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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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� The continuing international financial

market turbulence has heightened the

downside risks to the growth of the world

economy and exercised a negative influence

on the Korean financial system. 

The exchange rate, stock prices and interest

rates have shown unstable movements

because of the worsening of global liquidity

conditions, foreigners’ continued net selling of

shares and the contraction of bond

purchases. In the domestic economy, the

trend of growth has slowed under the impact

of the cooling of domestic demand while the

current account has moved into deficit.

Households, firms and banks, nevertheless,

still show a generally satisfactory degree of

ability to weather the crisis. Although the

liabilities of households and firms have

increased, there are no grounds for concern

over their debt servicing capacity thanks to

the moderation of reckless borrowings in the
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wake of the foreign currency crisis and the

credit card debacle. The banks, too, which

form the backbone of the payment and

settlement system, have secured their asset

soundness, profitability and capital adequacy

thanks to the taking root, since the foreign

currency crisis, of a management culture

geared toward the management of risk.

Consequently they are considered to be

sufficiently resilient to absorb external shocks.

In light of these points, there does not seem

to be a likelihood of the unrest in domestic

financial markets that originated in the

international financial markets developing into

a crisis for the Korean financial system as a

whole.

This is well illustrated by a financial stability

map. Comparing the stability of each sector

from April to September 2008 with that in the

previous period(October 2007 to March

2008), we see that it declined across all

sectors. The sector for the soundness of

banking, though, maintained a satisfactory

stability status and the sector for the debt
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servicing capacity of households and firms

also sustained a stable level overall.

� In the global economy the downside risk

to growth has mounted and the growth trends

of the domestic economy, too, has exhibited

weakening movements.

During the first half of 2008 the US economy

presented a subdued picture as the housing

market downturn deepened and consumption

shrank. The economies of the eurozone and

Japan also exhibited feeble rates of growth.

The growth trends of the emerging market

economies such as China and India are

gradually flattening out. The outlook is that

the growth rate of the world economy will

drop even further in response to the impact of

the financial market turmoil.

In the international financial markets, since

the beginning of 2008, deleveraging and the

credit crunch have been locked together in a

downward spiral while insolvency problems

have been spreading at government

sponsored mortgage institutions (GSEs) and
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large-scale financial institutions in the wake of

the sub-prime mortgage meltdown. This is

acting as a factor in augmenting the financial

market unrest. 

Credit spreads have widened greatly and

stock prices have fallen sharply. 

The LIBOR/OIS (overnight index swaps)

spread, a measure of funding conditions in

financial institutions, widened markedly owing

to the competition between financial

institutions to secure liquidity. In comparison

to this, yields on US Treasury bonds showed

a marked downward trend owing to the

heightened preference for safe assets.

Owing to worries over the downturn in

economic activity in the eurozone and Japan,

the US dollar showed a strengthening trend

against other major currencies from mid-

March onwards and recently this firm tone

has become even more clearly pronounced in

line with the heightened preference for safe

assets in the international financial markets.

From around mid-September, though, it

shifted back a weakening trend against the
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Credit spread trends
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yen due to signs of an unwinding of the yen

carry trade.

The recent reeruption of global financial

turmoil is considered to have resulted

fundamentally from greatly reduced market

confidence against the background of the

augmented uncertainties surrounding the

sub-prime mortgage meltdown. Until such

time as the potential risks in the US housing

market have moderated and the process of

financial institution deleveraging has been

completed to some degree, the international

financial markets are likely to react hyper-

sensitively to even temporary shocks.

In the domestic economy, growth is forecast

to continue its cooling trend owing to the

delayed recovery of domestic demand, even

though exports maintain a robust upward

trend. Although the rising trend of prices has

been blunted since August by lower

international commodity prices, prices are

expected to remain at a high level for some

time owing mainly to the depreciation of

Korean won against the US dollar and the

Overview

개요6

Real economic indicators1) in Korea
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hike of public utility charges. The current

account, which has remained in deficit since

early 2008, is predicted to improve in the

fourth quarter in line with the surplus exhibited

on the goods account, thanks to the fall in oil

prices, and the narrowing of the travel

account deficit.

� In the household sector, the debt

servicing capacity is assessed to be declining

somewhat because financial liabilities have

expanded faster than both income and

financial assets, while financial market

interest rates have also risen. In particular,

households whose scale of borrowings is

excessive compared to their income level are

likely to experience difficulties in meeting

payments of principal and interest.

For Korean households, nevertheless, the

proportion of financial assets held in deposits

which combine liquidity with a high degree of

stability is comparatively large compared to

major countries.  Besides this, banks are

managing to keep delinquency rates on

household loans and the ratio of their non
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performing loans (NPLs) at low levels.  In the

light of these points, there is considered to be

no reason for concern over the decline in

households' debt redemption capacity.

� In the corporate sector, the overall debt

serving capacity is not considered to have

been reduced since corporate profitability and

financial health remain stable. 

However, there are indications that liquidity

conditions have deteriorated somewhat and,

particularly for small and medium-sized

enterprises (SMEs), the ability to generate

cash through business activity is likely to be

on the decline.

Should the sluggishness of sales become

more pronounced and the buildup of

inventory assets increase as the economic

downturn is prolonged, firms whose cash flow

situation is very tight may experience even

greater difficulties in their liquidity

management.
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� In the housing market, the upward trend

of housing prices remains blunted.

While housing purchase shows a shrinking

trend, the backlog of unallocated apartments

has reached 161 thousand units, its highest-

ever level. It is not very likely that the

expectations for housing price increases will

revive for the time being.

� In the lending market, corporate lending

expanded on a large-scale during the first half

of 2008, but since the beginning of the latter

half-year, the upward trend has flattened out,

led downward by SMEs lending as banks

tighten their risk management.  If financial

institutions adopt a more stringent lending

attitude in future because of concerns over

firms' credit risk, SMEs with low credit rating

are likely to find their access to loans even

further constrained.

Household lending is maintaining a modest

upward trend. In regard to housing finance

loans, which had been expanding greatly for

some time, the scale of banks' losses is
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unlikely to be large even under the impact of

fall in housing prices as the loan to value

(LTV) ratio currently stands at the 40% level.

� In the bond market, the volatility of

treasury bond yields has been greatly

heightened by the international financial

market unrest and so forth.

Credit spreads on risky bonds such as sub-

investment grade bonds and lower rated

bonds have risen very sharply against the

background of the heightened aversion to

credit risk on the part of financial institutions

and firms along with the emergence of factors

related to the interplay of supply and demand

including the shrinking base for bond

purchases and the expanded supply of

banks' financial debentures. Credit spreads

are thought unlikely to narrow for some time

to come since the uncertainty surrounding the

international financial markets has not been

dispelled and domestic economic activity is

slowing.
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Korean treasury bond yields and volatility1)
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� In the stock market, share prices have

fallen steeply and their volatility has been

greatly enlarged as a result of the

international financial market turmoil and the

continued net selling position of foreign

investors.

Equity-type funds, since the beginning of

2008, have seen their upward trend blunted

by the weakness of domestic and foreign

share prices. This is attributable to the inflow

of new funds slowing down whereas the

scale of redemptions has been maintaining a

similar level to that of last year. The slackness

of funds inflow to equity-type funds is likely to

become even more pronounced, should the

underlying weakness of share price trends

persist for a considerable length of time.

� In the foreign exchange market, demand

predominates in the supply and demand

conjuncture in accordance with the shift of

both the current account and the capital

account into deficit.
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The overseas borrowing environment for

domestic banks has worsened with premiums

rising owing to the lack of global liquidity. 

In recent months, foreigners' interest rate

arbitrage transactions, which serve as a

channel for foreign currency liquidity inflows,

have presented a pattern of subdued activity.

This may act as a factor in the shrinkage of

the domestic markets for both Korean-won

and foreign-currency denominated funds.

The KRW/USD exchange rate has shown a

very steep upward trend as the current

account has shifted into deficit, foreigners' net

disposal of shares has continued and market

anticipations have formed overwhelmingly in

the direction of a higher exchange rate trend.

The market's volatility has been greatly

heightened recently by the international

financial market turmoil.

� The banking sector, despite increase in

fund-raising costs due to the reduced

proportion of low-cost instant access type

accounts, shows a stable picture thanks to 

Overview
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the retention of large scale profits and the

improvement of asset soundness.

On the fund-raising side, the funding costs

have risen in accordance with the expansion

of high-cost funds in the form of special

promotions of deposits and wholesale funding

to secure resources for lending, whereas the

proportion of instant access type deposits has

declined.  It is possible that the upward trend

in bank fund-raising costs will continue if the

funding base for low-cost deposits is

weakened following the implementation in

2009 of the “Capital Market and Financial

Investment Services Act.” Meanwhile, banks

seem to face difficulties in liquidity

management as their fund-raising has

become less stable due to the global financial

stress.

In terms of credit risk, the banks' exposure to

the corporate sector has increased

significantly, and there are indications of a rise

in credit risk centering on cyclical businesses

such as the construction and real estate, the

wholesale and retail, and the hotels and
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restaurants sector. Nevertheless, the banking

sector's capacity to absorb shocks remains at

a satisfactory level, helped by the overall

improvement in asset soundness and the

raising of loan loss provisions to NPLs (the

coverage ratios).

Interest rate risk has declined slightly owing to

the narrowing of the interest rate sensitivity

gap between assets and liabilities.  Market

risk, however, has increased somewhat

because of the heightened interest rate

volatility and the expanded bond investment

exposure.

From the aspect of profitability, large-scale

profits have continued to be registered due to

fees and interest income. The scale of profits,

however, declined compared to the first half

of last year when they were boosted by a

great deal of  earnings from the sale of stocks

acquired through debt-for-equity swap

programs. In terms of capital adequacy, the

BIS capital ratio has dropped owing to the

large expansion of risk-weighted assets and

the introduction of Basel II.
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� Non-bank financial institutions such as

mutual savings banks, credit specialized

financial business companies, credit unions

and life insurance companies are maintaining

comparatively satisfactory management

performance.

The business soundness of mutual savings

banks, however, may be eroded owing to an

increase in real estate project financing loans

turning sour if the slump in real estate market

activity persists. There may also be an

increase in NPLs at credit specialized

financial business companies and credit

unions because of the rapid expansion of

their loans centering on SMEs. The business

soundness of life insurance companies may

be vulnerable to changes in interest rates in

accordance with the widened maturity

mismatch between their assets and liabilities

due to the continuing increase in the

proportion of pension insurances, which are

long-term savings products.
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� In order to manage settlement risk

efficiently amid the financial turmoil at home

and abroad, the Bank of Korea undertook a

number of steps including the flexible

operation of BOK-Wire, the additional

designation of payment and settlement

systems subject to its oversight, and the

improvement of the administrative

arrangements for net settlement. These

efforts are evaluated as having contributed to

financial stability by facilitating the safe and

efficient operation of the payment and

settlement system as a whole including BOK-

Wire and the retail payment systems.
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Ⅰ. Changes in the environment for financial stability 

1. Economic outlook at home and
abroad

(Downside risk for global economy increases)

The world economy, which had maintained healthy

growth in the 5% range until 2007, slowed sharply in

the first half of 2008, owing to the international

financial market unrest and the sharp rise in

international oil prices.

The US economy, despite a temporary upturn during

the second quarter,1) has presented a subdued picture

since the fourth quarter of 2007, with its housing

market downturn deepening, its credit crunch

worsening and its consumption shrinking. The

economies of Japan and the Euro area2) have also

exhibited feeble rates of growth, on weak consumption

and investment, and in the second quarter posted

negative growth. Meanwhile, the growth trends of

emerging market economies, including China and

India, are after years of high growth gradually

flattening out.

The forecast is for world economic growth to drop to

the mid to upper 3% range, in response to the impact of

Ⅰ. Changes in the environment for financial stability 

1) During the second quarter of 2008, the US economy expanded 2.8%
year-on-year, a significantly higher rate than in the first quarter (0.9%),
on the back of brisk exports. Tax refunds disbursed during the period
also helped boost growth.

2) As the recovery of domestic demand slackened and the pace of export
growth declined owing to high oil prices and the strong Euro.
Therefore, Euro area GDP contracted (by 0.2% year-on-year) during
the second quarter of 2008, for the first time since launch of the Euro
currency in 1999.

<Figure I- 1>

Economic growth and outlooks for selected economies

<Figure I- 2>
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continuing international financial market turbulence.

Should the housing slump lead to a protracted

recession, and the global financial market uncertainties

not subside soon, the downside risk to growth may

increase, as the shock originating in the financial sector

spills over eventually to the real economy, slowing

consumption and worsening employment conditions.

(Raw material prices remain high)

International (Brent) oil prices continued on a steep

upward trend in the first half of 2008, thanks to

mounting worries over the supply-demand imbalance

and increased speculative fund inflows to the oil

market with the dollar’s continuing weakness. Oil

prices began a sharp slide from early July, however,

due to anticipation of improved supply and demand

conditions as demand in advanced economies slowed,

and to the US dollar’s shift to an appreciating trend. In

October, international crude oil prices hovered at

around US$ 80 per barrel. The global economic

downturn, by shrinking demand, may help stabilize oil

prices. Given the sustained emerging market demand,

the possibility of an OPEC production cutback, and the

geopolitical risk in oil-producing regions, however,

there could still be a choppy path ahead.

Prices of other raw materials,3) influenced by

continuing high grain prices among other factors,

maintained a steep upward march throughout the first

quarter, before then moving to a downward trend from

the second quarter. Prices of nonferrous metals are

expected to show a weakening of their upward trend,

while grain prices are anticipated to display unstable

movements under the impact of low inventory levels.

- 2 -
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3) Based on the IMF non-fuel commodity price index, which tracks the
prices of 45 non-fuel commodities.

