’ foreign currency-denominated
asset operation1)
(%)
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is increasing, while in-and outflows of capital are more
frequent. The possibility of abrupt foreign capital
withdrawal in the event of an external shock is
therefore greater as well, and constitutes a factor
destabilizing foreign exchange supply and demand.
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Trade finance2)
Foreign currency loans3)
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Notes: 1) Onshore basis
2) Including foreign currency bills bought and domestic import
usance bills
3) Based on customer foreign currency loans
Source: Bank of Korea

Domestic banks also have potential structural
weaknesses in terms of their foreign currencydenominated asset operation. For trade financing, they
allocate significant portions of their foreign currencydenominated assets into foreign currency bills bought,
domestic import usance bills and foreign currency
loans. Assets of these types are not easy to retrieve in
the event of a foreign currency liquidity shock, and
hence undercut the abilities of domestic banks to
respond to such a situation.11)

11) While domestic banks maintained foreign currency liquidity ratios in
the healthy range of 100%, they nevertheless faced liquidity pressures
at the end of 2008 due to the sharp declines in their foreign currency
loan rollover ratios.
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3. Financial health of the household
sector

(Household debt continues to rise)

<Figure II- 29>
Household financial debt1) trends
(trillion won)
900
Household financial debt (LHS)
Rate of increase (RHS)

2

As of end-June 2009, household financial debt totaled
818.4 trillion won, a 2.0% increase from the end of
2008. Due to the dampening impact of the global
financial crisis, household debt growth slowed sharply
in the first quarter, but owing to an increase in home
financing-related loans12) it has maintained a relatively
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high rate since then.
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<Figure II- 30>
Household financial debt-to-disposable income ratios1)
in major countries
(times)

(times)
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The debt-to-income ratio, an indicator of households’
ability to repay financial debt from disposable income,
is likely to have risen from its level at the end of 2008,
as sluggish employment growth and wage stagnancy in
recent months have probably eroded household
disposable income.13) In the US and other major
countries, in contrast, thanks to the household
deleveraging underway since onset of the global
financial crisis, especially in the mortgage loan
segment, this ratio is slowly inching downward.

Korea
1.4

1.4

US

1.2

1.2

1.0

1.0
2002

2003

2004

2005

2006

2007
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2008 2009.6

Korean household debt is expected to continue to grow
for the present. Jittery about the credit risk entailed in
business lending, banks have stronger incentives to
lend to households, especially given their recent hikes

Note: 1) Period-end basis
Sources: Flow of funds statistics of respective countries

12) The share of home mortgages in total household loans extended by
financial institutions jumped 1.4%p from its level at the end of 2008,
to 54.6% at end-July 2009.
13) Although no quarterly statistical data on disposable income are
available, gross domestic product (GDP) in current prices fell slightly
year-on-year during the first half, suggesting that the disposable
incomes of households may also have decreased.
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<Figure II- 31>

in the risk premiums on their household loans. Home
financing demand should also continue, influenced by
the rise in rental costs and housing prices.

Rate of increase in Seoul-area apartment transaction
price index, and home mortgage loan changes1)
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Meanwhile, the household income situation is unlikely
to improve any time soon, with job insecurity currently
at a record high. As workers face sliding wages, the
number of unemployed workers in the broad sense14),
including discouraged workers no longer looking for
jobs15) and workers wanting additional work16),
ballooned in early 2009, and has not declined since.

Note: 1) Including loans issued by non-bank financial institutions
Sources: Kookmin Bank, NICE

<Figure II- 32>
Nominal wage growth and number of broad unemployed1)
(year-on-year, 10,000 persons)
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Note: 1) Inclusive of unemployed, discouraged workers no longer
looking for jobs, workers wanting additional work, and those
preparing to search for jobs
Sources: Ministry of Labor, National Statistical Office

In a situation where the possibility of improvement in
household income appears limited, there is also no
discernable sign of household debt restructuring in
sight. If household debt continues to rise, it could
therefore push household debt service burdens17) back
up, after their lightening due to the declines in interest
rates since onset of the global crisis. Particularly,
coupled with the recent hike in household loan risk
premiums, the current upward pressure on interest rates
could cause increased interest payment burdens for
households holding large volume loans, placing strains
on their cashflows.

<Figure II- 33>
Household interest payment ratio1) and risk premium2)
(%)

(%p)
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Notes: 1) Quarterly estimate basis
2) Weighted average of loan interest rates of deposit banks - CD
yields (91-day)
Source: Bank of Korea

14) Unemployed workers in the broad sense include workers attending
job training programs, etc. or otherwise preparing for employment.
15) Refers to persons who have the desire and ability for employment but
are currently economically inactive due to labor market conditions,
and who have searched for employment during the previous
twelve-month period.
16) Refers to workers employed less than 18 hours per week (either due
to lack of available work or to economic reasons such as business
downturn) who wish to work more hours.
17) The debt service ratio (DSR) of households with home mortgage
loans from banks fell from 22% in October 2008 to 14.7% at the end
of June 2009.
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(Large-scale debt defaults unlikely)

<Figure II- 34>
Average home mortgage LTV ratios in major countries1)
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Note: 1) Weighted average LTV ratios as of July 2009; data for UK as of
December 2007
Sources: Nine Korean banks, US FHFA (Federal Housing Finance
Agency), UK Financial Service Net

<Figure II- 35>
Shares in household loans1) by credit rating
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7

Despite the steady rise of household financial debt,
driven principally by continuous growth in home
mortgage loans, the likelihood of a large-scale default
on household debt, similar to that during the past credit
card debacle or the US subprime mortgage turmoil,
does not appear large.
First of all, the quality of home mortgage loans in
Korea is far superior to those in the US and the UK,
countries with past precedents of large-scale mortgage
defaults. The average loan-to-value (LTV) ratio, an
indicator of mortgage loan quality, stood at 47.1% at
the end of July 2009, far below the corresponding
figures in the US (74.9%) and the UK (85.2%, as of
end-2007). Loans with LTV ratios exceeding 80%,
which are classified as high-risk, accounted for only
1.1% of total mortgage loans outstanding, a fraction of
the corresponding figure in the US (20%).18)
Also, even though there has been no restructuring of
household debt in quantitative terms since outbreak of
the global crisis, significant qualitative structural
improvements have been seen, as exemplified by the
increased share of mortgage loans extended to highgrade19) borrowers with their superior debt servicing
capacities. The percentage share in overall household

18)

Lending share by LTV segment
(%)
Below 70%

70-80%

Above 80%

Korea

96.3

2.6

1.1

US

25

55

20

Sources: Bank of Korea, US FHFA

19) Of the 10 grades in the borrower credit rating system, borrowers
graded 1-4 are considered high grade and those graded 7-10 low
grade.
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<Figure II- 36>
Shares in total household credits of loans by specialized
credit institutions and mutual savings banks
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<Figure II- 37>
Household financial debt-to-financial asset ratio
and net financial assets1)
(%)
50

lending of loans to high-grade borrowers jumped
3.5%points from its October 2008 level, to stand at
66.1% at the end of July 2009. The share of loans
issued by non-bank financial institutions20), which are
comparatively larger issuers of low-quality loans, has
also declined steadily since the 2002 credit card crisis,
making these institutions unlikely candidates to set off
a wave of household loan defaults.
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Meanwhile, thanks to the recent upswing in stock
prices, the value of financial assets has increased, and
households' ability to repay financial debt without
liquidating real assets therefore seems strengthened. At
end-June 2009, the capital gearing ratio (ratio of
financial debt to financial assets) of households had
improved to 44.8%, roughly the same level as at the
end of June 2008 before outbreak of the global
financial crisis. Households' net financial assets21) have
also surpassed 1,000 trillion won, a historic high.

600
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2009.6

Note: 1) Period-end basis
Source: Bank of Korea

20) At the end of July 2009, the shares of low-quality loans in total loans
extended by mutual savings banks and specialized credit institutions
stood at 66.8% and 32.2%, respectively.
21) Total financial assets – total financial debts

- 36 -

Ⅱ. Macro-financial stability

<Box II- 1>

Trends of housing finance loans and related risk factors
As of the end of September 2009, the outstanding balance of housing finance loans (household loans for
housing purchases and other uses, secured by mortgages on residential properties, excluding trust account
loans) extended by domestic banks stood at 257.6 trillion won, 20.8 trillion won higher than at the end of
2008.i) The share of housing finance loans in domestic banks' overall household lending accordingly rose to
64.4%, from 61.8% at the end of 2008.
The strong growth seen in housing finance loans in 2009 seems due to the increased loan demand caused by
expectations of rising house prices. Among total newly-extended housing finance loans, the share of loans for
living expenses is shrinking relative to that of loans for housing purchases. Other factors are assumed to have
also contributed to this phenomenon, including the easing of real estate-related regulations in November 2008ii)
and the higher bank preference for housing finance loans, which entail less credit risk than corporate loans or
credit-based household loans.

Change in volume of housing finance loans issued by
domestic banks1) and their share in total household lending
(trillion won)

Distribution of newly-issued housing finance loans1)
by intended use2)
(%)

(%)
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07.4
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08.4

8
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0
08.1

89

5

9

09.1

5

8

Notes: 1) Newly-extended during the reference month
2) Based on four commercial banks (Kookmin, Woori, Shinhan,
Hana)
Source: Bank of Korea

Note: 1) Household loans for housing purchases and other uses,
secured by mortgages on residential properties (excluding
trust account loans)
Source: Bank of Korea

i) At the end of September 2009, the outstanding balance of housing finance loans was down slightly from a month earlier, due to
large-scale asset-backed securitization of mortgages undertaken by banks.
ii) On November 3, 2008, as part of its “Comprehensive Policy Measures to Overcome the Ongoing Economic Difficulties”, the
government revoked the designations of ‘Overheated Speculation Zones’ and ‘Speculation-Prone Zones’ in all regions with the
exceptions of Gangnam-gu, Seocho-gu and Songpa-gu in Seoul, and the LTV and DTI regulations imposed in those zones were thereby
eased.

- 37 -

Financial Stability Report November 2009

The quality of housing finance loans remains sound

Indicators of domestic bank housing finance loan quality1)

relative to other loan segments. The delinquency rate

(%)
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on housing finance loans had inched upward from the
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second half of 2008, but started on a slow downslide
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household loans (1.05%) or SME loans (2.18%). The
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ratio of substandard and below loans and the loan loss
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provision ratioiii) for housing finance loans have also
gradually improved.
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Since early 2009, the maturities on housing finance
loans issued by domestic banks have been shortening,
and the methods by which banks extend these loans are changing as well. These trends are attributable to the
fact that, since late 2008, banks have been raising loan risk premiums to offset their losses from dwindling net
interest margins (NIM) due to falling market rates, with risk premiums on longer maturity loans being raised
especially high.
Of total housing finance loans extended by nine
domestic banks as of end-August, the share of loans
iv)

Key indicators related to domestic
bank housing finance loans1)
(%)

involving regular repayments of principal and interest
had shrunk to 57.7%, from 61.2% at the end of 2008, as
the share of loans requiring lump-sum payments at
maturity grew. Meanwhile, the share of short-term loans
(with maturities of three years or less) jumped to 22.1%
from 17.6% at the end of 2008, while that of long-term

End2007

End2008

2009
EndMarch

EndJune

EndAugust

Share of installment loans

59.6

61.2

60.3

58.3

57.7

Average maturity2) (years)

13.5

14.3

14.2

13.9

13.8

Share of floating-rate loans

92.3

92.7

93.0

92.8

92.7

Notes: 1) Based on seven commercial banks plus the Industrial Bank of Korea
and the NACF
2) Estimations based on median values in each reference period
Source: Bank of Korea

loans (with maturities of ten years or longer) fell from
60.1% to 56.7% over the same period. The average
maturity on housing finance loans has in consequence declined, from 14.3 years at the end of 2008 to 13.8
years at end-August 2009. Floating-rate loans, meanwhile, whose interest rates are linked to market rates such
as CD yields, still account for an overwhelming proportion of 90% of overall housing finance loans.

iii) Loan loss provision ratio = (loan loss provisions/nonperforming (substandard and below) loans) × 100
iv) The nine banks surveyed are Woori Bank, SC First Bank, Korea Exchange Bank, Kookmin Bank, Shinhan Bank, Citibank Korea,
Hana Bank, Industrial Bank of Korea and the NACF (National Agricultural Cooperative Federation). As of the end of August 2009,
these nine banks accounted for 96.3% of the total balance of housing finance loans outstanding of domestic banks.
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The fact that most housing finance loans extended by banks are floating-rate loans, and that the shares of shortterm loans with maturities of no more than three years and of loans involving lump-sum final repayments are
on the rise, at a time when household incomes are not improving, may be indicative of increasing potential
housing finance loan risk. For example, any future hike in market interest rates would have the effect of
increasing households' debt service burdens.
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4. Soundness of the business sector

(Profitability improves slightly)
The first half 2009 profitability of listed firms22)

<Figure II- 38>
Operating income-to-sales1)
and net income-to-sales ratio2) trends
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Notes: 1) Operating income-to-sales ratio = Operating income / Total sales
2) Net income-to-sales ratio = Net income / Total sales
Sources: KIS-Value, Bank of Korea

<Table II- 2>
Operating incomes of large global businesses1)
(trillion won, %)
2008

first half
first half second half 2009
(C)
(A)
(B)
Large global
businesses2)
Others

rate of increase
B/A

C/B

18.9
(51.9)

7.1
(36.7)

10.1
(44.7)

-62.4

41.7

17.5
(48.1)

12.3
(63.3)

12.5
(55.3)

-29.7

1.5

Notes: 1) Figures in parentheses are the percentage shares in the total combined
operating income of all korean businesses
2) The top 20 businesses based on total sales
Sources: KIS-Value, Bank of Korea

improved somewhat relative to the second half of
2008, thanks to the easing of the economic downturn
and falling raw material prices.23) However, it was still
well below its level during the same period one year
before. The operating income-to-sales ratio stood at
4.7%, up slightly from the second half of 2008 (4.1%),
and the net income-to-sales ratio also moved into
positive territory, as foreign exchange-related losses24)
fell greatly helped by appreciation of the Korean won.
Business profitability is expected to continue to
improve, albeit slowly, with the recoveries of demand
both at home in Korea and overseas.25)
By company size, improvements in operating income
were most substantial among large global businesses.26)
The operating incomes of these big firms, after being
severely hit by the shrinkage in world market demand
when the global economic crisis broke out in 2008, are
now recovering faster than those of smaller businesses,
on the improving economic conditions in Korea and
around the world.

22) The analysis considered companies listed on the Korea Exchange
with fiscal years ending on December 31 (excluding financial
institutions and based on KIS-Value data as of August 31, 2009).
23) The imported raw material price index (monthly average won price
basis) dropped from 195.7 in the second half of 2008 to 152.1 in the
first half of 2009.
24) Foreign exchange-related losses of Korean companies amounted to
0.4 trillion won in the first half of 2009, dramatically down from their
10.4 trillion won level of the second half of 2008.
25) According to securities company forecasts, the operating
income-to-sales ratio of major Korean companies is expected to rise
2.3%p in the third quarter compared to the second quarter 2009
(based on the principal 400 listed firms; source: FnGuide).
26) The top 20 companies based on total sales
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<Figure II- 39>
Operating income-to-sales ratios of export-oriented
and domestic-market oriented businesses
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<Figure II- 40>
Distribution of net interest coverage ratios
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<Figure II- 41>
Current ratios and short-term current assets1)
(trillion won)

(%)
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Short-term current assets (RHS)
Current ratios (LHS)
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In terms of market orientation, the operating incometo-sales ratios of export-oriented firms climbed sharply,
particularly in the electro-electronics, chemical and
automotive sectors. The operating income-to-sales
ratios of domestic market-oriented firms in contrast
remained at their second half 2008 levels, hurt by
worsening profitability in the steel and metallurgical
sectors.
With the profitability of companies generally
improving, the proportion of businesses with net
interest coverage ratios27) below 100% (indicating
inability to cover net interest expenses with operating
income) fell from its level in the second half of 2008.
In terms of business size, the proportion of large
corporations with net interest coverage ratios below
100% dropped 5.1%p, while that of SMEs fell 2.7%p.

(Liquidity condition is favorable, but financial
status deteriorates slightly)
Companies are maintaining generally good liquidity
positions. At the end of June 2009 the current ratio28), a
measure of short-term solvency, remained in the stable
range of 120% despite the sluggish business
environment due to lingering impacts of the global
crisis. This owed mainly to the fact that, in the face of
the uncertain economic outlook, companies have
increased their stocks of cash and other short-term
assets.
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Note: 1) Cash, cash equivalents and short-term financial products
Sources: KIS-Value, Bank of Korea

27) Net interest coverage ratio = Operating income / (Interest expenses —
Interest income)
28) Current ratio = Current assets / Current liabilities
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<Figure II- 42>
Stockholders' equity-to-total assets and debt ratios
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Meanwhile, financial health-related indicators appear
to have worsened somewhat. While the stockholders'
equity-to-total assets ratio29) (which indicates a firm's
ability to withstand external shocks) has slipped
slightly, the debt ratio30) has inched upward. And
whereas companies' equity capital actually expanded
during the first half, thanks to increases in both paid-in
capital and revenue, this was offset by greater debt
growth stemming from the increased volumes of bond
issuance and borrowings from financial institutions. By
business size, large businesses have cut down on their
short-term borrowings and increased their issuance of
bonds. Among SMEs, on the other hand, the amount of
short-term loans taken out has increased sharply, due to
banks' increasing reluctance to extend long-term loans
to smaller businesses out of credit risk fears.

