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

Ⅰ. Overview

� In spite of turmoil in the international
financial markets, the Korean financial system
has remained substantially stable, helped by
the buoyancy of the domestic and overseas
economies and the continuing good financial
health of banks. However, there are
potentially destabilizing factors present, such
as the uncertainties related to the US
subprime mortgage meltdown, the delay in
improvement in household debt servicing
capacity and the concentration of lending in
the real estate sector.
Economic growth in selected countries
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� With the global economy maintaining
a solid pace of growth, the domestic economy
continues its upswing.

In the first half of 2007, while economic
growth in the US decelerated in conjunction
with the cooling housing market, the
economies of Japan and the euro zone
maintained moderate upward growth. Major
emerging market economies also continued
-1-
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to grow at a brisk pace. The world economy
is expected to retain its current growth
momentum, expanding at a rate of about 5%.
However, the downside risk to growth is
increasing, due to the instability persisting in
international financial markets and the run-up
in oil prices.
Credit spread trends

In the international financial markets, risk
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Credit spreads widened significantly from
mid-June, and stock prices plunged from late
July as the problem in the US subprime
mortgage market came to a head. From midAugust, however, market fears appeared to
have subsided somewhat due to the
injections of liquidity by major central banks
and the US Federal Reserve’s rate cut.
Meanwhile, US long-term interest rates
continued to drift lower, due to the increased
demand for Treasury securities with the
heightened preference for safe assets. There
was a moderate rebound in US long-term
-2-
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rates from late September, however, on
worries about inflation.

The euro, after having retreated somewhat

USD/Yen and USD/Euro exchange rate trends
(US$/Euro)
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Source: FRB

market currencies have weathered temporary
weaknesses to trend higher, thanks to their
countries’ favorable economic conditions.

The sharp rise in risk premiums seen in
recent months appears to be a phenomenon
arising due to repricing of risky assets.
As the uncertainties related to problems in the
subprime mortgage market are still far from
resolved, even minor shocks are likely to
revive credit worries in the international
financial markets, which may also respond
sensitively to any massive unwinding of yen
carry trade positions, correction of the global
imbalances.
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The recovery of the Korean domestic
economy has been spreading, led mainly by

GDP, consumption and investment trends in Korea1)
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consumption. Despite a widening service
account deficit, the current account is likely to
remain in surplus in 2007, as the goods
surplus expands.

� The pace of expansion in household
financial liabilities in Korea has slowed,

Trends of household financial asset
and liability growth and capital gearing ratios1)2)

centering around housing finance loans.
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Cash flow conditions are poor for a
considerable number of households
burdened by excessive debt volumes relative
to their incomes, leaving them potentially
vulnerable to shocks such as increases in
-4-
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interest rates or declines in real estate prices.
Meanwhile, modest improvements have been
seen in low-income families’ household
balance sheets and employment situations,
suggesting a minor easing of the debt
burdens of the most vulnerable segment of
households.

� The corporate sector shows a

Corporate profitability and financial soundness
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In the small and medium-sized business
(SME) sector, however, the operating profitto-sales ratio has been on a decline with the
number of companies posting losses
increasing. This, coupled with the growing
reliance on borrowings, indicates a
diminished shock absorption capacity among
some financially-vulnerable companies. The
profitability of export-oriented SMEs seems to
have fallen due to the continuing strength of
the won and soaring raw materials prices.

� In the real estate market, housing prices
remain steady as a result of housing market
stabilization measures, including
-5-
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Apartment transaction price indices and trading volume
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the upward trend in housing prices is likely to
be contained in the foreseeable future.

Notwithstanding this, however, housing prices
in some new development zones such as
new towns and new cities have maintained
an upward course, suggesting that
expectations of housing price increases have
not faded completely.

� In the lending market, lending to SMEs

Corporate lending -to-nominal GDP1) ratio

had continued on a steep upward trend, due
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asset volumes which increased the herd
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behavior in this sector. However, there was a
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strengthened their risk management.

Banks’ competition to expand corporate
lending can have negative influences on their
-6-
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profitability, by bringing about a shrinking of
interest margins. Further, the sharp rise in the
corporate loans-to-nominal GDP ratio, at a
time when profitability of SMEs is either
stalling or deteriorating, may place sizeable
burdens on the stability of their management.

� In the bond market, long-term rates, which

Treasury bond yields and volatility1)
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Sources: The Bank of Korea, KOSCOM

upwing.

The spread between long- and short-term
interest rates has narrowed, as short-term
rates have climbed faster than long-term
rates due to increased bank CD issuance and
other factors. This even led to a temporary
inversion of the yield curve in around midSeptember.

The recent growth in the stock of unsold new
apartments outside the Seoul metropolitan
area has increased the risk of insolvency in
real estate project financing-type ABSs.
-7-
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This situation, if prolonged, may cause the
overall ABS market to shrink.

� In the stock market, after large-scale

Stock price and volatility1)
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market capitalization fell from 37.2% at end2006 to 33.2% at the end of September 2007,
due to a sharp surge in net sales by foreign
investors in line with the continuing net
purchases by domestic institutional investors.
The influence of foreign investors on the
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� In the foreign exchange market, the
predominance of supply in the interplay
between foreign currency supply and demand
has continued, due to increased capital
inflows driven mainly by the growing volume
of foreign-currency borrowings, while the
current account remains in balance.
-8-
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Overseas borrowing conditions of domestic
banks have deteriorated slightly since late
Balance of payments and won-dollar and
won-yen exchange rates

July 2007, affected by the growing preference
for safe assets in the international financial
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overseas borrowing conditions, and by
expanded positional adjustment following
exporters’ sales of forward contracts and
residents’ foreign equities investment.

After weakening briefly in late July, the
Korean won regained its strength against the
US dollar in September. It has depreciated
sharply against the Japanese yen, however,
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� The banking sector continues to present a
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While the increase in banks’ exposure to the
household sector has slowed, their corporate
Changes in banks’ exposure to industrial sectors

exposure has widened substantially with the
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however, as the debt servicing capacity of the

20

corporate sector remains stable and as

10

banks' asset soundness indicators are still at

0

healthy levels. In the meantime, while risk in
real estate project financing loans has grown,
the actual probability of banks’ incurring
losses appears rather low, as such loans are
mostly extended against repayment
guarantees and collateral. However, the
sudden and massive growth in SME loans
and the widened real estate-related exposure
in both the corporate and household sectors
can be burdens on banks’ risk management,
since these trends act to heighten asset
concentration risk.

Although interest rate risk has declined
slightly, with the narrowing of the interest rate
sensitivity gap, market risk has grown
somewhat due to the increases in bond
durations and in banks’ exposures to bonds.
Meanwhile, following the recent wave of fund
- 10 -
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outflows from banks, especially from their
low-cost deposit base, and into CMAs offered
by securities companies, the share of
wholesale funding sources such as CDs and
financial debentures in banks’ total deposits
has been expanding. This shift in funding
structure can in the long run drive up banks’
costs of borrowing and heighten the
sensitivity of fund supply to market conditions.

Banks’ net income has continued its uptrend,
boosted by a large increase in income from
sales of stocks acquired through debt-toequity conversion programs. Capital
adequacy also appears sound, with the huge
net income having raised banks’ BIS capital
ratios.

As long as banks’ business conditions do not
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worsen significantly, domestic banks’
profitability is expected to continue edging up
for the foreseeable future. Banks do not seem
to have much opportunity for further income
growth, however, given the reduction of net
interest margins due to the increased share of
wholesale funding in their total liabilities, and
given their excessive focus on the domestic
market in their business strategies. Another
- 11 -
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factor constraining banks’ profitability is the
intensifying competition with non-bank
financial institutions for low-cost deposits and
sales of third-party financial products, ahead
of enforcement of the Capital Market and
Financial Investment Services Act .
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Ⅱ. Changes in the environment for financial stability
1. Economic outlook at home and
abroad

World economy maintains healthy growth
<Figure II- 1>

The world economy is continuing to expand at a brisk
rate of over 5%, amid moderate growth in developed

Economic growth in selected countries
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quarter, are maintaining solid growth thanks to upturns
in exports and facilities investment. Emerging market
economies, meanwhile, continue to expand vigorously,
with countries such as China, India and Russia
recording especially high growth rates. Moving on

<Figure II- 2>

after the second half, while financial market
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downside risks to global growth prospects. With
financial market uncertainties stemming from the US
subprime mortgage problem persisting, the possibility
of world economic slowdown cannot be ruled out if the
- 13 -
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US housing market stagnation leads to a shrinking of
consumption and the effects spread to the real sectors
of other countries. Further, the increasing inflationary
pressures caused by persistent high oil prices may
undermine the basis for stable world economic growth
maintained so far.

Increasing volatility in international financial

<Figure II- 3>

markets
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credit spreads widened greatly and stock prices

Note: 1) US corporate bonds rated BB or below
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plummeted, triggering a downward spiral in asset
prices and driving up volatility. In the short-term
money markets, interest rates surged on the dwindling
liquidity.
Credit spreads widened greatly with the sharp credit

<Figure II- 4>

market contraction following revelations of CDO

ABX index trend
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mid-June and late August 2007. During the same
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20

20

whopping 150 bps, more than twice the extent of
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movements of CDO spreads, fell by over 50% between
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Source: Markit Group

1) ABX indices by Markit Group track the prices of CDS (Credit Default
Swap) on mortgage-backed securities of varying credit ratings. A
decline in the value of an ABX index means the worsening of their
creditworthiness.
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widening of emerging market sovereign bond (EMBI+)
spreads. AAA corporate bond spread, after remaining
stable since 2003, also increased significantly,
suggesting that credit fears had spread to even highgrade credit markets.
Stock prices in both developed and emerging market

<Figure II- 5>

countries also plunged due to the subprime-related
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was chiefly attributable to the disclosure of US CDO
losses by BNP Paribas, IKB and other European
financial institutions, which resulted in a sudden

<Figure II- 6>

contraction of fund flows. As a consequence, the three-

Short-term market interest rate trends
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interbank short-term rates also climbed sharply.
The implementation of financial market stabilization
policies, however, including the injections of massive
amounts of liquidity by major central banks in August

4
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and September and the US Federal Reserve’s decision
to cut rates, appears to have successfully subdued

3
2007.6

3
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Source: Bloomberg

8

9

market fears. The widening of credit spreads has
slowed, and stock prices have rebounded. Short-term
interest rates have also stabilized, albeit more so for
instruments having shorter maturities. Notably, stock
prices in emerging markets, already back to their levels
before the subprime turmoil, are recovering faster than
those in developed markets.

- 15 -
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<Figure II- 7>

Yields on US long-term treasury notes (10-year
maturity) declined steadily starting from mid-June, as

US treasury securities yield trends
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Treasury Bills), which also plunged sharply in midAugust, have since then moved at a mildly recovered
level.
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The euro and the Japanese yen, which had been
moving in different directions against the US dollar,
have both shown strength against the dollar since
September. The euro, which had been on a steady
upward trend until July 2007, lost some ground against
the dollar after that, affected by the uncertainty in
international financial markets. It resumed its climb

<Figure II- 8>

starting from late August, however, as credit market

USD/Yen and USD/Euro exchange rate trends
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US target rate cut, has been rising further against the

1.36

dollar. The Japanese yen, which had remained weak

1.31

with the Bank of Japan’s continued postponement of

1.26

interest rate increases, has edged up against the dollar

1.21

since June, helped by, among other factors, carry trade

1.16

liquidation. With regard to the performance of

1.11

emerging market currencies against the dollar, after

1.06

drifting lower in the immediate wake of the US
subprime debacle, they soon recovered and are now
holding their grounds against major currencies, thanks
to the vigor of emerging market economies on the
whole.
Investors in international financial markets, in their
search for yield, had long underestimated the risks
inherent in investment assets. In the wake of the
subprime meltdown in the second half of 2007,
- 16 -
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however, they began to reprice risky assets. As a result,
the prices of some key financial assets plummeted,
increasing volatility in the financial markets. When
measured through the rates of credit spread expansion
and speeds of recovery in stock prices, the impacts of
the subprime trouble appear to have been greater in the
developed than in the emerging market countries.
As the subprime-related market uncertainties are still
far from resolved, any minor shocks in the international
financial markets are likely to revive credit worries.
Further, continuing strength of the yen amid a rapid
<Figure II- 9>

weakening of the US dollar might lead to a sudden
liquidation of yen carry trade positions. This, coupled
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their rise since January 2007, on worries about supply
and demand imbalance following OPEC’s decision to
cut production and also affected by the declining value
of the US dollar. In July, prices reached a new record

<Table II- 1>

high of US$ 79.6 per barrel before subsequently
Crude oil price forecast

drifting lower, depressed by new worries about a global

(Brent oil)

(period average, USD/barrel)

Institution
(forecast date)
PIRA1) (8.31)
CGES2) (8.20)
CERA3) (8.29)

Actual Prices
2007
2006
1Q
2Q
65.1

57.8

68.8

3Q
71.9
72.5
72.8

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

Forecasted Price
2007
4Q Year
68.4 66.7
72.2 67.9
69.5 67.2

2008
68.7
71.2
65.3

economic slowdown in the wake of the US subprime
mortgage woes, and a sudden outflow of speculative
money.2) In recent months, however, crude oil prices
have surged to new record highs and are currently
hovering near US$ 80 a barrel. They are expected to
remain high for the foreseeable future, due to the
2) On the NYMEX (New York Mercantile Exchange), the total number
of net non-commercial long positions in WTI crude futures declined by
86,000 contracts between July 1 and August 21.
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persisting supply and demand imbalance. Meanwhile,
according to the Reuters-CRB Index,3) other
commodity prices have been steadily rising as well
since 2005, driven by elevated prices of wheat and
other agricultural produce and copper.

Domestic economic recovery accelerates

<Figure II-10>
GDP, consumption and investment trends in Korea1)

The pace of recovery in the Korean economy
(%)
6

GDP (RHS)
Private consumption (LHS)

(%)
GNI (RHS)
4
Facilities investment (LHS)

5

3

4
2

3

accelerated in the first half of 2007, as, amid the
continuing export boom, both facilities investment and
private consumption picked up. GNI (Gross National
Income), which includes a terms-of-trade adjustment,

2

1

1
0

0
-1
-2
-3
2003.I

2004.I

2005.I

2006.I

also grew rather substantially, with factor income from
the rest of the world shifting from net payments to net

-1

receipts. In spite of the potential downside risk factors,

-2

for example the uncertainty surrounding domestic and

2007.I

Note: 1) After seasonal adjustment, change over the previous period
Source: The Bank of Korea

international financial markets and rising raw material
prices, the domestic economy is judged likely to
continue growing at a healthy pace, owing to the
persistently vigorous export sector and expanding
private consumption, and to the easing of North

<Table II- 2>

Korean nuclear program-related risks.

Current account and consumer price1) trend
(billion dollars, %)

2006
Current a/c
Goods a/c
Exports2)
Imports2)
Service a/c
Income a/c
Transfer a/c
Consumer prices
Core inflation

2007

Year

1st Half

2nd Half

1st Half

Jul-Aug

60.9
292.1
3,254.6
3,093.8
-187.6
-5.4
-38.2
2.2
1.8

-4.3
126.4
1,553.6
1,492.6
-88.8
-21.3
-20.6
2.2
1.6

65.2
165.8
1,701.1
1,601.2
-98.9
15.9
-17.6
2.3
2.1

-16.3
130.1
1,777.2
1,699.0
-105.8
-22.3
-18.3
2.2
2.3

21.6
59.9
615.9
589.4
-41.3
9.8
-6.9
2.3
2.3

Notes: 1) Year-on-year change
2) Customs clear basis
Source: The Bank of Korea

Prices have remained stable, thanks to subdued upward
pressure from the demand side, stable prices of
agricultural, livestock and fishery products, and a
significant appreciation of the won. However, the
realization of upward pressure from the expanding
domestic economy and the trend of rising crude oil and
other raw material prices may act as an inflationary risk
factor.
The current account, despite the large goods account
surplus owing to export briskness, is close to balance,
3) The index comprises 17 commodities excluding crude oil.
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its past surplus eroded by a widening service account
deficit in line with the increase in Korean nationals
traveling abroad, and by the persisting income and
current transfers account deficit. Although the service
account deficit is projected to continue growing in the
future, current account surplus is expected to maintain
for a while, as the goods account surplus will increase
further owing to robust exports.
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<Box II- 1>

Impact of US subprime mortgage problem on global liquidity
Financial markets worldwide have been flush with liquidity since 2003, thanks to continuously low interest
rates. Global liquidity shrank rapidly when the US subprime mortgage turmoil came to a head in late July
2007, however, spreading panic in financial markets worldwide and making investors increasingly risk averse.
Key quantitative indicators show global liquidity to have been generally ample through the first half of 2007.
The rate of money supply growth increased steadily in the G4 countries (the US, Euro area, UK and Japan) and
in major Asian emerging market countries. Meanwhile, the rate of growth of US dollar liquidity* consistently
surpassed its long-term average (10%), thanks to increasing purchases of treasury securities by emerging
market and oil-producing countries. Capital inflows into emerging markets expanded rapidly as well, driven by
the growing number of M&A deals via leveraged buyouts (LBOs).
* The sum of the US reserve money and US treasury securities and government-guaranteed bonds owned by foreign government institutions

Money supply growth in G4 countries

US dollar liquidity growth

(year-on-year change, %)

(year-on-year change, %)

15
UK

12

Net capital inflow to emerging markets

Euro Area

9
6

US

3

15

25

12

20

9

(billion dollar)
25

600

600

20

500

500

15

15

400

400

6

10

10

300

300

3

5

5

200

200

0

0

0

100

100

-3

-5
1998

-5

0

Long-term average
since 2001

Japan
0
-3
2001

2003

Source: Bloomberg

2005

2007

2000

2002

2004

2006

Source: FRB

0
2001

2002

2003

2004

2005

2006

Source: IIF

Key price indicators in the financial markets also point to an abundance of global liquidity through the first half
of 2007. Risk premiums dropped substantially, with bond credit spreads (BB-rated) narrowing continuously
and stock prices rising steeply both in developed and emerging markets. Starting from late July, however, with
the US subprime troubles coming into the open, signs of a liquidity contraction began to appear as panic set off
by the credit crisis drove investors away from risky assets. This shift was first noticeable in the movements of
price indicators. Credit spreads on bonds widened rapidly, while at the same time stock prices in both
developed and emerging markets plunged. In the short-term money markets, meanwhile, interest rates on
ABCP, and the LIBOR and EURIBOR rates, all rose. The Goldman Sachs Financial Condition Index (US),* a
tool for assessing financial market conditions, also headed upward starting from mid-July, signaling a financial
contraction.
* A weighted combination of foreign exchange rates, interest rates, credit spreads and stock returns