<Figure I- 3>
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Ⅰ. Changes in the environment for financial stability 

(Turmoil in international financial market persists)

Unrest in the international financial markets has

continued since the beginning of 2008, as in the wake

of the subprime mortgage meltdown insolvency

problems have spread at large-scale financial

institutions including investment banks, government-

sponsored enterprises (GSEs) and insurance

companies. Investors’ risk aversion4) has increased

sharply as a result, and deleveraging by financial

institutions seeking to secure liquidity has continued,

causing a severe credit crunch and a plummeting of

financial asset prices.

Credit spreads continued to widen into 2008, with the

mounting subprime mortgage problems. The steep

upward movement of spreads slowed somewhat

between April and June, thanks to market stabilization

measures taken by major countries. Starting since mid-

July, however, credit spreads in all rating categories,

centering around US junk bonds, have widened

dramatically as the subprime mortgage problems have

resurfaced. CDS premiums have also risen; by mid-

October, the CDS index (North America), which tracks

CDS premiums on investment-grade bonds, had

jumped five-fold compared to early 2007. CDS

premiums on financial institution-issued bonds5) have

increased more than fifteen-fold, meanwhile, indicating

a dramatic increase in the credit risk of the financial

sector.

4) The VIX index, known as investors’ fear gauge, climbed steeply to
69.25 in mid-October 2008, after having recorded 23.95 at the end of
June 2007.

5) The average of CDS premiums on 5-year bonds issued by six financial
institutions including Citi, JP Morgan, Bank of America, Goldman
Sachs, Morgan Stanley and Merrill Lynch.

<Figure I- 5>

Credit spread trends
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Stock prices in both developed and emerging market

countries have continued a downward trend, due

largely to the need for liquidity and to investors’

preference for safe assets in line with the weakening of

major economic indicators. By October 2008, the

prices of US (Dow Jones, all industries) and emerging

market stocks (MSCI) had fallen 39.4% and 53.4%,

respectively, from their last year’s highs. The price

decline was greater for financial sector stocks, as

financial institutions experienced extended losses.6) US

financial stocks (Dow Jones, financial industry)

dropped by 56.4% over the same period.

Short-term money market indicators, despite a brief

period of improvement following the injections of

liquidity by central banks, have deteriorated severely

overall with the worsening of market sentiment. The

liquidity-hoarding activities of financial institutions

sent the LIBOR-OIS spread (90-day Libor - overnight

index swap rate), which measures conditions between

financial institutions, to a markedly higher 350bps in

mid-October 2008, from 10bps prior to onset of the

subprime crisis.

The yield on long-term US treasury bonds (10-year)

continued to fall from the year before until March

2008, amid a strong preference for safe assets. Once

into April 2008, the yield then surged due to concerns

about rising inflation. It swung back to a downtrend in

mid-July, however, as financial market worries

resurfaced and fears of a global recession mounted.

The yield on short-term US treasury bills (3-month), on

a sharp decline trend since August 2007, tumbled to the

6) According to an estimate by the IIF (Institute of International Finance),
subprime mortgage-related losses sustained by banks between January
2007 and June 2008 totaled US$ 410 billion.

<Figure I- 8>
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Stock index trends in major economies
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0.1% level in mid-September 2008 after Lehman

Brothers filed for bankruptcy.

The US dollar has since mid-March 2008 shown a

trend of strengthening against most major currencies,

due to increased dollar demand caused by the credit

crunch and to worries about downturns in economic

activities in the eurozone and Japan. Recently, this

firmness of the dollar has become even more clearly

pronounced, in line with the growing preference for

safe assets in the international financial markets. From

around mid-September, however, the dollar shifted

back to a weakening trend against the Japanese yen,

due to signs of yen carry trade unwinding.

The recent reeruption of global financial turmoil is

considered to have resulted from greatly reduced

market confidence, against the backdrop of growing

uncertainties surrounding the subprime mortgage

meltdown. This has set off a round of corrections of

market imbalances, including revaluations of financial

asset risks and decreases of the recent excessive levels

of leverage. Until such time as the potential risks in the

US housing market have eased and the process of

financial institution deleveraging has been completed

to some degree, the international markets are likely to

react hyper-sensitively to even temporary shocks.

(Domestic economy slows)

During the first half of 2008, the Korean economy

weakened continually, with the ebbing of domestic

demand in terms of private consumption and facilities

investment offsetting the sustained robust growth of

exports to emerging market economies. Future Korean

economic activity is forecast to slacken due to the 

<Figure I- 10>
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delayed recovery of domestic demand, even though

exports will maintain a robust upward course.

Consumer prices climbed steeply during the first half

of 2008, owing to the high prices of crude oil. Their

rate of increase has been somewhat blunted since

August, however, by lower international oil and other

commodity prices. Prices are, nevertheless, expected to

continue their upward trend for some time, due to

depreciation of the Korean won against the US dollar

and to the hikes in public utility charges.

The current account registered a deficit of 12.6 billion

dollars for the year to August 2008. This was

attributable to a narrowing of the goods account

surplus in line with the upward international oil price

trend. It came despite a decrease in the service account

deficit as the strong US dollar led to a decline in

Koreans traveling abroad. The current account is

predicted to improve in the fourth quarter, however,

owing to the goods account surplus, to the stabilization

of international oil and other raw material prices, and to

a narrowing of the travel account deficit with

depreciation of the Korean won against the dollar.
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<Box  I - 1>

Global financial turmoil and policy responses in selected countries

<US Federal Reserve Board>

- The FRB announced a liquidity injection plan to pour US$ 200 billion into the financial system through the

TAF* (Term Auction Facility) program and repos (Mar. 7). As financial market fears continued, the Fed

introduced another liquidity supply plan (Mar. 11), consisting of an additional emergency lending window,

the TSLF** (Term Securities Lending Facility), and lifting caps on its currency swap lines with the

European Central Bank and the Swiss National Bank - to US$ 30 billion (+ US$ 10 billion) and US$ 6

billion (+ US$ 2 billion), respectively.

* A program for auctioning collateralized term funds to depository institutions

** A program under which the Federal Reserve lends treasury securities to primary dealers against MBSs as collateral (up to US$

200 billion)

- Following Bear Stearns’ request for emergency funding (Mar. 14), the Federal Reserve agreed to provide

special financing of up to $30 billion to JP Morgan, and JP Morgan acquired Bear Stearns for $2 per share

(Mar. 16).

- In order to supply liquidity directly to primary dealers, the Federal Reserve set up the PDCF (Primary Dealer

Credit Facility) program (Mar. 16). It then cut the federal funds rate and the rediscount rate by 75bps each, to

2.25% and 2.50%, respectively (Mar. 18).

<US policy authorities>

- In an effort to shore up the troubled US housing market, the Office of Federal Housing Enterprise

Oversight (OFHEO) acted to cushion against mortgage-related losses at Fannie Mae and Freddie Mac, by

lowering their capital reserve requirements from 30% of legal capital previously, to 20%* (Mar. 19).

* From this change, it was expected that the two institutions will be able to provide about US$ 200 billion more to the mortgage market.

- The US Department of Treasury, in an attempt to restore market confidence, announced a long-term plan

(Blueprint for a Modernized Financial Regulatory Structure) to overhaul the US financial market regulatory

structure, by widening categories of institutions subject to oversight by the Federal Reserve Board and

consolidating the financial supervisory organizations (Mar. 31).

Liquidity problems at Bear Stearns

- In early March 2008, rumors spread on Wall Street that Bear Stearns was facing liquidity problems.

The bank was subsequently seen approaching the Federal Reserve Board for emergency funding (Mar.

14), and was ultimately bought by JP Morgan (Mar. 16).
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<Major central banks and financial regulators outside the US>

- To counter the soaring of short-term market interest rates in the aftermath of Bear Stearns’ collapse, central

banks in Europe (40 billion euros), the UK (5 billion pounds), Japan (400 billion yen) and Australia (383

million Australian dollars) pumped liquidity into the market (Mar. 17 ~ 18).

<US policy authorities>

- As mounting fears about Fannie Mae and Freddie Mac led to a further decline in credit availability in early

July, the US Department of Treasury unveiled an emergency rescue plan (July 13) that expanded these

agencies’ credit lines, made equity investments in them by the government, provided them with access to the

discount window of the Federal Reserve Bank of New York, and established a new board (the Federal

Housing Finance Agency) to oversee them.

- The US Treasury subsequently announced another rescue plan (Sept. 7) - to place Fannie Mae and Freddie

Mac under management of the Federal Housing Finance Agency until Congress decides on a new

management model for them in 2010, to inject public funds into them by purchasing senior preferred stocks

to be issued by them (up to US$ 100 billion for each) and to directly buy agency MBSs in the open market.

<US Federal Reserve Board>

- For the purpose of restoring stability to the money market, the Federal Reserve provided banks with short-

term liquidity of US$ 140 billion (Sept. 15 ~ 16). It also provided US$ 85 billion to AIG, out of fears about a

possible bankruptcy of that firm (Sept. 16).

Spreading rumors of deepening liquidity crises at Fannie Mae and Freddie Mac

- From early July, expectations of further mortgage write-offs at Fannie Mae and Freddie Mac caused

additional deterioration of market confidence and a deepening financial market liquidity shortage.

Liquidity crises of global financial companies including Lehman Brothers, Merrill Lynch and AIG,

and diffusion of fear in the financial markets

- Due to their steadily worsening funding conditions, Merrill Lynch was purchased by Bank of America,

AIG turned to the Federal Reserve for emergency funding (Sept. 14), and Lehman Brothers filed for

bankruptcy protection (Sept. 15). One week later, Goldman Sachs and Morgan Stanley were converted

into bank holding companies (Sept. 22).

- Afterwards, as the fear in financial markets spread around the world, not only American financial

companies like Washington Mutual and Wachovia but also UK mortgage firms HBOS and Bradford &

Bingley, German real estate lender Hypo Real Estate and European banks Fortis and Dexia were all hit

by liquidity crunches and either bought out, bailed out or nationalized, and the Bank of East Asia in

Hong Kong suffered a catastrophic bank run (Sept. 24).
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- As the global financial turbulence persisted, the Federal Reserve took additional measures to support the

market, for instance by raising the caps on its existing currency swap lines with foreign central banks and

entering into new currency swap agreements as well, as part of a coordinated international effort to relieve

dollar shortages in foreign markets.

○ The existing currency swap arrangements with five central banks (of the EU area, the UK, Switzerland,

Japan and Canada), worth US$ 67 billion in total, were expanded to include Australia and the three

Scandinavian countries, and the authorization limit was raised to US$ 620 billion (Sept. 29). The caps on

swap lines with the EU, UK, Switzerland and Japan were ultimately lifted altogether (Oct. 13 ~ 14).

- The Federal Reserve also set up the CPFF (Commercial Paper Funding Facility), to provide a liquidity

backstop in the short-term lending market by indirect buying of CP through a special purpose vehicle (Oct. 7).

<US policy authorities>

- The US Department of Treasury and the Federal Reserve took new steps to stabilize the financial system

(Sept. 19), including preparation of the Emergency Economic Stabilization Act (EESA), which was passed

by the House of Representatives (Oct. 3) and the Senate (Oct. 1).

○ The Treasury announced establishment of a temporary program guaranteeing the principal of money

market funds for one year, together with an expansion of its agency MBS purchase program announced

earlier on Sept. 7. It also proposed the Emergency Economic Stabilization Act Bill, which included the

“Troubled Asset Relief Program (TARP)” allowing purchase by the government of up to $700 billion

worth of mortgage-related troubled assets from financial institutions.

○ The Securities and Exchange Commission meanwhile issued a temporary emergency order prohibiting

short sales of 799 financial institution securities* (effective until Oct. 2, but subject to extension for 30

more days).

* The prohibition of short sales was extended once, and then lifted on Oct. 8.

- The Treasury Department, Federal Reserve Board and FDIC (Federal Deposit Insurance Corporation)

issued a joint statement concerning direct capital injections into financial institutions (Oct. 14).

○ The Treasury decided to inject US$250 billion of the $700 billion TARP funds into financial institutions,

through purchases of bank stakes (preferred stocks).

○ The Federal Reserve announced that the CPFF program announced on Oct. 7 would start from Oct. 27,

and disclosed the program details including the applicable interest rates.

○ The FDIC provided full guarantees of checking accounts owned by enterprises and newly-issued senior

unsecured debts of banks.*

* The temporary guarantee covers checking accounts owned by enterprises until the end of 2009, and newly-issued bank

debentures issued on or before June 30, 2009 until June 30, 2012.
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<Major central banks and financial regulators outside the US>

- To stabilize interest rates in the money market, which had been on a sharp surge since Lehman Brothers filed

for bankruptcy, major world central banks in Europe (Sept. 15 ~ 16, 100 billion euros), the UK (Sept. 15

~ 16, 25 billion pounds), Japan (Sept. 16 ~ 22, 12.5 trillion yen), and Australia (Sept. 16 ~ 18, 11.2 billion

Australian dollars) took steps to inject liquidity into their financial systems. They have made continuing

additional injections since then.

- The Hong Kong Monetary Authority, in response to a bank run on the Bank of East Asia (Sept. 24),

provided its domestic money market with 3.88 billion Hong Kong dollars in short-term liquidity supply

(Sept. 25).

- Several national governments unveiled rescue plans to ease liquidity shortages at their financial institutions.

○ The Belgian and French governments agreed to provide 6.4 billion euros of bailout funds to Dexia, a

French-Belgian bank (Sept. 30), and the German government 50 billion euros to real estate holding

company Hypo Real Estate (Oct. 5).

○ The UK Finance Ministry meanwhile announced a plan to nationalize mortgage lender Bradford &

Bingley, and a similar plan was unveiled by the Benelux governments to nationalize Fortis, a Belgian-

Dutch bank (Sept. 29).

- As a preventive measure against bank runs, EU finance ministers raised the minimum coverage limit on

bank deposits in 27 member states - from 20,000 euros to 50,000 euros (Oct. 7).

○ The governments of Germany, Ireland, Greece, Denmark, Sweden, Austria and Portugal later

announced unlimited government guarantees of bank deposits. Australia and New Zealand followed

suit shortly thereafter.