(Companies with weak earnings foundations may
deteriorate in business soundness)
<Figure II- 43>
Dependence on borrowings1)
and short-term borrowing ratio trends
(%)
40
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Dependence on borrowings (LHS)
70
Share of short-term in total borrowings (large businesses, RHS)
Share of short-term in total borrowings (SMEs, RHS)
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Companies' debt servicing capacities, which weakened
considerably following outbreak of the global financial
crisis, are evaluated based on rising profitability and
stable liquidity in the first half of 2009 as improved
over the second half of 2008.
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Note: 1) Dependence on borrowings = Total borrowings / Total assets
Sources: KIS-Value, Bank of Korea

Notwithstanding this, as economic uncertainties at
home and abroad still abound, the stability of
companies with weak earnings prospects is a matter of
concern. Particularly, among SMEs with lower
profitability (i.e. net interest coverage ratios below
100%), the share of short-term in overall borrowings31)
jumped to 59.0% at the end of June 2009, from 49.5%

29) Stockholders' equity-to-total assets ratio = Stockholders' equity / Total
assets
30) Debt ratio = Total liabilities / Stockholders' equity
31) Short-term borrowings / Total borrowings
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<Figure II- 44>
Borrowings outstanding and short-term borrowing ratios
of SMEs with net interest coverage ratios below 100%
Borrowings outstanding (RHS)
Short-term borrowing ratio (LHS)
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a year earlier, mainly due to the broader financing
support extended to SMEs since onset of the global
crisis. The tendency of such firms to procure
operational funds through short-term borrowing thus
appears to have strengthened. With the policy
authorities' SME financing support program due to
expire in late 2009, these companies could face
difficulties in refinacing including rolling over of their
existing loans.
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Sources: KIS-Value, Bank of Korea
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5. Real economy

(World economy shows a recovery path)
<Figure II- 45>
GDP growth in major countries
(annualized growth compared
to previous quarter, %)

(year-on-year change, %)
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<Table II- 3>
World economic forecasts, by release date
(%)
2009

2010

(release date)

(July)

(Oct.)

(July)

(Oct.)

World

-1.4

-1.1

2.5

3.1

US

-2.6

-2.7

0.8

1.5

Euro area

-4.8

-4.2

-0.3

0.3

Japan

-6.0

-5.4

1.7

1.7

China

7.5

8.5

8.5

9.0

Source: IMF (July & Oct. 2009)

Helped by the aggressive economic stimulus measures
of governments around the world, the global economy
is showing trends of recovery, with GDP in major
countries growing faster than expected since the second
quarter of 2009.
The downward trend of US economic growth eased
considerably in the second quarter32), affected by
expanded fiscal spending, and US GDP growth then
shifted to positive territory (+3.5%) in the third quarter
thanks to rallies in consumer spending and housing
activity. In the Euro area, the decline in GDP flattened
to a large extent from the second quarter, as the scale of
the export decrease narrowed and housing activity
improved.32) Similarly, Japanese economic growth
turned positive for the first time in five quarters in the
second quarter (+2.3% annualized growth compared to
the previous quarter), thanks to the turns for the better
in both exports and private consumption. The Chinese
economy has meanwhile witnessed a recovery of its
past high growth trend, amid vigorous consumption
and investment activities.33) Reflecting all of these
trends, the pace of global economic recovery is
expected to gradually accelerate, pushing the rate of
global economic growth back into positive territory by
2010.

32) In 2009, the rates of economic growth contraction (annualized growth
compared to the previous quarter) slowed sharply – from Δ6.4% in
the first quarter to Δ0.7% in the second quarter in the US, and from
Δ9.5% to Δ0.5% over the same period in the Euro area.
33) Economic growth in China accelerated from 6.1% year-on-year in the
first quarter of 2009 to 7.9% in the second quarter and 8.9% in the
third.
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Household and public debt have recently snowballed,
however, particularly in major advanced countries, and
it is worried that this could constrain consumption and
investment activities. Amid rising unemployment in
developed countries, resulting in wage income
declines and negative impacts on consumption, the
existence of excess production capacity could for the
time being also weaken the momentum for an
investment turnaround. In view of these uncertainties,
the global economic recovery may end up being slower
than expected.
<Table II- 4>
Major institution crude oil price forecasts
(Brent oil)
(period average, US$/barrel)
2009

2008
average

Year
2Q

3Q

4Q

CERA (Oct. 8)

97.1

61.0

59.8

68.9

69.5

CGES (Oct. 19)

97.6

60.8

59.0

68.5

70.9

Note: 1) Figures in the yellow-shaded cells are the actual prices.
Sources: Cambridge Energy Research Associates (CERA), Centre for Global
Energy Studies (CGES)

International crude oil prices (Brent oil), after dropping
to the mid-30 US dollar range per barrel by the end of
2008, have been rising since late February 2009,
mainly due to aggressive production cuts by OPEC and
to the recoveries of demand in China and other
emerging market countries. It is likely that crude oil
prices will continue their upward trend for the
foreseeable future, in line with the recovery of business
activities, although their degree of increase will be
constrained by high inventories34) and the moves by
governments to strengthen regulation of speculative
transactions in the commodity futures markets.
Following those of crude oil, the prices of other raw
materials have also resumed their upward climbs since
around March 2009. This price uptrend is expected to
continue, as future progress toward economic recovery
will fuel further demand for raw materials.

34) At the end of July 2009, total crude oil inventories of OECD countries
amounted to 2.78 billion barrels, up more than 100 million barrels
from the end of 2008.
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(Domestic economy continues to improve)

<Figure II- 46>
GDP growth
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<Figure II- 47>
Industrial output, consumption and facilities investment
(2005 = 100)
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<Figure II- 48>
Cyclical component of coincident index, and leading index

The domestic economy, emerging from its downward
spiral following the Lehman Brothers' bankruptcy
protection filing, has been improving rapidly since the
second quarter of 2009, boosted by the authorities'
aggressive financial easing policies and front-loading
of fiscal expenditures.
Quarter-on-quarter GDP growth shifted into positive
territory during the first quarter, after recording -5.1%
in the fourth quarter of 2008. It then rose to 2.6% and
2.9% in the second and third quarters, respectively, as
the sluggishness of domestic demand eased and exports
picked up their pace of expansion. Manufacturing
output (month-on-month) has also been increasing
since early 2009, and consumption has shown
generally improving movements since April.
The domestic business condition improvements are
reflected in the composite economic index as well. The
cyclical component of the coincident index and the 12month smoothed change in the leading index have both
maintained upward trends – for seven consecutive
months since March and nine consecutive months since
January, respectively – showing similarity to the
pattern observed during the recovery from the late
1990s crisis.

(compared to same months of previous years, %)
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The trend of recovery in domestic activities is forecast
to continue in the months ahead, as the growth
momentum in the private sector gradually expands and
inventory adjustments are carried out, leading to
increased production. There are a number of downside
risks that could have impacts, however, including both
external factors, such as the possibilities of delay in the
global economic recovery and of a run-up in

Source: Korea National Statistical Office
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international commodity prices, and domestic factors,
such as the sluggishness in the facilities investment
recovery and the inadequacy of employment condition
improvements.
<Figure II- 49>
Consumer prices and current account balance
(year-on-year change, %)

(US$ 100 million)
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Sources: Bank of Korea, Korea National Statistical Office

In the year to September 2009, the current account
recorded a large surplus of US$ 32.2 billion, with a
particularly huge surplus realized in the goods account.
The basis for the surplus is forecast to be maintained in
the coming months as well, against the backdrop of the
sustained export recovery.

<Figure II- 50>
Changes in employment rate and number of
employed by industrial sector
(changes compared to the same months of
the previous years, ten thousand persons)

(seasonally adjusted, %)
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The upward trend of consumer prices (year-on-year)
has eased since the beginning of 2009, as demand-side
pressures have been weak owing to the economic
downturn and oil prices have remained lower than in
2008. Consumer price inflation is expected to remain
stable in the near term, with demand pressures curbed
for the time being. Potential destabilizing factors do
exist, however, such as the possibility of a renewed
run-up in prices of international oil and other raw
materials.

60
Employment rate (RHS)
Overall industry (LHS)

59
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On the employment side, the rate of job losses has
fallen sharply since June 2009, lifting the employment
rate35) and indicating emergence from the downward
spiral of previous periods. Notwithstanding this, if the
effects of government employment creation programs36)

58
Manufacturing (LHS)

-30
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57
7
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7
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9

Source: Korea National Statistical Office

35) Employment rate = (Number of employed / Number of people aged
15 and over) x 100
36) Under a program called the ‘Hope Labor Project,’ begun on June 1,
2009, the Korean government created 250,000 temporary jobs in the
public sector (for up to six months, paying 830,000 won each in
monthly wages), to support the livelihood of those in the fragile
income brackets who are nevertheless capable of employment.
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are excluded, jobs are still slipping away37), suggesting
that there has as yet been no meaningful private sectorfueled employment recovery.

37)

Changes in number of employed1)
(thousand persons)
Overall industry

2009.5

6

7

8

9

-21.9

0.4

-7.5

0.3

7.1

(-30.8)

(-26.4)

(-39.4)

(-31.8)

(-25.5)

Notes :1) Compared with the same period of the previous year
2) Figures in parentheses exclude the public administration sector.
Source : Korea National Statistical Office
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6. Real estate market

(Real estate prices rise)
After a short period of micro-adjustment in the wake of
the global financial crisis in 2008, real estate prices
have rebounded since early 2009, with a particularly
strong price appreciation seen in the Seoul Metropolitan
area.

<Figure II- 51>
Apartment transaction price indices and trading volume
Nationwide apartment transaction price index (LHS)
Seoul apartment transaction price index (LHS)
Nationwide trading volume (RHS)
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Sources: Kookmin Bank, Korea Land and Housing Corporation

<Figure II- 52>
Rising and falling apartment prices in
Seoul Metropolitan area1)
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Housing prices have been on a steep upward curve
since the beginning of the year, lifted by expectations
of economic recovery, by the easing of housing
reconstruction regulations38), and by an increase in
housing finance loans. The price uptrend has been
particularly pronounced among certain apartment units
scheduled for reconstruction in Seoul. Since April the
uptrend has become more wide-reaching, with prices
appreciating across the Gangnam and Gangbuk areas
of Seoul and also in Gyeonggi Province and Incheon.
Among the various individual Seoul Metropolitan area
regions, housing prices rose in only three regions in
January, while falling in 55. By May, however, the
number of regions in which housing prices were rising
had grown to 33 (exceeding the number where prices
had dropped, of 26), and by September it had climbed
all the way to 56. The monthly apartment trading
volume averaged 79 thousand units between April and
September, back to its level (76 thousand units in the
year to September 2008) prior to the housing price
decline.

Note: 1) District basis for Seoul and Incheon, city basis for Gyeonggi
Province
Source: Kookmin Bank

38) Changes related to the easing of reconstruction rules include the
simplification of safety inspection procedures, the repeal of the
prohibition of reconstruction union membership transfers (August
2008), and the lowering of the minimum required percentage of small
residential units and raising of the floor area ratio in newly built
apartment complexes (November 2008).
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<Figure II- 53>
Inventory of unsold housing, and foreclosed home
auction price-to-market value ratio
Auction price-to-market value ratio (Seoul Metropolitan area, LHS)
Auction price-to-market value ratio (Outside Seoul Metropolitan area, LHS)
Unsold housing (Seoul Metropolitan area, RHS)
Unsold housing (Outside Seoul Metropolitan area, RHS)
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Due to the upswing in housing prices, the inventory of
unsold housing is declining and the foreclosed home
auction price-to-market value ratio39) is rising rapidly as
well. The stock of unsold housing, after approaching a
high of 170 thousand units in March of 2009, had
quickly shrunk to 130 thousand units by September.
The auction price-to-market value ratio has climbed
steeply since the beginning of the year, to stand as of
end-September at above 90% in the Seoul Metropolitan
area and over 70% outside of it.
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Sources: Ministry of Land, Transport and Maritime Affairs, GG Auction

<Figure II- 54>
Apartment lease deposit indices

More recently, however, the rise in housing prices has
slowed slightly, impacted by the toughening of
housing-related regulations such as the loan-to-value
(LTV)40) and debt-to-income (DTI)41) ratio
requirements, and by the government’s announced
decision to expand the housing supply.42)
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Leasehold deposits have moved in parallel with
housing prices during this period. Amid the reduced
provision of new rental accommodation, a larger-thanusual household moving demand buildup, resulting

39) (Contract price / Appraised value) × 100
40) The LTV ratio requirement applying to the Seoul Metropolitan area
(with the exception of the three Gangnam districts in Seoul where it is
maintained at 40%) has been lowered to 50% from the previous 60%
for loans issued by banks and insurance companies, and to 60% from
the previous 70% for loans from other non-bank financial institutions
(effective from July 7, 2009 for banks and from October 12, 2009 for
non-bank financial institutions).
41) The maximum DTI restrictions, previously imposed only on loans on
properties located in the three Gangnam districts (at 40%), have now
been extended to all other districts of Seoul as well (50%) and to the
Incheon and Gyeonggi Province region (60%) (effective from
September 7, 2009 for banks and from October 12, 2009 for non-bank
financial institutions).
42) The government announced a decision to allow the launch of
development projects in development-restricted zones in the Seoul
Metropolitan area from 2012 – six years earlier than previously
planned. It also unveiled a plan to increase the supply of
publicly-developed ‘Bogeumjari’ residential units to 600 thousand
units, from the previously planned 400 thousand units. Small
residential rental units will be built for occupancy starting from 2014.
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<Figure II- 55>
Leasehold deposit supply/demand, and share of
leasehold deposit agreements in total new rentals
(%)
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Notes: 1) Based on percentage of real estate brokers answering“demand
exceeds supply”to survey question on leasehold deposit supply
and demand
2) Leasehold deposits / (Leasehold deposits + Monthly rent-based
rentals); new lease basis
Source: Kookmin Bank

<Figure II- 56>
Land price increase rates1)
(%)

(%)

3.0

3.0

1.5

1.5

0.0

0.0

-1.5

-1.5

-3.0

-3.0
Nationwide
Seoul
Incheon
Gyeonggi

-4.5
-6.0

from widespread moving postponement in 2008 during
the global financial crisis, has kept prices afloat since
March 2009. In Seoul, where numerous reconstruction
and redevelopment projects are underway, the number
of demolished units is currently exceeding the number
of new units supplied43), and is thus contributing to the
leasehold deposit hike. As the current rental market is
moving closer to a landlord's market, some landlords
are moreover changing their rental payment modes
from leasehold deposit to monthly rent systems, to
increase their rental revenues, which adds further to the
upward pressure on leasehold deposit prices.
Land prices, after a short-lived steep downward period
from November 2008, have been buoyed by
widespread expectations of a real estate rebound since
April 2009, particularly in Seoul and its surrounding
suburbs. Amid expectations of price upswings
triggered by large residential development projects
such as the New Town and Bogeumjari Housing
projects, land prices have shot up in some parts of
Seoul and Gyeonggi Province.44)
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Note: 1) Percentage changes from previous quarters
Source: Korea Land and Housing Corporation

43)

Seoul housing demolition and supply
(10,000 units)
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Source: Policy Advisory Committee for Residential Environment Improvement in Seoul

44) From April to September 2009, land prices rose sharply in the
Seongdong-gu (2.63%), Yongsan-gu (2.44%) and Gangnam-gu
(2.32%) districts of Seoul, and in Hanam city (3.33%) in Gyeonggi
Province .
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(Upward pressure on real estate prices continues)

<Figure II- 57>
Short-term liquidity gap and housing transaction price
index increase rate
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<Figure II- 58>
Housing price-related indices1)
Housing price forecast index2)
Expectations of housing and shopping center valuation

160

140

120

120

100

100

80

80

60

60

2007

2008

2009

widened considerably. Housing price-related
indicators, moreover, while slipping slightly are still
hovering above their 100 base values. Meanwhile,
looking at housing supply and demand, the number of
newly-built apartments47) has fallen sharply in Seoul
and its surrounding suburbs, creating a supply/demand
imbalance. Given this imbalance, and coupled with the
abundant liquidity and expectations of price rise in the
market, substantial upward pressures on real estate
prices seem to still exist.

160
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40
2006

Although the upward trend of housing prices has
slowed somewhat recently, the short-term liquidity
gap45), which tends to precede housing prices46), has

40
10

Notes: 1) Index values above the 100 base value indicate expectations of
housing (shopping center) price appreciation stronger than
expectations of depreciation.
2) Based on monthly averages of weekly index values
Sources: Doctor Apartment, Bank of Korea

45) (Quarterly short-term liquidity / GDP) – Trend value of this ratio
46) The Bank of Korea's estimation of the lag correlation between the
short-term liquidity gap and the rate of housing price index increase
indicates that the former precedes the latter by about two quarters.
47) According to the real estate information site ‘Real Estate 114,’ the
number of newly-built apartments nationwide declined from 314
thousand units in 2008 to 282 thousand units in 2009. In Seoul, it
dropped from 54 to 28 thousand units.