The principal effects of the contraction in global liquidity on investors and financial institutions have been as
follows: First, the subprime mortgage problem has awakened investors to the risks inherent in asset prices,
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US corporate bond credit spreads
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which they had long underestimated in the continuing liquidity-driven bull market. In the resulting process of
correction, risk premiums, previously abnormally low, have now climbed steeply. This is a reflection of the
jittery mood among investors, who have been rattled by news of huge losses of hedge funds and private equity
funds with highly-leveraged investments in CDOs and other subprime mortgage-linked securities. Second, the
heightening of counterparty risks at a time when market confidence was already seriously undermined by the
complexity and non-transparency of CDO-related transactions, has caused a suppression of credit transactions
and contraction of funding markets. Some European financial institutions have faced liquidity risks due to
severe funding mismatches resulting from their long-standing practices of investing short-term funds, financed
through instruments such as ABCP, into CDOs and other medium to long term instruments that are illiquid and
whose values are difficult to assess. Third, losses by hedge funds and private equity funds have spilled rapidly
over to investment banks and large banks linked to their operations, negatively affecting these banks' abilities
to carry out their roles as financial mediators and further increasing market uncertainties.
Although global liquidity is expected to continue to shrink in the time ahead, due to a reduction in the credit
transactions and capital flows that contributed to its previously high level, most financial watchers agree that a
sudden contraction or severe liquidity crunch is unlikely. At a time when the world economy is growing at a
solid pace, with companies remaining profitable and banking systems healthy, outbreak of a full-blown
liquidity crisis seems rather improbable. Since mid-August, moreover, thanks to the liquidity boost from
several central banks and the US benchmark rate cut and other market stabilization measures, market fears
have gradually subsided, with asset prices recovering. Yet, a watchful eye must still be kept on various
downside risk factors, which inevitably surface during periods of liquidity contraction. First, if the market’s
self-adjustment mechanism fails to function adequately, this might trigger an abrupt adjustment of the global
imbalances and unwinding of the carry trade. Another possible scenario is one in which the US subprime
mortgage troubles sap the health of large commercial banks, further destabilizing the financial sector. Such
instability of the financial sector, if it spilled over into the real sector, would inevitably hurt prospects for stable
world economic growth.
* Between August 9 and October 3, the total liquidity injected by central banks through open market operations amounted to USD 944.6 billion, USD
403.8 billion by the US Federal Reserve Bank, USD 55.9 billion by the Bank of Australia, USD 36.7 billion by the Bank of Japan and USD 26.4
billion by the Bank of England. The Federal Reserve, after lowering its discount rate on August 17, by 50bps, slashed the federal funds target rate and
the discount rate again on September 18, by 50bps each.
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2. Debt servicing capacity of the
household sector

Improvement in households’ debt-servicing

<Figure II-11>

capacity delayed

Trends of household financial asset
and liability growth and capital gearing ratios1)2)

In the first half of 2007, the growth rate of household

Financial asset growth rate (LHS)
Financial liability growth rate (LHS)
Capital gearing ratio (RHS)
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from 11.6% in 2006, reflecting the tightening of
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housing finance loan regulations. Meanwhile,
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17.5%, thanks to the rallying stock prices. As a result,
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Notes: 1) Year-end basis
2) Trade credits and non-interest-bearing assets and debts such
as miscellaneous financial assets and debts are excluded.
Source: The Bank of Korea

financial liabilities to financial assets), which measures
ability to service financial debt without liquidating real
assets, fell to 42.8% at the end of June from 44.6% at
year-end 2006.
The debt-to-income ratio, an indicator of households’
ability to service debt with disposable income, is
estimated to have dropped slightly during the first half
of 2007, due to the substantial increase in current price
GDP during the period.

<Figure II-12>
Household financial debt-to-disposable
income ratio trends1)2)
1.5
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the first half of 2007.4) Households whose credit ratings
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Notes: 1) Year-end basis
2) Trade credits and non-interest-bearing assets and debts such
as miscellaneous financial assets and debts are excluded.
Sources: National accounts and flow of funds statistics of the
respective countries

borrowers who were re-classified from speculative
grade to investment grade continued to increase.
However, the income gearing ratio (the ratio of interest

4) For further information, see <Box II-2> ‘Household sector credit
ratings database and recent trends of household sector credit risk.’
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payments to disposable income), which indicates
households’ interest payment burdens, rose compared
to 2006, as lending rates for housing finance loans

<Figure II-13>

increased in an environment in which the volume of
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sector’s debt servicing capacity appears to have been

rates. Further, for households with high debt levels
relative to their incomes, cash flows are frequently
poor. In any case of exposure to shocks in addition to
the rising interest rates, such as a drop in real estate
prices or worsening of employment conditions, there is
a possibility of their debt servicing capacities
weakening.

<Figure II-14>
Household balance trends by income decile1)2)
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3rd decile
High-income bracket
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households’ balances,6) improvement was also seen in
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Notes: 1) Urban worker household income and expenditure balances
2) Series for the middle- and high-income brackets are simply
averaged - over the fourth to seventh deciles and the eighth
to tenth deciles, respectively.
Source: National Statistical Office (NSO)

employment, as the number of unemployed who have

These signs suggest a slight easing of the debt burdens
of the most vulnerable households.
A look at urban worker real household balances in the
first half of 2007 shows that the gap between high- and
5) While household financial debt totaled 699 trillion won at the end of
June, commercial banks’ housing finance loan rates climbed by 0.5-0.6
%p during the first half of 2007, reflecting the overall rise in market
interest rates.
6) Households belonging to income deciles 1-3, 4-7 and 8-10 are
classified as the low-income, middle-income and high-income groups,
respectively.
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low-income households continues to widen. However,
the deficit of the lowest household income decile
declined, and there were minor increases in the
surpluses of the second and third lowest deciles. These
changes point to marginal improvements in cash flow

<Figure II-15>
Trends of unemployment and underemployment indicators1)
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for the less affluent segments of the household sector.

40

security and less preferable wages and fringe benefits
than others, declined, suggesting improvement in
employment structure stability.
With regard to the credit situation of comparatively less
creditworthy debtors, from April 2007 improvements
were seen in the ratings of household borrowers
classified as speculative grades (7-10th grades). At the
same time, the delinquency transition rates among
delinquent borrowers9) also appear to be stabilizing.10)

7) Refers to workers employed less than 18 hours per week, who wish to
work more hours.
8) The share in employment of temporary or part-time workers fell from
47.2% in 2006 to the 46% range in 2007.
Trends of share of temporary or part-time workers
2005
47.9

2006
47.2

1Q 2007
46.3

2Q
46.9

(%)
July
46.2

9) Refers to the percentage of borrowers late on loan payments who prove
unable to bring their loans current over an extended period and become
delinquent, with negative consequences for their credit histories.
10) For further details, see <Box II-2> ‘Household sector credit ratings
database and recent trends of household sector credit risk.’
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<Figure II-16>

Meanwhile, the number of borrowers having their
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number of debt adjustment cases handled through the
Credit Counseling and Recovery Service, which
generally proposes settlement plans requiring payments
of some portions of the debt owed or offering limited
reductions of the principal, dropped. There was a
substantial increase, however, in court-mediated debt
settlements such as individual resuscitations and
bankruptcies, which may possibly encourage debtors’
moral hazard but have greater debt alleviation effects
than the credit recovery programs of the Credit
Counseling and Recovery Service.
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<Box II- 2>

Household sector credit ratings database and recent trends of household sector credit risk
The household sector credit ratings database was developed to overcome the limitations of existing credit risk
evaluation models, which focus mainly on overall indicators such as the debt-to-asset or debt-to-income ratios.
This database provides micro indicators related to the distribution and trends of borrowers’ credit ratings,
obtained from retail consumer credit evaluation data collected by the Credit Bureau.
The database utilizes data on household sector transactions with financial institutions gathered by the Korea
Federation of Banks (KFB), combines with late payment and delinquency data from NICE (National
Information and Credit Evaluation, Inc.), and applies NICE’s credit risk evaluation model*. As a result, the
lending trends, late payment and delinquency trends and changes in credit ratings of 14.48 million borrowers
nationwide (as of end of June 2007) can be used to accurately analyze credit activity and credit risk trends
within the household sector. The results of recent evaluation of credit risk within the Korean household sector,
using this database are discussed below.
* The credit risk evaluation model uses a ten-category rating system. In this report, grades 1 to 6 are considered investment grade, and grades 7 to 10 are
speculative grade.

(Weight of speculative-grade loans in total household lending, and changes in number of borrowers)
At the end of June 2007, the weight of speculative-grade loans in total financial sector lending* stood at
18.0%, up 1.4%p from the end of 2006. This increase appears to be due to mortgage lending to group
borrowers, including some borrowers with low credit ratings, and also to the willingness of credit unions and
credit card companies to lend to applicants with poor credit scores, in a drive to increase their loan volumes.
* The data in the Household Sector Credit Ratings Database do not fully match the corresponding data from the Bank of Korea°Øs economic statistics
system, as the former were calculated on the basis of credit limits and not actual balances, and self-employed borrowers were included in the
household borrowers category. The two statistics almost coincide with regard to lending growth trends, however.

Meanwhile, the number of speculative-grade borrowers at the end of June 2007 was 3.34 million for the
overall financial sector, almost unchanged from last year.
Volume and weight of speculative-grade household lending
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By type of financial institution, banks, credit unions and specialized credit institutions accounted for an
approximate 80% of total speculative-grade loans and borrowers. The large weight of speculative-grade loans
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in total credit unions’ lending is partly explained by the inclusion in the statistics of the figures of affiliated
credit unions member institutions and the classification of lending to farmers and fishermen, which makes up a
big portion of these loans, as household lending.
(Volatility of borrowers’ credit ratings)
In the first half of 2007, the creditworthiness of borrowers improved. Borrowers whose credit ratings rose
outnumbered those whose ratings worsened, and the proportions of borrowers whose ratings rose or declined
between the investment and speculative grades remained stable.
Ratio of in borrower credit rating up/down grades 1)

Rates of upgrade to investment and downgrade to speculative grades2)
(%)

Credit ratings
Investment grade
Speculative grade
Total

Credit rating up/down grade ratios
Year 2006
1Q 2007
2Q 2007
0.7
3.0
4.2
1.6
2.3
3.2
2.3
5.2
7.5

(%)

2006
Year 1Q 2Q
Percentage of borrowers upgraded to investment grade (a) 13.4 8.7 11.3
Percentage of borrowers downgraded to speculative grade (b) 5.8 3.2 4.4
Difference (a-b)
7.6 5.5 6.9

3Q
12.4
5.2
7.2

2007
1Q 2Q
6.3 9.0
2.9 4.4
3.4 4.6

Notes: 1) The Ratio of Borrower Credit Rating Up/Downgrades ({(number of upgraded borrowers - number of downgraded borrowers) / total number of borrowers } 100)
measures the degree of improvement (+) / worsening (-) in credit ratings within the same credit grade class ( investment or speculative ), by comparing the number
of borrowers in that class who are upgraded with the number who are downgraded.
2) The rates of borrower upgrades to investment grade and downgrades to speculative grades indicate the long-term trend of credit rating improvement or deterioration.
Sources: Bank of Korea, NICE

(Rates of change in credit status of delinquent borrowers)
In the first half of 2007, the delinquency transition rates*, which measure the degrees of worsening in the credit
status of delinquent borrowers, fell in all delinquency transition cycles.
* The rates of transition from earlier stages of delinquency to more extended ones(or default), due to borrowers’ inabilities to bring their loan payments
current. The rates are calculated for transitions between different delinquency categories or buckets in three delinquency transition cycles: 1st Cycle
(transition from 1-29 days to 30-59 days), 2nd Cycle (from 30-59 days to 60-89 days), and 3rd Cycle (from 60-89 days to 90 days or more)

Financial sector delinquency transition rates by cycle
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(Conclusion)
Although the weight of speculative-grade loans in total household lending increased slightly during the first
half of 2007, the signs of improvement in borrower credit ratings and the moderate decline in delinquency
transition rates suggest that the credit status of the household sector is generally stable.
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<Figure II-17>

3. Debt servicing capacity of the
business sector

Trends of operating income-to-sales ratios 1)
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the previous year.

<Figure II-18>

In terms of business size, while large businesses
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Comparing domestic market-oriented businesses with
export-oriented businesses,12) the operating income-to-

<Figure II-19>

sales ratio remained little changed in domestic marketoriented businesses, whereas the ratio for export-
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40

40

export-oriented SMEs dropped in spite of sales growth.

20

20

increase in high value-added product exports.

0

2001
2003
Operating loss

2005

2007 2001
Less than 100%

2003
2005
2007
Higher than 100%

Excess of interest revenue over financial expenses
Note: 1) For the first half of each year
Source: KIS-Value, The Bank of Korea

0

11) Those listed on the Korea Exchange (based on KIS-Value data as of
August 31, 2007), with financial institutions excluded
12) Export-oriented businesses are those whose exports account for half
or more of their total sales. The others are referred to as domestic
market-oriented businesses here.
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<Figure II-20>

This was due to the worsening of profitability13) caused

Trends of stockholders’ equity-to-total assets ratios
(%)

SMEs
Large businesses

80

1)

by the appreciation of the Korean won and the sharp
increase in raw material prices.

(%)
80

60

60

With interest rates on the rise and the concentration of
profits at high ranking companies, the interest-

40

40

20

20

0

0

servicing capacity of only marginally viable companies
weakened further. The percentage of large businesses

2001

2003

2005

1H 2007

and SMEs unable to cover their net financial
expenses14) from operating income, i.e. those showing
net interest coverage ratios of less than 100%,15) rose by

Note: 1) At the end of each year
Source: KIS-Value, The Bank of Korea

23.1% and 43.0%, respectively.

<Figure II-21>

Should interest rates continue their upward trend, more

Trends of dependence on borrowings 1)
(%)

40

(%)

30

companies might find themselves in a difficult
40

situation.

30

Large businesses

Financial status and liquidity remain healthy
20

20

SMEs

10

10

The ratio of stockholders’equity to total assets,16) which
indicates capacity to withstand external shocks,

0

0

2001

2003

2005

1H 2007

stockholders’ equity to total assets for large businesses

Note: 1) At the end of each year
Source: KIS-Value, The Bank of Korea

maintained its upward trend, reaching 54.6% at the end
of June 2007. The ratio for SMEs continued to be high,

<Figure II-22>

standing at 59.5% at the end of June 2007. While the

Trends of current ratios1)

200

(%)

SMEs
SMEs (10%ile)

dependence of large businesses on borrowings17)

Large businesses
(%)
200
Large businesses (10%ile)

160

160

120

120

80

80

40

40

0

0
2001

remained within a safe range. The ratio of

2003

Note: 1) At the end of each year
Source: KIS-Value, The Bank of Korea

2005

1H 2007

dropped slightly thanks to their strong cash flow, the
dependence of SMEs on borrowings rose due to their

13) Amongst Korea exchange-listed firms, the operating income of
export-oriented SMEs decreased 23.6% while their sales increased
4.5%.
14) Net interest expenses = interest expenses - interest income
15) Net interest coverage ratio = operating income / (interest expenses interest income)
16) Ratio of stockholders' equity to total assets = stockholders’ equity /
total assets
17) Dependence on borrowings = total borrowings / total assets

- 29 -

Financial Stability Report October 2007

<Figure II-23>

increased demand for working capital in anticipation of

Distribution of large businesses by credit risk rating 1)
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High risk
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Medium risk

Low risk
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an economic rebound and the influence of aggressive
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competition among banks to heighten their market
shares.
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The current ratio,18) a measure of short-term solvency,
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rose among large businesses, remained stable in SMEs
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with significant improvements made in the company of
the lower 10th percentile. Meanwhile, the ratio of

2001
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Note: 1) For the first half of each year
Source: KIS-Value, The Bank of Korea

companies’ cash reserves to total assets19) fell
somewhat in response to the expansion of investment
generated by the economic recovery.

<Figure II-24>
Distribution of SMEs by credit risk rating 1)
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Moderate increase in high-risk SMEs
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Analyzed using a corporate credit risk assessment
model,20) the proportion of high risk businesses dropped
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SMEs due to deteriorating profitability.
In the transition matrix, SMEs have a higher possibility
of their credit ratings worsening than large businesses.

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

While the probability of large businesses’ transition
from the low or medium risk bracket to the high risk

<Table II- 3>

bracket was 19.6%, the probability of this for SMEs

Transition matrix
(Large businesses)

First half of 2006

marginally among large businesses, but rose among

(%)

First half of 2007

High risk
Medium risk
Low risk

High risk Medium risk
77.2
17.2
2.4

22.2
66.7
27.6

Low risk
0.6
16.2
70.1

(SMEs)

(%)

First half of 2007

was 33.0%. And also, the probability of low risk-rated

18) Current ratio = current assets / current liabilities
Trends of cash reserves-to-total assets ratio 1)

19)

First half of 2006

High risk

Medium risk

Low risk

High risk
Medium risk
Low risk

78.3
28.4
4.6

21.5
63.3
35.6

0.2
8.3
59.8

Source: KIS-Value, The Bank of Korea

Large businesses
SMEs

2003
4.1
7.2

2004
4.0
6.8

2005
4.7
7.9

(%)
2006 2007.6
4.5
4.1
7.6
7.3

Note: 1) End of period basis
Source: KIS-Value

20) The current method partially modifies the credit risk assessment
model of the Central Bank of Norway (Norges Bank) which was
previously in use. For more information, see <BoxⅡ-3> ‘The new
corporate credit risk assessment model.’
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SMEs retaining this rating was also lower than in the
case of a large corporation.
Considering their favorable profitability, the sound
financial status and the ample liquidity, businesses’
overall debt servicing capacity is evaluated as not
having fallen. However, in the light of increase of the
number of companies posting deficit, the debt servicing
capacity among precarious companies seems to be
weakened somewhat.
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<Box II- 3>

The new corporate credit risk assessment method
The evaluation of credit risk of Korea Exchange-listed firms presented in previous Financial Stability Reports
made use of the corporate credit risk model developed by Norges Bank,* which assesses corporate credit risk
based on indicators of profitability, liquidity and financial health. In the wake of changes in the corporate
environment, however, doubts have arisen over the reliability of the composite risk ratings that rely on the
particular indicators generated under this evaluation model.
* For more detailed information, see the Financial Stability Report of October 2003, p. 46.