- After the Reserve Bank of Australia cut its policy rate by 100bps, the seven central banks of the US (50

bps), UK (50 bps), EU (50 bps), China (27 bps), Sweden (50bps), Switzerland (25 bps) and Canada (50

bps) slashed their benchmark rates in a coordinated move to lower interest rates on October 8, an action

strongly welcomed by the Bank of Japan.

○ The Hong Kong Monetary Authority (150 bps) and the Bank of Taiwan (25 bps) joined the fray and

lowered their benchmark rates as well (Oct. 9).

- The UK government unveiled a market stabilization plan for injecting up to 300 billion pounds of public

funds into the financial system* (Oct.8). This was soon followed by announcement of a 1.3 trillion-euro

rescue plan by the governments of Germany, France, Spain, the Netherlands, Austria and Portugal (Oct.

13), in line with the joint rescue plan agreed on at an emergency euro-zone summit in Paris.

* It was announced that some 37 billion pounds would be spent initially, on purchasing stakes in RBS, HBOS and Lloyds TSB
(Oct.13).
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2. Debt servicing capacity of the
household sector

(Households’ debt servicing capacity declines)

Households’ capital gearing ratio (the ratio of their

financial liabilities to financial assets), which measures

their ability to repay financial debts without having to

liquidate non-financial assets, rose to 45.0% at the end

of June 2008, from 43.3% six months earlier. This

result stemmed from the deceleration in growth of

households’ financial assets, owing mainly to declines

in stock prices, amid a steady expansion in financial

liabilities driven by accumulating housing-related

loans.

Households’ debt-to-income ratio, meanwhile, an

indicator of their ability to repay debts with disposable

income, seems likely to have risen in the first half of

2008 (continuing its uptrend from last year), given that

the rate of increase in household financial liabilities

surpassed growth in current price GDP during the

period.7) The rise in market interest rates and

continuous expansion of liabilities point to a similar

hike also in the income gearing ratio (the ratio of

interest payments to disposal income), a measure of the

interest payment burdens borne by households.

The debt service ratio (DSR), an indicator of the

interest and principal repayment burdens borne by

households carrying home mortgage loans from

commercial banks, appears to have increased compared

7) In the first half of 2008, while South Korean current price GDP grew
7.8% year-on-year, households’  financial debt jumped 11.3%.

<Figure I- 12>
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<Table I- 2>

Indicators of debt repayment burdens
among home mortgage loan-holding households1)

DSR2) (%)
Interest payments/ Outstanding loan balance/

Annual income (%) Annual income (times)

Dec. 2005 15.3 10.2 1.76

Dec. 2006 19.3 12.0 1.95

Dec. 2007 20.2 13.2 1.96

Jun. 2008 20.7 13.1 1.97
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to six months earlier (to an estimated 20.7% in June

2008). Considering the growing volume of installment

mortgage loans on which the grace period is expired,

there is a possibility of households’ interest and

principal repayment burdens quickly increasing.

Amid rising interest rates, debt growth during the

period caught up with the rates of increase in income

and financial assets, and households’ overall debt-

servicing capacity thus seems likely to have weakened.

In particular, households with scales of borrowing that

are excessive compared to their income levels are

likely to experience difficulties in their interest and

principal payments. The continued increase in

household debt can also lead to a further dampening of

consumption.8)

For Korean households, however, the proportion of

financial assets held in current assets such as bank

deposits and cash, which combine liquidity with high

degrees of stability, is comparatively higher than in

major countries. Banks are moreover managing to keep

the delinquency rates on their household loans and

their non-performing loan (NPL) ratios at low levels.9)

In the light of these points, there is considered to be no

reason for concern about the decline in households’

debt redemption capacity.

(Credit situation of vulnerable households worsens

slightly )

The debt-servicing capacity of low-income households

appears to have deteriorated further, albeit marginally,

8) For more information on this topic, see <Box I-2>, ‘The effects of
household debt on consumption’.

9) At the end of June 2008, banks’ substandard and below loan ratio for
household loans stood at a historic low of 0.50%.

<Figure I- 14>
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<Table I- 4>

Employment indicators

Number of employed workers1) 26.4 28.9 29.6 27.9 21.0 17.3 14.2

Number of construction workers1) 4.6 3.0 -0.6 -0.9 -1.7 -3.8 -3.4

Number of employed persons
0.4 -1.0 -1.2 -3.6 -2.5 0.4 1.7

wanting other or additional work1)

Number of discouraged workers1) 0.2 -1.9 -1.2 -2.6 -1.5 0.9 1.6

Rate of unemployment
3.3 3.3 3.2 3.2 3.0 3.2 3.2

(after seasonal adjustment)

2007

1Q 2Q 3Q 4Q 1Q 2Q 3Q

2008

Note: The UK figures are based on data at the end of the third quarter of 2007.
Sources: Flow of funds statistics of the respective countries

<Table I- 3>

Composition of household sector assets 
in select countries
(as of end-June 2008)

Korea US UK

Bank deposits, cash 44.3 16.8 26.3

Bonds 11.7 9.3 0.7

Insurance, pensions 23.5 30.4 54.5

Stocks 20.2 39.7 14.9

Others 0.3 3.8 3.6

Total 100.0 100.0 100.0

(%)

Net financial assets (LHS)
Financial asset growth (RHS)
Financial liability growth (RHS)
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as the employment situation has changed for the worse

and no measurable improvement in household balance

sheets has been seen.

In the year to September 2008, job growth slowed

sharply amid flagging domestic demand. The numbers

of employed persons wanting other or additional

work,10) and of discouraged workers no longer looking

for jobs,11) reversed to uptrends during this period.

A look at the real household balance sheets of urban

working families shows deficits among households in

the lowest income group (income decile 1) having

continued into 2008, while the surpluses among the

second and third lowest deciles shrank. The balance

sheet disparity between high-income12) and low-income

households also widened further, continuing its trend of

the past.

During the first half of 2008, the number of borrowers

having their debts rescheduled or cancelled through

mediation by the Credit Counseling and Recovery

Service or civil court bankruptcy procedures rose 5.5%.

By type of mediation, the number of court-ruled

bankruptcy cases surged massively, while that of debt

restructuring cases mediated by the Credit Counseling

and Recovery Service, in which the amounts of debt or

principal are partially reduced, declined.

10) Refers to workers employed less than 18 hours per week (either due
to a lack of available work or to economic reasons such as business
downturn) who wish to work more hours.

11) Refers to persons who have the desire and ability for employment, but
are currently inactive economically due to labor market conditions,
and who have searched for employment during the previous
twelve-month period.

12) 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.

<Figure I- 15>
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<Figure I- 16>
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<Box  I - 2>

The effects of household debt on consumption

There are two known paths through which an increase in household debt can affect consumption. Over the

short term, growth in household debt eases liquidity constraints, producing the effect of consumption

smoothing and increasing consumption spending (liquidity channel). Over the long term, however, an increase

in debt amplifies households’ principal repayment burdens, eats away at their disposable income, and causes

their consumption spending to decline, as indebted households seek to reduce and reschedule their debt (debt

constraint channel).

Household debt and private consumption are two closely

related variables. In a period of high household debt

growth, private consumption usually increases, and in a

period when debt growth slows private consumption also

decelerates. This parallel movement between household

debt and consumption has become more conspicuous in

Korea since 2001,i) likely due to the increase in consumer

financing that has made borrowing easier for households,

and the resultant loosening of constraints on consumption

spending.

i) The coefficient of correlation between household debt growth and consumption growth in the period from the first quarter of 1991 to the
second quarter of 2008 was 0.64. Narrowing of the period to the first quarter of 2001 to the second quarter of 2008 raised the coefficient
to 0.76.

Household budget constraint equation and channels of influence between household debt and consumption

Household income + Household debt + Transfer income = Household consumption + Loan principal

repayment + Tax payment + Savings

Eased liquidity constraints

↓

↓

Consumption smoothing

↓
Increased consumption spending

( Liquidity channel)

Increased principal repayment burden

↓

↓

Reduced disposable income

↓
Decreased consumption spending

( Debt constraint channel)
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40

30

20

10

0

-10

-20

40

30

20

10

0

-10

-20

(%) (%)

1991Q1 1995Q1 1999Q1 2003Q1 2007Q1

Note: Percentage changes from the corresponding periods of the
previous years

Household debt growth

Private consumption growth



- 15 -

Ⅰ. Changes in the environment for financial stability 

To quantitatively estimate the effects of household debt growth on consumption growth via the liquidity and

debt constraint channels, a consumption function was set up as shown below, with household financial debt,

the debt service burden, gross national income (GNI) and the interest rate as explanatory variables. The

empirical analysis used quarterly data, and proxy variables were employed for two of the explanatory

variables: the ratio of household debt to GNIii) for the debt service burden and the yield on corporate bonds for

the interest rate.

C: real private consumption; GNI: real gross national income; Debt: household financial debt;

DTIR: debt service burden; R: interest rate

Estimation of the above consumption function using regression analysis (period evaluated: from first quarter

of 1991 to second quarter of 2008) found the coefficient of household financial debt to have a statistically

significant positive value, thus confirming operation of the liquidity channel. The estimation further resulted in

a statistically significant negative (-) value for the debt service burden coefficient, confirming the debt

constraint channel to also be at work.iii)

Results of estimation of household consumption function

Adjusted R2: 0.92
Figures inside (  ) are t-values. All coefficients are statistically significant within a significance level of 1%.

Preliminary calculation of the contribution of household

debt to private consumption indicated that from 2001

onward the liquidity effect outweighed the debt burden

effect; in other words, the increase in household debt

contributed to consumption growth at least to a degree. In

2003~2004, however, the debt burden effect exceeded the

liquidity effect, resulting in a consumption squeeze. This

result appears to have been due to an aftereffect of the credit

card crisis in 2000~2002. Since 2005, meanwhile, the

contribution of household debt to private consumption,

although still in positive territory, has gradually diminished, most likely due to the interest rate hikes in this

period putting greater financial strains on increasingly indebted households. Considering this trend, we can

judge that going forward the recent growth in household debt may suppress consumption.

ii) Three-quarter moving averages were used for the ratio of household debt to GNI.
iii) Estimation allocating a different time lag to △DTIRt-i also resulted in statistically significant results, when i = 1~5, although this

changed the values of the coefficients of the explanatory variables.

Effects of household debt on private consumption
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3. Debt servicing capacity of the
business sector

(Profitability remains healthy)

In the first half of 2008, the operating income-to-sales

ratio of listed firms13) climbed to 7.8%, from 6.8% for

the same period one year previously,14) suggesting a

continuing healthy level of profitability.

By size of company, the improvement in the ratio was

particularly sizeable among large businesses, whose

profitability was bolstered by upturns in sectors such as

petrochemicals, steel and electronics. A more moderate

improvement was recorded by small and medium-sized

enterprises (SMEs), whose profitability was helped by

earnings growth in the IT hardware sector.

By export status and industry sector, while the

operating income-to-sales ratios of export-oriented

firms and manufacturers continued to grow at solid

rates, minor declines were seen among domestic

market-oriented firms and non-manufacturing firms,

whose sales were dampened by flagging domestic

consumption.

The net interest coverage ratio15) increased massively

during the first half of 2008, thanks to improved

profitability.16) On the other hand, the proportion of

13) Those listed on the Korea Exchange (based on KIS-Value data as of
August 31, 2008), with financial institutions and stocks designated as
“administrative issues” excluded.

14) The net before tax income-to-sales ratio dropped from 8.4% to 7.0%,
due to sudden increases in losses on foreign currency transactions and
non-operating losses.

15) Net interest coverage ratio = operating income / (interest expenses -
interest income)

16) In the first half of 2008, the average net interest coverage ratio among
Korean companies stood at 1,156%, up 340%p from 2007 (816%).

<Figure I- 18>

Comparison of operating income-to-sales ratios
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Distribution of net interest coverage ratios
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Operating income-to-sales ratio trends
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firms with net interest coverage ratios less than 100%,

in other words, those businesses unable to cover their

net interest expenses from operating income, remained

at a level similar to that of last year (33.3%). By size of

company, the proportional share of firms with net

interest coverage ratios below 100% decreased among

large businesses, while increasing among SMEs.

(Sound financial status, minor decline in liquidity)

In 2008, fund raising through share capital increases

showed rather mediocre figures due to the slump in the

stock market. Amid banks’ continually aggressive loan

expansion drives, meanwhile, the volume of corporate

borrowing grew sizeably--on increased financing needs

at large businesses due to vigorous M&A activities,

and on efforts by SMEs to secure working capital and

reserve funds.

As a result, the ratio of stockholders’ equity to total

assets17) dropped marginally, while dependence on

borrowings18) and the debt ratio19) both increased

somewhat. The stockholders’ equity-to-total assets

ratio is nevertheless above its long-term average

(50%), while the debt ratio remains below 100%,

suggesting a good level of financial health. Companies’

capacities to withstand external shocks thus appear

sound.

Companies’ current ratio,20) an indicator of short-term

solvency, remains within a stable range above 100%,

17) Stockholders’ equity-to-total assets ratio = stockholders’ equity / total
assets

18) Dependence on borrowings = total borrowings / total assets
19) Debt ratio = total liabilities / stockholders’ equity
20) Current ratio = current assets / current liabilities

<Figure I- 22>

Current ratios1) and cash flow coverage ratios2)
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<Figure I- 21>

Dependence on borrowings and debt ratios
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<Figure I- 20>
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although it has been on a mild downtrend due to

increased short-term borrowings. The cash flow

coverage ratio21) has also dropped relative to last year,

on increases in inventory assets and receivables,

indicating a decline in companies’ ability to generate

cash from normal business activities.

(Number of cautious-status22) SMEs on the rise)

Analysis of corporate credit risk using the BOK’s new

assessment model23) reveals that the percentage of

cautious-status large firms has remained stable since

last year, while the proportion of cautious-status SMEs

has increased moderately. Assessment using the credit

ratings DB also shows an uptrend in credit risk among

SMEs, with the number of speculative-grade SMEs

having increased over last year.24)

Looking at the credit status transition matrices, the

probability of improvement in the credit statuses of

large businesses was roughly the same in the first half

of 2008 as the probability of deterioration. Among

SMEs, on the other hand, the probability of credit

status deterioration was higher than the probability of

improvement. Unlike the case among large businesses,

therefore, there is a possibility of the credit situations of

SMEs worsening rapidly.