- 52 -

Ⅱ. Macro-financial stability

7. Payment and settlement systems

<Figure II- 59>
Daily average payment system settlement
through BOK-Wire+
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Despite a steadily increasing scale of payments and
settlements, the Korean payment and settlement
systems have operated stably throughout 2009, thanks
to the appropriate management of settlement risks.

(Stable operation of BOK-Wire+)
In the year to September 2009, the daily value of
settlement through BOK-Wire+ averaged 177.9 trillion
won, up 3.9% from the same period a year earlier
(171.2 trillion won).

Source: Bank of Korea

<Figure II- 60>
Degree of BOK-Wire+ late hour settlement concentration
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Despite this considerable increase in transaction scale,
there were no settlement delays attributable to IT
system errors or failures. Meanwhile, the extent of
settlement concentration at around closing time (i.e.,
during the one-hour of operation before closing time)
fell steadily (to 33.9% of total settlement volume in
September), thus alleviating the risks from closing-time
bottlenecks.
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Following the April 27, 2009 launch of BOK-Wire+,
which adds a simultaneous offsetting mechanism to the
previous solely gross settlement process, the settlement
liquidity needed by participating institutions dropped
by 20% (daily average from May to September 2009),
contributing to stability and efficiency of the largevalue payment system.

Source: Bank of Korea

(Adequate management of net settlement risk)
In the year to September 2009, the daily average value
of payments processed through the retail payment
systems operated by the Korea Financial
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Telecommunications & Clearings Institute (KFTC)
jumped 6.9% from the same period a year earlier.
Helped by appropriate management of net settlement
risk, retail payment system stability was nevertheless
unaffected by this increase.

<Figure II- 61>
Daily average values of settlement through
retail payment systems
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Source: Bank of Korea

<Figure II- 62>
Monthly collateral requirements, and net morning
settlement session exchange payments of top two banks
Monthly collateral requirements (all banks)
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The total value of securities deposited with the Bank of
Korea by institutions participating in the retail payment
systems, as collateral to guarantee their net settlement
obligations, stood at 8.3 trillion won at end-September
2009 (above the minimum 8 trillion won
requirement48)). This amount is sufficient to cover the
entire amount of netted settlement involved (4.3 trillion
won at the annual peak) if the two banks with the
largest settlement obligations fail simultaneously to
perform their obligations. It thus fully satisfies the
international best practice49) stipulated by the Bank for
International Settlements (BIS).
The funds transfer performances of the seventeen
financial investment companies newly participating in
the retail payment system since July 2009 have also
been satisfactory, owing again to the putting into place
of appropriate measures to manage the associated net
settlement risk.

0
2007.1

Source: Bank of Korea

2008.1

2009.1

9

48) In the case of transactions subject to net debit caps, net settlement
participants are required to deposit with the Bank of Korea securities
worth at least 30% of their debit caps, as collateral to guarantee their
settlement obligations. For other net settlement transactions, they
must deposit 30% of their average net debit positions during the
previous six months.
49) The settlement collateral-related best practice suggested by the BIS is
that participant institutions deposit securities sufficient to ensure
timely completion of daily settlements in the event of inability to
settle by the participants with the two largest settlement obligation
amounts.
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(Securities and foreign exchange settlement risk on
steady decline)

<Figure II- 63>
Foreign exchange settlement value trends
(billion USD)
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In the year to September 2009, the value of securities
settlement through the DVP (Delivery versus Payment)
system via BOK-Wire+ totaled 12.6 trillion won. This
was a more than 22% increase over the same period a
year earlier (10.3 trillion won), and contributed to
reducing settlement risk due to the time lag between
securities delivery and fund payment for them.50)

0
2009.2/4

The share in total foreign exchange settlements of PVP
(Payment Versus Payment) settlements through the
CLS System has also grown steadily, and rose to
58.9% in the first half of 2009. This has significantly
lessened risk from settlement mismatches of payment
obligations in different currencies at different times.

50) Among total settlements of transactions in stocks, bonds, short-term
financial products (CDs and CP) and RP bonds and transactions
related to collective investment properties, the share processed
through the DVP system of BOK-Wire+was 58.4% in the first half of
2009, up more than 2.3% points from the same period in 2008.
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Ⅲ. Business soundness of financial institutions

Ⅲ. Business soundness of financial institutions

1. Banking sector
A. Liquidity risk
(Improved funding structure stability)
The funding structures of commercial banks have
gained in stability, as the share of deposits in their total
funding has grown and that of wholesale funding1)

<Figure III- 1>
Composition of commercial bank funding sources
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Note: 1) Demand deposits plus instant access-type savings deposits
Source: Financial Supervisory Service

declined.
Bank deposits increased sharply following onset of the
global financial crisis, due partly to banks' own efforts
to improve liquidity and partly to growing investor
preference for safe assets. Inflows into bank deposits
continued entering 2009 as well, thanks to the
competitiveness of deposit interest rates. More recently,
banks have further raised rates in response to the
approaching maturities of a great many deposits taken
in the second half of 2008. This has stimulated flows
into bank deposits of funds withdrawn from MMFs or
created through stock fund redemption.
The continuous uptrend in bank deposits, coupled with
a sharp slowdown in loan growth, has drastically
reduced the pressure on banks to utilize wholesale
funding. As a result, banks' wholesale funding volume
reversed to a downtrend from the fourth quarter of
2008, and the share of their wholesale in total wondenominated liabilities tumbled to 25.9% as of endAugust 2009, from 32.7% at the end of June 2008.
1) Including bank bonds, CDs, RPs and cover bills

- 57 -

Financial Stability Report November 2009

<Figure III- 2>

(Eased liquidity risk)
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A narrowing in banks' funding gap (total wondenominated loans minus total won-denominated
deposits), a rise in the won liquidity ratio, and a decline
in their liquidity premium have all been observed –
suggesting an easing of commercial banks' liquidity
risk in recent months.
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-100
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-100
2005

2007

2009.9

Source: Financial Supervisory Service

The shrinkage in banks' funding gap has been
considerable, as the increase in their won deposits since
the second half of 2008 has greatly exceeded the
expansion in their won loans
Meanwhile, the won liquidity ratio2), a measure of

<Figure III- 3>
Commercial bank highly liquid assets1)
(trillion won)
130

(%)
45

Highly liquid assets (LHS)
Highly liquid assets / Liabilities with remaining
maturity of one month or less (RHS)

120

40

110
35
100
30

90

25

80
08.12

09.3

6

8

Note: 1) Including cash, due from banks (excluding reserve deposits with
the Bank of Korea) and securities of the types used in open
market operations by the Bank of Korea (excluding those
offered as collateral)
Sources: Bank of Korea, Financial Supervisory Service

banks’ short-term liquidity position, stood at 117.7% at
end-September 2009 – far surpassing the Financial
Supervisory Service's guideline of 100%. This owes
mainly to the quite significant increase in bank assets
allocated to government debt, including Monetary
Stabilization Bonds, during this period. Since March
2009, there has been especially sharp growth in the
amount of highly liquid assets.3) For instance, the ratio
of highly liquid assets to liabilities with remaining
maturities of one month or less had jumped 8.9%
points to 41.2% by the end of August 2009, from
32.3% at year-end 2008. Based upon these indicators, it
seems safe to say that bank capacities for short-term
response to liquidity risk have improved tremendously.

2) Assets with remaining maturities of one month or less / Liabilities with
remaining maturities of one month or less
3) The disposable portion of assets held in cash and deposits (excluding
reserve accounts), and of securities used in open market operations by
the Bank of Korea (government bonds, Monetary Stabilization Bonds,
government-guaranteed bonds, bank bonds and certain types of special
bonds), excluding any portions currently funtioning as collateral.
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<Figure III- 4>
Domestic bank liquidity premium
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Note: 1) Interest rate on bank bonds (3-yr) - Swap rate (3-yr).
Sources: Korea Financial Investment Association, Bloomberg

<Figure III- 5>
Average remaining maturity1) of won deposits2)
in commercial banks
(month)

(month)
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Notes :1) Excluding demand deposits, instant access-type savings
deposits and other deposits without fixed maturity terms
2) Based on median values of individual maturity segments
Source: Financial Supervisory Service

Banks’ liquidity premium4) (assessed based on bank
bond interest rate and swap rate data), after having
surged to 370bps in early December 2008, has since
then narrowed to settle in the 90bps range in October
2009. This is a reflection of the vast improvements in
bank liquidity positions over the same period.
On the other hand, the time horizon for liquidity
management has shortened further, due to the easing5)
of won liquidity ratio regulations since October 2008 in
response to the global financial meltdown. This
indicates banks' medium-term liquidity risk response
capacities to have actually weakened.6)
For example, the average maturity on won deposits, a
key funding source for banks, had been 9.8 months as
of end-2006 but has shrunk continually since then, to
8.5 months at end-2008 and 7.6 months in September
2009. Meanwhile, commercial banks' loan-to-deposit
ratio (excluding CDs) still hovers above 100%, and
their net cash capital position ratio7), a measure of
medium to long-term liquidity shock absorption
capacity, remains quite low. There is hence clear room
for improvement in banks' liquidity risk management.

<Figure III- 6>
Commercial bank net cash capital position1)
and loan-to-deposit ratios
(%)
16

Net cash capital position ratio (LHS)
Loan-to-deposit ratio (excluding CDs, RHS)
Loan-to-deposit ratio (including CDs, RHS)

(%)
140

12
120
8
100
4

80

0
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Note: 1) (Long-term liabilities - Long-term non-current assets) /
Total assets
Source: Financial Supervisory Service

9

4) Given that the liquidity premium is reflected in the spread between
bank bond interest rates and IRS rates, this was calculated using the
following formula : Liquidity premium = Interest rate on bank bonds
(3-yr) – Swap interest rate (3-yr).
5) The won liquidity ratio, previously calculated based on assets and
liabilities with remaining maturities of three months, is now based
upon those with remaining maturities of one month, in accordance with
a change in regulation effective from October 2008
6) The formerly applied won liquidity ratio, based on assets and liabilities
with remaining maturities of three months, had for a long time been in
the 110% range on average, but since July 2009 appears to have
dropped to near the previous minimum required ratio (100%)
7) An index developed by Moody's, in which the higher the dependence
upon long-term funding the higher the score, and the longer the asset
holding period the lower the score
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<Figure III- 7>
Maturity distribution of won deposits at commercial banks
(trillion won)

(trillion won)
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Moreover, there is a fourth quarter 2009 concentration
of maturities on a great many promotional deposit
products launched by banks after the global financial
crisis broke out, which offer high interest rates in the
6% range. Considering this situation, the possibility of
a deterioration in bank funding conditions cannot be
ruled out.
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Source: Financial Supervisory Service
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<Box III- 1>

Policy rate cuts and resulting changes in bank loan and deposit rates
After outbreak of the global financial crisis, the Bank of Korea lowered its policy Base Rate on six separate
occasions between October 2008 and February 2009, to promote financial market stability and support
economic recovery. It reduced the rate by a total of 3.25% points during this time, and has maintained it
unchanged ever since. Commercial bank deposit and loan interest rates have as a result been gradually adjusted
downwards also. However, the extent of bank interest rate cuts has been consistently smaller than the Base
Rate cuts, and the decline in loan rates has been more moderate than that in deposit rates. While slashing
deposit rates by 3.13% points between October 2008 and July 2009i), banks lowered their loan rates by only
1.91% points.
Changes in bank loan and deposit interest rates
(%, %p)
2008

2009

Changes

Sep. (A)

Oct.

Nov.

Dec.

Jan.

Feb.

July (B)

(B-A)

Bank of Korea Base Rate

5.25

4.25

4.00

3.00

2.50

2.00

2.00

△3.25

CD yield (91-day)

5.79

6.03

5.62

4.68

3.22

2.70

2.41

△3.38

Savings deposit interest rate1) 2)

6.05

6.31

5.95

5.58

4.16

3.23

2.92

△3.13

Total loan interest rate1) 3)

7.44

7.79

7.53

6.89

5.91

5.57

5.53

△1.91

Notes: 1) Newly-taken/extended basis
2) Excluding instant access-type deposits
3) Excluding overdraft facility and overdraft account loans

This behavior is part of banks' response to the gradual erosion in their net interest margins (NIMs)ii) since the
fourth quarter of 2008. The downtrend in interest rates spurred by the global financial crisis had the effect of
reducing both banks' loan interest incomes and their deposit interest expenses. The interest rate repricing cycle
on loansiii) being shorter than that on deposits, however, this has negatively affected banks' NIMs, and to
compensate banks have raised their premium rates on new loans – from the mid-1% point range previously to
3% points.

i) We analyze the period through July 2009, when the downslide in CD and bank lending and deposit rates triggered by the Base Rate
cuts reached their lowest levels.
ii) The net interest margin of banks (excluding the credit card segment) fell from 2.05% in the fourth quarter of 2008 to 1.31% in the
second quarter of 2009 (source : Financial Supervisory Service).
iii) Variable rate loans accounted for 91.2% of total household loans as of end-July 2009, with 3-month CD-linked loans representing a
71.5% share (balance basis; data from seven commercial banks plus the Industrial Bank of Korea and the National Agricultural
Cooperative Federation).
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This strategy of banks explains the direction of loan and deposit rate movements since the second half of 2008.
Looking at new loans and deposits only, raising loan premium rates amid the interest rate downturn produced
an immediate effect, so that the extent of decline in loan interest rates was less than that in deposit rates. The
loan-to-deposit rate gap has as a result widened steadily since the beginning of 2009. On an outstanding
balance basis, meanwhile, the gap began to widen particularly noticeably from March, as the effects of the hike
in premium rates and variable interest rate adjustments kicked in following a time lag.

Loan and deposit interest rates (newly-taken/extended basis)
(%)

(%p)
Average interest rate1) on loans (LHS)
10
Average interest rate on savings deposits (LHS)
Loan-deposit interest rate differential (RHS)

10

Loan and deposit interest rates (total balance basis)
(%p)
Average interest rate on loans (LHS)
10
Average interest rate on savings deposits (LHS)
Loan-deposit interest rate differential (RHS)

(%)
10

8

8

8

8

6

6

6

6

4

4

4

4

2

2

2

2

0

0
2007.1

0
2007.1

7

2008.1

7

2009.1

7

0
7

2008.1

7

2009.1

7

Note: 1) Excluding overdraft facility and overdraft account loans

By loan segment, banks have increased their premium

Household and SME loan premium rates1)

rates more significantly on household than on SME
loans in 2009, a tack opposite to their common practice

4

Household loans
SME loans

prior to the global crisis. They had usually charged
higher premiums on SME loans, due to their higher

(%p)

(%p)
4

3

3

2

2

relative credit risks.
This change in practice appears mainly due to the
greater ease banks had in raising premiums on
household than on SME loans, at a time when
supporting SMEs was the issue of the day amid the

1
2007.1

1
7

2008.1

7

2009.1

7

Note: 1) Bank loan interest rates (newly-taken/extended basis) – CD
yields

precarious economic environment. While the
government for instance adopted measures to increase credit guarantees and roll-overs of SME loans, the
household loan market was over the same period a lender's market, due to the continuous rising housing
finance loan demand.
In the household loan segment, as a result, banks' average interest rates on newly extended loans have
exceeded those on outstanding household loans overall since March 2009, different from the case in the SME
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loan segment. Through this course of action, banks are thus shifting the revenue losses from downtrending
interest rates and the resulting erosion of their net interest margins onto households, rather than absorbing them
internally.

Household loan interest rates
(%)
9

Balance basis (LHS)
Newly-taken/extended basis (LHS)
Interest rate differential (balance-basis rate newly-taken/extended basis rate, RHS)

SME loan interest rates
(%p)

(%)
3

10

2
7

Balance basis (LHS)
Newly-taken/extended basis (LHS)
Interest rate differential (balance basis rate newly-taken/extended basis rate, RHS)

(%p)
4

8
1

2

5

6
0

3
2007.1

-1
7

2008.1

7

2009.1

4
2007.1

7
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<Figure III- 8>

B. Credit Risk

Commercial bank corporate sector exposure
(trillion won)
600
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Corporate exposure (LHS)
Change from previous period
(three-quarter moving average, RHS)
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Source: Financial Supervisory Service

<Figure III- 9>
Changes in commercial bank corporate exposure,
by company size
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<Figure III- 10>
Commercial bank corporate exposure, by industrial sector
(%)

(Corporate credit risk shows sign of declining)
From the first through the third quarters of 2009,
commercial banks' corporate exposure8) fell by 17.9
trillion won. This was mainly a result of banks'
conservative corporate lending attitudes, motivated by
fears of increased credit risk owing to the economic
downturn. Another major factor was the dampened
foreign currency financing demand in the business
sector, with particularly low demand seen for foreign
currency loans and trade funding. By business size,
banks' exposure to large corporations declined
dramatically (by 14.7 trillion won), in line with the
increased corporate use of the bond market to raise
funds during this period. Banks' SME exposure
dropped only marginally, however, thanks to the
government's credit guarantees on loans extended to
SMEs.
By industrial sector, the shares in banks' total corporate
exposure of the construction and the service (including
wholesale and retail) sectors fell by 0.8% points each,
continuing their downtrends of recent periods. This
was due to banks' strengthening of risk management on
business sectors sensitive to economic conditions, as
credit ratings have deteriorated much more in these

(%)

40

12

Manufacturing (LHS)

38

10

Services (LHS)

36

8

Construction (RHS)

34

6
2006

2007

Source: Financial Supervisory Service

2008

2009.9

8) Including loans (won and foreign currency loans, advances for
payment on loss compensation related to payment guarantees, foreign
bills bought, credit card receivables, private placement bonds, etc.), CP
(including guaranteed notes), acceptances and guarantees outstanding,
trust account loans and merchant bank account loans
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sectors than in the rest of industry.9) The share of the
manufacturing sector, in contrast, continued the
uptrend of 2008 and edged upward during this period.
<Figure III- 11>
Commercial bank corporate loan delinquency rates
4

(trillion won)

(%)

3

Newly delinquent SME loans (RHS)
Corporate loan delinquency rate (LHS)
SME loan delinquency rate (LHS)
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0
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0
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Note: 1) Rates are three-month moving averages, based upon loans
delinquent one day or longer.
Source: Financial Supervisory Service

9

Corporate credit risk-related indicators appear to have
improved somewhat since the second quarter of 2009.
The corporate loan delinquency rate, after climbing to
the mid-2% range at the beginning of the year, dropped
gradually thereafter under the impact of increased SME
financing support and large bad debt write-offs10) by
banks, to settle in the mid-1% range from June. The
number of insolvent firms11) has also decreased sharply,
while the substandard and below loan ratio12) has
stabilized, albeit only slightly, in most industrial
sectors, as the volume10) of substandard and below new
loans has fallen since the second quarter.