To overcome these problems and adapt the evaluation model in a way that better reflects the situation of
Korean companies, a further risk grade has been added to the two risk ratings of the liquidity indicator, moving
from a two-tier to a three-tier rating system. The thresholds used in the classification of risk levels have also
been modified in a manner that is more appropriate to the situation prevailing st among Korean companies.
The thresholds have been re-determined, taking into consideration the distribution of financial ratios and
medians, and different values are applied depending on the size of companies. Meanwhile, to enable the
general use of the same weight for all three ratios, namely profitability, financial health and liquidity, the 18
levels used in the original risk classification system have been further sub-divided to give 27 levels.
The results obtained using the modified method reveal that more stable movements in the distribution of low
and high-risk rated companies than under the original evaluation model, for both small and medium-size
companies and large corporations.
Credit risk classification
Risk range (27 levels)
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

Profitability1)
H
H
H
H
H
H
H
H
M
M
M
M
M
L
L
H
M
M
M
M
L
L
L
L
L
L
L

Liquidity2)
H
H
H
M
M
M
L
L
L
H
H
M
M
H
M
L
H
M
L
L
H
H
M
L
M
L
L

Financial health3)
H
M
L
H
M
L
H
M
H
H
M
H
M
H
H
L
L
L
M
L
M
L
M
H
L
M
L

Composite rating (3 tiers)
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
High risk
Medium risk
Medium risk
Medium risk
Medium risk
Medium risk
Medium risk
Medium risk
Medium risk
Medium risk
Low risk
Low risk
Low risk

Notes :1) Profitability indicator (P) = Sales / (Cost of goods sold + Selling and administratne expenses), For small and medium-size companies,
H (high risk): P<105%, M (medium risk) : 105%≤P≤108%, L (low risk): P>108%
For large corporations, H: P<100%, M: 100%≤P≤106%, L: P>106%
2) Liquidity indicator (L) = Operating capital/ Sales = (Current assets ‐ Current liabilities)/ Sales, For small and medium-size companies,
H: L<85%, M: 85%≤L≤110%, L: L>110%, For large corporations, H: L<18%, M: 18%≤L≤30%, L: L>30%
3) Financial health indicator (F) = Equity capital/ Total capital, H: F<35%, M: 35%≤F≤55%, L: F>55%

- 32 -

Ⅱ. Changes in the environment for financial stability

4. Real estate market

Housing prices stabilize
<Figure II-25>

Since the beginning of 2007, there have been far more

Apartment transaction price indices and trading volume
150

(Sept. 2003 =100)

(10,000 units)

25

clearly evident signs of price stabilization in the
housing market. The rate of increase in Seoul
apartment prices (based on the monthly average rate)

Seoul apartment transaction
price index (LHS)
120 All city apartment tramsaction
price index (LHS)

20

fell from 4.2% in the 4th quarter of 2006 to 0.4% in the

15

1st half of 2007 and 0.2% in the 3rd quarter of 2007.
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Apartment prices in the Gangnam area of Seoul, for
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5

90

All city trading volume
(RHS)

long a fast-appreciating housing market, dropped 0.3%
0
2000

0
2001

2002

2003

2004

2005

2006

2007

Source: Kookmin Bank, Korea Land Corporation

during the 2nd quarter of 2007, with the softening of
prices, especially noticeable among units expected to
be redeveloped, before rebounding a modest 0.1% in
the 3rd quarter. Amid expectations of price declines,
apartment trading volume continued on a downward
path, with particularly large declines seen in Seoul and
the Gyeonggi region.

<Figure II-26>

The continuing trend toward price stabilization is due

Housing price appreciation1)
5

(%)

Nationwide
Gyeyang-gu, Incheon

Eunpyeong-gu, Seoul (%)
5
Siheung

4

4

3

3

to a combination of several factors: the increased tax
burden from the comprehensive real estate holding
tax,21) heavier capital gains tax on home owners
possessing more than one residential property,22) and
the toughening of mortgage lending rules.23)

2

2

1

1

apartment lotting-out prices, a rule extended to the

0

private-sector developed units since September 2007, is

0
2007.1

7

Note: 1) Changes from the end of the previous month
Source: Kookmin Bank

Meanwhile, the imposition of a ceiling on new

expected to also contribute to the downward

21) The average effective rate for the comprehensive real estate holding
tax will be raised to 1% by 2009.
22) Starting from 2007, a capital gains tax rate of 50% (actual transaction
price basis) will be assessed on a secondary residential property.
23) A restriction of one housing finance loan per borrower is imposed on
apartment properties within speculative zones, and stricter LTV and
DTI ratios are applied.
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<Figure II-27>

stabilization of house prices. Provided the government

Indices of projected house price and houses offered for sale
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11/15 Measure
Projected house price index
Number of houses (LHS)
offered for-sale index
(RHS)

120

0
Date of
assessment of
comprehensive
real estate
holding tax
(June, 1)

stays on course with its current real estate market
policy, it is unlikely that there will be an excessive rise
in house prices in the foreseeable future.

40

80

Notwithstanding this, house prices have been rapidly
appreciating in new towns, new cities and other zones

80
120

40

where heated housing development is underway. This,
along with other indicators such as the projected house

0
2005.7

160
2006.1

7

2007.1

7

Note: 1) When the projected price index rises above (falls below) 100,
this suggests the likelihood of a price hike (drop) within the
forthcoming three months, and an apartment-for-sale index
above (below) 100 means the exhaustion (accumulation) of
the stock of apartments for sale.
Source: Dr. Apt.

price index, currently slightly above the reference value
of 100, and the number of houses offered-for-sale
index, hovering around 100, suggests that expectations
of price gains persist. Hence, some potential instability
cannot be ruled out in these booming housing
development zones and areas neighboring them.

<Figure II-28>

In the first half of 2007, the rate of increase in

Apartment lease deposit indices

apartment lease deposit slowed sharply. In Seoul area,

(Sept. 2003 =100)
120

120
All cities

110

110
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the monthly average rate of increase in apartment lease
deposit fell from 1.3% in the fourth quarter of 2006 to
0.3% in the first half of 2007 and 0.1% in the third
quarter of 2007, respectively. The phenomenon is
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Source: Kookmin Bank
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principally attributable to a trend of stabilization in
housing prices and the shrinking of rental demand,
caused by increasing homeownership, the decline seen
in number of marriages during this period,24) and finally
the widening of school zones and catchment areas.25)

24) The number of marriages jumped 5.2% in 2006, growing at a rate
three times that in the previous year (1.7%), thanks to many first
marriages being celebrated in this year of the lunar cycle, which is
traditionally believed to be auspicious for weddings. The
corresponding figure declined in 2007 most likely because the
wedding boom of the previous year had petered out.
25) Seoul’s Municipal Education Office plans to modify its school zoning
system, starting from academic year 2010, to allow all prospective
graduates from Seoul-based middle schools to apply for any high
school of their choice within the city’s jurisdiction.
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<Figure II-29>

Whilst lease deposits are expected to remain stable for

Land price fluctuation by region1)
(%)
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the near future, redevelopment projects causing

North chungcheong
South jeolla

Seoul
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housing removal in certain regions may drive up the
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prices of small to mid-size homes there.
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Land prices, after a significant softening in the
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beginning of 2007, have stabilized downward. The rate

0

of increase in national land prices peaked at 6.4%
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7

10 06.1 4
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10 07.1 4

Note: 1) Changes from the previous quarter(until 2004) and the
previous month (from2005) converted into annual percentage
rates
Source: Korea Land Corporation

Land appreciation rate slows sharply

(from the previous month; annual increase rate basis)
during November 2006, to taper off progressively to
3.6% in July 2007. This rate of increase is below the

<Figure II-30>

average annual rate (4.0%) recorded during the post-

Land price fluctuationby usage 1)
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financial crisis land price boom (1999~2006).
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By region, land prices in the Seoul metropolitan area
are still rising at a higher rate than the national average,
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By use of land, although prices are stabilizing in most
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land zones, there may be some upward price pressure

7

10 06.1 4
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due to development projects, such as its new towns and
cities. However, land prices in other areas are
registering rates lower than the nationwide average.

on industrial land, as the economic recovery gathers

Note: 1) Changes from the previous quarter (until 2004) and the previous
month (from2005) converted into annual percentage rates
Source: Korea Land Corporation

further pace.

<Figure II-31>

Moderate appreciation of commercial real estate

Office lease deposit index and vacancy rate in seoul
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(2001.Ⅰ =100)

7
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Lease deposit index (LHS)

4
110
Vacancy rate (RHS)

3

The prices of commercial properties have been on a
mild upward trend. In the first half of 2007, lease
deposits for offices in Seoul were up 1.9%, a slight
acceleration from 1.3% for the second half of 2006.
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100

90
2001.Ⅰ

2003.Ⅰ

Source: Korea Appraisal Board
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1

The vacancy rate among offices in the Seoul has

0

declined rapidly over the same period. The vacancy
rate, which had held steady in the 3~4% range ever
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since 2004, fell to the 2% level during the first quarter
of 2007, before declining further to 1.6% in the second
quarter. The falling office vacancy rate, an expanding
supply notwithstanding,26) is mainly attributable to the
increasing demand for office space caused by the
accelerating economic recovery. However, as the
supply of office space is expected to continue
increasing throughout the second half of 2007, thanks
to quite a few construction projects reaching
completion at this time, the vacancy rate is not
expected to fall further.

26) The supply of office space becoming available in the Seoul area
during the first half of 2007 is estimated to have tripled from the
corresponding period of last year.
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Ⅲ. Stability of the financial market
<Figure III- 1>
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increased their corporate loans by 43.8 trillion won,

<Figure III- 2>

almost doubling the scale of the previous year’s
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trillion won, a much faster pace than in 2006. The rate
of increase in corporate lending, however, decelerated
somewhat in July and August, as banks tightened their
risk management.
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<Figure III- 3>

specialized banks grew at a brisk rate, on the back of a
tightening of household lending regulations, which
incited banks, eager to expand their asset scale, to
funnel more money into this segment.1) Lending to
large corporations resumed its upward trend, as big

Corporate loan interest rates
(annual %)

By company size, lending to SMEs by commercial and
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Source: The Bank of Korea
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1) Changes in lending to corporates by commercial and specialized
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enterprises
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36.4
Note: 1) It excludes loans by domestic branches of foreign banks and the
Korea Development Bank
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the accelerating economic recovery by borrowing,

<Figure III- 4>

rather than issuing privately placed bonds, which banks

Rate of increase in SME loans 1) and interest rate
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Note: 1) Compared with the same period of the previous year
2) Interest rates on lending to SMEs (newly extended loan
basis) ‐ Interest rates on savings-type deposits (newly
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Source: The Bank of Korea

manufacturing sector expanded at a comparatively
lower rate, reducing the sector's share in total corporate
loans.
Banks’ lending rates on loans to SMEs (based on

<Figure III- 5>

newly extended loans) climbed 0.23 percentage points
during the 1st half of 2007, which was still below the
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managers in setting lending rates and abolished

and lending rates, a situation which is likely to have a
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negative impact on banks’ future earnings.

<Figure III- 6>
Household lending
(trillion won)
30

Changes in household
lending by commercial and
specialized banks (LHS)

Meanwhile, as a result of the intensified lending

(trillion won)
600
Household lending balance
outstanding (RHS)

20

500

10

400

competition among financial institutions, the ratio of
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2) Since July 2007, institutional guarantors of privately placed bonds have
been required to pay contributions to credit guarantee funds, just as
with regular credits. The new requirement is expected to increase the
cost of underwriting private placement bonds for banks.
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<Figure III- 7>

the management soundness of banks in the long run.
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added only 4.6 trillion won to their household loan
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book, far below that of the same period of the previous

Note: 1) New loan basis
Source: The Bank of Korea

year. This result, which occurred despite the growth in
unsecured loans, was mainly attributable to the
declining volume of housing finance loans.

<Figure III- 8>

Among non-bank financial institutions, household

Credit outstanding in the credit card company sector
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Loans (card loans + cash advances) (LHS)
Merchandise credit (LHS)
Total credit outstanding (RHS)
70

captured some of the demand for funds that banks were
(trillion won)

(trillion won)

100

80
50

unable to meet because of stricter lending regulations.
Banks’ interest rates on household loans have been on
a rather steep upward trend since the 2nd half of 2006.

60
30
40

Amid the rapid rise of CD rates, widely used as
reference rates for variable-rate housing finance loans,
there has been a steady expansion in the volume of

20

10
2001.3

2003.3

2005.3

2007.3

Source: The Bank of Korea

banks’ unsecured loans and loans by non-financial
institutions, on which are levied comparatively high
interest rates. This development is likely to have the

<Figure III- 9>

effect of increasing the interest burden on households

Number of credit cards issued and delinquency rates
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reflecting the brightening economic outlook. Although
the volume of loans outstanding (cash advances + card
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generally upbeat as consumer confidence is recovering,
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loans) remained little changed from last year, a mild
upswing is in progress in merchandising credits since
the beginning of 2007, resulting in a steady increase in
total credit. With credit card companies seemingly
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poised to adopt more aggressive marketing strategies in
a bid to increase their market share, the volume of total
credit outstanding is expected to continue on an
upward trend for the foreseeable future.
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<Box III- 1>

Herd behavior in bank lending to SMEs and its implications
Banks’ lending to SMEs, after a period of relative stability between
2004 and 2005, surged sharply during 2006 in response to fiercer
competition among domestic banks to expand the scale of their
assets, and its pace continued to accelerate in the early months of
2007. As a result, the share of loans to SMEs in total corporate
lending shot up to 50.9% and 81.7% in 2006 and 2007,
respectively, from around the 20% level in 2004~2005. The
concentration of lending is particularly biased toward small and
medium construction and real estate firms, which have grown
rapidly since 2006, in the wake of a real estate market boom. Loans
for facilities extended to other sectors have also recently come to be
used largely for real estate financing for office properties and land.

Changes in SME loans by commercial and
specialized banks
(monthl average, trillion won)

(annual %)
Changes in SME loans (LHS) 30

10

Changes in lending in Korean won
(LHS)
8 Rate of increase in SME
loans (RHS)
6

Rate of increase in
lending in Korean
won (RHS)

4

25
20
15
10

2

5

0

0
2003

2004

2005

2006

2007.1~6

Source: The Bank of Korea

The biggest contributing factor to this heavy loan concentration in the SME sector appears to be domestic
banks’ management strategy of quantitative expansion, fueled by their improved performance. The recent
tightening of housing finance lending rules came at a time when strong profitability had boosted the BIS
capital ratios of Korean banks to an all-time high. As the stricter regulations made their household lending
business more difficult, banks were led to seek further expansion in SME loans in order to maintain their ROE
at an appropriate level. To do so, they themselves absorbed the increased costs caused by the recent hike in
reserve requirement ratio and the downward adjustment of the Aggregate Credit Ceiling. Meanwhile, the
recent surge in the business sector’s capital demand has been another contributing factor in the massive growth
of SME loans. The latest real estate development boom caused the demand for funds in the construction
industry and other real estate-related sectors to rise sharply, at the same time as the financing requirements of
the general business sector for facilities development projects increased steadily as the economic recovery
gathered pace.
The growth of SME loans is a positive phenomenon, as the supply of capital to productive sectors contributes
to the national economy, by facilitating investment and the creation of jobs. However, the excessive
extension of loans to a particular sector within a short period of time has a far from minor negative impact on
the effectiveness of monetary and credit policy and the stability of the financial system. From a monetary
policy perspective, the phenomenon has been detrimental, for instance, to the effort by the Bank of Korea to
stem the rise in market liquidity, as the rate of increase in SME loans has continually outpaced that of their real
activities such as production and sales. Meanwhile, the fiercer interest rate competition among banks has
brought about considerable estrangement between the policy rate and banks’ deposit and lending rates in terms
of both the range and timing of fluctuations, acting to constrain the effectiveness of interest rate policy. From
the point of view of the stability of the financial system, even though the delinquency rates and substandard
and below loans ratios on SME loans (0.8% and 1.0%, respectively, at the end of June 2007) remain within a
healthy range, the recent exponential growth in this loan segment could, nevertheless, prove a potentially
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destabilizing factor. First, the increase of SME loans at a rate that is excessive compared to the growth of their
real activities has led to some of the funds being diverted to purposes other than originally intended, such as
real estate investment. Second, the interest rate competition among banks, as it reduces their spreads, is
weakening their overall profitability, and the expansion in CDs and bank bonds to generate funds for lending,
has the effect of worsening the stability of their funding base. Third, the shift of a significant portion of small
and medium-size business loans into the real estate sector, coming on the heels of a large growth in home
mortgage loans at the end of 2006, has further strengthened the correlation between banks’ performance and
the business cycle of the real estate market. Fourth, the dramatic expansion in small and medium-size business
loans, at a time when the corporate credit risk evaluation system is not yet fully operational at domestic banks,
suggests the possibility that the credit reviews they conducted could have been overindulgent, favoring, for
instance, non-financial attributes of borrower firms, over financial ones.
The policy authorities and financial institutions, therefore, need to make joint efforts at various levels, to
minimize any negative impact of this galloping growth in small and medium-size business loans on the
effectiveness of conducting policies and the stability of the financial system. The policy authorities should
continuously monitor the lending trend among banks, in the small and medium-size business sector, and
soundness of their loans, and enhance the analysis of small and medium-size companies’ debt-servicing
capacity and their credit risks. To ensure the health of small and medium-size business loans, authorities must
also step up their oversight on the credit evaluation methods used at banks to ensure that they are appropriate,
and keep a watchful eye over the use of loans to prevent that related funds are not used for purposes other than
intended. Further, strengthening prudential regulations may be needed for high-risk sub-segments (ex. industry
segments such as construction, real estate development, and lease sectors, or borrower segments like selfemployed, sole-trader borrowers), including the upward adjustment of the loan loss provisioning ratio.
As for financial institutions, they should make continuous efforts to improve the objectivity of their credit
evaluation model, at the same time as strengthen the internal control system so as to prevent the evaluation
from becoming overly indulgent, for instance, by taking into consideration items of loan applicants’
documentation that are not properly financial. They must, furthermore, consider conducting regular stress tests
not just on home mortgage loans, but also on small and medium-size business loans, in anticipation of negative
changes in macroeconomic conditions, among others. For foreign-currency loans, in which borrowers take
foreign exchange risk, financial institutions should monitor the effects of exchange rate changes on borrowers’
ability to service the debt, and help them, if necessary, to better manage related risk. Over a medium to long
term, to ensure stable growth and strengthen competitiveness, banks must consider revising their business
strategies. They should differentiate their business activities, by, for instance, specializing in one or more areas
of their respective strengths, rather than vying for shares of the same, limited market segments (ex. Housing
finance loans and SME loans) as they do now, and launch overseas expansion efforts.
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2. Bond market

Yields on Treasury bonds rise gradually

<Figure III-10>
Treasury bond yields and volatility1)

Since April 2007, secondary market yields on Treasury
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uptrend. After a short-lived downturn in the late July in
the wake of the problem in the US subprime mortgage
market, yields on Treasury bonds resumed their
upward movement in August, bolstered by the hike in
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generally mild during this period, benefiting from the

Note: 1) Volatility is calculated using the EWMA (exponentiallyweighted moving average) method
Sources: The Bank of Korea, KOSCOM

evenly matched supply and demand.
Since the beginning of 2007, the long- and short-term

<Figure III-11>

interest rate spread (the yield on Treasury bonds with

Long- and short-term interest rate spreads1)
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Note: 1) The dotted line is the long-term (January 1999 through
September 2007) average of yields on 3-year Treasury
bonds minus overnight Call rates
Sources: The Bank of Korea, KOSCOM

has repeatedly widened and narrowed, in line with the
fluctuating movement of Treasury bond yields. Once

long- and short-term interest rates is likely to gradually
come to an end, as expectations of economic
improvements build up, causing long-term interest
rates to drift higher.