21) Cash flow coverage ratio = (net cash from operations + interest
expenses) / (short-term borrowings + interest expenses)

22) Starting from the current issue of the Financial Stability Report, the
three corporate credit risk grades, ‘low risk’, ‘medium risk’ and ‘high
risk,’ have been replaced with ‘sound,’ ‘normal’ and ‘cautious,’ to
avoid confusion with the terms related to probability of default.

23) For more information on this topic, refer to the October 2007 issue of
the Financial Stability Report, ‘<Box II-3> The new corporate credit
risk assessment method’.

24) For details on this topic, see ‘<Box I-3> The corporate sector credit
ratings database and recent SME sector credit risk trends’.

<Figure I- 23>

Distribution of large businesses by credit status

100

80

60

40

20

0

100

80

60

40

20

0

(%) (%)

2002 2004 2006 2008

Note: End of first half basis
Sources: KIS-Value, Bank of Korea

Cautious Normal Sound

<Figure I- 24>

Distribution of SMEs by credit status
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<Table I- 5>

Transition Matrices

Cautious Normal Sound

Cautious 71.9 24.2 3.9

Normal 21.2 60.1 18.7

Sound 1.7 21.3 77.0

First half of
2008First

half of 2007

Cautious Normal Sound

Cautious 79.5 19.8 0.7

Normal 32.6 61.4 6.0

Sound 7.8 40.0 52.2

(%)(SMEs)

Sources : KIS-Value, Bank of Korea

First half of
2008First

half of 2007



Despite signs of tightening liquidity, the business

sector’s overall debt servicing capacity remains

comfortable, thanks to improving profitability and

continuously sound financial health. Notwithstanding

this, a prolonged economic downturn, leading to poor

sales performances and increased inventory assets, can

place constraints on cash availability, and make

companies’ liquidity management more challenging.
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<Box  I - 3>

The corporate sector credit ratings database and recent SME sector credit risk trends

The corporate sector credit ratings database was developed to provide micro-level analysis of changing

corporate sector credit information, especially focused on SMEs (small and medium-sized enterprises).

Information analyzed includes such things as the distribution and trends of borrowers’ credit ratings and

financial statuses, based upon corporate credit evaluation data collected by the Corporate Credit Bureau.

The database contains information on trends in lending, delinquencies, key financial indicators and changes in

borrowers credit ratings* for 101,839 enterprises** (as of the end of June 2008), and can be used to accurately

analyze credit activities and credit risk trends. The results of recent evaluation of credit risk within SMEs and

private businesses*** (hereinafter “SMEs, etc.”) during the 1st half of 2008, using this database, are discussed

below.
* The credit risk evaluation model uses a ten-category rating system. In this report, grades 1 to 4 are considered good grades,

grades 5 to 6 average grades and grades 7 to 10 speculative grades.

* * In accordance with the Basel II criteria, firms whose annual sales totals exceed 60 billion won were classified as large

enterprises, and those with less than 60 billion won in annual sales as SMEs and private businesses. SMEs were subdivided in

accordance with their sales volumes, into MSEs (medium-sized enterprises, with 10 to 60 billion won in sales), SSEs (small-

sized enterprises, with 1 to 10 billion won in sales) and VSEs (very small-sized enterprises, with less than 1 billion won in

sales).

*** Private businesses, such as small offices, restaurants or stores, established by obtaining approval and permission from a district

office without registration of incorporation under the Commercial Law Act.

(Loans outstanding per company)

At the end of June 2008, average loans outstanding per company* stood at 1.94 billion won, up 230 million

won (13.5%) from the end of 2007 (1.71 billon won). By size of company, average loans outstanding per

SME, etc. were the biggest among MSEs, amounting to 6.7 billion won, and smallest among VSEs at 560

million won. The amount of loans made to private businesses averaged 1 billion won. Average loans

outstanding per company increased from their end-2007 level by 950 million won (16.6%) among MSEs, by

140 million won (11.0%) among SSEs, by 50 million won (9.1%) among VSEs, and by 90 million won

(9.9%) among private businesses.

By industrial sector, the rate of increase in loans compared to the end of 2007 was highest in the wholesale and

retail industries (14.2%; 1.14 billon won→1.30 billion won), followed by that in the manufacturing industry

(12.5%; 2.02 billion won→2.27 billion won) and that in the construction industry (11.2%; 2.24 billion won→

2.49 billion won).
* Average loans outstanding per company are calculated by dividing the sum of loans outstanding (loans in won, foreign

currency loans, L/Cs, advances made in relation to payment guarantee agreements, credit card receivables, private bonds and

other loans receivable) by the total number of firms.
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(Distribution of companies’ credit ratings)

The distribution of credit ratings (based on the number of companies) at the end of June 2008 showed a 6.3%

point decline in the proportion of good grade (grades 1-4) firms, to 24.1%, and a 5.4% point increase in the

share of speculative grade (grades 7-10) firms, to 33.5%. 

However, an inverse pattern was seen among private businesses; in this subgroup, the proportional share of

good grade concerns increased, while that of speculative grade concerns decreased.

The increase in the proportional share of speculative-grade firms was the largest among SSEs, at +8.9% point.

This rate of increase far exceeded the average for all companies and was two to five times the rates among

MSEs (+3.7% point) and VSEs (+1.9% point).

By industrial sector, the increase in the proportion of speculative grade firms was most sizeable in the

wholesale and retail industries (+6.6% point). By type of financial institution, the percentages of speculative

grade loans held expanded across all types of financial institutions: insurance companies (+6.2% point), banks

(+5.7% point), credit specialized financial business companies (+5.6% point), mutual savings banks (+3.0%

point) and credit unions (+1.5% point).

(100 million won, %)

Loan outstanding per company, by industrial sector

MSEs SSEs VSEs Total

Manufacturing 70.0(14.4) 16.8(10.0) 5.9(11.5) 22.7(12.5)

Construction 79.7(13.5) 15.2(11.3) 11.6( 7.7) 24.9(11.2)

Wholesale & retail 40.0(16.0) 9.5(10.9) 3.6(12.4) 13.0(14.2)

Others 73.5(21.8) 14.5(12.1) 5.1( 6.3) 17.4(15.7)

Note: Figures in (  ) are the changes from the end of the previous year.
Sources: The Bank of Korea, NICE D&B

(100 million won, %)

Notes:1) Figures in (  ) are the changes from the end of the previous year.
2) MSEs (medium-sized enterprises, 10 - 60 billion won in sales); SSEs

(small-sized enterprises, 1- 10 billion won in sales); VSEs (very
small-sized enterprises, less than 1 billion won in sales)

Sources: The Bank of Korea, NICE D&B

Loans outstanding per company, by company size

Dec. 2007 (a) Jun. 2008 (b) Difference (b-a)

MSEs 57.5 67.0 9.5 (16.6)
SSEs 13.3 14.7 1.4 (11.0)
VSEs 5.1 5.6 0.5 ( 9.1)
Subtotal 18.2 20.7 2.5 (13.6)

Externally audited
67.4 77.6 10.2 (15.1)companies

Non-externally audited
8.6 9.9 1.3 (15.1)companies

Private businesses 9.1 10.0 0.9 ( 9.9)

Total 17.1 19.4 2.3 (13.5)
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(Rates of delinquent borrowers)

At the end of June 2008, the percentage of SMEs with delinquent loans (delinquent for 90 days or more, based

on the number of companies) stood at 0.83%, up 0.14% point from the end of 2007 (0.69%). By type of

company, the delinquency rate was comparatively higher among externally-audited and non-externally audited

corporations than private businesses. Meanwhile, the rate of delinquency increased most from the end of last

year among private businesses (+0.18% point). By industrial sector, the delinquency rate was highest in the

construction sector, while the largest delinquency rate increases from end-2007 were in wholesale and retail

(+0.16% point), followed by manufacturing (+0.15% point) and construction (+0.04% point).

(Conclusion)

Given the increase in the number of speculative grade companies, particularly sharp among SSEs, amid a

continuous uptrend in average loans outstanding per company and increasing delinquency rates, the credit risk

of SMEs appears to have generally increased in the 1st half of 2008.

(%, %p)

Delinquency rates by industrial sector

Dec. 2007 (a) Jun. 2008 (b) Difference (b-a)

Manufacturing 0.76 0.91 0.15

Construction 0.93 0.97 0.04

Wholesale & retail 0.67 0.83 0.16

Others 0.55 0.71 0.16

Note: Based on the number of companies
Sources: The Bank of Korea, NICE D&B

(%, %p)

Notes:1) Based on the number of companies
2) Currently, 63.5% of all MSEs in Korea are classified as ‘externally-audited

companies,’ and 91.0% of SSEs and 95.9% of VSEs as ‘non-externally audited
companies.’

Sources: The Bank of Korea, NICE D&B

Delinquency rates by type of company1)

Dec. 2007 (a) Jun. 2008 (b) Difference (b-a)

Externally audited companies 0.81 0.81 -0.01
Non-externally audited companies 0.74 0.91 0.17

Total 0.75 0.89 0.14            

Private businesses 0.22 0.40 0.18

Total 0.69 0.83 0.14

SMEs2)
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4. Real estate market

(Upward housing price trend blunted)

The upward trend of housing prices has remained

blunted since the beginning of 2008. While nationwide

apartment transaction prices showed a larger rate of

increase during the first half, on expectations of

housing market regulation easing, once into the third

quarter they began to soften. The apartment trading

volume has meanwhile expanded moderately

compared to last year, led by a high level of activity in

some areas where prices appreciate comparatively

faster.

Despite a series of real estate market support measures

unveiled in recent months,25) the projected housing

price index is at present considerably below the base

value (100), with the housing purchase index also

remaining low. Meanwhile, the backlog of unallocated

houses has reached 161 thousand units (as of end- July

2008), its highest level ever. In light of these

conditions, it is unlikely that expectations of housing

price increases will resurface for the time being.

The level of apartment lease deposit fees, which had

moved continually upward through the first half of

2008, returned to a stable trend in the second half. In

Seoul, the rate of increase in apartment lease deposit

fees (compared to the last months of the previous

periods) climbed from 0.2% in the second half of 2007

to 2.0% in the first half of 2008, before then drifting

back down to the previous level of 0.2% in the third

25) For more information on this topic, see ‘<Box I - 4> Highlights of
real estate market support measures in 2008’.

<Figure I- 25>

Apartment transaction price indices and trading volume
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<Figure I- 26>

Housing market indicators
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<Figure I- 27>
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quarter. These price movements were mostly

attributable to a downward shift in lease deposit fees in

the Gangnam (southern Seoul) area, because of

expanded apartment lease unit supply, amid a sharp

slowdown in fee growth in the Gangbuk (northern

Seoul) area.

Considering the large number of Gangnam area

apartments that will enter the market26) in the near

future, there is no great likelihood of a sharp rise in

lease deposit fees.

(Land prices remain unstable)

Starting from early 2008, land prices have followed a

highly unstable trend. The rate of increase in prices of

land nationwide (changes from previous months; annual

increase rate basis) reached a high of 6.3% in April

2008, before tapering off progressively to 5.2% in

August. This rate of increase is still well above the

average annual rate (4.1%) recorded during 2000~2007.

By region, land prices in Seoul and the surrounding

metropolitan area, and in the Jeonbuk area,27) are rising

at significantly higher rates, mostly due to

redevelopment projects and anticipations of new

development projects. Land prices in other areas

remained generally moderate.

26) During 2008, about 27,000 apartment units will be made available for
lease deposits in three Gangnam (south of the Han River) districts,
including Jamsil and Banpo. This is equivalent to 51.7% of the entire
Seoul area supply.

27) In the year to August 2008, land prices appreciated most in the
Gunsan area of Jeonbuk, where they jumped 26.6% (from the end of
2007), helped by the decision of Hyundai Heavy Industries to build a
new plant there and by Gunsan’s designation as a free economic zone.

<Figure I- 28>
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<Figure I- 29>

Land price fluctuation by region
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A further rise in land prices in these regions cannot be

ruled out, should the government decide for instance to

lift the ban on development of restricted zones.

(Commercial property prices continue upward

move)

The vacancy rate among offices in Seoul has been

declining rapidly since early 2008. After dropping to

the upper 1% range during 2007, if fell further to 1.0%

in the second quarter of 2008. This decline in the office

vacancy rate is mainly attributable to the dwindling

supply of new office space and increasing demand

from businesses forced to move to new offices due to

building remodeling projects. With the supply of new

office space in the second half of 2008 projected to be

even smaller than in the first half, the vacancy rate is

expected to remain low going forward.