9)

Average credit ratings of domestic bank SME loans,
by industrial sector *
End-2007 (A)

End-June 2009 (B)

5.01

5.23

0.22

Manufacturing

5.03

5.00

-0.03

Construction

5.10

5.61

0.51

Wholesale and retail

4.99

5.13

0.14

Overall

Change (B-A)

* Calculated by multiplying the percentage share in total loans of each credit grade by that
grade's number, and then adding the results for all grades (1-10).
Source : NICE D&B

10)

Substandard and below loans eliminated and newly
acquired by commercial banks
(trillion won)
3Q 2008

4Q

1Q 2009

2Q

3Q

Sold/written off

0.9

2.1

1.9

3.2

2.5

Newly acquired

3.0

6.5

6.6

5.4

3.9

Source: Financial Supervisory Service

11) Average monthly total number of bankrupt firms: 321 in 4Q 2008 →
238 in 1Q 2009 → 165 in 2Q 2009 → 126 in 3Q 2009
12)

Commercial bank substandard and below corporate
loan ratio, by industry
(%)
End2007

End2008

0.8

1.5

2.1

2.2

2.1

1.0

1.6

2.0

2.2

2.2

Construction and real estate 0.9

2.2

3.2

3.7

3.2

Services*

1.1

1.5

1.5

1.5

Overall
Manufacturing

0.7

* Excluding real estate.
Source: Financial Supervisory Service
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<Figure III- 12>
SME borrower credit rating distribution1) 2)
(%)

(%)
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70
Grades 1-4
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60
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40
Grades 5-6

30
07.7

30
08.1

6

09.1

6

Notes: 1) Percentage shares in total loans (grades 1~10) of loans graded
1~4 and 5~6
2) Based on newly extended loans by five banks (Kookmin,
Shinhan, Hana, Industrial Bank of Korea, and the NACF)
Source: Bank of Korea

<Figure III- 13>
Changes in credit guarantee volume and default rate
(trillion won)
12

(%)

Changes in volume of credit guarantees (year-on-year, LHS)
Rate of default on credit guarantees (three-quarter moving
average, RHS)

2.5
2.0

8

1.6
4
1.0
0

Notwithstanding this, there may be a possibility of a
renewed rise in the risk of corporate loans turning sour,
particularly in the SME segment. For one thing,
marked improvement in SME management
performance seems unlikely owing to the subdued
sales recovery and continuing high raw material prices.
At the same time, the government's financial support
measures for SMEs, including the granting of rollovers on all maturing SME13) and the MOU on
government foreign payment guarantees, are slated to
expire at the end of 2009.
The risk of default on guaranteed loans extended to
borrowers with comparatively low credit ratings
(grades 5-6) also seems quite high. This is not only
because increases in credit guarantees have historically
often been followed by rises in the default rates on
guaranteed loans after some time lag, but also because
the guaranteed loans issued by banks since late 2008
were for the most part also approved after quite simple
review procedures.

0.5
0.0

-4
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Source: Korea Credit Guarantee Fund

<Figure III- 14>
SME loan delinquency rates by vintage year
(%)

(%)

2007

4

3

4

Meanwhile, an analysis of delinquency rates by vintage
year reveals that the delinquency rate on SME loans
issued in 2009, although lower than that for 2008vintage loans, is nevertheless higher than those on
2006- and 2007-vintage loans. The ratio of used credit
to credit available under corporate standby line of
credit agreements14), an indicator of companies' funding

3

2008
2009
2006

2

1

2

1

13) Banks agreed to roll over all won-denominated SME loans maturing
during 2009, for another 12-month period (Feb. 2009).
14)

0

0
0

+3
months

+6
months

+9
months

+12
months

+15
months

Ratio of credit used among total credit available under
corporate standby lines of credit issued by commercial banks

+18
months

(Number of months elapsed since initial loan issuance)
Source: Bank of Korea

End-2007

End-2008

End-Sep. 2009

26.5

32.4

45.4

42.5

Source: Financial Supervisory Service
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conditions, has been continuously high since the
second quarter of 2008 as well. It hence appears
currently quite improbable that the rates of corporate
loan delinquency or default will decline to any sizeable
extent in the foreseeable future.

(Household credit risk stays at low level)
<Figure III- 15>
Commercial bank household sector exposure
400
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4
Household exposure (LHS)
Change from previous period (three-quarter moving average, RHS)
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Source: Financial Supervisory Service

<Figure III- 16>
Commercial bank household loan delinquency rates
(%)
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Home mortgage loan delinquency rate
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0.5
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Commercial banks’ household exposure increased by
8.3 trillion won in the first to the third quarters of 2009,
continuing the uptrend of recent periods. While the
volume of unsecured loans and credit card receivables
fell during this period, there was a surge of 13.7 trillion
won in home mortgage loans, which involve relatively
moderate credit risk, and this lifted banks' total
household exposure. The share of total home
mortgages taken out to cover household expenses
meanwhile rose sharply early in the year amid the
economic downturn. Starting from the second quarter,
however, home mortgage growth has been driven
mainly by loans for financing of housing purchases.15)
Despite the deteriorating financial and economic
environment, most household credit risk-related
indicators have remained stable. The delinquency rate
and the substandard and below loan ratio, after rising
slightly in early 2009, reverted to downward trends
once into the second quarter to stay consistently below
1%. This appears to be in part due to the stronger risk
management of banks, which have led to an expanded

0.0
2007

2008

2009

Note: 1) Rates are three-month moving averages, based upon loans
delinquent for one day or longer.
Source: Financial Supervisory Service

9

15)

Loans for purchases as a share of total new housing
finance loans*
4Q 2008

1Q 2009

2Q 2009

3Q 2009

63.8

57.9

51.6

60.5

68.8

* Based on four commercial banks (Kookmin, Shinhan, Woori and Hana)
Source: Bank of Korea
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proportion of high-grade in total household
borrowers.16) It seems also in part due to the fact that
households’ debt servicing burdens have not worsened
despite the economic chill, thanks to the absence of
large-scale workforce restructuring (as seen during the
foreign currency crisis of 1998) and to the rapid
lowering of interest rates.

(Bank loan loss absorption capacities weaken
slightly)
<Figure III- 17>
Commercial bank coverage ratios1)2)
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<Coverage ratio compared <Coverage ratio compared to
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Notes: 1) (Total loan loss provision balance / Non-performing
(or substandard and below) loans) × 100
2) US data based upon FDIC-insured banks
Sources: Financial Supervisory Service, FDIC
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Commercial banks' substandard and below loan
coverage ratio fell from 140.4% at the end of 2008 to
117.9% at end-September 200917), continuing its
downtrend since the second half of 2008. The balance
of their loan loss reserves, banks' first cushion against
any loan defaults, did grow by 1.2 trillion won to 15.2
trillion won at end-September (from 13.9 trillion won
at end-2008) ; however, this was offset by a larger
increase (of 3 trillion won) in substandard and below
loans during the same period. Banks' loss absorption
capacity through reliance on loan loss reserves thus
appears to have declined somewhat.

16) The percentage share of high-grade borrowers (credit rating grades
1-4) in total household borrowers from domestic banks (grades 1-10)
edged up from 71.3% at the end of 2007 to 74.9% at end-2008, and
77.6% at end-July 2009 (source: NICE).
17) The non-performing loan coverage ratio also plunged, from 181.1% at
the end of 2008 to 153.0% at end-September 2009.
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<Box III- 2>

Evaluation of bank asset soundness in the most vulnerable sectors
Banks’i) asset soundness had steadily deteriorated from the fourth quarter of 2008, affected by the snowballing
of bad debt in the SME segment. Since hitting bottom in March 2009, however, banks' asset quality has shown
signs of improvement, thanks mainly to the series of policy authority actions including the Base Rate cuts,
liquidity injections and increased offer of credit guarantees. A check on banks' asset soundness in their most
vulnerable segments, real estate project finance and exposures to currency option trading firms and companies
scheduled for restructuring, reveals the potential risks in these segments to be measurably lower in the second
half of 2009 than previously.
(Real estate project finance exposure)
As of end-July 2009, banks' real estate project

Real estate project finance-related exposure

finance-related exposure (loans and standby

(trillion won, %, %p)
End-2007

lines of credit) stood at 46.0 trillion won, down
2.4 trillion won from the level at the end of

End-2008
(A)

Real estate project
finance loans(C)

2009
End-June

Change

End-July(B)

(B-A)

33.8

42.2

41.6

41.2

-1.0

Delinquency rate

0.33

1.46

2.39

2.69

1.23

banks have in recent months been more cautious

Substandard and
below loan ratio

0.42

2.45

4.04

3.90

1.45

about lending for new real estate projects. The

Total standby lines
of credit2)(D)

5.9

6.2

5.0

4.8

-1.4

39.7

48.4

46.6

46.0

-2.4

2008. As part of their risk management efforts,

fact that advance sales of properties from some
scheduled projects were completed during this
period also influenced this decline. Nevertheless,

1)

Total exposure (C+D)

Notes :1) Based on loans with principal repayments overdue one day or longer
2) Total lines of credit approved for corporate clients, including agreements on ABCP
purchases

the share of real estate project financing in
banks' total loans (863.4 trillion won) stays quite high at 5.3%. Amid the persisting gloom in the construction
and real estate sectors, the delinquency rate and the substandard and below loan ratio in this segment edged up
1.23% points and 1.45% points, respectively, from their end-2008 levels. All in all, however, and despite the
possibility of additional project finance loans going bad in regions outside the capital area, the quality of real
estate project finance loans is expected to gradually improve, given the recovery in the Seoul Metropolitan
Area property market, the fact that restructuring at construction firms is drawing to a close, and the selling off
of unprofitable projects.

i) The analysis that follows is based upon seven banks: Kookmin, Shinhan, Woori, Hana, Citibank Korea, Standard Chartered First Bank
and the National Agricultural Cooperative Federation.
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(Exposure to currency options trading firms)
At the end of July, the total number of firms

Bank exposure to companies trading in currency options,
and valuation losses

engaged in currency options trading stood at
ii)

2008

475, and their outstanding options trading volume

2009

EndEnd-Sep. Dec.(A)

at US$ 13.5 billion. These figures represented
decreases of 349 (42.4%) and US$ 8.6 billion

Currency options trading balance1)
(US$100 million)

(38.8%), respectively, from end-2008. The recent

Companies engaged in currency
options trading (number)

EndJune

EndJuly(B)

Change
(B-A)

284

221

145

135

-86

977

824

520

475

-349

2)

return of exchange rate stability has meant a sharp

Valuation losses on currency options
(trillion won)

-6.7

-7.5

-4.7

-3.9

3.7

reduction in valuation losses on currency options,

Total loans (trillion won)

while the volume of substandard and below loans
had as of end-July fallen by 0.4 trillion won

13.7

13.7

12.4

10.0

-3.6

Substandard and below loans

0.6

1.5

1.6

1.1

-0.4

Total loan loss reserves

0.5

1.4

1.4

1.3

-0.1

Notes :1) Based on total value of call options companies must sell to banks
2) Losses incurred by companies

(25.5%) 2009. This indicated sizeable decreases
in risks to banks related both to nonperformance of contract obligations and to loan losses. Given the
continuing downward stabilization of major currencies against the won and the improving profitability of
companies engaged in currency options trading, the related credit risks seem likely to ease further going
forward.
(Exposure to companies slated for restructuring)
As of the end of July 2009, banks' total volume of loans to companies slated for restructuring stood at 4.9
trillion won. Although this represented a mere 0.6% of banks' total outstanding loans, credit to these
companies accounted for 20.7% of all substandard and below loans. The ratio of substandard and below loans
in total lending to these companies, estimated at 61.4%, was also drastically higher than the overall 1.68%
substandard and below loan ratio for all loan segments. The quality of banks' assets in the business sector
appears to have recently improved, however, as good progress has been made in corporate restructuring for
construction, shipbuilding and maritime transport companiesiii) that it was worried might be insolvent, and for
general firms troubled with liquidity problems including some of the large business groups iv), big

ii) KIKO, Snowball, Pivot, Target Forward transactions, etc.
iii) A total of 277 construction and shipbuilding (first round in Jan. 2009, second round in Mar. 2009) and maritime transport (first round
in April 2009, second round in Jun. 2009) companies were evaluated for the credit risk they represented for their creditor banks. The
evaluation resulted in the selection of forty-six firms for restructuring.
iv) The financial structures of 45 large business groups accounting for 0.1% or more each of the financial sector’s total credit exposure(in
other words, those groups subject to the requirement of consolidated credit management by designated creditor banks) were evaluated,
and based upon the evaluation results nine signed agreements committing them to series of actions for financial structure improvement
(Jun. 2009).
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corporationsv) and SMEs.vi) Banks may see their bad loans swell somewhat following the credit risk evaluations
of SMEs subject to the external audit requirement and carrying debts of 1 to 5 billion won, which are currently
undergoing restructuring. However, any additional bad debt growth is likely to be limited as the final phase of
restructuring approaches.

Loans to companies to be restructured, and corporate loan quality (end-July 2009 basis)
(trillion won, %)
By Industry sector

By company size

Substandard and below loans

Total loans1)
(C)

Construction

Shipbuilding

Maritime
transport

Big
companies2)

SMEs3)

Total
amount (D)

Share in total
loans(D/C)

863.4

46.0

33.5

6.2

41.5

21.7

14.5

1.68

Loans extended to companies
to be restructured4) (B)

4.9

2.1

0.4

0.4

1.1

0.9

3.0

61.40

(% share, B/A)

(0.6)

(4.6)

(1.3)

(6.5)

(2.6)

(4.1)

(20.7)

-

Total loans (A)

Notes :1) Based on loans to be re-classified as non-performing loans
2) Based on large companies with 50 billion or more in outstanding bank loans
3) SMEs subject to the external audit requirement with 5-50 billion won in outstanding bank loans
4) Excluding loans covered under financial structure improvement agreements signed with nine large business groups, among the 45 large business groups
subject to the requirement of consolidated credit management by designated creditor banks

Even after the current restructuring round draws to a

Orders received by Korean shipbuilders

close, however, the slump in the shipbuilding sector
(where 3.9% of banks' total outstanding loans are
extended) is expected to persist, and little near-term

(trillion won)
150

(trillion won)

Order volume (RHS)

12

Order backlog (LHS)

10

120

improvement in credit risk from this sector is likely.
Total incoming orders received by shipbuilding firms

8
90
6

in the year to July 2009 amounted to 1.3 trillion won, a

60

fraction of their level (35.4 trillion won) in the

30

corresponding period one year before. The sector's
order backlog of 99.1 trillion won at end-July was a

4
2

0
2006

0
2007

2008

2009

7

Source: Korea National Statistical Office

mere 74% of its 2008 peak (134.5 trillion won).

v) Of the 433 big corporations carrying debts of 50 billion won or more, thirty-three were selected for restructuring (Jun. 2009).
vi) A three-part restructuring program is underway for SMEs subject to the external audit requirement having total bank loans amounting
to 50 billion won or less. The credit risk evaluation was completed in late July for SMEs carrying debts of 5 to 50 billion won, and in
late September for those with debts of 3 to 5 billion won. The round of credit risk evaluation on SMEs whose loans total 1 to 3 billion
won is scheduled to wrap up in late November.
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C. Interest rate and market risks
(Interest rate risk decreases)

<Figure III- 18>
Commercial bank interest sensitivity gap
(trillion won)

(trillion won)
250

250
End-Dec. 2008
200

200

End-June 2009

150

150

100

100

50

50

0

0

-50

-50

-100

-100

-150
Less than 3M

3~6M

6 to 12M

1Y or longer

Positive
gap

-150Negative
gap

Interest repricing cycle
Source: Financial Supervisory Service

<Table III- 1>
Interest rate VaR of commercial banks
(trillion won)
End-2007
1)

VaR(A)

BIS capital (B)
A/B(%, %p)

End-2008(a)

End-June
2009(b)

b-a

2.3

1.7

1.3

-0.4

85.1

101.7

107.1

5.4

2.7

1.7

1.2

-0.5

At the end of June 2009, interest rate risk arising from
repricing cycle mismatches between interest ratesensitive, interest-earning assets and interest ratesensitive, interest-costing liabilities appeared to have
fallen from the level seen at the conclusion of 2008.
This phenomenon owed mainly to the narrowing of the
long-term (6- month and longer) interest sensitivity
gap, which involves greater risk exposure at
repricing.18) By maturity length, the interest sensitivity
gap of assets and liabilities with maturities of three to
six months widened somewhat from its level six
months earlier. In contrast, the interest sensitivity gaps
of assets and liabilities with maturities of six to twelve
months and of one year and longer tightened rather
significantly.
Commercial banks' interest rate VaR stood at 1.3
trillion won at the end of 2009, down by 0.4 trillion
won. This also brought the ratio of their VaR to BISbased equity capital down 0.5%p from its level at end2008 to 1.2%, far below the corresponding 20%
minimum recommended by the BIS.