3) The volume of net issuance of CDs in August 2007, amounting to 4.8
trillion won, was over twice the monthly average in the year to July
2007 (2.3 trillion won).
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<Figure III-12>

Credit spreads on corporate bonds widen
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which had been on a steady decline since the 2nd half
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of 2003,4) have begun to slowly widen since early 2007.
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the appropriate formation of spreads this year. Hence,
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credit spreads on corporate bonds have widened in line
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with those on bank bonds (AAA) (yields on financial

Notes: 1) Based on the averages of mark-to-market yields by 3 bond
valuation organizations
2) The average for the period between Oct. 20, 2000 and Aug.
31, 2007
Sources: KOSCOM

debentures minus yields on three-year Treasury bonds),
which have been issued in large quantities.5)

<Figure III-13>

However, supply in the corporate bond market is
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volume of their bond issuance, compensating for the
corporate bond squeeze in international markets,
triggered by the problem in the U.S. subprime
mortgage market. Another potential contributing factor
to the increased supply of corporate bonds is the
diminishing underwriting volume for privately placed
bonds. Meanwhile, the base of institutional investors’
demand for corporate bonds is likely to shrink due to

Note: 1) Percentage changes from the end of the previous month
Sources: Asset Management Association of Korea

the outflow of money from bond funds and MMFs in
response to rising stock prices and the persisting

<Figure III-14>

interest rate arbitrage-driven preference for Treasury
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4) Corporate bond spreads widened considerably during the 1st half of
2003, in the aftermath of the SK Global accounting scandal and the
credit card crisis.
5) The net issuance of bank bonds stood at 19.8 trillion won between
January and August 2007, and spreads on them broadened from 19bps
at the end of 2006 to 34bps at the end of August 2007.
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according to the credit rating, the widening could be
faster for low-grade bonds.6)

<Figure III-15>

Real estate project financing ABS market may
shrink

Real estate PF ABS 1) share in total ABS issues
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sluggish growth in real estate project financing loans,
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dampened by the real estate market stabilization
packages and the tightening risk management at banks.

Note: 1) Inclusive of real estate PF ABS and real estate PF ABCPs
Source: Korea Ratings

The volume of real estate PF ABCPs, with simpler
issue procedure than real estate PF ABS, however, has
been rapidly increasing and now accounts for as much
as 35% of total ABS issuance. On the other hand,
conditions are deteriorating for refunding real estate PF
ABCPs, as short-term market interest rates, including

<Figure III-16>

CD rates, have drifted significantly higher since
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estate project financing loans. This trend could, in the
long run, damage the creditworthiness of ABS issues
for real estate project financing loans, leading
ultimately to the squeezing of the overall ABS market.

6) The volume of high-yield funds investing primarily in low-grade
corporate bonds has been declining sharply since the beginning of
2007, shrinking the demand for low rated corporate bonds.
7) For more information on this topic, see <Box III-2> ‘The structure of
real estate project financing ABS.’
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<Box III- 2>

The structure of real estate project financing ABS
Real estate project financing ABS (Asset-backed Securities) are ABS having real estate project financing
loans* as their underlying assets. Entities known as SPV (Special Purpose Vehicles) buy loan debts from
lending financial institutions and issue ABS based on these loans. The principal of real estate project financing
ABS is repaid through the cash generated from real estate development projects. When the project in question
does not generate enough revenue to repay the principal, the debt burden is shifted onto the developer
company. Hence, depending on the outcome of the development project and the developer company’s
repayment ability, investors in real estate project financing ABS run the risk of losing their investment.
However, no such risk is run by the bank which initially issued the real estate project financing loan, as the
debts underlying the ABS have already left their hands.
* Real estate project financing loans mean loans supplying funds toward projects for developing apartment complexes and commercial
properties using project financing techniques.

Real estate PF ABS issue and repayment flow

Development Project

Financial institution
⑧ Repayment of the loan
principal and interest

⑦ Real estate sales
proceeds

④ Credit enhancement ⑨ Repayment of the ABS principal and interest

④ Issue of ABS

Developer (borrower)

SPV

ABS investors
⑤ Payment of ABS proceeds

② Loan issued
⑥ Payment for the loan purchased Developer

③ Loan sold
① Repayment guarantee

Loan

Originating financial institution

Real estate PF ABCPs are project financing loan-based ABSs that are issued in the form of commercial paper.
As the maturity of a PF ABCP is generally shorter than that of the real estate project financing loans
underlying them, they are continuously rolled over at maturity. This maturity mismatch between the ABCP and
the underlying debt instrument can lead to liquidity risk arising in the case of real estate PF ABCPs.
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3. Stock market

<Figure III-17>
Stock price and volatility1)
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Moving Average) method
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Following a temporary correction between February
and March 2007 due to stock market declines in China
and the US, the KOSPI, the Korean composite stock

<Figure III-18>

index, rebounded strongly to hit a historic high of
VIX1)

2,004 on July 25. It subsequently plunged, however, to
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1,638 on August 17, with the worldwide stock price
meltdown sparked by US subprime mortgage problems
and with foreigners’ net selling. The KOSPI has since
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then reverted to an upward trend, as major financial
markets have returned to stability.
The volatility index (VIX),8) which measures the
degree of risk aversion among stock investors, fell back

Note: 1) Stock price volatility index for underlying assets of the
KOSPI 200
Sources: The Bank of Korea, Korea Exchange

in September, after surging sharply in July. The Hui
Heubel ratio (HHR),9) an indicator of stock market
liquidity as well as stock price volatility, has also

<Figure III-19>

declined since September. Investor confidence has
HHR1) of stock market

accordingly gradually recovered, with the stock market
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becoming more resilient.
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Note: 1) Based on the KOSPI, 10-day moving average of daily HHRs
Sources: The Bank of Korea, Korea Exchange

8) The VIX for the KOSPI was calculated borrowing the method
developed by the CBOB. A high VIX implies a heightening degree of
risk aversion in stock investment.
9) HHR={(Highest price - Lowest price)/Lowest price}/(Trading
value/Total market capitalization)
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35.6% in the year to September, a rate far exceeding
<Figure III-20>

the average of 19.5% among four other Asian countries

Stock prices and price/earnings ratios in major
Asian countries
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financial market, the influence of key foreign financial
markets on domestic Korean stock prices has

Sources: Korea Exchange, Bloomberg

increased. Moreover, domestic stock prices appear

<Table III- 1>

particularly more sensitive to advanced market price
decline than price rises. During the periods of stock

Coefficients of correlaton among stock returns
in Korea/US and Korea/Japan1)2)
2004 2005 2006 2007.1~9

price decline in 2007,10) the coefficients of correlation

Periods of price rise Periods of price decline

among stock returns in Korea and the US and Korea

Korea-US 0.27 0.33 0.40

0.53

0.43

0.67

and Japan ranged between 0.67 and 0.86, well above

Korea-Japan 0.66 0.55 0.70

0.74

0.80

0.86

their levels during periods of price rises. In the future,

Notes: 1) Coefficients of correlation between daily stock returns
2) Same-day returns for Korea and Japan, previous-day returns for
the US
Sources: Korea Exchange, Bloomberg

therefore, when major economies’ stock prices drop
due to international financial market unrest, the
volatility of domestic stock prices also will likely to

<Figure III-21>

increase.

Stock market financing1)2)
Large corporations (LHS)
Small and medium-sized companies (LHS)
Treasury stock purchases (RHS)
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In the meantime, the net value of stock supply from
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offerings by small and medium-sized companies has
increased, due to the stock price appreciation and other
factors. However, the demand for capital has fallen
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sharply among large corporations having ample
liquidity. There has been a continuous increase in

2003

2004

2005

2006

2007.1~6

Notes: 1) Stock market financing by large corporations excludes the
financial sector
2) Treasury stock purchases based on the stock market
Sources: Financial Supervisory Service, Korea Exchange

treasury stock purchases (stock market basis) by

10) For the US stock market, the two periods of February 27 to March 16
(-4.1%) and July 26 to August 16 (-6.8%) were considered as periods
of price decline, with the rest being classified as periods of price
appreciation or recovery.
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businesses, for the purposes of defending management
rights and supporting stock prices.

Foreign investors’ net selling continues

<Figure III-22>
Foreigners’ net buying in Asian emerging markets
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grown further in volume since June,11) due to profittaking and international portfolio adjustment in line
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with the international market uncertainties. As a result,
the share of foreign-owned stocks in total market
capitalization fell from 37.2% at the end of 2006 to

Note: Cumulative data since 2004
Sources: Korea Exchange, Bloomberg

33.2% at end-September 2007. This share, however, is
still significantly above those in other emerging market

<Figure III-23>
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Sources: Korea Exchange, Asset Management Association of
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have contributed to an easing of downward pressure on
stock prices by partially offsetting the foreighers’ net
selling (15.4 trillion won) that took place during the
same period. Considering the continued expansion of
the institutional investor demand base, mainly led by
the increase in stock-type funds, the impact on the
domestic stock market of in- and outflows of foreign
capital appears to be on a gradual decline.
11) Foreign net selling amounted to 3.5 trillion won in June, 4.8 trillion
won in July and 8.5 trillion won in August.
12) In 2006, the average foreign share of total market capitalization in 15
countries including Korea, Taiwan, India and Brazil was estimated at
25%.
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4. Foreign exchange market

Foreign borrowings surge

<Figure III-24>
Balance of payments

Although the current account is maintaining a balance,
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predominance of supply over demand in the foreign
exchange market has therefore continued.
The current account recorded a moderate surplus of US
$ 530 million between January and August 2007. This
result, occurring despite a sizeable surplus in the goods
account, owed to substantial growth in the service
account deficit, reflecting increased travel

7

Source: The Bank of Korea

expenditures, and to deficits in the income and the
current transfer accounts. The capital account
registered a surplus of US $ 11.69 billion, even as
overseas direct and stock investment by Korean
residents increased. This was due to sharply expanded
foreign borrowings by banks for positional adjustment
following large-scale exporters’ (shipbuilders and

<Figure III-25>
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1,500

50

from US $ 263.4 billion at the end of 2006 to US $
311.1 billion at the end of June 2007. The ratio of
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floating external debt13) to total foreign reserve holdings
likewise soared, rising from 58.2% at the end of last
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year to 65.9% at end-June 2007. However, given the

Source: The Bank of Korea

13) Short-term debt + long-term debt reaching maturity within one year or
less
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continuing accumulation of foreign reserves,14) and the
fact that the floating external debt ratio is still well

<Figure III-26>

below the IMF-recommended maximum (100%),
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bonds, after having remained generally stable since the
second half of 2006, climbed in late July to their
highest level since May 2004. Spreads on short-term
foreign borrowings by domestic banks, which had been

<Table III- 2>

within the 5bps range at the beginning of 2007, also

Spreads on short-term foreign
borrowings by domestic banks 1)

rose sharply starting from August.
(bp)

Dec. 2005 Dec. 2006 Mar. 2007
9
7
5

Jul.
6

Aug.
11

Sep.
18

Note: 1) Spread on Libor, period average basrs
Sources: The Bank of Korea

Meanwhile, amid continuing sales of forward contracts
by exporters and residents related to overseas
investment, foreign exchange swap rates have
continued on a downward trend, with demand for swap

<Table III- 3>

purchases increasing massively due to the authorities’

Swap rates and domestic-foreign interest rate differentials
(period average, %)

Foreign currency
swap rate (A)1)
Domestic-foreign
interest rate 2)
differential (B)
Difference
(A-B, %p)

2005
-0.33

2006 Apr.2007 Jul.
-0.93 -0.71 -0.82

Aug.
-1.23

Sep.
-1.01

-0.07

-0.66

-0.31

-0.10

0.10

0.27

-0.26

-0.27

-0.40

-0.72

-1.33

-1.28

policy efforts since mid-April 2007 to reduce foreign
bank branches’ borrowings from their head offices,
including tax revisions to encourage increased foreign
branch capitalization.

Note: 1) one-year maturity basis
2) Monetary Stabilization Fund bonds(1-yr)-Libor(1-yr)
Sources: The Bank of Korea

14) The nation’s foreign reserves amounted to US $ 210.4 billion at the
end of 2005, US $ 239 billion at the end of 2006 and US $ 257.3
billion at the end of September 2007.
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<Figure III-27>

Since late July, swap rates have fallen sharply,15)

Maturity gaps between foreign currencydenominated assets and liabilities of domestic banks1)
3 months-1year

less than 3 months

affected by the increased uncertainties in the
international financial markets. This has caused

more than 1year
(%)

(%)

widening disparities between domestic and foreign

30

30

20

20

interest rates, thereby increasing the incentive for

10

10

interest rate arbitrage transactions. This situation can

0

0

-10

-10

foreign debt and cause downward pressure on long-

-20

-20

term interest rates. The growing short-term foreign

-30

-30

borrowings, being particularly sensitive to changes in

-40

external conditions and movements of price variables,

-40

2004.6

12

2005.6

12

2006.6

12

2007.6

potentially lead to a further growth of short-term

can act as a factor causing expanded volatility in the

Note: 1) Banking accounts of domestic banks
Source: Banks’call reports

foreign exchange market.
Considering the maturity gap between their foreign
currency-denominated assets and liabilities, however,
domestic banks appear to have maintained sound
liquidity conditions. Through end-June 2007, the
<Figure III-28>

maturity gap ratios16) for maturities of not more than 3

Won-dollar and won-yen exchange rates
(won/US$, won/100yen)

months showed asset surpluses and those for maturities

(won/US$, won/100yen)

1,300

1,300

1,200

1,200

1,100

1,100

Won-dollar exchange rate

1,000

1,000

900

900

exceeding 3 months displayed liability surpluses.

Exchange rate volatility widens
After showing continued strength in the first half of

Won-yen exchange rate

800

800

700
2004.1

700
7

2005.1

7

Source: The Bank of Korea

2006.1

7

2007.1

7

2007, the Korea won weakened against the US dollar
in late July, due to foreigners’ net selling of domestic
stocks amid the increased uncertainty in the
international financial markets. However, with the

15) The foreign exchange swap rate for a given pair of currencies is
calculated by dividing the difference between the forward exchange
and spot exchange rates by the spot rate: [(forward exchange rate spot exchange rate) / spot exchange rate]. When there is a sudden
increase in selling of currency forwards by export firms, or a large
demand for foreign currency due to deterioration in overseas
borrowing conditions, the differential between the forward and spot
exchange rates narrows, pushing down the swap rate.
16) [(Foreign currency assets-foreign currency liabilities) / foreign
currency assets] 100

- 52 -

Ⅲ. Stability of the financial market

<Figure III-29>

dollar resuming its slide, the won has regained ground

Volatility of won-dollar, yen-dollar,
and won-yen exchange rates 1)

against it from mid-September and currently hovers at
around the 920 won/dollar level.

(%, annualized rate)

(%, annualized rate)

20

20

16

16
Yen-dollar volatility

the Japanese yen as well, to reach a level of 740 won

Won-yen volatility

12

The Korean won has been steadily appreciating against

12

8
4

per 100 yen at one point. However, yen-carry trade

8

unwinding brought the won down to the 790 won per

4

100 yen level at the end of September.

Won-dollar volatility
0
2004.1

0
7

2005.1

7

2006.1

7

2007.1

7

Note: 1) Calculated by the EWMA (Exponentially-Weighted Moving
Average) method
Source: The Bank of Korea

The volatility in the won/yen exchange rate has
increased significantly since late July, as yen/dollar rate
volatility expanded amid the international financial
market instability. The won/yen rate is likely to
continue to fluctuate wildly, considering the apparent
high yen/dollar rate volatility owing to international
movements of capital, related for example to the yencarry trade. Accordingly, foreign exchange risks for
borrowers with large yen exposure17) may increase
further in the future.

17) Much of the yen loans, which totaled US $ 14.05 billion outstanding
at the end of June 2007, have been borrowed by small and
medium-sized companies and self-employed sole traders. A sizeable
portion of them appear to be not hedged, and are therefore exposed to
exchange rate risk.
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Ⅳ. Soundness of financial institutions
<Figure IV- 1>

1. Soundness of banks

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

400

(%)

(trillion won)

40

Exposure to corporate sector (LHS)
Weight of exposure to large corporations (RHS)

350

35

300

30

250

25

200

20

150

15

100

10

50

5
03.Ⅰ

Ⅲ

04.Ⅰ

05.Ⅰ

Ⅲ

06.Ⅰ

Ⅲ

07.Ⅰ

Ⅲ

Commercial banks’ corporate exposure,1) which has
10.6% during the first half of 2007. This was clearly an

Source: Banks’ call reports

upshot of the tightening in housing finance loan

<Figure IV- 2>

regulations, which encouraged banks to further

Rates of increase/decrease in loans
to households and SMEs

increase their focuses on small and medium-sized

(Year-on-year basis)

70

Corporate exposure increases greatly

been on a steep upward curve since early 2006, jumped

0

0

Credit risk

(%)

(%)

business loans in their asset expansion strategies.
70
60

Another factor contributing to the widening of

50

corporate exposure was the growth in demand for

40
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business facility loans,2) in line with the expectations of

30

30

60
50

20

Changes in household lending

Changes in SME
lending
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10

10

0

0

-10
2000.1

-10
01.1

02.1

03.1

04.1

05.1

06.1

07.1

Source: Banks’ call reports

(End of period basis)
Manufacturing
Construction & real estate
Services

60

banks’ total corporate exposure climbed to a new high
end of 2006, as the uptrend in construction and real
estate business loans continued unabated. The growth

Changes in banks’ exposure to industrial sectors
(%)

By industrial sector, the share of the real estate sector in
of 22.5% at the end of June 2007, from 21.1% at the

<Figure IV- 3>

in loans to the manufacturing sector was driven
(%)
60
50

50
41.0

41.5

40.6

41.4

40

40.9

38.0

39.4

38.1

40
30

30
20

economic recovery.

17.5

18.0

21.1

22.5
20
10

10

0

0
2004

2005

2006

June 2007

1) The concept of exposure includes loans (won or foreign currency
loans, advances for payment on loss compensation related to payment
guarantees, foreign bills bought, credit card receivables, and private
placement bonds), CP (including guaranteed notes), acceptances and
guarantees outstanding, trust account loans, and merchant bank account
loans.
2) In the first half of 2007, banks’ loans to the manufacturing sector
jumped 10.9%, much faster than during the same period a year ago
(4.0%). Facilities loans to the manufacturing sector grew at an
especially brisk rate of 14.4% during this period.

Source: Banks’ call reports
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primarily by facilities development projects. The
manufacturing sector’s share in total corporate
exposure, however, is in the high 30% range.