In line with the low office vacancy rate, the prices of

commercial properties have continued on an upward

trend since the beginning of 2008. Lease deposit fees

for offices in Seoul edged up 2.2% during the first half

of 2008, a rate of increase significantly higher than the

1.3% figure for the second half of 2007. The upward

trajectory of commercial property prices is seen as

likely to persist for some time.
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<Figure I- 30>

Office lease deposit index and vacancy rate in Seoul
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<Box  I - 4>

Highlights of real estate market support measures in 2008

1. Relief measures related to unallocated houses outside the Seoul metropolitan area (June 11)

- To foster recovery in regional economies by stimulating demand, through upward adjustment of the loan-to-

value (LTV) ratio requirement and reduced taxation of transactions in unallocated houses in regions with low

speculative tendencies outside the Seoul metropolitan area

2. Measures to strengthen housing supply infrastructure (August 21)

- Strengthening of housing supply infrastructure by easing of certain reconstruction regulations and

designation of additional “New Towns”; promotion of housing market trading through easing of restrictions

on resale of newly-purchased homes in the Seoul metropolitan area

3. Property-related tax reform plan of 2008 (September 1 and September 23)

- Capital gains tax exemption expanded for non-investor home buyers (e.g., one household owning one house)

and taxable property value for comprehensive real estate holding tax raised, to reduce tax burdens on people

with high-priced houses

Category

Easing of financial regulations

Lowering of taxation for
unallocated houses outside
the Seoul metropolitan area

- When housing supplier cuts housing price by 10%, LTV ratio requirement raised by 10% points (60% → 70%)

- 50% reductions (2% → 1% of new apartment price) on acquisition and registration taxes for buyers of unallocated houses, and
extension (1 year → 2 years) of capital gains tax exemption period, effective until end-June 2009

Main details

Notes:1) Seoul, parts of Incheon, Gwacheon, Anyang, Seongnam, Suwon, Goyang, Hanam, Guri, etc.
2) Gimpo, Paju, Yangju, parts of Namyangju, Yongin, Gwangju, Ansan, and Hwaseong

Category

Easing of reconstruction
regulations

Expansion of New Town
designations

Easing of post-construction
sale requirement

Easing of restrictions on
transfers of newly-constructed
homes in the Seoul metropolitan
area

Expansion of supply of long-
term mortgage financing

- Prohibition lifted on transfer of membership interest in a cooperative apartment (during the interim period between approval of
cooperative association establishment and cooperative association registration)

- Reconstruction project period shortened by half (3 years → 1.5 years), safety inspection frequency reduced (twice → once), etc.

- Expansion of Incheon Geomdan New Town (66,000 → 98,000 units)

- Expansion of New Town-designated area of Segyo Zone in Osan (14,000 → 22,300 units)

- For privately-developed apartment buildings, choice of either post- or pre-construction sales allowed, unlike in past where post-
construction sales only allowed

- Publicly-owned residential development zones: 7~10 year holding periods previously required → 5~7 years (population controlled
zones)1); and 3~5 years (other zones).2)

- Privately-owned residential development zones: 5~7 year holding periods previously required → 3~5 years (population controlled
zones); and 1~3 years (other zones). 

- Supply of 30-year mortgage loans expanded; ceiling on tax deduction for interest payments raised (10,000,000 won → 15,000,000
won)

Main details

Category

Change of capital gains tax
rules for households owning
one house

- Stricter eligibility requirement for capital gains tax reduction/exemption in most of the Seoul metropolitan area: must have owned home
for at least 3 years and occupied it for at least 2 years → must have owned home for at least 3 years and occupied it for at least 3 years
(3 years of ownership and 2 years of occupation required for homes in some parts of the Seoul metropolitan area and homes outside
the Seoul metropolitan area)

- Taxable amount adjusted: up to 600 million won → up to 900 million won (effective October 7, 2008)

- Minimum years of property ownership required for eligibility for special tax reduction (of up to 80%) on properties held for extended
periods shortened: 20 years or longer → 10 years or longer

- Capital gains tax rate lowered: 9~36% → 6~33%

Main details
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4. Plan for expansion of urban area housing supply and broadening of low-income household access to

home ownership (September 19)

- Widening of housing supply with emphasis on urban area redevelopment projects, and provision of home

ownership access to low-income households by easing of green belt-related restrictions and simplification of

procedures for obtaining government and public institution permission for construction projects

Category

Construction of 5 million new
homes within next 10 years 
(2009~2018)

- 3 million new homes within the Seoul metropolitan area (1.8 million homes in downtown areas, 1.2 million homes in non-downtown areas)

- 2 million new homes outside the Seoul metropolitan area (1.2 million homes in urban areas, 0.8 million homes in suburbs)

- 1.5 million out of 5 million total homes to be reserved for low-income households and households not owing homes

Main details

Category Main details

Expansion of capital gains tax
relief for non-investor, two-
home owners

Adjustment of percentage
rate of publicly appraised
value applied in calculation of
comprehensive real estate
holding tax, and alleviation of
related tax burden

Change of comprehensive
real estate holding tax rules
regarding residential
properties

Reduction of comprehensive
real estate holding tax for
commercial properties

- Capital gains tax waiver extended also to two-home owners, of second homes purchased for reasons relating to children’s schooling
or long-term healthcare needs

- Percentage of publicly appraised value applied in calculation of comprehensive real estate holding tax frozen at 80% (2007 level)
(Instead of scheduled phase-in application of progressively higher rates over upcoming several years: 80% in 2007, 90% in 2008,
100% in 2009)

- For holding tax (comprehensive real estate holding tax plus property tax) due that has increased over previous year, limit on
increase that is tax exempt lowered: 300% increase from previous year → 150% increase

- Taxable property value increased: 6 million won or more in assessed value → 9 million won or more in fair market value*

* Fair market value determined through periodic price surveys by government (set to about 80% of assessed values, under the
Enforcement Decree to the Comprehensive Real Estate Holding Tax Act)

- Tax rates lowered: 1~3% → 0.5~1%, depending upon property value bracket

- Tax reduction introduced for elderly one-household single-home owners: aged 60~64 years 10%, aged 65~69 years 20%, aged 70
years and over 30%

- Minimum taxable property value increased: 4 billion won → 8 billion won

- Tax rates lowered : 0.6~1.6% → 0.5~0.7%
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Ⅱ. Stability of the financial market

1. Lending market

(Corporate lending growth accelerates)

In the first half of 2008, corporate lending jumped by a

half-year record of 77 trillion won (a 12.2% increase

from the previous period). The rate of growth in

lending to large corporations more than doubled during

this period, as the demand for M&A-related funds

increased. The volume of SME lending also surged

sharply on brisk demand for working capital, helped as

well by banks’ aggressive drives to expand their

lending.

By industry, growth in lending to the manufacturing,

wholesale and retail, and restaurants and hotels sectors

accelerated compared to the previous period. The rate

of increase in lending to construction- and real estate-

related businesses meanwhile slowed, reflecting the

slump in the property market.

Banks’ interest rates on corporate loans (based on

newly extended loans) have generally maintained an

uptrend during 2008. After a temporary episode of

volatility at the beginning of the year, interest rates on

both large corporate loans and SME loans drifted

upward from the second quarter, influenced by rising

market interest rates. The uptrend has gradually

become steeper since that time.

<Figure II- 1>
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<Figure II- 2>

Lending growth rate by industry
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<Figure II- 3>
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Since the beginning of the second half, the trend of

corporate lending increase has appeared generally

contained,1) centering especially on SME lending, as

banks have tightened their risk management.2) At a time

of heightened economic uncertainties at home and

abroad, if financial institutions adopt more stringent

future lending attitudes out of concerns over firms’

credit risk, SMEs with low credit ratings are likely to

find their access to loans (including rollovers of their

maturing loans) even further constrained.

(Household lending edges up)

During the first half of 2008, the volume of household

loans grew by 27.5 trillion won, similar to their scale

during the previous period (30.7 trillion won).

By type of lending institution, household lending by

non-bank financial institutions such as mutual credits

and insurance companies grew by 14.2 trillion won,

more than among banks (whose lending increased by

13.3 trillion won). This pattern, also observed in 2007,

appears to be due primarily to the fact that household

borrowers, denied loans due to stronger risk

management practices at banks coupled with

unrelentingly strict government regulations on banks’

housing finance loans, have increasingly turned to non-

bank institutions.
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1) Bank lending to SMEs, after growing by a monthly average of 5.7
trillion won in the first half of 2008, declined by a much smaller
monthly average of 3.1 trillion won during the third quarter.

2) Banks’ lending attitudes have become stricter in recent months. They
have raised loan interest rates by increasing risk premiums, designated
certain corporate loan sectors for special monitoring, restricted branch
directors’ discretionary authority over lending, and reduced the relative
importance of corporate lending growth in branch performance
evaluations.

<Figure II- 4>

Household lending trends

40

30

20

10

0

40

30

20

10

0

(trillion won) (trillion won)

1H  2005 1H  2006 1H  2007 1H  2008

Source: Bank of Korea

Changes in lending by non-bank institutions
Changes in lending by banks



By type of loan, banks’ housing finance loans have

grown at a brisk rate. With a slight recovery in housing

trading activity in the first half of 2008, banks’ housing

finance loans expanded by 7.8 trillion won, a more

accelerated rate than in 2007. Non-housing-related

household loans grew by a sizeable increase of 5.5

trillion won as well, due to declines in household real

incomes driving up borrowing needs and to the efforts

by some banks to expand their uncollateralized

lending.

Bank interest rates on household loans (based on newly

extended loans) remained on a general uptrend in the

first half of 2008, buoyed by a rise in CD interest rates,

and since the beginning of the second half they have

climbed steeply. Now more conservatively inclined in

their lending approaches, banks have sought to enlarge

their interest margins by a widening of risk premiums.

If market interest rates remain at their current levels,

and the share of wholesale funding in banks’ overall

liabilities continues to rise, there may be no decline in

household loan interest rates for some time to come.

The steady upward march of market interest rates is

heightening concerns about potential housing finance

loan defaults. In regard to housing finance loans,

however which have been expanding greatly for some

time, the scale of banks’ losses is likely to be limited

even under the impact of a housing price decline, as the

average loan-to-value (LTV) ratio stands currently at

the 40% level.
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<Figure II- 6>
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<Figure II- 7>

Bank housing finance loan LTV trends
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<Figure II- 5>
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<Box  II - 1>

Estimating banks’ potential loan losses from a housing price decline

The possibility of a deterioration of Korean home mortgage values has been suggested, as interest rates rise,

the inventory of new unsold apartments nationwide continues to swell and property-related lending rules

remain tight. A housing price decline is not just accompanied by a drop in the mortgage value of property, but

results as well in an economic slowdown, which in turn leads to a decline in household income and a

weakening of borrowers’ debt-servicing capacity,i) thus potentially heightening the rate of default on

residential mortgage loans. In what follows, potential loan losses that may be incurred by banks should the

above scenario be borne out (in other words, if there is a steep decline in housing prices, causing a

deterioration of mortgages) are estimated using micro-data.

(Estimation method)

Expected bank loan losses due to a housing price decline were calculated by netting the amount of total

expected bad loans against the portion expected to be recovered. Expected bad loans were estimated by LTV

bracket, differentially applying the current delinquency rates on US mortgage loans of different grades. The

amount expected to be recovered corresponds to the proceeds from the auctioning of foreclosed houses, and

was estimated by factoring in the price decline and the foreclosed homes auction price-to-market value ratio.

The parameters used for the estimation are set as follows: the default rate for mortgage loans with LTV ratios

of 55% and below at the delinquency rate on US prime mortgages; the delinquency rate for loans with LTV

ratios of 85% and above at that on US subprime mortgages; and the delinquency rate for the remaining loans at

that on Alt-A mortgages.ii) The rate of housing price decline is set to 20%, based upon past rates of decline in

- Expected loan losses = Σ(Expected bad loans per LTV bracket - Amount of expected recovery from

foreclosure auctions)

○Expected bad loans = Default rate × Amount of loans × 1.1 (with the extra 10% accounting for

delinquent interest until the end of the auction and the foreclosure auction costs)

○Amount of expected recovery = Value of defaulted mortgages × (1 - rate of housing price decline) ×

Foreclosed homes auction price-to-market value ratio

i) A housing price decline affects residential borrowers’ debt-servicing capacity through the following path:
∙Fall in property prices → Decrease in private consumption and facilities and construction investment → Slowdown in economic

growth and rise in unemployment → Weakening of borrowers’ debt-servicing capacity → Increase in loan defaults → Increase in
bank loan losses

ii) As of the end of July 2008, the US (90-day or more) delinquency rates were 5.45% on prime mortgages, 10.35% on Alt-A mortgages,
and 24.60% on subprime mortgages. When these rates are differentially applied to Korean home mortgages in the corresponding LTV
brackets, the resulting weighted average delinquency rate is roughly 6.3%.
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Seoul-area apartment prices and the recent rate of US housing price decline.iii) The ratio of a foreclosed homes

auction price to its market value, estimated based upon past trends, is set at a conservative value of 70%.

(Estimation results and assessment)

The results of the estimation of banks’ expected loan

losses, using the method described above, indicate that

even with a major shock to the home mortgage market,

such as a sharp decline in housing prices or a sudden

rise in the default rate, the volume of losses is likely to

be moderate enough as to not overly disrupt banking

system stability. For example, assuming that housing

prices fell 20% (their highest rate since the 1990s), and

that the default rate surged to 6.3% (much higher than

the current default rate on substandard and below

loans, which is only about 0.5%),iv) the resulting loss

under this estimation totals roughly 4.3 trillion won,

which is less than one-half of banks’ net earnings in

2007.v) Even in such a situation of severe stress, the proportion of expected home mortgage losses amounts to

a mere 2.1% of mortgage loans outstanding. This is below the current interest margin (about 2.4%), meaning

that banks could nevertheless realize small net incomes on their mortgage loans. By type of borrower,

expected losses from home mortgage loans appeared greater on loans to SMEs than on household-related

loans. Given a hypothetical housing price decline of 20%, according to this estimation SME loans would

account for over 70% of total expected losses. Less than 30% would be incurred on household loans,

therefore, even while banks’ household-sector exposure is nearly six times their SME exposure.vi) The likely

explanation for this result is the high LTV ratio on mortgage loans extended to SMEs, as the current maximum

LTV ratio limit is not applied to SMEs.

Further, as the LTV ratio on home mortgage loans is projected to continue its current, albeit mild, decline, the

downside effects of a fall in housing prices are likely to diminish even more in the future.

iii) The highest rate of apartment price decline in the Seoul area was 20%, seen between 1991 and 1993 (Dec. 1993, compared to April
1991), while the rate of price decline during the foreign currency crisis was 18.5% (Nov. 1998, compared to October 1997). In the US,
as of the end of June 2008 housing prices had dropped 18.8% from their high at the end of July 2006.

iv) See Footnote ii) above.
v) Commercial banks’ net income in 2007 stood at 10.2 trillion won.

vi) As of the end of June 2008, the balance of bank mortgage loans to the household sector stood at 196 trillion won, and that to SMEs at
32 trillion.
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While the current LTV ratio caps (40% for areas classified

as “speculative zones”) are expected to remain in effect for

all new loans, borrowers have begun to repay the principal

on installment home mortgage loans obtained in 2005 and

thereafter, as the grace periods on most of these loans have

now expired or are nearing expiration.