Note: 1) An interest rate shock of 200bps was applied.
Source: Financial Supervisory Service

<Figure III- 19>
Commercial bank bond investment1)
180

(trillion won)

Held-to-maturity bonds (LHS)
Available-for-sale bonds (LHS)
Trading bonds (LHS)
Share of bonds in total assets (RHS)

(Market risk in bond investment declines)
(%)

150

25
20

120
15

Commercial banks' total investment in wondenominated bonds amounted to 157.8 trillion won at
end-June 2009, up 21.6 trillion won from the end of

90
10
60
5

30

0

0
2006.12

2007.6

12

2008.6

12

Note: 1) Based on period-end balances in banks’accounts
Source: Financial Supervisory Service

2009.6

18) Corresponds to the gap between interest-sensitive assets and
interest-sensitive liabilities. A positive interest sensitivity gap (plus
gap) means that interest rate-sensitive assets exceed liabilities, and a
negative (minus) gap that interest-sensitive liabilities exceed assets.
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<Table III- 2>
Commercial bank VaR on won-denominated bonds
(trillion won, year)
End-2007
VaR1)

End-Dec.
2008 (a)

End-June
2009 (b)

b-a
-0.4

0.4

1.1

0.7

(Exposure)

92.1

108.8

117.2

8.4

(Interest rate volatility)2)

6.6

12.0

7.2

-4.8

(Duration)

1.25

1.48

1.64

0.16

Notes: 1) Based on holding duration of 10 days and confidence level of 99%
2) Treasury bonds (3-yr); daily average volatility (bps) calculated using
EWMA method
Source: Bank of Korea

<Figure III- 20>
Commercial banks’ stock investment
Non-marketable available-for-sale stocks and stocks under equity
method (LHS)
Marketable available-for-sale stocks (LHS)
Trading stocks (LHS)
Share of trading securities1) in total assets (RHS)
20

(trillion won)

(%)

2.5

16

2.0

12

1.5

8

1.0

4

0.5

0

Banks' won bond VaR, meanwhile, an indicator of their
market risk in bond investment, stood at 0.7 trillion
won, a 0.4 trillion won decrease from the end of 2008.
This result, occuring despite increases in both exposure
and duration, appears due to the sharply reduced
interest rate volatility accompanying the return to
international financial market stability.
As of end-June, short-term trading and marketable
available-for-sale stocks held by commercial banks
totaled 9.5 trillion won in value, up just 0.7 trillion won
from the end of 2008. As this represents a mere 0.8%
of banks' total assets, the market risk associated with
banks' stock investment appears negligible. Even if
stock price volatility grows going forward, due among
other things to a market correction, the market risk
entailed by banks' stock holdings is likely to be limited.

0
2006.12

2007.6

12

2008.6

12

2009.6

Note: 1) Including marketable available-for-sale stocks
Source: Financial Supervisory Service

(Slump in derivatives transactions continues)

<Figure III- 21>
Banks' derivative balance and derivatives-to-assets ratio1)
3,000

2008. By intended purpose, the volumes of availablefor-sale bonds and bonds-held-to-maturity increased
from their levels six months earlier, while the volume
of trading bonds fell over the same period.

(trillion won)

Quarterly derivatives trading value (LHS) (times)
1.8
Derivatives balance (LHS)
Derivatives-to-total assets ratio (RHS)
1.6

2,500
1.4
2,000

1.2
1.0

1,500
0.8
1,000

Commercial banks' total derivatives balance stood at
1,422 trillion won19) at end-June 2009, down 6.4% from
the close of 2008. This was due mainly to a shrinkage
in derivatives transactions following huge derivativesrelated losses and decreased foreign exchange hedging
transactions by exporters since the global financial
crisis erupted in 2008. As a result, the ratio of banks'
derivatives positions to their total assets fell from 1.29

0.6
0.4

500
0.2
0

0
07.12

08.3

6

9

12

Note: 1) Banks’ accounts; period-end balance basis
Sources: Financial Supervisory Service

09.3

6

19) The share of commercial banks' derivatives balance in the total for all
domestic banks (including foreign bank branches) was 25.3%.
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times as of year-end 2008 to 1.20 times at end-June
2009.
<Figure III- 22>
Trading balances by type of derivative
(trillion won)

(trillion won)
1,000
Dec. 2007
June 2008
Dec .2008
800
June 2009

1,000
800
600

600

400

400

200

200
0

0
Interest rate derivatives Currency derivatives

Stock derivatives

Source: Financial Supervisory Service

<Table III- 3>
Banks' derivatives-related market risk1)2)
(trillion won, %, %p)
End-2007

End-2008(a)

End-June
2009 (b)

Derivatives-related
market risk (A)

0.8

0.8

0.7

BIS capital (B)

77.8

95.3

101.2

5.9

1.08

0.80

0.68

-0.12

A/B

b-a
-0.1

Notes: 1) Banks subject to BIS market risk-based capital adequacy rules only
2) Minimum required capital according to BIS market risk-based
capital adequacy rule
Sources: Bank of Korea, Financial Supervisory Service

By type of trade, the volume of currency-related
derivatives trading fell 17.9% in first half 2009. This
owed mainly to a substantial decline in forward
exchange transactions by exporters20), following
reductions in banks' derivative transaction limits due to
the deterioration in foreign currency liquidity
conditions, and to a considerable decrease in KIKO
(Knock-In Knock-Out) currency option transactions, as
a large volume of them matured during the first half.
Trading in interest rate-related derivatives in contrast
grew steadily, with interest rate swaps increasing 9.4%
compared to the end of 2008.
At the end of June 2009, the market risk of banks'
derivatives trading had fallen to 0.7 trillion won, down
0.1 trillion won from the end of 2008. The ratio of
derivatives-related market risk to BIS capital stood at
0.68%, a decline of 0.12% points over the same period.
Derivatives-related risk thus seems to have decreased.
Meanwhile, it is estimated that the counter-party risk
accompanying defaults on KIKO options contracts has
lessened, with the easing of maturing KIKO transaction
settlement burdens thanks to the won's steady strength
against the dollar in the first half of 2009.

20) During the first half of 2009, the volume of forward exchange
contracts purchased from their customers by domestic foreign
exchange banks was $31.3 billion, a drop of 66.3% ($92.8 billion)
compared to the first half of 2008.
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D. Profitability
(Net income up slightly)
<Figure III- 23>
Commercial bank net income after taxes trends
(trillion won)

(trillion won)

10
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8

8

6

6

4

4

2

2
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0
1H 2006

1H 2007

Source: Financial Supervisory Service

1H 2008

Commercial banks' net income amounted to 1.9 trillion
won in the first half of 2009, down sharply from the
level in the corresponding period one year earlier (5.0
trillion won) but moderately improved compared to the
second half of 2008 (1.1 trillion won). Despite a
decline in interest income banks saw substantial
income growth in other revenue components during
this period, thanks among other factors to their gains
from sales of stocks acquired via debt-for-equity swap
deals.

1H 2009

Banks' interest income dipped in the first half, as their
loan-to-deposit interest rate spread narrowed due to the
more rapid decline in interest rates on loans, with short
repricing periods, than in deposit rates. The large
amounts of bad debt written off21) during the period
contributed to this income slide as well. While banks'
incomes from the credit card and fee income segments
remained at levels similar to those during the second
half of 2008, their income from other sources jumped,
on sales of debt-for-equity swap securities as well as of
bonds, which gained greatly in value thanks to the
interest rate decline during the period.
Commercial banks' ROA stood at an annualized 0.31%
for the first half of 2009. Although lower than the rate

21)

Commercial bank loan loss expense trends*
(trillion won)
2007

2008
2H

1H

2H

1H

0.7

2.0

1.6

5.6

4.6

* Excluding credit card sector expenses
Source: Financial Supervisory Service
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for 2008 (0.54%), this was nevertheless above the level
of the second half of 2008 (0.18%) when their
performances deteriorated rapidly.
Commercial banks' profitability has been gradually
improving since the beginning of the second half, and
is expected to end up exceeding their first half
profitability. Their net interest margin seems very
likely to increase, thanks on the one hand to rising loan
interest rates, which boost their interest income, and on
the other to their reduced interest expenses due to the
late 2009 maturing of many high-interest promotional
deposit products launched during the past year.
Notwithstanding this, as corporate restructuring is still
underway and banks are constantly encouraged by the
financial supervisory authority to unload nonperforming loans22), much of the potentially bad debt
may be re-classified as actual bad debt, and losses from
sales of nonperforming loan receivables are likely to
increase, limiting growth in profitability during this
period.

(Reduced net interest margin)
<Figure III- 24>
Commercial bank net interest margin trends1)
(%)

(%)
3.0

3.0
Nominal net interest margin2)

2.5

2.5

2.0

2.0
Net interest margin after loan
loss provision3)

1.5

1.5

The nominal net interest margin on commercial banks'
interest-earning assets came to 1.62% in the first half of
2009, down 0.55% points from the level in the same
period the year before. Given the high percentage of
variable rate loans in their total lending, banks' interest
incomes suffered from the drop in market rates. Their

1.0

1.0
4)

Loan loss provision ratio

0.5

0.5
0.0

0.0
1H 2005

1H 2006

1H 2007

1H 2008

1H 2009

Notes: 1) Excluding credit card sector
2) (Interest income - Interest expenses) / Interest-earning assets
3) Nominal NIM - Loan loss provision ratio
4) Net bad debt expenses (excluding credit card sector) /
Interest-earning assets
Source: Financial Supervisory Service

22) To accelerate the process of bank non-performing loan resolution
during the current corporate restructuring initiative, the financial
supervisory authority has set a recommended target non-performing
loan ratio of 1%, to be attained by the end of 2009.
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interest expenses also fell during the period, but this
was more than offset by their larger interest income
decline.
Banks' real net interest margin, which corresponds to
the nominal net interest margin minus the loan loss
provision ratio, dipped meanwhile to 0.68%, down
1.12% points from the level in the same period of
2008. The corporate restructuring during this period
had a negative impact on banks' asset quality, by
causing a steep increase in their loan loss provision
ratio.
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<Box III- 3>

Effects of corporate restructuring on domestic bank soundness
In the aftermath of the global financial crisis, increased non-performing loans (NPLs) in sectors such as
construction and ship-building have hit Korea severely, and there have been fears of spreading insolvencies at
lower quality firms. As a preemptive measure to counter this danger, a corporate restructuring initiative was
launched in the fourth quarter of 2008, led by major creditor financial institutions.i) This multi-phase corporate
restructuring process is still underway, and banks plan to continue restructuring of their small and mediumsized enterprise (SME) debtors.ii) The volumes of their NPLs have as a result been increasing, which banks
plan to resolve through disposition or write-off. We have analyzed the effects of this corporate restructuring
initiative on NPL and loan loss volumes, and on the overall financial soundness of domestic banks, with the
following results:
(Additional increase in NPLs stemming from corporate credit risk evaluation)
The additional domestic bank NPLs resulting from the
corporate credit risk evaluation during the current corporate
restructuring initiative were calculated – by subtracting the

Estimated effect on corporate NPLs after
corporate credit risk evaluation
(trillion won, %, %p)
NPL volume1)
as of June 2009 (A)

NPL volume after credit
risk evaluation (B)

Difference (B-A)

existing volume of NPLs from the estimated post-corporate

16.4

21.0

4.6

credit risk evaluation volume. The outcome was an

(2.0)

(2.5)

(0.5)

estimated 4.6 trillion woniii) NPL increase as of end-June
2009, 0.5% of total outstanding corporate loans (841.7

Notes: 1) Corporate non-performing loan outstanding of domestic banks.
2) Figures in ( ) are the percentage shares in total corporate loans of
domestic banks.
Sources: Bank of Korea, Financial Supervisory Service

trillion won) at that time.

i) Based on the results of corporate credit risk evaluation, creditor financial institutions began their first round of corporate restructuring
of construction, ship-building and marine transportation firms and a number of large enterprises early 2009. This was followed in July
and September 2009 by two successive rounds of restructuring of SMEs.
ii) Another round of corporate restructuring is planned from November 2009 – of companies subject to external audits and having 1 to 3
billion won in loans outstanding, of non-externally audited companies, and of smaller, individually-owned businesses.
iii) Increase in NPLs = ∑ (Total volume of loans in each borrower credit rating after corporate credit risk evaluation* × NPL ratio in each
credit rating**) - Existing total NPL volume
* The outstanding balance of domestic bank corporate loans made to each credit rating was calculated using the credit rating
distribution data from the ‘Corporate Credit Rating Database,’ as of end-June 2009. These amounts were then multiplied by a
two-year (for 2008 and 2009) average credit rating transition matrix, by separating large enterprises and SMEs.
** The NPL ratio for each credit rating was calculated using the ‘Corporate Credit Rating Database’, by dividing total delinquent loans
(loans to companies listed with the Korea Federation of Banks delinquent 90 days or more or in default) by total corporate loans
outstanding.
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(Loan loss increase resulting from resolution of corporate NPLs)
In line with the Financial Supervisory Service's recommendation, domestic banks plan to reduce their NPL
ratios to 1% or less by the end of 2009. During this process they are likely to face additional loan losses. To
estimate the additional loan loss volumes resulting from this process, the total amount of NPLs to be resolved
was first calculated by subtracting the ‘target corporate NPLs’ (to be attained by reducing the NPL ratio to 1%)
from the total corporate NPLs estimateiv) for domestic banks as of end-2009. The total amount of NPLs to be
resolved was then multiplied by the rate of loss given defaultv) to estimate the total loss amount, and banks'
total existing loan loss provisions were finally subtracted from this to determine their net loss. The increase in
domestic bank losses due to the corporate restructuring initiative, as estimated through the steps described
above, was about 2.7 trillion won. This net loss amount can be fully absorbed by banks through their currentperiod net incomes by the end of 2009.
Estimated losses after corporate NPL resolution
(trillion won)
Total corporate
NPLs (end-2009e, A)

Target corporate
NPLs 1)(B)

21.9

8.0

(4.6)

(0)

Total NPLs to be
resolved (C = A - B)

Total loss amount
(D = C x 45%)

Total existing loan
loss provision(E)

Net loss amount
(F = D - E)

13.9

6.3

3.6

2.7

(4.6)

(2.1)

(0)

(2.1)

Notes: 1) Total estimated corporate NPL amount in case that banks’ NPL ratios are maintained at 1% target
2) Figures in ( ) correspond to additional NPLs and losses resulting from the corporate credit risk evaluation in the second half of 2009 (estimated under
assumption of no existing loan loss provision).
Sources: Bank of Korea, Financial Supervisory Service

(Effect on BIS capital ratio)
A corporate restructuring initiative is bound to cause
declines in BIS capital ratios – as a result of expanded
credit risk due to changing company credit ratings,
increased bank losses owing to additional NPLs, etc. The
current corporate restructuring is expected to push the
domestic bank BIS capital ratio (as of end-June 2009) down

Estimated effect on domestic bank BIS capital ratio
after corporate credit risk evaluation1)
(%, %p)
June 2009
(A)

After corporate credit
risk evaluation (B)

Difference
(B-A)

13.74

13.24

△0.50

Note: 1) Based on end-June 2009
Sources: Bank of Korea, Financial Supervisory Service

by 0.5% point, from 13.74% to 13.24%. This is still slightly above the corresponding figure for large banks in
major countries.vi)
iv) This amount was calculated by adding the amount of increase (4.6 trillion won) in NPLs as of June 2009 (16.4 trillion won) resulting
from the corporate credit risk evaluation, and the new increase (0.9 trillion won) in NPLs expected during the second half. To derive
the latter figure, the new amount of NPLs during the second half was first estimated, by applying the historical monthly rates of NPL
increase using the Corporate Crediting Rating Database. The new increase in NPLs was then calculated by netting the estimated
amount of write-offs (applying the rate most commonly used for corporate NPLs by domestic banks) against the new NPL amount.
v) A rate of 45% was applied as the loss given default, in accordance with the Basel standard for estimating loan losses on unsecured
senior debt.
vi) At the end of 2008, the average BIS capital ratio among the world’s top 30 banks stood at 13.14%.
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(Conclusion)
Our analysis suggests that domestic banks are able to cope with the increase (4.6 trillion won) in NPLs
occurring due to the current corporate restructuring, and to fully absorb their additional losses (2.7 trillion won)
from resolution of these NPLs. In conclusion, therefore, the current rounds of corporate restructuring appear
unlikely to have an overly negative impact on the financial soundness of domestic banks. On the contrary,
preemptive resolution of loans that could soon become non-performing may strengthen banks' capacities for
responding to potential risk factors, and improve their asset soundness by reducing their loan delinquency rates
and NPL ratios. However, the exact effect of corporate restructuring may vary depending upon bank
conditions. It is important that the target NPL ratio be set flexibly, in accordance with individual banks' loss
absorption capacities.
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E. Capital adequacy
(Large increase in BIS capital ratio)
<Figure III- 25>
Commercial bank BIS capital adequacy ratio trends1)
(trillion won)
BIS capital (LHS)
BIS capital ratio (RHS)
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Risk-weighted assets (LHS)
Simple capital ratio (RHS)