<Figure IV- 4>
Dishonored bill ratio1) and corporate delinquency rates2)
(%)
0.20
Substandard and below loan ratio (RHS)2)

(%)

4

delinquency rates and the ratio of substandard and
below loans in the small and medium-sized business

SME delinquency rate (RHS)
3

0.15

In spite of the rapid rise in corporate exposure, the

Corporate delinquency rate
(RHS)
2

0.10

sector has remained low, and the dishonored bill ratio is
also at a low level below 0.05%. Considering the
steady improvement in corporate sector asset

0.05

1
Dishonored bill ratio (LHS)

0
2003.1

04.1

05.1

06.1

07.1

Notes: 1) Amout basis; including electronic-based payments
2) Three-month moving average
Source: The Bank of Korea, Banks’ call reports

0

soundness and the generally healthy financial
conditions of companies, credit risk in the corporate
sector is judged to be not high. The likelihood of banks
incurring bad debt losses from construction and real
estate loans is also not high, given the low delinquency
rate on real estate project financing loans3) and the
generalized holding of safety provisions such as
construction companies’ repayment guarantees and
collateral. The only exception might be loans extended
to provincial businesses affected by slumping real
estate activities.
Notwithstanding all of this, the delinquency rate is
generally a lagging indicator, and so the sharp surge in
small and medium-sized business loans and the
widening in exposure to the construction and real estate
sector during this period could pose burdens to banks
in credit risk management, by increasing their asset
concentration risk.4)
3) As of the end of June 2007, the share of real estate project financing
loans in banks’ total lending stood at 3.5%, and the delinquency rate on
related loans was a mere 0.2%. However, the share of project financing
loans among loans of mutual savings banks was high, claiming 29% of
total lending, with the delinquency rate a whopping 13%.
4) Concentration risk refers to the risk of loan losses arising either from
having a single large exposure or from having multiple exposures for
which the default rates are affected by a common risk factor. An
example is when a bank has an excessively large exposure to any one
borrower/industry segment, relative to its size of capital, total assets or
overall level of risk, so that there is a possibility of losses large enough
to undermine its overall soundness.
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Moderate decline in household credit risk

<Figure IV- 5>
Banks’ exposure to the household sector

Thanks to the strengthened risk management on
(%)

(trillion won)
350
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Exposure to household sector (LHS)
Weight of credit cards (RHS)
Weight of housing finance loans (RHS)

300
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housing finance loans, commercial banks’ rate of
increase in household exposure decelerated
significantly in the first half of 2007, rising by a mere
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40

high, as the household loan delinquency rate remains
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below 1%, and the LTV ratio for housing finance loans,
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0
0
02.Ⅰ Ⅲ 03.Ⅰ Ⅲ 04.Ⅰ Ⅲ 05.Ⅰ Ⅲ 06.Ⅰ Ⅲ 07.Ⅰ
Source: Banks’ call reports

1.1%. Overall credit risk in this sector does not appear

which comprise over 60% of total household loans
outstanding, continues in the range of 40%.5)
Household borrowers’ credit ratings have been
improving as well, with an especially high rate of
upgrade seen among investment-grade borrowers.

<Figure IV- 6>

The share of credit card receivables in banks’
Household sector delinquency rates1)
(%)

household exposure widened somewhat, from 5.1% at
(%)

18
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the end of 2006 to 5.3% at the end of June 2007, due to

16
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banks’ aggressive sales strategies. However, the

14

14

Credit card delinquency rate

12

12
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8

8

6

6
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Household loan delinquency rate

2
0
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lower 2% range during this same period.

4

Banks have been boosting their lending rates at a pace

2

much slower than the increase in market rates for quite

0

07.1

delinquency rate in the credit card sector fell to the

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

some time, due to the competition among them to
enlarge their market shares.6) Should banks’ profits
worsen due to a further shrinking in interest margins,
however, there is a possibility of them raising their

<Table IV- 1>
Distribution of banks’ loans by type
(%)

Fixed-rate
loans

Hybrid
loans

Variable-rate
loans

End of Dec. 2006

0.8

4.3

94.9

End of Jun. 2007

0.8

5.3

93.9

Note: Including six banks (KB, Woori, SC First, Shinhan, Hana, NACF)
Source: The Bank of Korea

5) The average LTV ratio among banks at the end of June 2007 was
48.8%, down 0.5%p from the end of 2006.
LTV ratios of housing finance loans
Dec.2005
51.8

Dec.2006
49.3

Mar.2007
49.0

(%)
Jun. 2007
48.8

Note: Including six banks (KB, Woori, SC First, Shinhan, Hana, NACF)

6) Over the period between the second half of 2005, when competition
among banks began in earnest, and the end of 2006, CD rates, which
are used as the reference rates for housing finance loans (new loan
basis) rose 1.25 %p. However, the increase in housing finance loan
rates was limited to only 0.70 %p.
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<Table IV- 2>

lending rates to ease the burdens on their profit

Increase/decrease in banks’ substandard and below loans
(trillion won)

2 Half 2005 1 Half 2006 2 Half 2006 1st Half 2007
nd

st

5.0

New loans

nd

4.2

4.6

margins.7) Variable-rate loans currently account for over
90% of banks’ total housing finance loans, and 80% of

3.6

them have rate adjustment periods of three months and
less. Hence, any extended rise in interest rates is bound

7.0

4.8

5.2

4.1

(redemption)

(2.8)

(2.1)

(2.0)

(1.6)

(write-offs)

(2.2)

(1.3)

(1.6)

(1.2)

to sharply increase the principal repayment burdens of

(sold)

households.

Disposed

(1.7)

(0.6)

(0.6)

(0.5)

Net increase

-2.0

-0.6

-0.6

-0.5

Term-end balance

7.0

6.3

5.8

5.3

Source: Banks’ call reports

Banks’ asset quality remains sound
In 2007, the ratio of substandard and below loans in

<Figure IV- 7>

commercial banks’ total lending continued on a steady

Substandard and below loan ratios

downward curve. Banks’ total new bad debt fell from
(trillion won)

Substandard and below loans (LHS)
Corporate sector (RHS)
Household sector (RHS)
Total loans (RHS)
Credit cards (RHS)
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4.6 trillion won in the second half of 2006 to 3.6 trillion
won in the first half of 2007, and the volume of bad
debt disposed of through redemptions, write-offs and

12

9

8

6

total new bad debt occurred during this period. As a

4

3

result, the substandard and below loan ratio was further

0

0

sales totaled 4.1 trillion won, exceeding the value of

reduce from 0.90% at the end of last year to 0.77% at
03.Ⅰ

Ⅲ

04.Ⅰ

Ⅲ

05.Ⅰ

06.Ⅰ

Ⅲ

Ⅲ
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Source: Banks’ call reports

end-June 2007. By borrower segment, the substandard
and below loan ratio fell 0.87% for businesses, 0.66%
for households and 1.07% for credit card borrowers.

<Table IV- 3>

By industry, the substandard and below loan ratio
dropped in all sectors. It remained consistently below

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

(%)

1% in the manufacturing and the construction and real
estate sectors, and also decreased substantially in the

2004

2005

2006

June 2007

Manufacturing

1.7

1.1

1.1

1.0

Construction & real estate

2.4

1.8

1.1

0.8

Services1)

2.2

1.7

0.9

0.8

below loans were in the past comparatively more

(Wholesale & retail trade)

1.9

1.3

0.7

0.7

(Lodging & restaurants)

3.7

4.1

2.8

2.0

numerous.

(personal services)

4.3

4.4

3.1

2.3

2.0

1.5

1.0

0.9

All industries

restaurant and hotel sector, where substandard and

Note: 1) Excluding real estate
Source: Banks’ call reports

7) In the year to July 2007, both CD rates and housing finance loan rates
climbed 0.13 %p, suggesting that banks’ lending rates are now
reflecting the movements of market interest rates.
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The ratio of bad loans (based on non-performing loans)

<Figure IV- 8>

to total loans among domestic commercial banks, since

NPL ratios of Korean and world’s 30 largest banks 1)
(%)

(19)

(19)

(20)

(19)

reaching the 1% range in 2005, has fallen steadily to

(%)

(20)

6

stand at 0.67% by end-June 2007. This is not only

5

5

below the average among US commercial banks,8) but

4

4

also well below the corresponding figure for the

3

3

world’s largest (top 30 banks in terms of core capital)

2

2

1

1

0

0

6

banks.
The amount of loan loss provisions of commercial

2002

2003

2004

2005

2006

2007.6

Notes: 1) In terms of core capital
2) : Average of Korean banks
3) Excluding Chinese and Japanese banks that have high NPL
ratio
4) Figures in parentheses represent the numbers of banks with
data available during the relevant years
Sources: Banks’ call reports, The Banker

banks, after a massive increase at the end of 2006,9)
remained stable through June 2007. Thanks to the
reduction of bad loans, banks’ ratio of loan loss
provisions to NPLs (the coverage ratio) increased by
10.9 percentage points from the end of 2006 to 198.5%
at end-June 2007. This ratio, far above that for US

<Figure IV- 9>

commercial banks, indicates a substantial improvement

Comparison of coverage ratios in Korea and the US
(%)

in Korean banks’ loss absorption capacities.

(%)

8
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Coverage ratio of US (RHS)

180

7
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Coverage ratio of Korea
(RHS)

5
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4

Meanwhile, the ratio of loan loss provisions to total
loans has stayed in the 1% range ever since the fourth
quarter of 2004, helped by the continuously low bad
debt ratio.

100
Loan loss provisions to total loans (LHS)
<Korea > <US>

3
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Ⅲ
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Ⅲ
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Ⅲ
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Ⅲ
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Note: Coverage ratio = (loan loss provisions / amount of NPLs) 100
Sources: Banks’ call reports, US FDIC

8) The average ratio of US commercial banks was estimated as 0.87% at
the end of June 2007.
NPL ratio of US commercial banks1)
(As of end-June 2007)

Total
0.87

(%)
By asset volume
Less than 0.1 0.1~1 billion 1~10 billion More than
billion dollars
dollars
dollars 10 billion dollars
1.03
0.89
0.86
0.86

Note: 1) Based on banks insured with the FDIC
Source: US FDIC

9) At the end of 2006, the Financial Supervisory Service strengthened the
loan loss provision standards by raising the loan loss reserve
requirements for normal loans and for precautionary loans, and making
precautionary and below contracted loans which are unused also
subject to loan loss provision requirements.
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Interest rate risk and market risk
<Figure IV- 10>

Interest rate risk declines

Repricing gap trends
(Based on local currency)
Up to 3 months

Up to 1 year

Over 1 year

The difference between banks’ interest rate sensitive
(trillion won)

(trillion won)
200

200

assets and liabilities, as calculated by their rate repricing

150

150

gaps,10) narrowed somewhat by the end of June 2007.

100

100

Compared to the end of last year, the positive gap

50

50

0

0

-50

-50

-100

-100
2004.6

12

2005.6

12

2006.6

12

2007.6

Notes: 1) Assets and liabilities belonging to up to 1 year include
those belonging to up to 3 months.
2) Rate-sensitive assets - rate-sensitive liabilities
3) Data from December 2005 and thereafter based on the
newly-made call reports
Source: Banks’ call reports

widened, while the negative gap between long-term
rate-sensitive assets and liabilities decreased slightly.
The positive gap stood at 156.2 trillion won for the up
to 3-month repricing cycles, an increase of 25.0 trillion
won compared to the end of 2006. For the over 1-year
repricing cycles, meanwhile, the negative gap registerd
30.6 trillion won, a decrease of 18.3 trillion won.
The growth of the positive gap between assets and

<Table IV- 4>

liabilities with up to 3-month repricing cycles is

Repricing gap schedule

(As of end-June 2007/ based on local currency)

explained by the reduction in banks’ overall liabilities.
(trillion won)

0-3 months 3-6 months 6-12 months Over 1 year
Interest-bearing
assets (a)
Interest-bearing
liabilities (b)
Repricing
gap (a-b)

between short-term rate-sensitive assets and liabilities

This has been caused, on the one hand, by an increase

481.9

73.7

71.5

126.6

in adjustable-rate loans with short interest rate repricing

325.7

103.6

148.6

157.2

cycles, and on the other by massive outflows of funds

156.2 (+)
<25.0>

29.9 (-)
<12.5>

77.2 (-)
<17.8>

30.6 (-)
<-18.3>

Notes: 1) The + and - signs in ( ) indicate the directions of the gaps, with a
(+) meaning an asset sensitive gap and a (-) a liability sensitive gap.
2) Figures in < > are changes in repricing gaps since the end of
Dec. 2006.
Source: The Bank of Korea

from money market deposit accounts and into CMAs
offered by securities firms.11) Meanwhile, the shrinkage
of the negative gap between assets and liabilities with
repricing cycles over one year came despite the
increases in issuance of financial bonds with
comparatively long interest rate repricing cycles12) and

<Table IV- 5>

in sales of special-series time deposits. It is due to the

Banks’ interest rate VaR
(trillion won)

Dec.
2005

Dec.
2006 (a)

Jun.
2007 (b)

b-a

VaR(A)1)
BIS capital (B)

3.6
64.6

4.8
75.5

2.0 (3.1)
82.9

-2.8 (1.7)
(7.4)

A/B (%, %p)

5.5

6.4

2.4 (3.7)

-4.0

Notes: 1) Interest rate shocks calculated based on five-year observed
values until end-2006, but applying 200bps for Jun. 2007
2) Figures in ( ) are VaR calculations applying the same interest
rate shock as for end-2006.
Source: The Bank of Korea

10) Rate-sensitive assets minus rate-sensitive liabilities in each time bucket.
11) The number of CMAs at securities firms increased from 1,450,000 at
the end of 2006 to 2,930,000 at the end of June 2007, with the total
balance growing from 8.7 trillion won to 19.4 trillion won.
Meanwhile, the balance for money market accounts (inclusive of
market-rate demand deposit accounts) fell by 12.5 trillion won during
the first half of 2007.
12) During the first half of 2007, the outstanding balance of financial
bonds issued by banks increased by 17 trillion won, with 74.6% of
new issues having interest rate repricing cycles of one year or longer.
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fact that the volume of core deposits, which are

<Figure IV- 11>

classified as long-term liabilities,13) has dropped

Volume of securities investment

sharply, while at the same time the volume of long-

Other non-marketable available-for-sale securities and held-to-maturity bonds (LHS)
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0

Note: Bank accounts, based on closing balances
Source: Banks’ call reports

end-June 2007. This was owing to the decreased
repricing gap between assets and liabilities having
repricing cycles longer than one year, which are

<Table IV- 6>

relatively more exposed to this risk. As a result, the
ratio of VaR to BIS capital also dropped 4.0% points

VaR of won-denominated bonds held by
commercial banks

from the end of last year to 2.4%, which is much below

(trillion won)

VaR1)
(Exposure)
(Interest rate volatility)2)

End of End of 2006 End of Jun.
2005
(a)
2007 (b)

b-a

0.39
102.6
5.6

0.01
8.8
-0.8

0.27
95.9
3.5

0.28
104.7
2.7

Notes: 1) 10-day holding period, confidence level 99%
2) Treasury bonds (3-year), EWMA-based daily volatility (bp)
Source: The Bank of Korea

the BIS recommended maximum (20%).
Although the impact on Korean banks of the
international financial instability caused by the US
subprime crisis in late July is likely to be limited, a rise
in interest rates or increased volatility of other price
variables in the domestic market could magnify their
interest rate risk.

<Figure IV- 12>
Duration and maturity distribution of
won-denominated bonds

(%)
60

Up to 1 year (LHS)
1 to 3 years (LHS)
Over 3 years (LHS)
Modified duration (RHS)

Slight increase in market risk of bond investment
(year)
2.5

At the end of June 2007, banks’ investment in
securities amounted to 159.9 trillion won, an increase

2.0
40

1.5
1.0

20

0.5
0
2005.6

2005.12

2006.6

2006.12

Sources: The Bank of Korea, banks’ call reports

2007.6

0.0

13) Of the total balance of deposits without maturity, the portion
qualifying as core deposits is evenly distributed among eight maturity
periods, ranging from 0-to-1 month to 4-to-5 years, and the portion
qualifying as non-core deposits is treated as deposits with a maturity
period of 0-to-1 month.
14) Calculated using the standard VaR method proposed by the BIS
(Bank for International Settlements), the interest rate volatility chosen
being the more conservative of either the five-year observed value or
200bps.
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of 7.9 trillion won from the end of 2006. However, due
to the massive increase in lending volume, driven by
small and medium-sized business loans, the share of

<Figure IV- 13>

securities in total investment assets fell 0.3 percentage

Stock investment trends
(%)
0.16
0.14
0.12

Other securities (RHS)
Stocks (RHS)
Short-term available-for-sale stocks (RHS)

18
16

Ratio of won-denominated shortterm available-for-sale securities
to total assets (LHS)

0.10

points from the end of 2006, to 17.1%. Investment in

(trillion won)

14

securities exposed to market risk totaled 110.8 trillion

12

won, 8.3 trillion won more than at the end of 2006.

10

0.08

trading securities and marketable available-for-sale

8

0.06

6

0.04

4

0.02

2

0.00
2003.6

2004.6

2005.6

2006.6

2007.6

0

Meanwhile, there was a slight increase from the end of
2006 in the VaR of bank’s won-denominated bonds,
which reached 0.28 trillion won at end-June 2007.

Source: Banks’ call reports

This increase, occurring despite the declining interest
rate volatility, is explained by the expansion in overall
duration, especially in medium-term bonds with
maturity periods of one to three years,15) and by the
increase in risk exposure related to bond investment.
Stock investment risk due to price fluctuations does not

<Figure IV- 14>

appear large, as stock price volatility remained low

Trading volume of derivatives and
their ratio to total assets1)
1,600

(trillion won)

throughout the first half of 2007, and as stocks
(times)

Balance of derivatives (LHS)
Half-year derivative trading volume (LHS)
Ratio to total assets (RHS)

1,400

1.2

comprise a mere 0.06% of banks’ total investment

1.0

assets, with their stock investment for trading

1,200
0.8

1,000

0.6

800
600

than half its amount at end-2006.

0.4

400
0.2

200
0

amounting to 0.5 trillion won at the end of June, less

2004.6

12

2005.6

12

2006.6

12

Note: 1) Bank accounts, end-of-month balance basis
Source: The Bank of Korea, Banks’ call reports

2007.6

0.0

Risk in derivative products remains low
The outstanding balance of banks’ derivative financial
product transactions stood at 953.4 trillion won at the
end of June 2007, an increase of 33.9% from the end of
the previous year (711.8 trillion won). As a result, the
ratio of banks’ balance of derivative securities to total
15) As of the end of June 2007, the share of medium-term bonds in total
assets held by banks amounted to 46.3%, up 5.5%p from the end of
2006 (40.8%).
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assets rose from 81% at the end of 2006 to 102% at
end-June 2007.
<Figure IV- 15>

By transaction type, the increase was especially sharp

Derivatives trading by product type
(trillion won)

in currency derivatives trading, such as forward

(trillion won)

600

Dec. 2005
Jun. 2006
Dec. 2006
Jun. 2007

500

transactions with export companies and currency swaps
600
500

seeking profits from interest rate arbitrage. There was
also a considerable increase in interest rate derivatives

400

400

transactions, aimed at hedging against interest rate

300

300

volatility.

200

200

100

100

The steady growth in banks’ derivatives trading

0

volume does not appear to warrant concern, however,

0
Interest rate derivatives Currency derivatives

Stock derivatives

as the amount of speculative transactions remains

Source: Banks’ call reports

minimal, and the exposure arising from this increased
volume is most often resolved through offsetting
transactions. However, the expanding volume of
currency forward transactions and currency swaps is
adding to the downward pressure on spot exchange and
long-term government bond rates, gradually increasing
the overall impacts of derivatives transactions on the
prices of the underlying assets.