Notwithstanding this, because a decline in housing prices usually dampens consumption and facilities and

construction investment, and thereby causes the real economy to slow, which can result in a wave of defaults

on and deteriorations of loans other than home mortgages as well, banks’ overall losses across all loans could

exceed the estimate here.vii)

vii) However, a stress test performed by factoring in the spillover effects on other loans found that, even with a 30% decline in residential
property prices, banks’ BIS capital adequacy ratio would drop by a marginal 0.9% pts, which is too negligible to undermine overall
banking system stability.

(trillion won, %)

Expected mortgage losses from hypothetical 20% decline in
housing prices1)

Household loans SME loans Total

Expected loss 1.3 3.5 4.8
<26.8> <73.2> <100.0>

Share relative to
12.7 34.3 47.4

banks’ net income

Rate of loss2) 0.7 10.9 2.1

Notes : 1) Estimated using LTV ratio data as of the end of June 2008, by LTV
bracket

2) Expected loan loss / balance of residential mortgages outstanding
3) Figures inside < > are the % shares in total loan losses.
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2. Bond market

(Treasury bond volatility expands)

From the beginning of 2008, yields on Treasury bonds

(three-year) repeatedly surged and then fell back. After

a sharp plunge in the early months of 2008 in line with

economic slowdown concerns, Treasury bond yields

rebounded in May amid worries about inflation. From

mid-July, the yield curve fluctuated wildly, due to

mixed economic signals including the international

financial market unrest, the US dollar rally and the

plunge in oil prices. In the year to mid-October 2008,

the day-to-day volatility of Treasury bond yields

averaged 6 bp, substantially wider than during the same

period the year before (2 bp).

Echoing these treasury yield movements, the spread

between long- and short-term interest rates has also

fluctuated wildly as well. Between January and April

2008, it also turned negative with inversion of the yield

curve.

Net buying by foreign investors (including local

branches of foreign banks) in the Korean bond market

has shrunken massively from its 2007 highs, on the

wave of sell-offs sparked by global US dollar liquidity

hoarding at the beginning of the second half of 2008.

Foreign investors’ average monthly net buying of

Korean bonds in the year to September 2008 stood at

0.7 trillion won, less than one-fifth the corresponding

figure in 2007 (3.9 trillion won).

<Figure II- 9>
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<Figure II- 10>
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<Figure II- 8>
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(Credit spreads widen)

Starting from late July 2008, credit spreads have

widened rapidly on most risky bonds, including

corporate and bank bonds. Among corporate bonds, the

spreads relative to Treasury bonds on high- (AA-) and

low-grade (BBB-) bonds increased to 2.86% points and

6.10% points, respectively, by mid-October 2008,

surpassing their levels during the 2003 credit card

crisis.3) Credit spreads on bank bonds rose to 2.54%

points, their highest since 2000. This phenomenon is

due to the heightened aversion to credit risk at

domestic financial institutions and construction firms,

along with the emergence of factors related to the

interplay of supply and demand, including investors’

preference for safe assets in line with global financial

market turmoil, the expanded supply of bank financial

debentures,4) and bond sell-offs by liquidity-strapped

securities firms. Credit spreads are thought unlikely to

narrow for some time to come, as the unrest

surrounding international financial markets has not

been dispelled and the domestic economy continues on

a downward trend.

Meanwhile, increased corporate credit risk has sent CP

rates climbing steeply in recent months, massively

widening their spreads with respect to CD rates. In

consequence, conditions for rolling over of ABCP, a

popular funding vehicle for real estate project

financing (“PF”) loans, seem to have deteriorated.

3) The spreads with respect to Treasury bonds on high- and low-grade
corporate bonds recorded 0.99%p and 5.75%p, respectively, in the
June to September 2003 period when the credit card crisis was in full
stride.

4) Due to insufficient volumes of both issuance and circulation, spreads in
the Korean corporate bond market tend to move in parallel with bank
bond spreads.

<Figure II- 12>

CP and CD interest rate trends

8.0

7.0

6.0

5.0

4.0

3.0

2.0

1.5

1.0

0.5

0.0

(%) (% p)

2005 2006 2007 2008

Source: Bank of Korea

CP rate (91-day) (LHS)

CD rate (91-day) (LHS)

CP ‐ CD (RHS)

<Figure II- 11>

Credit spread trends
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<Box  II - 2>

Status of bank bond issuance and implications

Continuing the sharp uptrend from the previous year, the volume of bonds issued by Korean banks (including

specialized banks) increased by 25.4 trillion won in the first half of 2008, to record a total outstanding balance

at the end of June of 290.4 trillion won. This phenomenon was mostly attributable to the downturn in banks’

deposits, hit among other factors by a sizeable outflow of funds from low-cost demand deposits toward non-

bank financial institutions (i.e., CMAs at securities companies), concurrent with the massive lending growth

stemming from banks’ aggressive loan expansion strategies.

By currency of denomination, the growth in

issuance of won bonds has slowed somewhat since

the beginning of 2008, while foreign currency-

denominated bond issuance has remained vigorous,

thanks partly to last year’s shipping finance boom

and partly to the weak won. Meanwhile, the volume

of issuance has been growing faster in senior than

subordinated bonds (including hybrid bonds), the

issuance of which has decreased somewhat since the

beginning of the year.

The share of bonds in Korean banks’ total capital inflows (liabilities + shareholders’ equity) was 13.3% at the

end of June 2008, much higher than the corresponding figures for US banks (1.9%) and Japanese banks

(3.2%). It has since 2006 also been consistently higher than that for German banks in the first half of

2008(11.2%). The maximum limit on commercial banks’ bond issuance is currently set to three times their

BIS capital. The steady increase in bond issuance volume in recent years has rapidly raised the percentage of

this maximum limit used, from 43.7% in 2005 to 54.6% at the end of June 2008. In some banks, this rate is

fast approaching 70%.

As a funding source, bonds offer the advantage of enabling a large amount of money to be raised in one go.

However, by relying overly on bonds, banks run a number of serious risks: 

First, coupon rates on bank bonds are generally higher than the average cost of funding. A funding model

centered on bonds or other wholesale funding sources can therefore be a structural cause for weakening

profitability. Korean banks’ net interest margin (NIM) has shrunk massively since 2006, mostly due to the

increasing share of wholesale funding in their overall liabilities, which drives up the cost of their funding,

while at the same time banks have kept their loan interest rates virtually frozen in their competitive drive for

asset expansion. Moreover, the cost of funding through bond issuance is expected to increase further for

(trillion won)

Notes: 1) Reflects all foreign exchange and interest rate swap-related adjustments
2) Reflects foreign exchange adjustments

Sources: Banks’ call reports, Bank of Korea
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banks, as effective July 2008 they are now charged issuance fees.i)

Second, a massive issue of bank bonds, in a situation in which the overall demand base is weak, can cause

interest rates on both bank and corporate bonds to soar, as happened between November and December 2007,

making it more difficult for companies to raise funds through the bond market. A sudden change in bank bond

issuance volume is likely to negatively affect stability of the Korean bond market as a whole in the future.

Third, as issuance is highly sensitive to changing financial and economic conditions, a heavy reliance on

bonds can decrease the stability of funding for banks, destabilizing the overall lending market as well and

making loan access more difficult for borrowers. This concern was borne out late last year: when the

imbalance between demand and supply in the bond market resulted in a funding crunch for banks, some banks

tightened their purse strings and froze new lending.

Fourth, while bonds offer certain advantages in terms of liquidity management, as most of them come with no

early redemption options, banks may nevertheless face liquidity problems should the capital market suddenly

contract and make it harder for them to roll over maturing bonds. The recent unraveling of Northern Rockii)

should be a cautionary tale for all banks tapping excessively into the wholesale capital market to expand their

lending. Although facing no real problems at the level of profitability or asset soundness, the British bank was

fatally hit by the sudden credit shortage steming from the US sub-prime mortgage crisis, and ultimately had to

be nationalized.

Meanwhile, the rate of increase in bank bond issues has been slowing somewhat in recent months,iii) as banks

strengthen their risk management amid deepening signs of an economic slowdown and as the outlook for

deposit inflows improves. Going forward, banks would benefit from lowering their reliance on bonds and

diversifying their funding sources for funding stability. They must further boost their liquidity management,

by fine-tuning of the related procedures, to curb the liquidity risk that has reached new heights with the recent

spike in wholesale funding.

i) The issuance fees are 0.05% of the issuance value for bonds with maturities of one year or less, 0.07% that for bonds of 1-2 year
maturity, and 0.09% that for bonds with maturities of more than two years. A bank using a package declaration form is eligible for a
reduced rate of 0.04%.

ii) At the end of June 2007, the share of retail funding in Northern Rock’s overall funding sources stood at a mere 23.2%, with the rest
being accounted for by mortgage securitization, covered bonds and loans from the short-term money market (source: Northern Rock
2007 interim report).

iii) The value of total bond issuance planned for the second half of 2008, among commercial banks subject to reporting requirements,
stood at 24.4 trillion won(actual value of issuance for July, and reported basis for August to December). This only slightly exceeded
the value of their bonds maturing (22.6 trillion won).
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3. Stock market

(Stock prices fall steeply)

Stock prices have continued to retreat, on global

financial turbulence throughout 2008.

The KOSPI, after tumbling early in the year due to

concerns over the subprime mortgage meltdown,

rebounded to 1,889 in mid-May, as calm returned

somewhat to the international financial markets

following the aggressive policy measures in major

world countries. The rebound soon gave way to

inflation fears, however, sparked by escalating oil

prices, and to the effects of capital shortages at US

government-sponsored mortgage institutions, and the

KOSPI joined in a general global stock market decline.

It rose briefly again from July, owing to falling oil

prices, only to head back down in mid-September with

the surge in doubts about the viability of large

investment banks. From October, as international share

prices have nosedived despite passage of the

Emergency Economic Stabilization Act in the US and

market stabilization measures by major central banks,

including a coordinated interest rate cut, Korean stock

prices have fallen sharply to yearly lows.

As of October 15, 2008, the KOSPI was down 35.1%

from last year’s high (2,065 pts, on Oct. 31, 2007).

This rate of decrease is roughly equivalent to the

degrees of decline in the US and UK, but less than the

corresponding figures in other Asian emerging market

countries.

<Figure II- 13>

Stock price index and volatility1)

2200

2000

1800

1600

1400

1200

1000

60

40

20

0

(index) (%, annualized)

2006.1 7 2007.1 7 2008.1 7

Note: 1) Calculated by the EWMA (Exponentially Weighted Moving
Average) method

Sources: Bank of Korea, Korea Exchange

KOSPI (LHS)

KOSPI volatility (RHS)

<Figure II- 14>

Stock price declines compared to last year’s highs

0

-20

-40

-60

-80

0

-20

-40

-60

-80

(%) (%)

Source: Bloomberg

Korea
US

Japan

UK

China

Hong Kong

Vietnam

Philippines



- 40 -

Financial Stability Report October 2008

The VIX (Volatility Index)5), which was generally

down during the first half of 2008, began an upswing at

the start of the second half with the re-emergence of

global financial market unrest, showing investors’ risk

aversion to be undiminished.

(Foreign investor net selling continues)

Foreign investors have maintained net selling positions

in the Korean stock market throughout 2008. This

appears to be due chiefly to their continuous unloading

of stocks to secure liquidity, amid the mounting risk

aversion stemming from global financial market unrest.

After a temporary turnaround to net buying in May,

foreign investors resumed their net selling from June,

as fears swirled anew through the global financial

markets. The cumulative volume of foreign net selling

from January to October 15th, 2008 amounted to 30.4

trillion won, exceeding the corresponding figure of

24.7 trillion won in 2007. As a result, foreign investors’

share in total Korean stock market capitalization had

dropped from 32.4% at the end of 2007 to 29.3% as of

October 15th, 2008.

A similar net selling trend has been seen in other Asian

stock markets as well. After having been net buyers in

the Taiwanese, Indian, Thai and Philippine stock

markets last year, foreign investors have recorded large

net selling positions in these markets in 2008.

5) The VIX for the KOSPI was calculated borrowing the method
developed by the Chicago Board Options Exchange (CBOE). An
increase in the VIX value indicates heightened risk aversion among
stock investors.

<Figure II- 16>
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(Equity-type fund growth slows)

Growth in equity-type funds has decelerated noticeably

this year, dampened by the weakness of domestic and

foreign share prices. There has however been no

massive wave of redemption; the scales of monthly

fund redemption have been similar to those last year

for both domestic and overseas equity-type funds.

Meanwhile, the ratio of total redemption volume to

outstanding equity-type fund balance is lower than its

level of a year ago. The volume of equity-type fund

redemption was little changed in October as well, even

while international financial market turmoil sent share

prices plummeting worldwide.6)

New inflows to equity-type funds have dwindled, on

the other hand, on shrinking returns. Fund inflows,

after averaging 7.1 trillion won monthly in the year to

July 2008, dropped to the range of 4 trillion won on

average in August and September. A continuously poor

stock market performance could reduce capital inflows

to equity-type funds further.

6) The daily average volume of redemptions of equity-type funds
amounted to 0.26 trillion won during the October 1 to October 14
period, roughly identical to what it had been in the year to September
2008.

<Figure II- 17>
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4. Foreign exchange market

(Foreign exchange demand increases and credit

conditions tighten)

Demand in the Korean foreign exchange market has

predominated over supply in line with the shifts of both

the nation’s current and its capital accounts into deficit.

After recording a surplus of US$ 5.95 billion in 2007,

the Korean current account slipped to a deficit of US$

12.59 billion in the year to August 2008. This was

mainly due to a large decline in the goods account

surplus, reflecting sharply increased oil prices, while at

the same time the service account remained in deficit.

The capital account meanwhile also switched to a

deficit between January and August 2008, of US$ 5.68

billion (after its surplus of US$ 6.23 billion for the

previous year as a whole), thanks among other factors

to increased net selling of Korean stocks by foreigners.