16

800

14

700

12

600

10

As of end-June 2009, commercial banks' BIS capital
ratio stood at 14.25% – a 1.53% point increase from
the 12.72% figure six months before. This is well
above the BIS capital ratios seen among large banks in
major countries, which have recently been lifted by
injections of public funds.
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Note : 1) BASEL II basis for figures for 2008 and after
Source: Financial Supervisory Service

<Figure III- 26>
Korean and foreign commercial bank BIS ratio trends
(%)

(%)
16

16

14

The sharp rise in commercial banks' BIS capital ratio
owed to their capital increases during the period,
through recapitalization efforts23) including issuance of
hybrid securities for purchase by the Bank
Recapitalization Fund, coupled with sizeable declines
in their risk-weighted assets. By risk type, credit riskweighted assets decreased considerably, thanks to
reductions in banks' derivatives trading and corporate
exposure. Market and operational risk-weighted assets
also decreased, benefiting from a drop in market
volatility and broader adoption of the advanced
measurement approach (AMA)24) by banks.25)

14

Korean commercial banks

12

12
2)

10

US commercial banks
World’s top 30 banks1)

10

23) Commercial bank recapitalization efforts in first half of 2009
8

8
2005.12

2006.12

2007.12

2008.12

(trillion won)

2009.6

Notes: 1) Simple average of BIS ratios among world’s top 30 banks
(Tier-1 capital basis)
2) Banks with total assets more than US$ 10 billion
Sources: Financial Supervisory Service, US FDIC, The Banker

Nationwide banks

Regional banks

Total

Common equity

0.7

0.3

1.0

Hybrid capital securities

3.7

0.6

4.3

Subordinated bonds

1.8

0.2

2.0

Total

6.2

1.1

7.3

24) The new BIS capital standards (Basel II) propose a choice among
three methods for measuring operational risk: the basic indicator
approach, the standardized approach, and the advanced measurement
approach. The last is the most advanced of the three.
25) During the first half of 2009, five banks (Woori, Hana, Korea
Exchange, Kookmin and the Industrial Bank of Korea) adopted the
advanced measurement approach as their risk measurement method.
The total amount of operational risk-weighted assets tends to be
smaller under this approach than others.
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(Insufficient improvement in capital quality)
<Figure III- 27>
BIS ratio-based capital structure1)
<End-2008>

Subordinated
liabilities
23.4%

Loan loss
provisions
5.4%

Other
0.3%

Tier 1 capital
70.8%

<End-June 2009>

Subordinated
liabilities
20.9%
Loan loss
provisions
5.1%

Note: 1) BASEL II basis
Source: Financial Supervisory Service

Other
0.2%

The commercial bank Tier 1 capital ratio increased
significantly by end-June 2009, from 9.01% at the end
of 2008 to 10.50%, owing to banks' greatly expanded
issuance of hybrid securities, which are included in
Tier 1 capital. As a result, the share of Tier 1 in total
BIS capital (based on the BASEL II standards) edged
up to 73.7% – from 70.8% at the end of 2008.

Tier 1 capital
73.7%

Compared to common equity capital, however, the
hybrid securities and subordinated debt driving the
capital increase during this period are debt-like
instruments characterized by rather poor loss
absorption capacities. Meanwhile, the simple capital
ratio26), a conservative indicator for measuring capital
adequacy, inched up a mere 0.29% points from its level
at the end of 2008.27) This is rather modest compared to
the rates of increase in banks' BIS and Tier 1 capital
ratios during this period (1.5% points for both). The
recent improvement in banks’ capital hence does not
appear to have been accompanied by a commensurate
improvement in capital quality.
Meanwhile, the share of domestic commercial banks'
Tier 1 in total capital, although roughly at the same
level as the corresponding figure among the world's top

26) The simple capital ratio, calculated using the formula (Total capital –
Intangible assets) / (Real total assets – Intangible assets), excludes
debt capital components (hybrid capital securities, subordinated debt,
etc.) from the total capital base. When evaluating the financial
positions of banks, the authorities use this ratio as one of their key
capital adequacy indicators, along with the BIS capital and Tier 1
capital ratios.
27) Commercial banks’ simple capital ratio rose from 5.90% at the end of
2008 to 6.19% at end-June 2009.
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30 banks, is nevertheless lower than that seen among
US commercial banks, whose capital increases have
been driven mainly by preferred share issuance using
public funds.28)

28) Capital structures of Korean and foreign commercial banks
(%)
Korea
(end-June 2009)

US*
(end-June 2009)

World’s top 30
banks**(end-2008)

BIS Tier 1 capital ratio (a)

10.50

10.34

9.70

BIS capital ratio (b)

14.25

13.59

13.14

Tier-1 capital portion (a/b)

73.7

76.1

73.8

* Banks with total assets above US$ 10 billion (Basel I basis)
** Simple averages among world’s top 30 banks (based on Tier-1 capital)
Sources: Financial Supervisory Service, US FDIC, Bankscope
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<Box III- 4>

BCBS strengthening of capital quality, and its impact
One of the criticisms leveled at banking regulators in the course of dealing with the global financial crisis has
been that the loss absorbency of banking sector capital, based on the current Basel II framework, has proven
poorer than expected. Facing this criticism, the G-20 submitted a request to the Basel Committee on Banking
Supervision(BCBS) for development of new guidelines for ‘Strengthening the Quality of Capital’ (Nov. 2008,
Washington; April 2009, London). The BCBS agreed to develop guidelines by the end of 2009, to be put into
effect after an impact assessment in early 2010 followed by final calibration in late 2010.
The Group of Central Bank Governors and Heads of Supervision (GHOS), the BCBS oversight body, met on
September 6, 2009 and reached agreement on the following key measures for strengthening banking sector
capital quality:
① “The predominant form of Tier 1 capital must be common shares and retained earnings”. The expression
‘predominant’ here means exceeding “50%” of Tier 1 capital. ‘Common shares’ include both voting and
non-votingi) common shares.
② “Appropriate principles will be developed for non-joint stock companiesii) to ensure they hold certain levels
of high quality Tier 1 capital” comparable to joint stock companies’ common equity (common shares and
retained earnings). In the case of cooperatives and mutuals with no possibilities of issuing common shares,
capital contributions by their equity participants will be considered their common equity.
③ “All components of the capital base must be fully disclosed”.
④ “Deductions and prudential filters [hereinafter referred to as ‘deductions’] will be harmonized
internationally and generally applied at the level of common equity or its equivalent in the case of non-joint
stock companies”. Unlike under the current Basel II framework, in which deductions are applied to all
components of Tier 1 capital, deductions in the future will be applied directly to common equity only,
which will have the effect of reducing a financial firm’s loss absorbency by decreasing its common equity.

i) Under the current banking law(Article 3 of the Banking Act) and the Commercial Code(Articles 369 & 370) of Korea, banks are only
allowed to issue voting common shares.
ii) E.g. Rabobank of the Netherlands, West LB and Allgemeine Hypothekenbank Rheinboden(AHBR) of Germany, Crédit Agricole and
Crédit Mutuel of France, Norinchukin Bank of Japan, Korea's National Agricultural Cooperative Federation and National Federation of
Fisheries Cooperatives, etc.
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Current deductions (Tier 1 deductions)

Hybrid instruments,
non-cumulative
preferred shares
(4%)

Common equity
(4%)

GHOS agreed deductions (Common equity deductions)

Deductions
(3%)

Hybrid instruments,
non-cumulative
preferred shares
(4%)

Hybrid instruments,
non-cumulative
preferred shares (1%)
Common equity
(4%)

Common equity
(4%)

Deductions
(3%)

Hybrid instruments,
non-cumulative
preferred shares (4%)
Common equity
(1%)

The strengthening of capital quality by the BCBS, with its emphasis on common shares, will cause short term
burdens for banks due to their need to issue additional common shares. In the long-term, however, it is
expected to have the effect of improving their loss absorbency, and to thereby strengthen overall financial
system resilience.
Additional issuance of common shares, as it lowers banks' leverage, will lead to a decline in their ROE (Return
on Equity)iii), which banks could respond to by widening their investment in high-risk assets to raise their ROA
(Return on Assets). Notwithstanding this, expanding banks' capital principally through increases in common
shares is likely to boost their loss absorbency. During the current global financial crisis, debt instruments such
as subordinated debt and hybrid instruments turned out to be ineffective as means of loss absorption.iv)
Common shares, however, as they have no maturity and no dividends are paid out on them in the event of a
loss, proved much more effective for absorbing losses.
Meanwhile, comparison of the capital structures of major banks within and outside Koreav) reveals that, in
terms of core Tier 1 capital (i.e., common equity), a capital category used in the UK and the US, domestic
Korean banks' ratios of 7.0 - 9.6% are comfortably above the levels of 5.6 - 7.6% among UK banks and of 2.3 6.5% among banks in the US. The reason for UK and US banks' low core Tier 1 capital ratios, despite their

iii) ROE (Income / Capital) = ROA (Income / Assets) x Leverage (Assets / Capital)
iv) While interest is paid on hybrid instruments, they are nevertheless classified as a Tier 1 capital component since they have no maturity.
Early redemption of hybrid instruments is the market practice, however, most often through the exercise of call options by their issuers.
v) Commercial banks belonging to bank holding companies (Korea), the top five bank holding companies (UK), and bank holding
companies subject to the FRB’s Stress Test (US) (as of Apr. 2009)
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overall Tier 1 ratios being similar to or higher than those of domestic Korean banks, is mainly because of the
high percentage shares of hybrid instruments (residual Tier 1) in their total Tier 1 capital bases.
Accordingly, even if the BCBS's new capital standards for raising banks' capital quality enter into effect, the
resulting regulatory burdens are expected to be lighter for domestic Korean banks, with their higher
proportions of common equity in Tier 1 capital, than for UK and US banks having larger shares of hybrid
instruments.

Capital compositions of major domestic and overseas banks
(%)
16.0
14.0
12.0

2.9

10.0

0.8

8.0

4.3
4.1
1.5

4.2

3.8

1.3

4.0

9.6
7.0

8.8

3.8
3.2

2.8

6.0

3.5

3.9

5.0
3.1

0.8

2.0

5.5

4.3

4.0
2.5

4.4
4.6

2.4

2.0

Residual Tier1

9.6
4.7

8.9
6.1

7.0

5.8

5.6

7.6

6.5

4.6
2.3

3.1

0.0
Bank A Bank B Bank C Bank D
Domestic banks
(end-Mar. 2009)

RBS HSBC Barclays Lloyds

SC

UK banks (end-2008)

Note : Residual Tier1 (non-cumulative preferred shares, hybrid instruments, etc)
Sources : Published statements and bank calculations
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2. Non-banking sector
A. Liquidity risk
(Funding conditions improve)
<Table III- 4>
Changes in non-bank financial company core
funding source volumes
(trillion won)
first half second half first half second half first half
2007
2007
2008
2008
2009
Mutual savings banks
(deposits)

2.0

3.9

5.6

4.9

5.0

Mutual credit companies1)
(deposits)

1.6

1.2

10.7

11.6

26.3

Securities companies
(RPs sold2))

5.8

7.0

6.3

2.9

6.5

Credit- specialized financial
companies(bonds)

4.5

4.8

6.8

2.2

-1.9

Notes: 1) Agricultural, fisheries and forestry cooperatives, credit unions, and
credit cooperatives
2) RP-type CMA deposits, etc.
Source: Financial Supervisory Service

<Figure III- 28>
Non-bank financial company core funding
source interest rates1)
(annual %)
10

(annual %)
10

Yields on credit-specialized financial
company bonds (A0, 3-year)

8

8

Time deposits of mutual
savings banks (1-year)

6

6
Time deposits of credit
unions (1-year)

4

Time deposits of agricultural
cooperatives (1-year)

2

0
2007.1

2008.1

Note: 1) Monthly new funding basis
Source: Bank of Korea

2009.1

By type of company, there was a steep increase in
deposit flows into mutual savings banks and mutual
credit companies29) in the first half. Funding strains also
eased for securities companies, as CMA deposits grew
sharply while overall conditions for wholesale funding,
including through call money and issuance of hybrid
securities (ELS, ELW, etc.), improved to levels similar
to before the global financial crisis. At creditspecialized financial companies, meanwhile, even
though their overall funding volume fell, as sales of
installment finance and lease products dropped and the
credit card business performance slumped in line with
the economic downturn, the share of long-term finance
in total funding grew, thanks to their increases in
capital.

4
2

0
2006.1

As stability returned to the financial markets, non-bank
financial companies saw measurable improvements in
their overall funding conditions from the second
quarter of 2009, with increased volumes of funds
available from their core funding sources and
downward stabilization of their funding interest rates.

The fund-raising rate, which had soared in the wake of
financial crisis in 2008, fell rapidly following the Bank
of Korea's Base Rate cut in the first quarter of 2009,
and hovers currently below its pre-crisis level. In

29) Refers to agricultural, fisheries and forestry cooperatives, credit
unions and credit cooperatives.
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particular, mutual savings banks slashed their interest
rates paid on term deposits sharply. Credit-specialized
financial companies also saw their funding costs
decrease, as the credit spreads on their bonds
tightened30) with easing of the credit crunch.

(Liquidity risk eases)
<Figure III- 29>
Non-bank financial company liquidity ratio trends
(%)
300
250

Credit-specialized financial companies
Insurance companies
Mutual savings banks
Mutual credit companies1)

(%)
300
250

200

200

150

150

100

100

50

50

0

0
End-06 07.1/4 2/4

3/4

4/4 08.1/4 2/4

Note: 1) Excluding credit cooperatives
Source: Financial Supervisory Service

3/4

4/4 09.1/4 2/4

Amid the improvement in funding conditions, liquidity
risk for non-bank financial companies appears to have
subsided. Their liquidity ratio has remained in a stable
range, while their loan-to-deposit ratio has been edging
rapidly downward.
The liquidity ratio, an indicator of a company's shortterm liquidity position, is currently above both the
recommended level31) and the corresponding historic
average. At credit-specialized financial companies32)
the ratio inched up following onset of the global
financial crisis in 2008, impacted by a decrease in
liquid liabilities due to declining short-term debt
including CP issuance. It then increased further once
into 2009, to hit 240% at the end of June – far above
the minimum recommended level of 100%. Liquidity
ratio improvements have also been seen among mutual

30) The spread on bonds issued by credit-specialized financial companies
(grade A, 3-yr) over government bonds (3-yr) narrowed from 5.51%
points in December 2008 to 2.87% points in June 2009.
31) While the minimum required liquidity ratio is set at 100% for
credit-specialized financial companies, there is no set ratio for other
non-bank institutions. For these institutions, the adequacy of their
liquidity positions is assessed as a part of their business performance
evaluations.
32) Won-denominated liquid assets with maturities of 90 days or less
(excluding credit card receivables overdue one month or more) /
Won-denominated liquid liabilities with maturities of 90 days or less
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savings banks33) and mutual credit companies,34) whose
liquid liabilities fell during the first half, as larger than
usual amounts of their deposits matured, while their
liquid assets including cash and deposits increased.

<Figure III- 30>
Loan-to-deposit ratios1) of deposit-taking
non-bank institutions
(%)
100

Mutual savings banks
Mutual credit companies2)
Agricultural, fisheries and forestry cooperatives
Credit unions

(%)
100

90

90

80

80

70

70

60

60

50

50
End-0607.1/4 2/4

3/4

4/4 08.1/4 2/4

Notes: 1) Loan receivables / deposits
2) Excluding credit cooperatives
Source: Financial Supervisory Service

3/4

4/4 09.1/4 2/4

The loan-to-deposit ratio plunged thanks to the active
deposit inflows during this period. In particular, deposit
inflows into mutual savings banks and other deposittaking non-bank institutions increased sharply from the
beginning of 2009, surpassing the pace of increase in
these institutions' lending activities due to the relatively
higher deposit interest rates they offered.