Sharp increase in bank reliance on wholesale

<Figure IV- 16>

funding

Changes in banks’ fund procurement structures 1)
(End of period basis)

There has been a shift in banks’ fund procurement

Deposits (LHS)
CDs (LHS)
Bank bonds (LHS)
Other (LHS)
Share of wholesale funding (CDs + bank bonds) (RHS)
100

(%)

structures, whereby the contribution of traditional
(%)

30

deposits including money market account and time
deposits has steadily declined in favor of wholesale

80

25

60
20

funding sources such as CDs and bank bonds. In the
year to August 2007, banks’ wholesale funding jumped
by 40.8 trillion won, with its share in total liabilities

40
15

20

increasing 4.2 percentage points since the end of 2006,
to 27.3%. The share of retail deposits meanwhile, fell 5

0

2003

2004

2005

2006

Aug. 2007

10

percentage points to 67.6%.

Note: 1) Share in banks’ total funding (%)
Source: The Bank of Korea
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<Table IV- 7>

This massive increase in wholesale funding has been

Changes in funding among selected financial institutions

due to banks’ increased need to secure funds for

(in-period changes, trillion won)

Banks’ funding 1)
Deposits
(Demand accounts)
Wholesale funding
(CDs)
(Bank bonds)
Securities firms’
deposits2)
Asset management
companies’ deposits

2005
44.1
15.8
22.0
24.6
16.4
8.2

2006
73.1
25.7
10.8
43.0
11.4
31.6

2.8

11.5

8.7

17.3

30.3

31.6

Notes: 1) Exclusive of Korea Development Bank
2) RP basis
Source: The Bank of Korea

Year-to-August 2007
30.0
-17.7
-16.4
40.8
21.0
19.8

lending, mainly due to the outflows of money
(especially from low-cost deposits) from them and into
CMAs at securities firms,16) while at the same time they
continue their loan expansion strategies.
As the share of wholesale in total funding remains
rather low in absolute terms, the phenomenon is
unlikely to have a serious impact on banks’
management. However, considering the trend of
change in banks’ business behavior to more
dependence on the market,17) there is a possibility of the
ratio of CDs and bank bonds in banks’ total funding
growing further. A heavier reliance on wholesale
funding can drive up funding costs for banks, and
increase the sensitivity of funding to changes of
investor confidence and market conditions, causing a
reduction in banks’ funding stability. As a result, the
possibility of bank exposure to liquidity risk in any
event of negative financial market shock appears to
have become higher than in the past.18)
16) In the year to August 2007, the balance of money market account
deposits at banks fell by 16.4 trillion won, while total deposits at
securities companies increased by 8.7 trillion won, driven principally
by CMA deposits. In response to this desertion by customer deposits,
some domestic banks have begun to offer high-interest demand
accounts such as sweep accounts. For more information on this topic,
see <Box IV-1> ‘Domestic banks’ introduction of sweep accounts
and their impacts.’
17) The banking sector’s dependence on the market is increasing rapidly
worldwide, as banks business operations related to financial products
has shifted from the traditional buy-and-hold model to an
originate-and-distribute model, under the influence of recent financial
innovation, progress in information technology, and the accelerating
trend toward securitization. For further information on this subject,
refer to ‘Basel II and Financial Institution Resiliency’ (a speech by the
president of the Netherlands Central Bank; July 2007) and to the
Bank of England’s ‘Financial Stability Report’ of April 2007.
18) Northern Rock, a UK bank with no known profitability or asset
soundness-related problems, faced a severe liquidity crisis in the
aftermath of the US subprime mortgage troubles. With marketable
deposits accounting for nearly 75% of its total liabilities, the squeeze
in the short-term money market placed Northern Rock in a position
where issuing refunding securities on CP and other debt securities
reaching maturity was impossible.
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<Box IV- 1>

Domestic banks’ introduction of sweep accounts and their impacts
In August to September of this year, three Korean banks (Woori, Hana and the Industrial Bank of Korea) rolled
out new high-interest demand deposit products generically known as sweep accounts. The move was in part
prompted by the continuing deposit outflows toward CMAs offered at securities firms. Among other things, it
was also aimed at preventing the increase in customer migration expected upon entry into force in February
2009 of「the Capital Market and Financial Investment Services Act」
, a new law allowing securities firms to
participate in the retail payment systems.
Sweep accounts are hybrid deposit products which debuted full scale during the 1990s in the US. A typical
sweep account consists of one checking account and a linked high-yield investment account, between which
funds are transferred automatically without the account holder’s intervention. When the balance in the
checking account (demand account) exceeds a certain amount, the amount in excess is automatically
transferred to the high-interest account. In the opposite case, where the checking account balance falls below a
certain minimum or becomes insufficient to process a payment, the amount corresponding to the shortfall is
automatically transferred from the high-interest account.
The sweep accounts offered in Korea follow these basic principles, but the exact details vary depending upon
the bank. The Woori and Hana Bank sweep accounts can be linked, for automatic transfer, to internal MMDAs
as well as to CMAs at securities companies. In contrast, no fund transfers are involved in the accounts offered
by the Industrial Bank of Korea, which are single demand accounts in which any amounts in excess of the
minimum balances are credited higher interest rates.
Domestic bank sweep account structures
<Woori Bank>

<Hana Bank>

Bank

Bank

Insufficient
settlement funds

1 million
won

Excess
funds

<Industrial Bank of Korea>

Securities firm

Bank

Insufficient
settlement funds
Excess
funds

Customer-selected
maximum balance

High interest rate
(3.0-4.0% annually)
3 million
won

Investment

MMDA
Checking account
(non-interest bearing) (4.0-4.8% annually)

Checking account
CMA
(0.1-0.2% annually) (4.6-4.8% annually)

Checking account
(0.15% annually)

The introduction of sweep accounts, which are paid a high annual interest rate of 3-5%, is bound to drive up
Korean banks’ funding interest rates and erode their profitability. However, banks expect that they will help to
significantly lessen the deposit outflows to non-affiliated securities firms or other financial institutions.
The number of domestic banks offering similar types of products is likely to increase in the near future, as
many banks are known to be developing their own sweep accounts models. Sweep accounts currently target
mostly consumers directly depositing their paychecks, but if they are extended to corporate customers they
could spark quite strong demand, as they did in the US in the late 1990s.
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Profitability
<Figure IV-17>

Uptrend in net income continues

Structural changes in banks’ net income before taxes
(trillion won)
10

(trillion won)
10

Interest
Credit card income
Fees
Others

8

8

In the first half of 2007, commercial banks’ net beforetax income stood at 8.9 trillion won, a 20.7% year-onyear increase from 7.4 trillion won in the first half of

6

6

4

4

from beneficiary certificates and bancassurance

2

2

products, coupled with a huge increase in income from

0

0

sales of stock acquired through debt-to-equity

-1

1H 2004

1H 2005

1H 2006

-1

1H 2007

Source: Banks’ call reports

2006. The steady growth of sales commission revenue

conversion programs,19) for example from LG Card,
contributed to this result. Interest income grew only
marginally, however, despite the substantial expansion
of interest-earning assets,20) as intensifying competition
among banks caused a narrowing of spreads between

<Figure IV-18>

lending and deposit rates.

ROA trends of Korean and foreign commercial banks
(%)

(%)

3.5

3.5

3.0

3.0

2.5

US commercial banks

World’s top 30 banks1)

2.5

All commercial banks have been recording surpluses
since 2004. Their recent uptrend in profitability
continued in the first half of 2007, when their average

2.0

2.0

1.5

1.5

1.0

1.0

0.5

0.5

figure at large foreign banks, this result indicates the

0.0

sound profitability levels of domestic commercial banks.

0.0
-0.5

Domestic banks

ROA stood at 1.4%. Well above the corresponding

-0.5
-1.0

-1.0
1H 2003 1H 2004

1H 2005

1H 2006

1H 2007

Note: 1) Simple averages of ROA among the world’s top 30 banks
(based on size of tier 1 capital as of end -2006
Sources: Banks’ call reports, US FDIC, The Banker

19) During the first half of 2007, commercial banks’ available-for-sale
securities-related income, including proceeds from sales of stock
acquired through debt-to-equity conversion programs, more than
doubled from 1.4 trillion won during the corresponding period of
2006 to 3.1 trillion won.
20)
Changes in banks’ interest-earning assets
(trillion won)
1st Half 1st Half 1st Half 1st Half
2004
2005
2006
2007
Interest-earning assets1) 605.6
617.9
691.9
779.6
(Increase/decrease)
(41.8)
(12.3) (74.0) (87.7)
Note: Based on average balances in banking accounts
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Net interest margin shrinks

<Figure IV-19>
Net interest margin (NIM)1)

Continuing its recent downtrend, commercial banks’
(%)

(%)

3.5

3.5
Nominal NIM2)

2.5

2.5

1.5

0.5
-0.5

Real net interest margin 5)

Loan loss provision ratio3)

1H 2005

1H 2006

of 2007. The spread between lending and deposit

0.5

interest rates21) narrowed further, as the share in total

-0.5

liabilities of wholesale funding (more costly funding

-1.5

-1.5
1H 2004

declined 0.06 percentage points from the
corresponding period of 2006, to 2.24% in the first half

Overhead expense ratio for the
interest-earning assets4)

1.5

nominal net interest margin on interest-earning assets

1H 2007

Notes: 1) Excluding credit card sector
2) (Interest income - Interest expense)/ interest-earning assets
3) Net bad debt expense (excluding credit card sector)/ interestearning assets
4) Total overhead expense for the interest income sector /
interest-earning assets
5) Nominal NIM - loan loss provision ratio-overhead expense
ratio for the interest-earning assets
Source: Banks’ call reports

sources) grew at a time when banks are competitively
slashing lending rates in bids to expand their business
scales. This trend is expected to continue in the
foreseeable future, as the competition between banks
and non-bank financial institutions to attract low-cost
deposits and increase financial product sales is only
likely to intensify further, ahead of the entry into force
of「the Capital Market and Financial Investment
Services Act」
.
The real net interest margin, which takes into account
the ratio of overhead expenses for the interest income
sector and the ratio of loan loss provisions to interestearning assets, also decreased along with the nominal
net interest margin, as the pace of improvement in asset
soundness slowed from the first half of 2007.
Meanwhile, domestic commercial banks’ restructuring
efforts over the years have raised their cost efficiencies
and asset soundnesses to the levels of major foreign

21) Spreads between bank lending and deposit interest rates 1)

Newly extended
Outstanding

Dec.
2004
2.11
2.31

Jun.
2005
2.06
2.44

(monthly, %)
Dec. Jun. Dec. Jun.
2005 2006 2006 2007
1.60 1.50 1.59 1.55
2.41 2.17 1.98 1.98

Note: Weighted average of interest rates on loans - weighted average of
interest rates on saving deposits (excluding demand and money
market account deposits)
Source: The Bank of Korea
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country banks,22) and their room for increasing real
interest margins through cost cutting, as in the past,
does not therefore seem large.
In the future, commercial banks are expected to
maintain their current high levels of profitability,
providing there are no sudden deteriorations in the
domestic and overseas business environments.23)
However, the remaining potential for additional profit
growth appears significantly less than in the past.
Banks’ interest income, which accounts for much of
their overall revenue, has been stagnant recently, and
there seems comparatively little room left for further
increases in net interest margins. In the meantime, even
as fee income has been on a steady rise, an increasing
share of this income component comprises brokerage
fees on the sales of third party-originated products like
beneficiary certificates. It would thus seem difficult for
banks, through their own independent efforts alone, to
increase profits much in a short period of time. The
overemphasis in Korean banks’ business strategies on
the domestic market is another factor limiting their
prospects for continued profitability improvement.

Overhead expenses-to-total asset and non-performing
loan ratios of commercial banks in selected countries

22)

Korea
Overhead expenses-to1.41
total asset ratios1)
2)
Non-performing loan ratios 0.67

(%)
US Japan UK Germany
3.05 0.81 1.99

1.31

0.87 1.51 2.06

3.36

Notes: 1) Overhead expenses / total assets (data : first half 2007 for Korea
and US, fiscal year 2006 for Japan, calendar year 2006 for UK
and Germany)
2) Data: As of end-June 2007 for Korea and US, end-March 2007
for Japan, and end-2006 for UK and Germany
Sources: Banks’ call reports, US FDIC, Japan JBA, UK BBA, Bankscope

23) The sizes of banks’ operations are expected to grow further as the
overall economy expands, and their incomes from sales of stocks
acquired through debt-to-equity conversion programs are likely to
continue to rise during the coming two to three years.
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Capital adequacy
BIS capital adequacy ratio increases

<Figure IV-20>
BIS capital adequacy ratio1)
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600
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BIS capital (LHS)
BIS capital adequacy
ratio (RHS)

At the end of June 2007, BIS capital adequacy ratio of

(%)
Risk-weighted assets (LHS)
14
Simple capital adequacy ratio (RHS)
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Korean commercial banks stood at 12.55%, up 0.24
percentage points from the end of 2006. This increase
occurred despite the 7.8% jump in total risk-weighted

500
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400

8

300

6

expanding small and medium-sized business loans, as

200

4

equity capital grew at an even faster rate of 9.9%,

100

2

bolstered by huge net incomes and issuances of

0

securities for capital supplementation by some banks.

0
2003.6

2004.6

2005.6

2006.6

2007.6

assets in the first half of 2007, driven primarily by

Despite the rise in BIS capital adequacy ratio, however,

Note: 1) The calculation takes into account credit and market risk.
Source: Banks’ call reports

the ratio of simple equity capital to total assets fell 0.16
percentage points from the end of 2006, to 6.50%.24)
Domestic banks’ BIS capital adequacy ratio is

<Figure IV-21>
BIS ratio trends of Korean and foreign commercial banks
(End of period basis)

as some of the world’s largest banks. The possibility of

(%)

(%)

16

16
Domestic commercial banks

14

World’s top 30 banks

comparable to those of US commercial banks as well

is not high, however. Although asset growth is
14

1)

12

12

additional BIS capital ratio improvement at year’s end
expected to slow down somewhat, banks’ profits will
shrink in the second half, and they will also have to set
earnings aside for dividend payments.25)

10

US commercial banks

10

8

8
2003.12

2004.12

2005.12

2006.12

Equity capital structure improves

2007.6

Note: 1) Simple averages of BIS capital adequacy ratios among
world’s top 30 banks (based on size of tier1 capital as of
end-2006)
Sources: Banks’ call reports. US FDIC, The Banker

Banks’ large net income during the first half raised the
share of tier1 capital in their BIS equity capital from
69.2% at the end of last year to 71.6% as of end-June
2007. This, in turn, increased their BIS tier1 capital
24) This phenomenon is explained by the fact that income from sales of
stocks acquired through debt-to-equity conversion programs, which
has represented a large share of banks’ net income in recent times,
while it drives up the BIS capital adequacy ratio, does not affect
simple equity capital.
25) In calculating the year-end BIS capital adequacy ratio, an estimated
amount needed to pay dividends is subtracted from equity capital.
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<Figure IV-22>

ratio from 8.52% to 8.98%. Although not quite at the

BIS equity capital structure
(End of 2006)
Subordinated
liabilities with
maturity
15.6%
Loan loss
provisions
9.9%

Others
5.3%

Tier1 capital
69.2%

Subordinated
liabilities with
maturity
14.7%
Loan loss
provisions
9.4%

level of US banks, this ratio is slightly above the

(End of Jun. 2007)

average among the world’s top 30 banks (tier1 capital

Others
4.3%

basis),26) indicating that the overall capital composition
of Korean commercial banks is sound.

Tier1 capital
71.6%

Source: Banks’ call reports

26) Equity capital structure comparison among Korean and foreign
commercial banks
(%)
World’s top 30
Korea
US
banks1)
(Jun. 2007) (Jun. 2007) (Dec. 2006)
Tier1 capital ratio
8.98
9.58
8.822)
BIS capital ratio
12.55
12.20
12.122)
Tier1 capital/equity capital 71.6
78.5
72.8
Notes: 1) Based on volumes of tier1 capital as of end-2006
2) Simple averages of banks’ capital
Sources: Banks’ call reports, US FDIC, Bankscope
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2. Soundness of non-bank institutions
<Figure IV-23>

Life insurance companies

Changes in life insurers’ total assets
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Rate of increase in total assets (RHS)
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As of the end of March 2007, the total assets of Korean
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life insurance companies stood at 237.1 trillion won.
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over the past four years at a high annual average rate of
5

0
2003. 3

2004. 3

2005. 3
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Source: FSS

13.6%, bolstered by the upturn in variable life
insurance and other kinds of investment-type
insurance, whose sales have been increasing at a rate

<Figure IV-24>

much faster than for traditional forms of guarantee-type

Changes in a share of invested asset by portfolio
Government and public sector bonds
Stocks
Corporate bonds
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Life insurance companies’ assets have been growing
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insurance. Broken down by company size, asset growth

Beneficiary certificates, etc.
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was steeper among small and medium life insurance
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companies and foreign life insurance companies than
among large insurers, as the former benefited more
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from the sales boom in variable insurance products.
As for invested assets, the share of marketable
securities in life insurers’ portfolios steadily increased,
rising from 57.7% at the end of March 2003 to 63.9%

2003. 3

2004. 3

2005. 3

2006. 3

0
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Source: FSS

at the end of March 2007. Government and public
sector securities account for over half of the total
marketable securities held by life insurers, and are
claiming a continuously growing share. The portfolio

<Table IV- 8>
Shares of variable life insurance and marketable securities
(trillion won, %)

FY‘02 FY‘03 FY‘04 FY‘05 FY‘06
Written premiums

44.1

45.8

53.8

61.5

66.5

Share of variable insurance

0.4

1.5

4.4

13.6

17.3

share of stocks has been also expanding, on the back of
the buoyancy in investment-type insurance products.
Meanwhile, the decline in the volume of long-term,
high-grade corporate bonds observed in recent times

164.2

187.4

211.6

239.4

273.1

has shrunk the share of corporate bonds held by life

Share of marketable securities 53.9

57.7

60.6

62.8

63.9

(Share of stocks) 1)

8.7

8.2

10.9

11.7

insurance companies. The portfolio share of loans has

Total assets

6.6

Note: 1) Stocks’share of total marketable securities
Source: FSS

been falling steadily, from 26.9% at the end of March
2003 to 19.3% at the end of March 2007. This
phenomenon is chiefly attributable to the continuing
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decline in unsecured credit loans, offsetting strong
growth in policy loans issued to households.
The contribution of bancassurance, a rapidly expanding
marketing channel for life insurance products, in total
sales stood at 48.7% (based on first premium income)
during fiscal year 2006. Upon the implementation of
fourth-phase bancassurance in April 2008, the sales
share of this marketing channel in total sales is likely to
increase further.

Profitability stagnates

<Figure IV-25>
Life insurers’ net income
(trillion won)
25

Premium income (LHS)
Policy reserve (LHS)
Investment income (LHS)

The profitability of life insurance companies has been
at a standstill since fiscal year 2004. Although total

(trillion won)
3

Net income (RHS)

20

revenue grew during fiscal year 2006, boosted by an
increase in insurance sales and investment income, net

2
15

profit registered 1.9 trillion won, less than that from the
previous year, as the revenue growth was more than

10
1

offset by a larger rise in policy reserves.