Foreign currency borrowing conditions for Korean

banks have worsened. The spreads and CDS (5-year)

premiums on Foreign Exchange Stabilization Fund

bonds (2014 maturity) have shown upward trends,

owing to the shortage of global liquidity.

Spreads on short-term foreign currency loans have

meanwhile climbed from their 30 bp range in

December 2007, to around 60 bps in September 2008.

With uncertainty still hanging over the global financial

markets, it is likely that the deterioration of overseas

borrowing conditions will last for some time. Banks

therefore need to brace for a further worsening of

foreign currency liquidity, by keeping their overseas

<Figure II- 19>
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<Table II- 1>

Spreads on short-term foreign borrowings of
domestic banks

Jun.2006 Sep. 2006 Dec. 2006 Mar. 2008 Jun. 2008 Sep. 2008

7 18 31 32 43 59

Note: Spreads over LIBOR, period average basis; excluding Citibank Korea
and SC Korea First Bank

Source: Bank of Korea
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borrowing volumes under control and diversifying their

funding sources, through for example use of covered

bonds.7)

(Won weakens and its volatility widens)

The Korean won has retreated against the US dollar

since the beginning of 2008. In mid-March it weakened

sharply, lifted by increased net capital outflows from

the Korean stock market and current account deficit

concerns, and rose above the 1,000 won-to-the-dollar

level for the first time since January 2006. As the

effects of continuing foreign capital flows from the

stock market were curbed by the authorities’

stabilization measures, the won currency thereafter

stabilized to hover within 1,000 to 1,050 won range.

Starting since late August, however, the won has again

lost considerable ground, due to the widening

imbalance between supply and demand as, amid global

financial crisis reeruption, market sentiment has turned

skittish, and firms’ lags and leads (paying dollars

late/collecting dollars early) have intensified.

The Korean won has depreciated rapidly against the

Japanese yen as well during the year, reflecting the

strengthening of the yen against the dollar due to signs

of yen carry trade unwinding, while the won has lost

ground versus the dollar.

With any resurfacing of unrest in the global financial

markets this year, exchange rate volatility has surged.

Starting since September, notably, the implied volatility

in won/dollar and yen/dollar options has climbed

steeply, reflecting the insolvency problems at large US

7) For further information on this topic, see <Box II-3> ‘Structure of
covered bonds, and their expected benefits.’

<Figure II- 22>
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investment banks, and indicating that exchange rate

uncertainty is growing.

(Swap market imbalance persists)

In 2008, the global credit crunch and resulting foreign

currency liquidity shortage have pushed FX swap and

CRS rates well below the domestic-foreign interest rate

differentials and Treasury bond yields, respectively,

even despite the decreased volume of foreign exchange

hedging transactions by shipbuilders and asset

management companies and increased swap market

participation by the Bank of Korea. Although the

incentive for interest rate arbitrage has therefore

expanded in reflection of this, the volume of interest

rate arbitrage transactions has been much less

significant than last year. Interest rate arbitrage

transactions being a channel for foreign currency

liquidity inflows, the shrinkage in their volume is likely

to have a dampening effect on both the won and

foreign currency capital markets.

The current supply-demand imbalance in the swap

market is unlikely to be resolved in the near term, due

to the persisting competition for dollar liquidity amid

the domestic and international financial market turmoil.

FX swap rates may thus remain below the differentials

between domestic and overseas interest rates, and CRS

rates below Treasury bond yields, for some time to

come.
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<Figure II- 24>
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<Box  II - 3>

Structure of covered bonds, and their expected benefits

(Structure of covered bonds)

Covered bonds are debt instruments issued by banks which are collateralized against high quality assets

including residential mortgage loans, public debt or ship loans. Although similar to MBSs in that they are both

asset-backed securities, covered bonds differ from the latter in that (1) the collateral is not transferred to an

SPV or any other third party, but remains on balance at the issuing institution; (2) the debt issuer is a financial

institution, and not an SPV; and (3) bondholders have recourse both to the issuing institution and to the assets

that provide cover for the bonds.

Further, unlike MBSs, which are structured in such a way that the holders bear the risk of debtor prepayment

of the underlying mortgages, as well as the associated credit risk, with covered bonds the issuing financial

institutions regularly monitor the cover pools and add or replace assets in cases of cover pool value decline,

prepayment or delinquency. The related prepayment and credit risks are hence not passed on to investors.

At the end of 2007, the balance of covered bonds

outstanding globally amounted to US$ 3 trillion, and

accounted for roughly 4% of overall bond issues

outstanding (of US$ 78.7 trillion). The volume of covered

bond issuance has grown at an annual average rate of over

10% since 2004. Notably, the volume of covered bond

issuance was unaffected even in 2007, when the U.S.

subprime meltdown caused the rest of the global bond

markets to contract sharply.

Structural comparison of covered bonds and MBSs
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(Introduction of covered bonds, and their expected benefits)

In Korea, there is currently no legal provision allowing financial institutions to issue covered bonds.

Notwithstanding this, there is a growing demand from banks for authorization of covered bond issuance for

overseas markets, to raise mid- to long-term foreign-currency funds, and the Financial Services Commission

has recently agreed to consider allowing issuance of structured covered bondsi) that are within the boundaries

allowed by the Act on Asset-Backed Securitization.

As principal risk is negligible with covered bonds, and there is no premium related to prepayment risk to be

factored in, issuing institutions can afford to keep the interest rates on these debt issues quite low. The

introduction of covered bonds, at a time when the MBS market is severely contracted, could be expected to

provide an effective alternative funding source for banks and facilitate their access to the international capital

markets. Covered bonds might also help relieve the problems frequently faced by financial institutions

stemming from non-coincidence of maturities between assets and liabilities, as covered bonds are most often

long-term fixed interest rate issues. For this same reason, covered bonds are expected to bring about a shift in

the current variable rate-centered lending practices in the Korean mortgage market, toward long-term fixed

interest rate mortgages as well.

To sum up, covered bonds can reduce the costs of funding for banks and improve the efficiency of the overall

financial system through diversification of funding channels. Another big advantage of covered bonds is their

greater transparency, as they are an on-balance funding source, unlike MBSs or CDOs, and this will naturally

motivate banks to more closely monitor the related credit risk.

One disadvantage of covered bonds is that, as they require the issuing institutions to replace or add assets to

the cover pool in case of delinquencies, this can worsen the delinquency rates on banks’ other assets and could

disadvantage their deposit customers and unsecured creditors by reducing the availability of high-grade assets

left to guarantee their redemption rights.

(Future considerations)

Covered bonds, if they are authorized, are likely to be used by Korean banks primarily to raise foreign-

currency funds rather than won funds, at least initially. Banks would accordingly benefit from a strategy which

strikes the right balance between issuing of covered bonds and of MBSs, insofar as the latter, can be used

effectively to control risk and maintain required financial ratios, by for instance allowing banks to shed asset

risk through true sale transactions.

i) Structured covered bonds enable banks in countries that do not have specific financial legislation in place to enter the covered bond
market. They are identical to regulated covered bonds in their legal effects.
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Meanwhile, the assets used as collateral for the covered bonds, although general creditors have no claim on

them, remain on the balance sheet of the issuing bank and for this reason can result in inflated assessment of a

financial institution’s assets. Frequent changes to the cover pool, moreover, such as additions or replacements

of assets, can reduce transparency. To remedy these potential problems, measures are needed to strengthen

disclosure requirements concerning the volume of bond issuance, the collateral valuation method used and the

status of collateral replacement.

Financial regulators, meanwhile, must maintain close oversight of covered bonds, by for instance setting a

maximum issuance limit to prevent any negative consequences of the new debt instruments for the rest of a

financial institution’s assets and protect the rights of depositors. In the UK, for example, an excessively high

volume of covered bond issuance is negatively reflected in financial institution evaluation. In Canada,

financial institutions whose covered bond issuance volumes exceed 4% of their total liabilities are required to

report the related details to the authorities and submit plans for reducing them. In most countries, finally,

restrictions concerning the use of funds raised through covered bond issuance require financial institutions to

invest them in safe assets only.
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1. Soundness of banks

A. Sources and uses of funds

(Share of low cost deposits declines)

At the end of August 2008, the share in banks’ total

funding sources of instant access type deposits stood at

23.3%, having continued its trend of decline. The share

of time and other deposits rose 2.5% points, meanwhile

-- from 37.6% at the end of 2007 to 40.1%, as banks

widened their sales of special high interest rate

promotional deposits to secure resources for lending.

The share of wholesale funding1) increased slightly

from the end of 2007, in spite of a slowdown in bank

bond issuance growth, due to a substantial expansion in

the volume of CDs issued during the period.

Meanwhile, banks’ increased reliance on special

promotional deposits and wholesale funding has driven

up their funding costs. The average interest rate (newly

extended basis) on time deposits and wholesale

funding significantly exceeded the yield on three-year

treasury bonds for five straight months in 2008.2)

Banks’ funding costs may rise further with the entry

into force of the “Capital Market and Financial

1) Includes bank bonds, CDs, RPs and cover bills
2) It is reasonable for banks’ deposit interest rates to be below bond

interest rates. In some special circumstances, however, where
confidence in the financial markets is eroded, they exceed the rates on
risk-free debt instruments like treasury bonds.

<Figure III- 1>
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Investment Services Act”, scheduled for February

2009. The new law, allowing financial investment

companies to design and sell competitive financial

investment products, could lead to a worsening of fund

outflows from low interest deposits at banks.

(Liquidity ratio remains in healthy range)

At the end of August 2008, banks’ won liquidity ratio,3)

an indicator of their short-term liquidity status, stood at

108%, substantially above the level of 100%

recommended by the Financial Supervisory Service.

However, with the maturities of banks’ assets

lengthening and the maturities of their liabilities

shortening,4) the net cash capital position ratio,5) a

measure of banks’ ability to absorb liquidity shocks in

the medium to long term, fell to 5.7% at the end of

June 2008, from 9.2% at end-2007.

Banks’ foreign currency liquidity ratio,6) which reflects

their capacity to service short-term foreign currency

debts, is currently hovering near 100% -- well above

the 85% level recommended by the Financial

Supervisory Service. This is thanks to banks’

conservative strategies in managing their foreign

currency-denominated assets. With the resurfacing of
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3) Won liquidity ratio = Assets with maturity of 3 months or less /debts
with maturity of 3 months or less.

4) While banks’ asset maturities lengthened during the period, due to an
increase in the volume of their home mortgage loans, the maturities on
their liabilities fell, as the volume of their current deposits classified as
long-term liabilities contracted.

5) The higher its net cash capital position ratio(an indicator developed by
Moody’s), the greater a financial institution’s ability to cope with a
liquidity squeeze.

6)                             Banks’ foreign currency liquidity ratio

End of
Jun. 2006

End of
2006

End of
Jun. 2007

End of
2007

End of
Jun. 2008

97.2 99.3 97.2 98.7 99.8

(%)

<Figure III- 3>
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international financial market turbulence, however,

banks’ short-term foreign currency borrowings have

increased and their medium and long-term borrowings

declined. The persistent unrest in international markets,

coupled with the continuing deleveraging by financial

institutions, has resulted in a global liquidity crunch,

thereby placing domestic banks under foreign currency

liquidity pressures.
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<Box  III- 1>

Domestic currency liquidity risk management among Korean commercial banks

With the subprime mortgage crisis in the US triggering a wave of bank runs around the globe, panic is gripping

the world’s financial markets, and the importance of monitoring and managing liquidity risk has as a result

increased. Worries about Korean commercial banks have also been voiced, as their exposures to liquidity risk

have widened due to their expansion drives centering around loan assets and their deepening reliance on

wholesale funding.

The rate of lending increase at Korean banks has in recent

times greatly surpassed their rate of deposit increase, owing

to their asset expansion strategies. The sharp rise in the

share in their total funding sources of wholesale sources

such as CDs and bank debentures, which are sensitive to

market conditions, has also had negative consequences for

banks’ funding stability.

In regard to liquidity risk management, Korea’s financial

supervisory authorities require commercial banks to

maintain ratios of current assets with 3 months or less

remaining maturity to current liabilities with 3 months or less remaining maturity at 100% or above.

Considering other countries’ supervisory liquidity ratio rules, which cover time horizons of only 1 month,

Korea’s quantitative supervisory regime appears relatively more stringent.i)

Banks’ liquidity ratio, which surpassed 110% for many

consecutive years in the past, dropped significantly during

October to November of 2007, to a range close to the

minimum required 100%. In their efforts to satisfy the

liquidity requirement, however, banks turned to quick fixes

rather than long-term solutions. They for instance

temporarily increased interest rates on MMDAs, which are

considered a stable funding vehicle and when their volume

increases have the effect of quickly boosting the liquidity

ratio.

This type of short-term measure for liquidity ratio enhancement can distort price variables in the financial

market or increase their volatility, especially in times of crisis. Given banks’ management of their short-term

i) Taking into account global liquidity supervision practices, Korea’s financial supervisory authorities recently streamlined the supervisory
liquidity ratio rules by changing the 3-month time horizon to a 1-month horizon.
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liquidity ratios by employing such measures, the actual liquidity risks they run and the extent of their abilities

to manage those risks can also not be accurately assessed through this measure alone.

For their everyday management of liquidity risk, Korean commercial banks draw up monthly asset and liability

management plans, taking into account the prudential liquidity ratio set by the financial supervisory authorities,

and review and analyze the results of implementation of those plans on a monthly basis. Aside from the

liquidity ratio, banks use a variety of other liquidity management indicators, including the volume of short-

term funding shortfalls and the liquidity gap. Most indicators used by banks are for measuring and managing

short-term liquidity, however, and medium to long-term or structural liquidity management is comparatively

neglected.