33) Liquid assets (cash and deposits, ‘normal’- grade loans, call loans and
securities – all with maturities of three months or less ) / Liquid
liabilities (call money and borrowings, bonds and customer deposits
with maturities of three months or less)
34) Liquid assets with remaining maturities of three months or less (cash,
deposits, securities, ‘normal’- grade loans, and 50% of redemption
reserves) / Liquid liabilities with remaining maturities of three months
or less (borrowings, customer deposits, etc.)
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<Figure III- 31>

B. Credit Risk

Corporate exposures, by non-bank financial company type
(trillion won)

Credit-specialized financial companies
Mutual savings banks
Insurance companies
Mutual credit companies

60
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(trillion won)
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0

0
2007.12
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Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

<Figure III- 32>
Share1) of SMEs loans, by non-bank financial company type
Mutual credit companies
Mutual savings banks
Credit-specialized financial companies2)
Insurance companies

(%)
110

(%)
110

90

90

70

70

50

50
2007.12

2008.6

2008.12

2009.3

2009.6

Notes : 1) Relative to total corporate loans
2) Covered in statistics since December 2008
Source: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

<Figure III- 33>
Shares of non-bank financial company1)
corporate exposure, by industrial sector
(%)
60

Dec. 2007
Mar. 2009

June 2008
June 2009

Dec. 2008

(%)
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and real estate
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Agriculture,
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and other
hotels

0

Note: 1) Based on mutual savings banks, life insurance companies and
mutual finance companies (excluding credit cooperatives)
Sources: Financial Supervisory Service, Korea Life Insurance
Association, Mutual Credit Federation

(Corporate credit risk heads for possible rise)
Non-bank financial companies' corporate exposure35)
edged up 1.8% in the first half of 2009, due to
increased SME loans particularly among mutual
savings banks. As a result, the share of SME loans in
non-bank companies' total corporate exposure also
climbed – from 89.9% at the conclusion of 2008 to
90.2% as of end-June 2009.
By company type, the corporate exposures of mutual
savings banks and mutual credit companies jumped
4.5% and 3.4%, respectively, on the expansion in
financing supplied to self-employed borrowers.
Meanwhile, the corporate exposures of insurance and
credit- specialized financial companies fell 1.2% and
4.1%, respectively, on decreased lending to sole
proprietors with low credit ratings.
By industrial sector, cyclically-sensitive businesses
such as construction and real estate accounted for the
largest share of non-bank financial companies' total
corporate exposure. After shrinking briefly in the first
quarter amid the economic downturn, the share
accounted for by these sectors reverted to an uptrend
from the second quarter, lifted by signs of slow
recovery in the construction market, to surpass its yearend 2008 level.36) In non-bank financial companies’

35) Based on loans (before loan loss reserves) of mutual savings banks,
agricultural, fisheries and forestry cooperatives, credit unions, credit
cooperatives, life insurance and non-life insurance companies, and
credit- specialized financial companies (excluding credit card
companies).
36) The share of real estate project finance loans in total corporate loans
by mutual savings banks, insurance companies and credit-specialized
financial companies, after dropping from 25.4% at the close of 2008
to 24.0% at end -March 2009, edged up to 24.3% by the end of June.
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<Figure III- 34>
Non-bank financial company corporate
sector credit soundness1)
(%)
16
14

Precautionary credits (RHS)
(trillion won)
Corporate sector credit delinquency rate (LHS)
30
SME credit delinquency rate (LHS)
Ratio of credits classified as subnormal
25
or below (LHS)

overall corporate exposure, meanwhile, the shares of
exposure to the wholesale and retail, restaurants and
hotels, and manufacturing sectors all continued steady
declines.
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Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

<Figure III- 35>
Corporate loan delinquency rates1) of non-bank
financial companies
(%)
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(%)
Mutual savings banks (LHS)
Mutual finance companies (RHS)
Insurance companies (RHS)
Credit-specialized financial companies (RHS)
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Companies' credit risk stemming from corporate
lending has remained high. Even though the
delinquency rate was cut slightly in the second quarter,
through bad debt write-offs and sales, the ratio of
credits classified as substandard and below crept up to
a level higher than at end-2008 due to increased
incidence of long-term delinquencies. The volume of
precautionary loans that could potentially turn
nonperforming also grew steadily during this period.
These signs suggest the possibility of a further increase
in corporate lending-related credit risk going forward.
In the case of mutual savings banks, in particular, the
delinquency rates on their real estate project finance37)
and other corporate loans are well above the sectorwide averages. These institutions, with relatively large
volumes of loans extended to SME borrowers having
low credit ratings (grades 7 or below)38), could see
deteriorations in their asset soundness as the current
round of SME restructuring moves ahead.

Note: 1) Loans with principal repayments overdue one month or more
(mutual savings bank data include principal delinquencies of
less than one month)
Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

37) The delinquency rate on real estate project finance loans extended by
mutual savings banks fell from 13.2% at the end of 2008 to 9.6% at
end-June 2009, but remains well above the corresponding rate for
other non-bank sectors.
38)
Shares of loans to SMEs with low credit ratings, by
non-bank financial company type
(%)
End-2006 End-2007 End-June 2008 End-2008 End-June 2009
Mutual savings banks

36.6

39.3

40.9

55.2

58.2

Credit- specialized
financial companies

25.1

23.8

26.2

32.1

39.2

Mutual credit companies

19.5

13.8

22.6

28.9

35.0

Insurance companies

28.9

11.2

9.2

32.5

31.8

Source: NICE D&B
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(Household credit risk remains stable)
<Figure III- 36>
Household exposures, by non-bank financial company type
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Non-bank financial companies' household exposure
edged up a mere 0.7% in the first half of 2009. After
falling during the first quarter in line with their
toughened internal loan review standards, it reverted to
an uptrend from the second quarter, with the buoying
of home mortgage demand due to the property price
upswing. The share of home mortgage loans in nonbank financial companies' total household exposure
jumped to 25.2% at end-June, from 24.3% at the
conclusion of 2008.

0
2007.12

2008.6

2008.12

2009.3

2009.6

By type of company, household exposure increased
1.2% for mutual credit companies39), whose volume of

Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

<Figure III- 37>
Shares1) of home mortgage loans,
by non-bank financial company type
(%)
35

Insurance companies (LHS)
Mutual savings banks (LHS)
Mutual credit companies (LHS)
Credit-specialized financial companies (RHS)

(%)
65

secured home owner loans extended to middle and low
income borrowers grew over this period. For creditspecialized financial companies it meanwhile jumped a
whopping 9.6%, on a strong increase in auto loans. The
household exposures of insurance companies and
mutual savings banks, however, fell slightly during the
period.
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Note: 1) Relative to companies' total household loans
Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

Credit risk from the household sector remained
generally stable in the first half of 2009. The household
delinquency rate, after a short-lived upturn during the
first quarter impacted by the global financial crunch,
reverted to a downtrend once into the second quarter.
By company type40), the household delinquency rates
on loans extended by mutual credit and by credit-

39) As of end-June 2009, mutual credit companies accounted for 71.4%
of total household loans extended by non-bank financial companies.
40) As of end-June 2009, the shares of household loans in total lending of
non-bank financial companies were 12.0% at mutual savings banks,
40.0% for credit-specialized financial companies, 72.3% at insurance
companies, and 90.8% for mutual credit companies.
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<Figure III- 38>
Non-bank financial company1) 2) household loan
delinquency rates
(trillion won)
(%)
Changes in delinquent home mortgage loan volume (LHS)
8
Changes in delinquent household loan volume (LHS)
7
Household loan delinquency rate (RHS)
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specialized financial companies remained at around
5%, and stood slightly above 3% on loans by insurance
companies. The rate on loans by mutual savings banks
is in comparison quite high at around 15%, but has
been falling since the beginning of the second quarter
and as of end-June stood below its level of late 2008.
Meanwhile, the share in total household lending of
loans to low-grade borrowers (of grade 7 or below)41)
has continued the downtrend begun in the second half
of 2008, for all non-banking sectors.
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Notes: 1) Mutual credit companies, insurance companies and mutual
savings banks
2) Loans with principal repayments overdue one month or more
(mutual savings bank data include principal delinquencies of
less than one month)
3) Changes in volume from previous quarter
Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

<Figure III- 39>
Household loan delinquency rates, by non-bank
financial company type
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Sources: Financial Supervisory Service, Mutual Credit Federation and
Mutual Credit Association

41) Shares of household loans to borrowers with low credit ratings,
by non-bank financial company type
(%)
End-2006 End-2007 End-June 2008 End-2008 End-June 2009
Mutual credit companies

27.9

29.5

29.8

27.3

26.9

Insurance companies

22.9

28.2

27.8

22.1

19.5

Credit-specialized
financial companies

32.3

35.4

36.3

30.0

27.0

Mutual savings banks

57.4

58.0

61.2

56.3

54.7

Source: NICE D&B
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C. Profitability
(Profitability improves)
The net income of non-bank financial companies
amounted to 5.2 trillion won in the first half of 2009, a
95% leap42) from the second half of 2008 (2.7 trillion

<Figure III- 40>
Non-banking sector net income
(trillion won)

(trillion won)
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Notes: 1) Mutual savings banks and mutual credit companies
2) Securities companies and asset management companies
3) Insurance companies and credit-specialized financial
companies (including credit card companies)
Sources: Financial Supervisory Service, Mutual Credit Association

<Figure III- 41>
Non-bank financial company earnings, by revenue segment
Interest income
Fee income
Securities-related income1)
Other
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Note: 1) Sum of gains on valuation or sales of marketable securities
(excluding derivatives-linked securities), dividend income,
reduction losses and recovered reduction losses
Sources: Financial Supervisory Service, Mutual Credit Association

won). This result was due in part to the base effect
from the sharp decline in net income during the second
half 2008, weighed down by the impact of the global
financial crisis. It owed mainly, however, to non-bank
financial companies' increased gains on valuation and
sales of marketable securities, together with their fee
income growth – all a result of the restored stability of
financial markets from the second quarter. Companies'
interest income on the other hand dwindled, under the
effect of the high-cost funding vehicles used by
deposit-taking institutions to cope with funding scarcity
in 2008 in the wake of the global financial crisis.
Company net incomes grew43) from their second half
2008 levels in most non-bank financial sectors. Mutual
credit companies, although their interest income fell
due to increased interest expenses related to
introduction of high-interest deposit products, saw a
hefty 342% expansion in net income (to 0.9 trillion
won), thanks to massive gains on valuation and sales of
securities. The net income of securities companies also
rose sharply (158%) to 1.7 trillion won, helped by the
stock market rebound since the second quarter of 2009,
which resulted in a large increase in gains on valuation
and sales of securities and brisk brokerage income

42) Net income declined 15.0% compared to the first half of 2008 (6.2
trillion won), however, brought down by large losses in insurance
income and other revenue components.
43) Looked at on a year-on-year basis, net income increased only for
mutual credit and securities companies.
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<Figure III- 42>
Non-banking sector ROA
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Note: 1) (End-of-quarter total assets + End-of-previous-quarter total assets)/2
Sources: Financial Supervisory Service, Mutual Credit Association

<Figure III- 43>
ROA, by non-bank financial company type
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Financial investment companies
Other
Depository institutions

5
4

5
4

3

3

2

2

1

1

0

0
1H 2007

growth. The net incomes of insurance companies (1.1
trillion won) and credit-specialized financial companies
(1.4 trillion won) also jumped, by 53% and 80%,
respectively – the former returning to positive
territory44) thanks to increased securities investment
income, and the latter also benefiting from substantially
improved securities investment income, which offset
revenue declines in their installment finance and credit
card businesses. Asset management companies, on the
other hand, saw their service fee income slip amid the
dwindling45) of money inflows to stock funds, and as a
result suffered a 21% decline in net income (to 151.2
billion won). Mutual savings banks posted a net loss
(of 48.9 billion won), as their interest margins
dropped46), on narrowing loan-to-deposit interest
spreads, during a period when they also incurred
significant losses from sales of bad debt.

2H

1H 2008

2H

1H 2009

Meanwhile, the non-bank financial sector's return on
assets (ROA) climbed sharply – from 0.5% in the
second half of 2008 to 1.0% – bolstered by the net
income growth realized during this period. By
company type, the ROA of financial investment
companies was maintained at a higher level than those
of deposit-taking institutions and insurance companies.

Sources: Financial Supervisory Service, Mutual Credit Association

44) After recording a net loss of 1.0 trillion won in insurance income
(premiums and other revenues from the insurance business minus
claims paid and any other cost components) during the second half of
2008, insurance companies posted net earnings of 1.5 trillion won in
the same revenue segment in the first half of 2009.
45) Total customer assets in stock funds managed by asset management
firms fell from 154 trillion won at the end of 2008 to 151 trillion won
at end-June 2009.
46) The interest margin, calculated by subtracting the interest paid on
deposits from the interest received on loans, decreased from 2.16%ps
in the second half of 2008 to 2.07%ps in the first half of 2009.
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D. Capital adequacy
(Capital adequacy remains at healthy levels)
As of end-June 2009, all major indicators of capital
adequacy at non-bank financial companies stood above
their recommended levels.47)

<Figure III- 44>
Capital adequacy indicators of insurance and
financial investment companies
(%)

(%)
Securities companies1) (LHS)
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Notes: 1) Net capital-to-risk profile ratio = Net capital / Amount at risk
(recommended minimum ratio: 150%)
2) Net capital-to-risk ratio = Net capital / Amount at risk
(recommended minimum ratio: 150%); Figure for second
quarter 2009 is net capital-to-risk profile ratio
3) Solvency margin ratio = Solvency margin / Standard amount of
the solvency margin (recommend minimum: 100%)
Source: Financial Supervisory Service

The net capital-to-risk profile ratio of securities
companies and asset management companies dipped in
February 2009, at around the time of entry into force of
the Financial Investment Services and Capital Markets
Act, due to their increases in risky assets in the course
of business area expansions. Their net capital-to-risk
profile ratio still remains in the high range of 500%,
however. The solvency margin ratio of insurance
companies, meanwhile, lifted by a reduction in
valuation losses on stock holdings thanks to the stock
market recovery from the second quarter, and by
increases in paid-in capital of principal shareholders,
greatly exceeds the minimum recommended ratio (of
100%).
The adjusted capital ratio of credit-specialized financial
companies increased massively from its level at end2008. This owed to reductions in risky assets caused by
downturns in their credit card, installment finance and
lease businesses, coupled with their net incomes
realized during this period which had the effect of
expanding their capital. The BIS capital ratio of mutual
savings banks meanwhile also inched up, despite a
swelling in risk-weighted assets due to increased

47) Either the recommended ratios specified in the supervisory regulations
or the minimum levels set by the supervisory authority for certain
critical capital adequacy indicators, declines below which trigger
issuance of prompt corrective orders by the authority.
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<Figure III- 45>
Capital adequacy indicators of credit-specialized financial
companies and depository institutions
(%)
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lending to SMEs, as this was more than offset by large
capital increases effected through such means as
subordinated debt issuance. The net capital ratio of
mutual credit companies on the other hand dropped
slightly from end-2008. While equity investment
during this period increased the size of these
companies' capital, they registered still greater
increases in assets, centering particularly around home
mortgage loans.
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Notes: 1) Adjusted capital ratio = Adjusted capital / Adjusted total assets
(recommended minimum: 7.0%)
2) BIS capital ratio = Capital / Total risk-weighted assets
(recommended minimum: 5.0%)
3) Net capital ratio = (Total assets - Total liabilities + Subordinated
debt + Total loan loss reserves - Equity investment) / (Total assets
+ Total loan loss reserves) (recommended minimum: 2.0%)
Sources: FSS, Mutual Credit Federation
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Ⅳ. Overall assessment and policy directions
1. Overall assessment

Korean financial stability map1)
Oct. 2008 - Mar. 2009
Apr. 2009 - Sep. 2009
Soundness of banks
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Note : 1) The closer to the center (0 percentile) the sector is, the more stable
it is.

Domestic bank external short term borrowing1) volumes
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Note: 1) Foreign-currency call money, foreign-currency borrowings and
foreign currency-denominated bond issues
Source: Bank of Korea

Interest rate, stock price and exchange rate volatilities1)
(annual %)
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The impact of the global financial crisis was
particularly destabilizing for Korea, due to the
openness to international markets of its economy.
Korea's external debt repayment capacity has generally
improved since March, however, allowing restoration
of its foreign exchange soundness. The foreign
reserves, a guarantee of external liquidity and solvency
for the national economy as a whole, are growing at a
solid pace, helped by the continuing current account
surplus. There have also been significant structural
improvements in terms of the external debt. Domestic
banks' short-term foreign currency borrowings, the key
factor contributing to their deteriorations in foreign
exchange soundness during the crisis, have been
reduced greatly in volume.

(annual %)

KRW/USD (LHS)
KOSPI (LHS)
Treasury bond yield (3-year, RHS)

60

The Korean financial system is rapidly regaining
stability, benefiting from the easing of international
financial market turmoil and the aggressive financial
stabilization measures undertaken by the policy
authorities since the beginning of 2009.
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Note: 1) Calculated using EWMAs
Source: Bank of Korea
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After having been shaken to the roots by every new
shock in the international financial markets from the
second half of 2008, the domestic financial markets
have rapidly recovered their stability. Although credit
spreads on low-grade corporate bonds remain high due
to the persisting trend of credit discrimination, the
volatility of price variables such as interest rates, stock
prices and exchange rates has decreased visibly. The
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tendency toward shortening of market fund maturities
and increased inter-institution transactions since the
fourth quarter of 2008 – triggered by growing financial
market uncertainties and heightened credit risk fears –
had by the second half of 2009 also eased somewhat.
Commercial bank current-period net income and
BIS capital ratio
(%)

(trillion won)
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The health of financial institutions is improving slowly
but steadily. Thanks to the buoyancy of deposit inflows
since the beginning of 2009, financial institutions'
reliance on wholesale funding has fallen noticeably, in
the process cutting their liquidity risk management
burdens. Starting from the second quarter there have
been signs of declining credit risk as well. Bank net
profits, meanwhile, which reverted to an uptrend
during the first half, are expected to further increase on
banks' widened net interest margins.