0

Broken down by sources of profit,27) profitability

5
0
FY2002
Source: FSS

FY2003

FY2004

FY2005

FY2006

among life insurers continued to maintain a structure
whereby a high mortality margin and expense margin
compensate for a negative interest margin. Losses in
interest margin are widening, as market interest rates
rose, at a time when the allocation to low-yield
government and public-sector bonds remains high in
life insurers’ asset portfolios. During fiscal year 2006,

27) There are three principal types of profit margins that may be realized
by a life insurance company: mortality margin, interest margin and
expense margin. Mortality margin corresponds to the difference
between an insurer’s actual mortality experience and the expected
mortality used in pricing an insurance product; interest margin, the
difference between the interest rate an insurer earns on its investments
and the interest rate the insurer credits to a product; and expense
margin, the difference between expenses that are actually incurred by
an insurer and the expected expenses used in product pricing.
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<Figure IV-26>

the life insurance sector posted a huge expense margin

Net revenue structure by sources of profit

of 1.9 trillion won. This increase is mainly due to cost-
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Korean life insurance companies should, among others
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objectives, make efforts to enhance their interest
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pricing practices that tend toward excess profit.
For long-term improvement in their financial health,

margin, by benchmarking asset management

Source: FSS

techniques of peer institutions in the US and other
advanced countries, and diversifying their portfolios.

<Figure IV-27>
Changes in loans outstanding and
substandard and below loan ratio
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declining. The ratio of substandard and below loans has
been also falling, to stand at a healthy 2.8% at the end
of March 2007, suggesting that the level of credit risk

<Figure IV-28>

is fairly low among life insurers.

Life insurers’ exposure to other financial institutions
2.5

(%)

(%)

2.5

The share of borrowings in life insurance companies’
total liabilities is at a mere 0.3%, and the share of

Share of deposits in total assets

2.0

2.0

1.5
1.0

1.5

2%. This low level of mutual exposure suggests that

1.0

deterioration in individual life insurance companies is

Share of borrowings in total liabilities
0.5
0.0

0.5

2003.3

2004.3

2005.3

2006.3

2007.3

deposits with other financial institutions remains below

not likely to spread into other financial sectors.

0.0

Source: FSS
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<Table IV- 9>

Also, the solvency margin ratio,28) an indicator of

Changes in solvency margin ratio1)

capital adequacy, was measured at 232.9% at the end of
(%)

Overall
Top three
insurers
Small and
medium-sized
insurers
Foreign insurers

March 2007, far above the ratio recommended by the

2003

2004

2005

2006

2007

225.9

217.2

230.3

229.9

232.9

supervisory authority (100%). Among small and

238.3

228.1

242.4

237.4

239.6

medium-sized life insurers, the solvency margin ratio

100.8

149.3

177.4

221.8

226.7

more than doubled over the past five years, as they

245.0

190.5

192.1

193.6

204.4

Note: 1) End of period basis
Source: FSS

raised the amount of retained earnings and increased
their paid in capital by issuing new shares.
With domestic capital regulations scheduled to shift to
a risk-based capital system29) in 2009, there are other
changes in store, affecting the operating environment
of life insurance companies, such as the entry into force
of「the Capital Market and Financial Investment
Services Act」and the implementation of Phase 4
bancassurance, which will make it necessary for them
to increase their equity capital to strengthen
competitiveness.

28) Solvency margin ratio= [solvency margin (part of the equity capital) /
solvency margin standard (portion of the capital base at risk)]
100(%).
29) Under this system, risk weights used in the calculation of the solvency
margin ratio of a life insurance company vary according to the type of
asset and insurance product.
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Financial holding companies
Rapid growth in size of operations

<Figure IV-29>
Asset growth among financial holding companies
(Individual company assets)

60

Financial holding companies were introduced in Korea
(trillion won)

(trillion won)

60

Korea Investment Holdings
Hana Financial Group
Shinhan Financial Group
Woori Financial Holdings

50
40

50
40

30

30

20

20

10

10

0

0

2001

2003

2005

2007.6

in 2000, in order to facilitate the financial sector
restructuring then underway and to encourage
companies to consolidate into financial groups. There
are currently three bank holding companies - Woori
Financial Holdings, Shinhan Financial Group and Hana
Financial Group.30) There is also one non-bank financial
holding company, Korea Investment Holdings.31)

Source: FSS

At the end of June 2007, financial holding companies’
total assets had grown to 50 trillion won. Their asset
growth, in part owing to the establishment of new
<Figure IV-30>

financial holding companies and in part to the
absorption of more companies by existing ones, raised

Changes in financial holding groups’ shares of
total industry assets1)

700

(trillion won)

Woori Financial Holdings
Hana Financial Group
Shinhan Financial Group
Korea Investment Holdings

the total of financial holding group assets, calculated
35

600

30
Industry asset share (RHS)

500
400
300

on a consolidated basis, to nearly 600 trillion won.

(%)

25

Total assets
(LHS)

financial industry, from 12% in late 2001 when they

15

were first introduced, to 28% at the end of June 2007.

10

100

5

0

0

2002

2003

2004

2005

2006

2007.6

Note: 1) Financial holding groups assets are calcalated on a consolidated
basis, while overall financial industry assets, are a simple total of
the assets of banks, securities firms, insurance companies, asset
management companies, futures companies, mutual savings
banks, credit unions, and specialized credit institutions.
Source: FSS

also greatly increased their weight in the domestic

20

200

2001

With their assets expanding, financial holding groups

Currently, investments by financial holding companies
are mostly geared toward controlling subsidiaries, with
little credit provided to support subsidiaries’
operations. As of end-June 2007, over 90% of the three
bank holding companies’ assets consisted of shares

30) Financial holding companies are sub-classified into bank holding
companies and non-bank holding companies, depending upon
whether or not their subsidiaries include banks.
31) Sejong Financial Holdings, the first Korean financial holding
company, established in June 2000, had its business license revoked
in July 2004 due to insolvency. Woori Financial Holdings and
Shinhan Financial Group were incorporated in March and September
2001, Korea Investment Holdings in March 2003, and Hana Financial
Group in December 2005.
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<Table IV- 10>

held in subsidiaries. For the non-bank Korea

Asset composition among financial holding companies

Investment Holdings, meanwhile, subsidiary stocks

(As of end of June 2007)

Woori
Financial
Holdings

Loans
(loans subsidiaries)

Share 1)

Total assets
Marketable
securities
(subsidiary stocks)

Other

Shinhan
Financial
Group

Hana
Financial
Group

(trillion won)
Korea
Investment
Holdings

accounted for a slightly lesser share of total assets, at
84.8%. Even in the cases of Korea Investment
Holdings and Shinhan Financial Group, the two

14.7

24.0

8.8

2.5

98.7

90.0

99.7

91.8

(98.7)

(90.0)

(99.6)

(84.8)

loans of this type, credit extended to subsidiaries still

0.1
(0.1)

4.7
(4.7)

(-)

7.9
(7.9)

represents paltry 7.9% and 4.7% proportions of total

1.2

5.3

0.3

0.3

holding companies known to issue relatively more

assets, respectively.

Note: 1) Percentage shares in total assets
Source: Financial holding groups’corporate reports

Net income on the rise
Net income at financial holding companies has been

<Figure IV-31>

growing rapidly since 2004, on the back of strong

Net income trends among financial holding companies

performances of key subsidiaries like banks and
(trillion won)

(trillion won)

2.0

2.0

1.5

1.5

securities firms. During 2006, the net incomes of the
bank holding companies were in the high range of 1 to

Hana
Financial
Group

1.0
Woori Financial Holdings
0.5

1.0

0.5

Shinhan Financial Group
0.0
2002

2003

2004

2005

2006

in 2006 fell to the range of 300 billion won. In terms of
return on assets (ROA) and return on equity (ROE) Korean financial holding companies compared

<Table IV- 11>
Profitability1) of financial holding groups of selected countries
(%)

ROE

by large non-operating income realized that year,32) but
the two key profitability indicators - consolidated

Source: FSS

ROA

from the previous year. As for the non-bank holding
company, its net income had peaked in 2005, bolstered

Korea
Investment
Holdings

0.0
2001

2 trillion won, continued their strong growth trends

2004
0.8
(2.8)

Korea
2005
1.0
(8.1)

17.6
(9.3)

17.2
(33.1)

2006
1.0
(2.4)

US2)
(2006)
1.3
(‥)

Japan3)
(2006)
0.4
(‥)

16.8
(11.7)

12.9
(‥)

14.2
(‥)

Notes: 1) Profitability based on consolidated ROAs of bank holding
companies and simple averages of their ROEs figures in ( ) are
the corresponding figures for non-bank holding companies.
2) Citigroup, BOA and JP Morgan Chase
3) Mitsubishi UFJ, Mizuho and Sumitomo Mitsui
Sources: FSS, financial holding groups’annual reports

favorably with their overseas counterparts.
Meanwhile, the dividend payout ratio (dividends
paid/net income) of Korean financial holding
companies stood in the range of 20% in 2006,
significantly less than the corresponding figure among
their US counterparts (43%), but much higher than that
for their Japanese counterparts (11%). However, the

32) During 2005, Korea Investment & Securities, a subsidiary of Korea
Investment Holdings, recorded large non-operating income (432.9
billion won) derived from sales of stocks and real estate properties to
Hana Financial Group.

- 76 -

Ⅳ. Soundness of financial institutions

<Table IV- 12>

average dividend transfer rate (dividends paid/dividend

Dividend-related indicators among financial holding groups
(2006)

income) of Korean financial holding companies was
higher than in most other countries, at 75%, as they

(%)

Korea
Woori Shinhan Hana
Korea
Financial Financial Financial Investment
Holding Group Group Holdings

US1)

Japan2)

receive only moderate amounts of dividends from their
subsidiaries. This phenomenon is explained by Korean
holding companies’ preference for maintaining the

Dividend
23.8
payout ratio3)
(main subsidiaries) (25.9)

21.4

17.5

19.5

42.6

11.2

(21.0)

(32.3)

(-)

(‥)

(80.5)

dividend payout ratios of their subsidiaries at low

Dividend
transfer rate4)

85.3

55.8

‥

63.5

11.1

levels, i.e. having them retain relatively more earnings,

82.6

Notes: 1) Average ratios among Citigroup, BOA and JP Morgan Chase
2) Average ratios among Mitsubishi UFJ, Mizuho and Sumitomo
Mitsui
3) Dividend payout ratio = dividends paid / net income per share
4) Dividend transfer rate = dividends paid / dividend income
Sources: FSS, financial holding groups’annual reports

out of concern for their competitiveness.
Financial holding companies’ continuing growth in net
income has not, however, been accompanied by
improvements in their revenue structures.
The chief source of revenue for the bank holding
companies remains interest income received from
subsidiaries, and for the one non-bank holding
company it is brokerage fees. The fact that the
operations of financial holding companies are confined
to the domestic market also seems to be contributing to
the problem. What this suggests is that financial
holding companies are failing to sufficiently capitalize
on the synergies derivable from networking, due to
their lack of diversification of business lines. Korean
financial holding companies, therefore, need to learn
from the examples of their overseas counterparts and
make efforts for diversification in both revenue

<Table IV- 13>

structures and business models.

Changes in financial holding companies’
required capital ratios1)
(%)

2002

2003

2004

2005

2006

2007.6

[BIS
ratio]

Bank holding 122.3
companies2)

112.9

132.7

145.3

142.1

150.4

[12.2]

(Woori)
(Shinhan)
(Hana)

113.6
130.9
-

107.4
118.4
-

136.0
129.4
-

138.2
132.8
165.0

139.4
139.3
147.7

146.6
139.7
164.8

[12.3]
[10.3]
[13.9]

Korea
Investment
Holdings

-

307.4

403.9

245.3

247.3

305.3

‥

Notes: 1) Sum of net capital / sum of net required capitals
2) Simple averages of financial holding companies’capital ratios
Source: FSS

Healthy capital adequacy ratio
Helped by rising net income, financial holding
companies’ capital adequacy ratios have improved
substantially, and their overall capital structures remain
healthy. As of the end of June 2007, the BIS capital
ratio at bank holding companies was above the
minimum required (8%). For the non-bank holding
company, meanwhile, its required capital ratio was
- 77 -
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three times the minimum ratio required (100%).
The consolidated BIS capital ratio was comparatively
lower for Shinhan Financial Group, which took over
goodwill of huge value in its recent acquisition of LG
Card.33)

33) Tier 1 capital for the purposes of calculating the BIS capital ratio
excludes goodwill.
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<Box IV- 2>

Group-level performance of financial holding groups
Since the introduction of holding companies, movement toward consolidation into large financial groups has
accelerated in Korea. With the easing of the rules on establishment and operation of financial holding
companies in July 2007, and「the Capital Market and Financial Investment Services Act」scheduled to come
into force in February 2009, both the status and influence of financial holding groups within Korea’s financial
industry are expected to grow further in the future.
(Growth potential and profitability)
Accurately assessing the performance of financial holding companies is difficult at the moment, due to their
relatively short existence and the consequent lack of time series data. Notwithstanding this, their latest
operating results indicate strong performance, with both their growth potentials and profitabilities exceeding
the industry averages.
From 2004 to 2006, the average annual rates of asset growth and return on assets (ROA) at financial holding
groups (based on their banking, securities and life insurance operations), stood at 12.3% and 1.3%,
respectively. These figures were significantly above combined averages for the three sectors as a whole of
9.3% and 1.1%.
Average annual asset growth and ROA among financial holding groups(2004-2006) 1), 2), 3)
<Asset growth rate>
15

<ROA>

(%)

1.5

10

1.0

5

0.5

0

0.0
Financial holding groups

Overall

(%)

Financial holding groups

Overall

Notes: 1) The asset growth rate for financial holding groups is based on asset growthes at the banks, securities firms and life insurance companies
affiliated with them, while overall asset growth rate measures changes in assets at all domestic banks, securities firms and life insurance
companies.
2) The three-year average annual rate of asset growth is a simple average of the annual rates of growth for the three most recent years, calculated
based on total assets during each of the years.
3) The three-year average ROA is a simple average of annual ROAs for each of the years, calculated based on the self-assessed, weighted
average ROAs of the financial groups.
Source: FSS

(Productivity and cost efficiency)
In terms of their assets-per-employee and SG&A (Sales, General and Administrative) expenses-to-total assets
ratios, financial holding groups equaled or exceeded the averages for the banking, securities and life insurance
sectors overall, suggesting sound performance also relative to productivity and cost efficiency.
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In banking, the assets-per-employee ratio of financial holding groups amounted to 15 billion won between
2004 and 2006, which was roughly the same as the industry average (14.6 billion won). However, their
average annual rate of increase in this ratio was 8.6%, well above the industry average of 5.8%. The SG&A
expenses-to-total assets ratio, a cost-efficiency indicator, improved steadily among financial holding groups
down to a comparatively low 1.1%. Productivity and cost efficiency appeared generally high also for the nonbanking operations of financial holding groups, like securities and life insurance. One exception is the asset
size-per-employee ratio in the life insurance sector, which was far below the industry average, seemingly due
to the fact that most life insurance companies belonging to financial holding group are comparatively small
operations.
Productivity and cost-efficiency indicators by segment
(100 million won, %, %p)

Business segment

Indicator

Banking

Assets-per-employee
SG&A expenses-to-total assets 2)

Securities

Assets-per-employee
SG&A expenses-to-total assets 2)

Life insurance

Assets-per-employee
Operating expenses-to-insurance income2)

Financial holding groups
FY2006
% Change1)
150
8.6
1.1
△0.1
33
25.1
4.7
△5.3
69
42.4
7.7
△2.1

Overall
FY2006
146
1.2
27
5.6
107
8.1

% Change1)
5.8
0.1
20.1
△2.9
11.1
△3.9

Notes: 1) Average annual rates of change in the ratios between 2004 and 2006; for the SG&A expenses-to-total assets and operating expenses-toinsurance income ratios, however, figures represent total changes compared to 2003.
2) The SG&A expenses-to-total assets ratio are calculated on an average balance basis. The operating expenses-to-insurance income is the
ratio of operating expenses to total income derived from the insurance business.
Source: FSS

(Business diversification)
Given how the non-interest incomes of their affiliated banks exceed the average for the banking sector as a
whole, Korean financial holding groups appear to have made good progress toward business diversification.
Changes in shares of non-interest income in financial holding group- affiliated banks’revenues1)
25

(%)

(%)

20

25
20

Financial holding groups

15

15
Overall banking sector

10

10

5

5

0

2001

2002

2003

2004

2005

2006

0

Note: 1) Non-interest income / (net interest income + non-interest income), bank account basis
Source: FSS

However, Korean financial holding groups come up short when their performances are compared with the kind
of all-around competitiveness demonstrated by some of their foreign counterparts, who excel in wide-ranging
segments of the financial market, including securities and life insurance. In banking, Korean holding groups’
revenue structure is centered on interest income, and in securities it is centered on simple brokerage fee
income. Their operations, meanwhile, are almost exclusively based in the domestic market.
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Revenue structures of Korean and large foreign financial holding groups by business segment and region
(weight of interest income in total revenue)
100
Shinhan
Woori
Mizuho
50

Citigroup
RBS
Barclays
BNP Paribas

HSBC
Deutsche Bank
Credit Suisse

0

Hana

Mitsubishi
JPMorgan

BOA

(weight of domestic source income in total revenue) 100
0
50
Note: : The respective shares of domestic and foreign-source income among Korean financial holding groups are calculated based on
the income data of their bank subsidiaries
Source: Financial holding groups’annual reports (2006)

(Implications)
Under the process of consolidation begun on the heels of the wholesale restructuring in the late 1990s, mergers
are still taking place in the Korean financial market, between both financial institutions within the same sector
and from different sectors. Although the performances of financial holding groups have so far been strong,
their business structures are overly focused on traditional segments and their operations are conducted nearly
exclusively within national borders. They are therefore far from having positioned themselves to tap into the
potential synergies expected from large business networks.
Financial holding groups’ reliance on main subsidiaries 1)
100

(%)

Banks

Securities firms

Other financial companies

(%)

100

80

80

60

60

40

40

20

20

0

Woori Financial Holdings
Shinhan Financial Group
Hana Financial Group
Note: 1) Contributions of individual business divisions in consolidated total assets at end-June 2007
Source: FSS

Korea Investment Holdings

0

To contribute to the progress of the financial industry overall, Korean financial holding groups should
accordingly ensure that their affiliation structures are both horizontal and vertical, and promote initiatives to
establish overseas business presences enabling them to grow into global financial groups. These efforts must
be coupled with drives to disperse and manage the increased risk from the growing sizes of their operations
and globalization, by addressing risks specific to each business segment and region.
Building efficient and comprehensive risk management systems is all the more necessary at a time when
advances in FTAs and the passing of「the Capital Market and Financial Investment Services Act」signal major
changes in the financial environment in Korea. Enhancing risk management system efficiency requires the
strengthening of financial holding companies’ coordinating and supervising functions vis-à-vis their affiliates,
and a commensurate strengthening of the financial supervisory authorities’ oversight and surveillance of
holding companies. Equally important is the fostering of financial holding groups which are competitive in
diverse segments of the financial industry, ranging from banking to securities to insurance, which will not only
contribute to balanced growth of the financial sector, but also benefit consumers.
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Ⅴ. Changes in the financial infrastructure
<Table V- 1>
Settlement volume by payment system

1. Payment and settlement systems

(daily average)

Value

Volume

(thousand transactions, trillion won, %)

BOK-Wire
Retail payment
system
Bill clearing
system
Giro system
Interbank
networks
Total
BOK-Wire
Retail payment
system
Bill clearing
system
Giro system
Interbank
networks
Total

1st half 2006
(A)
8.4
14,988

1st half 2007
(B)
8.9
16,056

change
(B-A)/A
5.8
7.1

3,290

3,323

1.0

3,941
7,757

4,285
8,447

8.7
8.9

14,997
130.3
33.4

16,065
137.2
37.3

7.1
5.3
11.6

15.5

16.7

7.6

0.5
17.4

0.6
20.0

10.1
15.1

163.7

174.5

6.6

Settlement risk trends
In the first half of 2007, payment and settlements via
Korean won payment systems increased sharply, both
in volume and value. The value of large value
interbank Korean won settlements made through BOKWire amounted to 137.2 trillion won on a daily
average, up 5.3% over the same period of the previous
year, and that of settlements made via the retail

Source: The Bank of Korea

payment systems increased 11.6% to 37.3 trillion won,
driven by the expanding volume of internet banking

<Table V- 2>

transactions.