Source: Financial Supervisory Service

As the Korean financial system shakes off the impacts
of the global financial unrest and regains stability,
macroeconomic conditions are also gradually
improving. There are, however, some potentially
destabilizing factors which may negatively impact
financial system stability.
Rate of increase in Seoul-area apartment transaction
price index, and home mortgage loan volume trends1)
(period-on-period, %)
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Note: 1) Including loans issued by non-bank financial institutions
Sources: Kookmin Bank, NICE

Household debt particularly continues to swell, fueled
by the steadily increasing volume of home mortgage
loans. This is attributable to the upward pressure on
housing prices coming from the abundant financial
market liquidity and widespread expectations of price
increases. While the real economy has yet to fully
recover, and household income has not improved in
any meaningful sense, the steady upward movements
in housing prices and household debt, a trend opposite
to that observed in other countries, could have
destabilizing effects on the financial system going
forward.
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Its high reliance on international trade and large in- and
outflows of foreign capital, including for domestic
stock and bond investment, make the Korean economy
structurally vulnerable to external shocks. Any tremor
in the international financial markets is echoed in the
domestic market, in the form of a destabilization of
foreign exchange soundness. For example, domestic
banks have to rely to at least some extent on low-cost
overseas short-term funding sources in order to deal
with their short-term trade finance and other foreign
currency lending operations. Under these
circumstances any liquidity crunch in the international
financial markets hence tends to lead to deteriorations
in the foreign currency liquidity positions of domestic
banks. The foreign investment capital returning to the
Korean stock and bond markets since the beginning of
2009 could very well also leave the domestic market
abruptly in a case of financial unrest, and thereby
impair foreign exchange soundness.
SME borrower credit rating distribution1) 2)
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Notes: 1) Percentage shares in total loans (grades 1~10) of loans graded
1~4 and 5~6
2) Based on newly extended loans by five banks (Kookmin,
Shinhan, Hana, Industrial Bank of Korea, and the NACF)
Source: Bank of Korea

Another potentially destabilizing factor is SME loan
credit risk, which has been gradually receding in recent
months but could very well edge up again. The recent
improvement in the real economy is unlikely to lead to
immediately improved performances among SMEs. In
the meantime, a variety of SME financing support
programs are scheduled to expire at the end of 2009,
which could produce the undesirable effect of
increasing the level of defaults, especially on low-grade
SME loans. Mutual savings banks, in particular, with
their greater proportions of loans to low-grade SME
borrowers, could face the possibility of continuing high
delinquency rates.
Finally, amid the growing complexity of fund flows in
the financial markets, the linkages among financial
institutions and financial markets are becoming
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increasingly tighter, and the phenomenon of excessive
concentration among market participant more
pronounced, all of which means greater potential for
the market to be hit by systemic risk.
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2. Policy directions for financial
stability
In the wake of the global financial crisis, policy
authorities including the Bank of Korea and
government have implemented a series of aggressive
measures to stabilize the financial markets. Together
with this, they have worked to heighten the
effectiveness of their policy undertakings by also
strengthening their policy cooperation with foreign
governments and central banks and taking part in the
activities of international financial organizations such
as the FSB and the BCBS, which Korea has joined in
2009.
Going forward, in order to further consolidate financial
system stability, policy authorities must carefully
review the potential vulnerabilities existing in each
sector and step up efforts to address them by preparing
appropriate response measures. The policy directions
that are at present most essential to consider are as
follows:

(Preemptive responses to counter household debt
growth and upward housing price pressures)
To curb the excessive growth in household debt and
dampen expectations of home price increases, both
micro and macro policy measures need to be taken.
First, the regulatory effectiveness of the loan-to-value
ratio (LTV) and debt-to-income (DTI) ratio restrictions,
whose application was recently extended to all
financial institutions, must be assessed, and these rules
must be adjusted flexibly as necessary, based upon real
estate market conditions.
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Meanwhile, to prepare for the case where upward
housing price pressures threaten stability of the
macroeconomy and financial system, a plan should be
considered for preemptive macro measures to counter
this, based upon a comprehensive examination of
financial and economic conditions.

(Continuous efforts to enhance foreign exchange
soundness)
To minimize the negative impacts of external shocks
on the domestic foreign exchange sector, the foreign
reserves balance should be maintained at an adequate
level, while actions must also be taken to prevent
excessive growth in short-term foreign currency
borrowings. Strengthening of cooperation with major
country central banks and international organizations is
also critical in this regard.
The policy authorities must in addition look for
effective regulatory strategies to ensure sound risk
management practices on the part of financial
institutions. These regulatory efforts should be coupled
with thorough financial institution management of the
counter-party and liquidity risks of their foreign
currency-denominated assets and liabilities, including
foreign currency-based and derivative financial
products.

(Strengthening financial institution shock
absorption capacities)
Financial institutions need to consider the possibility of
substantial increases in their non-performing loans in
the process of corporate restructuring. They must
prepare for this eventuality by unloading existing bad
debts from their balance sheets through sales or write-
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offs, to bring their asset qualities up to healthier levels.
To strengthen their capacities for absorbing unforeseen
shocks, financial institutions need to also expand their
equity capital, particularly their common stock capital
(common stock + reserves), through increases in issued
shares and internal reserves – resources that can be
effectively tapped for loss absorption.
To facilitate this process, the policy authorities must
support and continuously encourage financial
institution efforts to increase capital and unload
nonperforming loan assets. One option worth
examining in this regard is the setting aside of portions
of net earnings in amounts determined depending upon
the phase of the business cycle.1) Also, as part of efforts
to eliminate uncertainty, the policy authorities must
continuously encourage intensive corporate
restructuring.

(Early detection of signs of financial system
destabilization, and timely policy responses)
Due to the globalization and growing complexity of
financial transactions, the financial sector is subject to
increasingly frequency shocks. As shocks are also
gaining in severity and in the range of their
propagation, it is important that potentially
destabilizing internal and external factors be detected
and analyzed early, to allow timely response to threats
to the financial system.

1) An example of this is the capital buffer scheme currently in discussion
by the Basel Committee on Banking Supervision (BCBS). This scheme
can not only help improve banks’ capital adequacy, but also contribute
to reducing their procyclical behaviors.
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For this purpose, closer monitoring is needed of key
indicators such as price variable movements and capital
flows between financial markets both within and
outside the country, as well as of systemically
important financial institutions and products, while
capacities for analyzing such data are at the same time
strengthened. It is important in addition to increase
macro prudential surveillance and supervision of the
financial system, through close cooperation between
the government, the Bank of Korea and the financial
supervisory authorities.
Meanwhile, higher priority should also be given to
measures to prevent potential risk factors in the
financial sector from spreading to become systemic
risks. Particularly, given that imbalances built up
through excessive borrowing and over-concentration in
financial institutions and markets can make the
financial system vulnerable to the smallest external
shock, preemptive efforts must be devoted to prevent
such financial imbalances from developing.
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Major changes in domestic financial system

(Restrictions on bank equity holdings by industrial
capital eased)
Key amendments to Banking Act
Summary

Description

Eased restrictions
on bank equity
holdings by
industrial capital

- Cap on bank equity holdings by industrial capital
raised (4%→9%)
- Mandatory screening required before acquisition of
majority shareholding by industrial capital

Eased restrictions
on bank equity
holdings by public
pension funds

- Restrictions eased only in cases where doing so
will not result in conflicts of interest with the
bank’s depositors and other shareholders

Loosened
standards for
consideration of a
shareholder of a
private equity fund
as an industrial
capitalist

- New rule applies only to private equity funds listed
with the Financial Services Commission, and to
internationally trusted foreign banks and bank
holding companies under sufficient oversight and
supervision by financial regulators in their countries
of origin

Stricter surveillance
on majority
shareholders of
banks

- Limited-scope audits of bank majority shareholders
to be conducted by financial supervisory authority
- Fines and penalties on illegal actions by majority
shareholders stiffened

Key amendments to Financial Holding Companies Act
Summary

Description

Eased regulations - Cap on bank holding company equity holdings by
industrial capital raised (4% → 9%)
related to
- Standards for consideration of public pension fund and
separation of
private equity fund shareholders as industrial capitalists
financial and
loosened
industrial capital

Eased
restrictions
related to nonbank holding
companies

- Acquisition of controlling interest in non-financial
holding companies by insurance holding and financial
investment holding companies allowed
- Grace period on restriction of equity investment in
affiliates, by financial holding companies converted into
non-financial holding companies, extended to 5 years
(with possibility of further extension for 2 additional
years)

- Concurrent holding of office in an affiliate by an
executive or employee of its financial holding company
Promotion and
or another of that financial holding company’s affiliates,
facilitation of
allowed, and the range of business activities open for
financial holding
delegation between financial holding companies and
companies’
their affiliates expanded
expansion and
- Cap on equity investment in an affiliate by a holding
provision of
company (previously up to 100% of capital) eliminated
cross-sectoral
- Joint equity investment between a holding company and
financial services its affiliates in an overseas firm allowed
- Grandchild companies allowed to acquire controlling
interest in great grandchild companies located overseas

During 2009, the Korean government amended both
the Banking Act (on June 9) and the Financial Holding
Companies Act (on July 31), in moves to ease
restrictions on ownership of shares in banks and bank
holding companies.
Under the amended Banking Act (which entered into
force from December 1), the cap on bank equity
holdings by industrial capital was raised to 9% – from
the previous 4%. Highlights of the amendment also
included easing of the criteria for consideration of
shareholders in private equity funds (PEF) as industrial
capitalists.
Meanwhile, under the amended Financial Holding
Companies Act (which also entered into force on
December 1), the cap on equity ownership in bank
holding companies by industrial capital was raised to
the same level as that for ownership in banks. The
amended law also allows non-bank holding companies
to acquire controlling interest in non-financial
companies, and lifts restrictions on the concurrent
holding of office in an affiliate by an executive or
employee of another affiliate or its financial holding
company.
To prevent any undesirable effect from the eased rules,
the amendments to the two laws include provisions
authorizing ex-ante screening of majority shareholders
of banks and bank holding companies, and
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strengthening ex-post supervision.1)

(Enactment of ‘Korea Finance Corporation Act’
and the Enforcement Decree to that Act)
The Korea Finance Corporation Act, a new law
establishing the Korea Finance Corporation and setting
forth particulars related to its incorporation, capital,
organization, governance and business, including the
naming of its steering committee, was enacted on
March 6, 2009 and proclaimed on April 1. These
measures were followed on May 29 by enactment of
the new law's Enforcement Decree, stipulating details
related to the registration of this government
corporation, its issuance of policy bank bonds, and
supervisory measures to ensure its sound management
and performance. The Korea Finance Corporation Act
and its Enforcement Decree entered into force from
June 1.
A wholly government-owned company (with public
funds of 15 trillion won invested in it), the Korea
Finance Corporation was established on October 28 to
take over the policy-based finance functions previously
assumed by the Korea Development Bank, and to bring
them up to the next level of effectiveness.
The primary business of the new corporation is to
provide financing to support SMEs and assist their
growth, to expand social infrastructural facilities, and
to foster new growth engine industries. Another of its

1) Shareholders acquiring an interest in a bank exceeding 4% of its total
share capital are required to obtain pre-approval from the Financial
Services Commission. The ex-post supervisory measures include
restrictions on transactions between banks and their majority shareholders, and on-site audits of majority shareholders as necessary.
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important roles is to manage the Financial Market
Stabilization Fund, which will be established in
accordance with the Act on Structural Improvement of
the Financial Industry (amended May 27, 2009) and
placed under its care. Aimed at stabilizing the financial
markets, this fund will serve as the primary source of
emergency financial support during a credit crunch.

Highlights of liquidity risk management standards
Category

Description

- Liquidity risk management strategies and guidelines
provided, including on management objectives, policies,
and internal control systems
- Liquidity-related costs, benefits and risks reflected in the
process of instrument pricing, performance evaluations and
new product approvals
- Specific liquidity targets to be maintained, to avoid
Liquidity risk
excessive concentration on certain funding sources and
management
maturities
- Guidelines on managing the collateral positions of assets
- Guidelines on managing maximum allowed liquidity risk
levels (through net cumulative cash outflows, etc.), and on
use of early warning indicators
- Requirement of board approval and review of liquidity risk
management strategies

Stress testing

- Regular implementation of stress tests
- Evaluation of crisis scenario adequacy through sensitivity
analysis

Contingency
funding plans

- Planning for contingency funding, such as identification of
stressed situations and the relevant response strategies, and
assessment of validity of existing funding plans

Source: Financial Supervisory Service

(New standards developed for bank liquidity risk
management)
On September 1, the Financial Supervisory Service
(FSS) unveiled new guidelines on liquidity risk
management, aimed at helping domestic banks more
systematically manage their liquidity-related risks. The
new guidelines present measures going beyond the
quantitative indicators, such as the won currency
liquidity ratio and the maturity gap, on which banks’
liquidity risk management procedures had previously
largely centered.
While providing a clear definition of bank liquidity
risk, the guidelines at the same time lay down detailed
particulars for (1) managing liquidity risks; (2)
implementing stress tests; and (3) planning
contingency funding strategies during a liquidity
squeeze.
The Financial Supervisory Service incorporated the
new guidelines on liquidity risk management into its
Detailed Rules on Supervision of the Banking Business
in September. Since the submission of compliance
plans by banks, the FSS has been checking the status of
their compliance with the guidelines during the fourth
quarter.
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(New, risk-based capital scheme for insurance
companies)
Comparison of solvency margin ratio and RBC ratio
Solvency Margin Ratio

RBC Ratio

(Solvency margin / Minimum
Calculation
(Available capital /
solvency capital requirement)
formula
Required capital) x 100
x 100
○Solvency capital

○Required capital

requirement

Risk
calculation
criteria

- Insurance risk
- Insurance risk
∙(Life insurance)
∙Risk coefficient specific to
Amount at risk × ± 0.3%
each product applied
∙(Non-life insurance)
Retention premium × ±
17.8%
- Asset management risk
∙Policy reserve × 4%

Supervisory
intervention

Characteristics

- Prompt corrective orders
issued when the ratio falls
below 100%

- Market risk
- Credit risk
- Interest rate risk
- Operational risk (newly added)
- Prompt corrective orders
issued when ratio falls below
100%
(the recommended ratio :
150% and above)
- Risk segmentation
- Precision measurement model
- Effects of diversification
across different risks types
taken into account

Effective April 1, 2009, the Financial Services
Commission implemented a risk-based capital (RBC)
scheme2), aimed at more accurately assessing the
various risks inherent in the insurance business and
building up insurance companies’ capital to levels
sufficient to cover these risks.
Compared to the previously existing solvency margin
system, the new scheme is based on a more precise risk
measurement model, in which the risks of insurance
companies are segmented into insurance, interest rate,
credit, market and operational risks. Under the new
scheme, the required capital amounts are also
calculated to reflect the effects of diversification across
the different risk types.
An insurance company's capital adequacy is evaluated
based upon its RBC ratio, whose recommended level is
set at 150% or above. Companies with RBC ratios
below 100% are issued prompt corrective orders. The
risk-based capital scheme will be used in parallel with
the existing solvency margin scheme for the next two
years.

2) For implementation of the new risk-based capital scheme, the Financial
Services Commission amended its Regulation on Supervision of the
Insurance Business in March 2009.
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(Improvements in regulation of foreign exchange
margin trading)
On August 28, the Korea Financial Investment
Association amended its Regulations on the Operation
and Activities of Financial Investment Companies, to
include foreign exchange margin trading3) in the scope

FX margin trading
Trading
order
placed/Initial
margin
deposited

Investors

Trading
order
transmitted

Domestic futures
companies and
securities
companies

Notification
of trade
execution

Trade
execution

Position
entered

Overseas
FDMs

Banks

of investment sales and brokerage activities of financial
investment companies and specify the standards
required for provision of this service.

Liquidation
of position

This move to increase regulatory oversight of FX
margin trading came as a response to the recent surge
in the volume of money invested in this type of trading
by individual investors, and the resulting escalation of
their losses. The new decision by the Financial
Investment Association was therefore aimed both at
warning investors against the risks of engaging in FX
margin trading and at promoting transparency and
fairness in the marketplace.
Highlights of the amendment include (1) upward
adjustment of the initial and maintenance margin
requirements and other measures for tighter regulation
of position-taking; (2) stipulation to mandatory
provision of price information by two or more FDMs
(FOREX Dealer Members); (3) prohibition of offers of
explanation or training to investors poorly qualified for
the carrying out of trading transactions; and (4)
introduction of Key Facts4) to strengthen the duties of
explanation of brokerage firms.
3) An FX margin trade is an exchange-traded currency derivative by
which an individual investor, after depositing an initial margin, buys
and sells foreign currency via his home trading system. Under the rule
change, the initial margin requirement has been raised from the previous 2% to 5%, which has the effect of tightening regulation of the maximum FX margin trading leverage ratio (from 50 times → 20 times).
4) The Key Facts are a product prospectus describing the main characteristics and potential risks of a financial instrument, in a manner that is
easy for general investors to read and understand.
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