Settlement volume via CLS
(transactions, 100 million dollars, %)

1st half 2006
(A)

1st half 2007
(B)

Change
(B-A)/A

Volume
(daily average)

449,042
(3,621)

484,258
(3,905)

7.8

Value
(daily average)

11,114
(89.6)

15,957
(128.7)

43.6

The volume of foreign currency settlements made
through the Continuous Linked Settlement (CLS)
system jumped an impressive 43.6% from the same
period of the previous year, helped, among others, by

Source: The Bank of Korea

the increase of foreign exchange transactions. In spite
of this significant increase in the volume of

<Figure V- 1>

transactions in the first half of 2007, however, the

Volume of settlements via BOK-Wire during one-hour
period before closing time and incidence of delays

payment and settlement systems operated stably, and

(value basis)

80

(%)

Share of settlements during one-hour period
before closing time (LHS)
Incidence of delays (RHS)

(%)

70

the settlement risks were managed appropriately.
40

30

There was no incidence of settlement delays in BOKWire attributable to system errors or failures.

60

20

50

10

Meanwhile, the incidence of queuing caused by the
shortage of funds at participating banks was
substantially reduced (18.1% in 2006

40

0
2000

2002

Source: The Bank of Korea

2004

2006

1H 2007

14.0% in the

first half of 2007), as fund flows improved especially in
the case of domestic branches of foreign banks,
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resulting in the enhancement of the overall stability and
efficiency of the system. There was also a minor
improvement in the settlement bottlenecks occurring
toward the closing time of BOK-Wire, as the volume
of transactions conducted after 4:00 PM declined to
49.9% of the overall transactions, from 50.4% in 2006.
The simple average of the maximum utilization rates of

<Table V- 3>
Net settlement risk management in the first half of 2007
(100 million won, %, %p)

Total net debit caps1)
Maximum utilization
rate of net debit caps
Daily average net exchange
payment2)- (Morning)
Daily average net exchange
payment2)- (Afternoon)
Securities called for
as collateral1) (C)
Value of securities
deposited as collateral1)
Present value 1) (D)
Present valuation rate3) (D/C)

2nd half 2006
(A)
166,640
57.0

1st half 2007
(B)
224,700
63.2

Change
(B-A)
58,060(34.8)
6.2

net debit caps among net settlement participants grew
6.2 percentage points in the first half of 2007, to
63.2%, from 57.0% in the previous period, due to the
increased use of the Electronic Banking Network by
companies and non-bank financial institutions. During

30,583

33,355

2,772 (9.1)

the same period, some banks, for more stable

31,290

33,287

1,997 (6.4)

management of their net debit cap level, raised the

51,800

70,220

18,420(35.6)

53,704

72,590

18,886(35.2)

-

72,577
103.3

Notes: 1) At the end of the half year period
2) Total of net exchange payment for the half year/ the number of
days where net exchange payments occurred
3) Rounded off to one decimal digit
4) The figures inside the ( ) are % changes from the previous period.
Source: The Bank of Korea

amount allocated. As a result, total net debit caps at the
end of June 2007 amounted to 22.5 trillion won, up 5.8
trillion won (34.8%) over the end of the previous year.
The increase of net debit caps, in turn, drove up the
value of securities that participating institutions are
required to deposit with the Bank of Korea as collateral
to guarantee performance of net settlement. The value
of securities called for as collateral stood at 7.0 trillion
won at the end of June 2007, up 1.8 trillion won from
the end of 2006. This amount, based on the total value
of net exchange payments on June 27, 2007, the
highest in the first half, would be enough to meet all
settlement needs, even if the two banks with the two
largest settlement obligations (4.3 trillion won) failed to
perform settlements.
Meanwhile, the volume of settlements conducted
through the Delivery versus Payment (DVP) system
increased steadily, contributing to the reduction of
settlement risks associated with the occurrence on
different days of the two legs involved: the delivery of
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securities and payment for them. In addition, the sharp
growth of the volume of foreign exchange transactions
settled through the Continuous Linked Settlement
(CLS) System helped significantly cut the risk arising
from mismatches between currencies sold and bought
at settlement time.
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<Table V- 4>
Hybrid settlement systems in selected countries
Country
US
Germany
France
Italy
Singapore
ECB
Japan

System
CHIPS
RTGSplus
PNS
New-BIREL
MEPS+
TARGET2
RTGS-Xg

Date of implementation
2001
2001
1999
2003
2006
Nov. 2007 (projected)
2008 (projected)

Improvement of the payment and
settlement systems
The Bank of Korea launched continuous efforts to
improve the stability and efficiency of the payment and
settlement systems in Korea.
In February 2007, the basic design of BOK-Wire+, a
revised version of BOK-Wire which will offer

Source: The Bank of Korea

dramatically enhanced functionalities, was finalized,
allowing the project to move on to the system
development phase. BOK-Wire+ is scheduled for
<Table V- 5>

launch sometime during the first half of 2009. The new

Comparison of network access methods

Disadvantages

Advantages

Connection via terminal

Connection via server

- Ease of network implementation, - Convenience of being able to
simpler to develop and maintain
conduct the straight through
the system
processing for fund transfers, and
- The operation of BOK-Wire is
greater accuracy and safety
unaffected, in the case of system - Reduction of settlement risks 2) by
malfunction at participating
enlarging real-time fund transfers
institutions1)
- Suitable for simultaneously
- Suitable for processing small
processing large amounts of fund
fund transfers
transfer data
-Helps maximize participating
institutions’use of existing
electronic processes
- Fund transfer information needs - Potential security risk arising
to be re-entered by participating
from network vulnerabilities4)
institutions, which negatively
- Connecting servers of different
affects the accuracy and safety of types between the Bank of Korea
processing.3)
and participating institutions
- Not adapted for processing large requires a new network as well as
amounts of fund transfer data
new systems, and they can
- Not conducive to the expanded
complicate maintenance and
use of existing electronic
management.
processes at participating
- A system malfunction at
institutions
participating institutions can
disable access to BOK-Wire.5)

Notes: 1) Network disruptions affecting dedicated lines at participating
institutions can disable access to BOK-Wire.
2) Processing large funds transfer transactions, currently handled
through the retail payment systems of the Interbank Funds
Transfer Network or the Electronic Banking Network, through
the real-time gross settlement system of BOK-Wire can
substantially decrease risks associated with net settlement.
3) The manual input of details of fund transfer requests from
financial centers, by the user of a BOKWire terminal, both
increases the risk for errors and leaves the possibility open for
data tampering.
4) Participating institutions need security installations offering a
similar degree of protection as the equipment at the Bank of
Korea.
5) This problem may be remedied by allowing terminal-based
connection as an alternative mode of access.
Source: The Bank of Korea

project will introduce a hybrid settlement system,
adding simultaneous settlement functions to existing
gross settlement functions, and make possible direct
connections between the servers of participating
institutions and the Bank of Korea so that these
institutions can place fund transfer instructions from
both their head office and branches. Further, to enable
real-time tracking of the status of payments and
settlements ordered through BOK-Wire+ and facilitate
the day-to-day management of settlement liquidity, the
project will add a system for managing and monitoring
related information.
In the meantime, in accordance with「the Capital
Market and Financial Investment Services Act」
, passed
in July 2007, financial investment companies will be
allowed, starting from February 2009, to join the Retail
Payment System operated by KFTC (Korea Financial
Telecommunications & Clearings Institute), so that
they can directly handle retail payment transactions.
Further, with the amendment of「the Enforcement
Decree of the Checks Act」
, passed in June 2007, the
head offices of three small-loan finance institutions,
including the Korea Federation of Community Credit
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<Table V- 6>

Cooperatives, Federation of Savings Banks and the

Check truncation project and its implementation schedule
Category

Type of checks

Checks/
Cashier’
s checks
Bills
OCR coupons for
phone bills, medical
insurance and national
pension premium
payments

Stage I

Date of implementation
May 2000, Seoul
Aug. 2002, nationwide

Jul. 2000

Giro
coupons OCR coupons for
electricity bill payments Nov. 2000

Checks/
Bills
Stage II
Giro
coupons

KFTC and other OCR
coupons

Dec. 2004

Promissory notes and
other checks

Currently underway

KFTC and other
coupons

Dec. 2004

National and local taxes

Implemented by tax
authorities

Source: The Bank of Korea

National Credit Union Federation of Korea, are now
authorized to issue cashier’s checks. To ensure that the
increasing participation of non-bank financial
institutions in payment and settlement transactions
does not affect the operation of the Retail Payment
System, the Bank of Korea plans to implement
measures to guarantee its continued stability.
In April , the amendments to the current「Bills Act」
and「Checks Act」
, proposed by the Bank of Korea to
allow electronic data exchange for clearing and settling
promissory notes and checks, were approved by the
National Assembly, giving the green light to the 2nd
phase of its check truncation project. The electronic
truncation system, if applied to all bills and checks, can
dramatically reduce manpower and time requirements
at financial institutions, as it dispenses with the need
for the physical exchange of payment instruments.
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2. Domestic financial system

Capital Market and Financial Investment Services

<Table V- 7>
「Capital Market and Financial Investment
Services Act」highlights
Category

Description

Expanded
business
scope for
financial
investment
companies

- Permission for carrying out of capital market and financial
investment services within a single legal entity
∙Financial investment businesses are divided into six
categories: Dealing Financial Investment Products,
Brokering Financial Investment Products, Managing
Collective Investment Assets, Advising on Financial
Investment, Conducting Discretionary Investment
Business, and Undertaking Trust Assets.
Companies are allowed to engaged in more than one of
these categories of business at the same time.

Broadened
range of
financial
investment
products

- Determination of range of permissible financial products:
positive system negative system
∙ The financial investment products that may be offered
by financial investment companies are defined as all
financial products carrying no guarantee on the
principal.

Functional
regulatory
approach

- From institution-based regulation to function-based
regulation
∙ The regulatory approach consists of applying the same
rule for the same financial function, irrespective of the
type of entity engaged in the financial investment
business concerned.

Source: Ministry of Finance and Economy

Act
On August 3, 2007, the Korean government enacted a
new law to reform the capital market and promote fair
competition within it.「The Capital Market and
Financial Investment Services Act」
, intended to
stimulate investment banking, will enter into force on
February 4, 2009.
The new law divides capital market-related businesses
into six categories and, to encourage development of
larger financial investment companies, allows market
participants to engage in more than one category of
business. To permit companies to offer broad ranges of
products and services, financial investment products
are comprehensively defined as financial products
carrying no guarantee on the principal.
Further, the law authorizes the use of investment
advisors and strengthens the obligation of explanation
of investment products. Existing investor protection
mechanisms are also strengthened under this law,
which adds new measures to prevent conflicts of
interest. Upon entry into force of the new law, finally,
financial investment companies will be allowed to
directly offer retail payment services such as fund
transfers between accounts and ATM withdrawals and
deposits.

Regulatory incorporation of New Basel Capital
Accord
On June 22, 2007, the Korean Financial Supervisory
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Commission (FSC) revised its Regulation on
Supervision of Banking Business and Enforcement
Rules on Banking Supervision to incorporate
requirements under the new BIS (Bank for
International Settlements) capital accord, scheduled to
enter into effect from January 1, 2008.
When the New Basel Capital Accord enters into effect,

<Table V- 8>
Timeline for New Basel Capital Accord implementation

the current method of determining the BIS capital ratio,
based on uniform, asset-specific risk weights set by the

Date
Jun. 1999
Oct. 2004
Dec. 2004
Jun. 2007

Source: FSS

Description
∙Basel Committee announces New Basel Accord
∙Standards (draft) for calculating new capital adequacy
ratio completed
∙Timeframe and method for implementation of New
Basel Capital Accord decided
∙New Basel Capital Accord incorporated into financial
regulations including Regulation on Supervision of
Banking Business (amendments to enter into force Jan.
2008)

financial supervisory authorities, will be replaced by
one in which risk weights vary depending upon the
credit ratings of the borrowers. More importantly, each
bank will calculate its own BIS capital ratio, using the
risk assessment method of its choice. Further, the
calculation is to take into account additional
operational risk items introduced under the new rules.
As for risk measurement methods, the standard and
foundation approaches1) will be introduced in January
2008, and the advanced approaches2) one year later in
January 2009. During the one-year phase-in period in
2008, banks will be allowed to the current standards if
they so choose, provided they make their decisions
known to the Financial Supervisory Service (FSS)
ahead of time.
The new regulations require the FSS to maintain
oversight over banks to ensure that their self-assessed
capital adequacies duly reflect all of their relevant
risks. Meanwhile, banks are to abide by the highest
standards of transparency by making full disclosures of
risk and capital adequacy-related information.

1) The standardized approach and foundation IRB approach (for credit
risk) and basic indicator approach and standardized approach (for
operational risk)
2) The advanced IRB approach (for credit risk) and advanced
measurement approach (for operational risk)
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Reduction of tax deductible interest payment limits
for foreign bank branches
On July 12, 2007, the government announced a
lowering of the maximum amount of tax deductible on
interest paid on related-party loans for domestic
branches of foreign banks. The amount was reduced
from six times to three times a branch’s capital,
bringing it down to the level authorized for all other
business sectors such as manufacturing. This measure
is intended to reduce the recently sharply increasing
volume of short-term external debt from overseas,
driven particularly by borrowings of domestic foreign
bank branches from their parent banks. It is expected to
enter into effect from January 1, 2008, after
amendment of「the Enforcement Decree of the
Adjustment of International Taxes Act」
.

Restrictions on purposes of foreign-currency loans

<Table V- 9>
Changes in approved purposes for foreign-currency loans

Period

Approved loan purposes

Prior to Oct. 2001

∙Foreign currency payments to overseas parties
∙Foreign direct investment
∙Joint loans with the Korea Export-Import Bank
∙Repayment of principal and interest on
foreign-currency borrowings
∙Purchase of domestically-produced machinery
∙No purpose-related restrictions
∙Funds actually used overseas
∙Funds for manufacturing facilities investment

Oct. 2001-Aug. 2006
After Aug. 10, 2007

On August 10, 2007, the Bank of Korea revised its
rules on foreign-currency lending by foreign exchange
banks. From now on, the approved purposes for these
loans, issued to foreign residents in Korea, are limited
to funding expenses actually incurred overseas and to
financing of facilities investment. The change also
requires foreign exchange banks to ensure compliance
by following up on the statuses of the loans they issue.

Source: The Bank of Korea

This measure was prompted by the rapid increase
observed since 2006 in foreign-currency operating fund
loans, destined for conversion into won. The measure
therefore aims to curb the mounting upward pressure
on the won, caused by rising foreign currency loan
demand and the resulting growth in foreign currency
borrowings by foreign exchange banks. It should also
reduce the heightened exchange rate volatility.
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Strengthening of home mortgage loan risk
management for non-bank financial institutions
The recent implementation of home mortgage loan best

<Table V- 10>
Recommended debt-to-income ratios under home
mortgage lending best practice program

Home price
(appraised value)

Amount of
loan

DTI ratio
Banks/ Insurance Non-bank financial
institutions
companies

KRW 100
No more
million and over ±40%
than
(same)
KRW 300
KRW 50 - 100 ±50% 60%
million
million
and over
Less than KRW
(same)
N/A
50 million
Greater KRW 100 million ± 40% No more ± 45% No more
and over
than 60%
than 70%
than
No more
KRW 5000
85㎡
No more
±50%
±55%
than 70%
million
total
than 60%
Less than
floor Less than KRW 50
KRW
N/A
N/A
area
million
300
million
Up to
KRW 50
±50%
±55%
85㎡
million and
No more
No more
total
over
than 60%
than 70%
floor
Less than
area
N/A
N/A
KRW 50 million
Speculative areas
Speculative areas
nationwide and
and overheated
Location
overheated zones
zones in Seoul
in Seoul
metropolitan area
metropolitan area
Source: FSS

practices, which tightened the rules on banks’
application of DTI (Debt-to-Income) ratios,3) caused
the volume of loans issued by (non-regulated) nonbank financial institutions to increase rapidly. To
control the risk resulting from this regulatory
asymmetry, a set of best practices was also established
for non-bank financial institutions, which in their home
mortgage loan screening are now required to use the
same criteria as banks, namely criteria focused on
borrowers’ repayment capabilities rather than the
qualities of their collateral.
These best practices apply to insurance companies,
mutual savings banks, agricultural and fisheries
cooperative banks and credit unions The scope of
application for insurance companies is the same as for
banks, extending to loans for apartments within
speculative areas’ nationwide and over-heated
zones’ in the Seoul metropolitan area. For other nonbank financial institutions, only loans for apartments
within speculative areas’ and over-heated zones’ in
the Seoul metropolitan area are covered.
DTI ratios of 40 to 60% are applied for mortgage loans
on apartments exceeding 300 million won in value, the
same as required at banks. The ratios are slightly higher
for loans on apartments of lesser value.

3) Applicants’ DTI ratios, which were previously considered only for
mortgage loans on apartment properties exceeding 600 million won in
value, are now taken into account for all apartment mortgages.
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Bank of Korea and FSS amend joint examination
MOU
The Bank of Korea and the FSS revised the MOU on
the Joint Examination of Financial Institutions they
originally signed in October 2002, to reflect recent
developments in the financial market environment and
bring the MOU up-to-date with the latest legislative
changes. The modification, made official from July 5,
2007, is expected to greatly facilitate the joint
examination activities of the two organizations.
Under the revised MOU, the Bank of Korea can, on an
as-needed basis, require review of financial institutions
deemed warranting special scrutiny, even if such
inspection is not in the FSS’s examination plan. To
reduce the complexity of the examination process and
the workload involved, the Bank of Korea and the FSS
further agreed on revisions to differentiate the scopes
of examinations, eliminate duplicated requests for
documentation and share examination information.
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