Aside from these procedures for routine liquidity risk management, banks also have multi-stage contingency

plans for responding to sudden liquidity shocks, and they conduct stress tests to internally measure their

capacities for coping with situations of crisis and to identify any vulnerabilities. Banks’ liquidity contingency

plans usually distinguish three stages of crisis and use a series of crisis indicators. When an indicator falls or

rises above a certain threshold value, banks undertake appropriate crisis response measures as laid down in

their plans. However, these liquidity contingency plans leave something to be desired in terms of response

measure effectiveness, and more particularly in terms of the effectiveness of their emergency funding

measures. Moreover, banks’ liquidity contingency plans need to be more closely aligned with their stress tests.

Meanwhile, by taking into consideration a more comprehensive set of liquidity risk factors, including off-

balance sheet items such as loan commitments and derivatives trading activities, the stress tests could gain in

reliability and accuracy.

To address these weaknesses in liquidity risk management procedures and ensure their relevance to the

changing financial and economic environment, banks must make a variety of improvement efforts. First, their

liquidity risk management systems should not just focus on a short-term horizon, but also consider the long-

term stability and efficiency of their funding and liquidity management structures. Second, to develop stable

sources of funding, they must design diversified and competitive deposit products that meet the needs of their

customers. Third, with the understanding that even institutions having healthy assets and sound profitability

can be brought to their knees, if they lack adequate liquidity risk management skills and procedures for

responding to unforeseen shocks, banks must strive to improve their risk analysis techniques and enhance the

effectiveness of their contingency plans. In line with the changing financial and economic environment, they

should also work to implement more broad-based and updated stress testing systems.

As for the financial authorities, they must step up their efforts to monitor banks’ funding practices and their

maturing assets and liabilities, so as to detect and respond to potential liquidity risk in a timely fashion. The

financial authorities should also encourage banks to improve their liquidity risk management capacities, by

consulting with them on means of more effectively capturing liquidity risk and on further development of crisis

scenarios for stress testing.
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<Box  III- 2>

Effects of the Capital Market and Financial Investment Services Act
on stability of the financial system

(Effects on stability of the financial system)

The Capital Market and Financial Investment Services Act, set to enter into force in February 2009, is

expected to provide positive effects to Korea’s financial market by giving securities firms a broader set of

business tools and stimulating capital markets. The overarching goal of this legislation is to promote balanced

growth of the Korean financial industry and to accelerate the carrying out of necessary reforms.

At the same time, the new rules introduced under this law are likely to cause profound structural change in the

financial system as a whole. The law’s entry into force will not only affect the business practices of financial

investment companies, the primary party concerned in the legislation, but also those of banks, insurance

companies and other financial institutions that compete with them, and the funding and lending behaviors of

households and businesses. Such major structural changes may result in some negative consequences, one of

which could be increased financial system risk.

The outflows of money from the banking system to the capital markets and resulting increased bank reliance

on wholesale funding may magnify liquidity risk. Meanwhile, the authorization of retail payment system

participation by financial investment companies could undermine payment and settlement system stability.
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Another major risk is that as financial institutions become larger, and more of them become parts of large

financial groups due to mergers and acquisitions sparked by entry into effect of the new law, any external

shock to the market is likely to propagate through the financial system much faster than before. The existence

of large financial investment companies and financial groups with vast affiliated business networks, although

they can boost the Korean financial sector’s competitiveness in the global market, will also increase the need

for oversight. Leveraging by large financial groups, if left unmonitored and unregulated, could become a

catalyst for system risk similar to that seen in the current financial crisis in the US, which has ultimately led to

a worldwide financial meltdown.

Finally, as the Korean capital markets come of age, it will increase the market participation of large foreign

financial firms. One consequence of this will be a heightening of interdependence among domestic and foreign

financial institutions and of cross-border risk, making the Korean market more sensitive to external shocks.

(Strategies for enhancing financial system stability)

First and foremost, financial institutions must strengthen their liquidity risk management. Banks in particular

must seek to stabilize their funding structures, by for instance lengthening their bond maturities and issuing

covered bonds. Financial investment companies, for their part, need to pay special attention to liquidity

management by keeping portions of their CMA funds in cash or bank deposits.

Second, macroprudential regulation must be enhanced. When the center of gravity of a financial system shifts

toward the capital markets, market-oriented system risks become more frequent and outweigh stability risks

arising from failures at the level of individual banking institutions. The new situation requires, on the one hand,

that the financial supervisory authority more closely monitors the soundness of individual financial institutions,

and, on the other, that the central bank heighten the level of its routine financial market surveillance. As

confirmed by the current US example, uncontrolled borrowing by financial investment companies can develop

into system risk with the potential to jeopardize the entire financial system. The financial market regulator

must therefore limit leveraging by financial investment companies, by setting a maximum leverage ratio, and

implement a mechanism for off-site capital market surveillance.
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Finally, the financial authority must establish transparency standards and disclosure criteria that are in line with

the latest developments in the global market, so as to promote exchange and flow of information and broaden

channels for information sharing with international organizations and the international community at large. The

authority should also consider imposing stricter rules on market participants to help them maintain discipline in

a market environment made more complex by the introduction of new financial techniques and products

authorized under the Capital Market and Financial Investment Services Act. The growing complexity of the

financial sector makes the regulator’s ability to gain insights into the business activities and performances of

financial institutions more crucial than ever. Also necessary is a system for analyzing risk associated with new

financial techniques and products and evaluating the adequacy of the related risk management procedures. This

may be achieved by setting up a unit responsible for financial stability oversight within the Bank of Korea and

the financial authority, and putting it in charge of pre-market evaluations of financial techniques and products

new to the market.
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B. Credit risk

(Corporate credit risk headed for possible uptrend)

During the first half of 2008, commercial banks’

corporate exposure7) increased to 15.3%, continuing its

uptrend of the past few years, as higher oil and raw

material prices boosted loan demand among SMEs.

Loan demand also surged among large corporations,

which turned to banks to finance their merger and

acquisition projects. Lending to large corporations

jumped a whopping 33.4% during the first half of

2008, bringing its share in banks’ overall corporate

exposure to 9.0% at end-June, up from 7.8% at the end

of 2007.

By industry sector, manufacturing loans increased most

steeply, with their share in banks’ total corporate

exposure rising to 38.1% from 37.5% six months

earlier. The share of construction and real estate

exposure was virtually unchanged meanwhile; as the

rate of increase in lending to the construction sector

continued on a sharp uptrend, real estate lending

growth decelerated, owing to banks’ stricter risk

management.

In spite of the unabated increase in banks’ corporate

exposure since 2006, credit risk has remained generally

within a stable range. Although the delinquency rate on

corporate loans has swung to a moderate uptrend, it is

still well below its level in periods prior to 2006. With

regard to bank lending for real estate project financing,

7) 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.

<Figure III- 6>
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Dishonored bill ratio1) and corporate delinquency rates2)

0.2

0.1

0.0

4

3

2

1

0

(%) (%)

2003 2004 2005 2006 2007 2008

Notes:1) Amount basis, including electronic-based payments
2) Three-month moving averages

Sources: Bank of Korea, Banks’call reports

Dishonored bill
ratio (LHS)

Corporate delinquency rate (RHS)

SME delinquency rate (RHS)

<Figure III- 7>

Exposure distribution by industry

60

40

20

0

60

40

20

0

(%) (%)

2003 2004 2005 2006 2007 2008.6

Source: Banks’call reports

40.4

17.4 17.5 18.0
21.2

23.3 23.2

40.1 40.6 40.0 38.0 39.3
37.5 38.1 38.137.0

41.0 41.0

Manufacturing
Construction and real estate
Services and others



- 58 -

Financial Stability Report October 2008

meanwhile, although it has been a source of recent

concerns about potential default, the volume of losses

will be quite limited even if some of the loans do turn

bad. At end-June 2008, the delinquency rate on real

estate project financing loans stood at 0.7%, well

below the corresponding rate(1.5%) on corporate loans.

Over 60% of total real estate project financing loans,

moreover, have been extended to borrowers whose

repayments are guaranteed by investment-grade (BBB-

and above) constructors. Around 65% of these loans

have also been concentrated in the Seoul metropolitan

area, where the business risks are relative low.

Given, however, that corporate profitability will

worsen owing to economic growth slowdowns both

domestically and globally, and that delinquency rates

tend to rise following loan growth, after a certain lag,

the possibility of an increase in SME credit risk still

does exist. Signs of rising corporate credit risk have

been detected in an analysis of delinquency rates by

vintage year,8) a good means of predicting future credit

risk trends. The analysis found the delinquency rate

curve on new loans issued during 2008 to be above

those for the preceding two years (2006 and 2007),

indicating a possibility of further delinquency growth

heightening credit risk.

(Household credit risk remains moderate)

During the first half of 2008, commercial banks’

exposure to the household sector increased slightly, by

3.7% points, to maintain its mild uptrend of the

previous period. Despite an increased volume of

- 58 -

8) For more information on this topic, see <Box III-3>, ‘Assessment of
banks’ credit risk by vintage delinquency and delinquency roll rates.’

Source: Bank of Korea

<Figure III- 9>
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housing-related loans,9) their share in banks’ total

household sector lending shrank moderately, as the

volumes of other loans grew much more substantially.

The share of credit card receivables has, on the other

hand, increased steadily -- from a low of 5.1% at the

end of 2006 to hit 5.9% in the year-to-June 2008.

In contrast to the trend in the corporate sector, the

credit risk on household sector lending has declined

steadily in recent periods. At the end of August 2008,

the delinquency rate on household loans stood at a

stable level of 0.7%, while the delinquency rate on

credit card loans was also within the healthy lower 2%

range. Meanwhile, a look at the delinquency rate curve

by vintage year in the most recent three years shows

them to have been remarkably low, suggesting that the

current stable conditions may continue for the

foreseeable future.

(Banks’ shock absorption capacity fairly good)

Amid sound profitability, banks’ asset health has been

generally improving, thanks also to their active efforts

to dispose of bad loans.10) At the end of June 2008,

banks’ ratio of substandard and below loans to total

loans stood at a new historic low of 0.71%. Their ratio

9) The share of housing-related loans in banks’ total household exposure
declined slightly, from 60.0% at the end of 2007 to 59.8% at the end of
June 2008.

10) While new substandard and below loans extended during the first half
of 2008 amounted to 4.6 trillion won, a nearly equal amount of 4.3
trillion was written off as bad loans during the period.

Change in substandard and below loans
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(trillion won)
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<Figure III- 11>
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<Figure III- 12>
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of non-performing loans at that time was also at a new

low of 0.62%, down from 0.64% at the end of 2007.

The ratio of non-performing loans among Korean

commercial banks is substantially lower than the

corresponding figure for the world’s largest banks.

Banks’ ability to absorb losses from bad loans appears

fairly good as well. Continuing the upswing begun in

the previous period, the ratio of loan loss provisions to

NPLs (the coverage ratio) climbed to 215% at the end

of June 2008. This level, far above the average among

US commercial banks, is high enough to allow Korean

banks to absorb losses in the event of an external shock.

<Figure III- 15>
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<Box  III- 3>

Assessment of banks’ credit risk by vintage delinquency and delinquency roll rates

(Relevance and concept)

The main indicators used to evaluate bank credit risk have until now been their delinquency rates and their

ratios of substandard and below loans. These indicators, however, as they are extensively subject to the lending

practices at the time of extension and the volume of bad loans liquidated or written off, are too volatile to

accurately represent banks’ actual credit riski); although useful for ex-post facto assessment of credit risk, they

are severely limited in their abilities to predict future credit risk movements. Delinquency rates by vintage year

(hereinafter “vintage delinquency rates”) and delinquency roll rates are alternatives to these traditional

indicators that are far superior in their abilities to predict future movements as well as gauge present credit

risks, since they comprise actual delinquency data - including information on bad loan write-offs and data

enabling future credit risk forecasts. For this reason, both the IMF and an increasing number of central banks

around the world are using vintage delinquency rates for their evaluations of bank credit risk.

The analysis of vintage delinquency rates (hereinafter “vintage analysis”) consists in the measuring of changes

in the delinquency rate over the life of a loan, from the time of its initial extension.ii) The technique is most

often used to predict the future movement of delinquency rates or assess banks’ lending practices at a specific

point in time. For example, when the delinquency curve on recently-extended loans rises above or slopes more

steeply upward than the curve on older loans, it is considered an indication that new delinquencies are likely in

periods ahead, and that the delinquency rate will rise further. It can also indicate that banks’ lending conditions

have eased during the period evaluated.

In the analysis of delinquency roll rates (hereinafter “roll rate analysis”), meanwhile, the procedure is to

calculate the rate at which new delinquencies develop into long-term delinquencies, as the borrowers fail to

keep their payments up to date. Delinquency roll rates are used as an indicator to predict any future rise in bad

loans (occurrence of long-term delinquencies). Specifically, even if there is no noticeable change in terms of

the overall delinquency rate, a heightened roll rate suggests the likelihood of a future increase in substandard

and below loans.

(Vintage analysisiii))

Vintage analysis performed on Korean SME loans shows the 2008 vintage delinquency curve surging above

the corresponding curves for the previous two years (2006 and 2007), and that the upward slope in the 2007

i) Even if the overall loan default rate stays at a level similar to those in previous periods, a sharp increase in the volume of new loans or
in bad loan write-offs has the effect of lowering the delinquency rate and the ratio of substandard and below loans.

ii) The data shows that, with the lapse of time following initial loan extension, while the principal is gradually repaid, the amount of
delinquent payments increases. This pattern typically gives the vintage delinquency curve an upward slope.

iii) Of the data collected from eight banks including seven commercial banks, some was discarded due to insufficient reliability.
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vintage curve has become steeper recently, rising above the 2006 curve. These results suggest that the current

uptrend in delinquencies on SME loans may persist into the future, for at least some time.

By industrial sector, the 2008-vintage curve on construction and real estate loans has moved similarly to the

2006- and 2007-vintage curves. The upward slope in the 2007 curve has become steeper in recent months,

however, which appears to be a result of the competitive lending by banks during 2007, following their easing

of lending conditions. Given that the average maturity on construction and real estate loans (roughly 20

months) is generally longer than that on general SME loans (13 months), and that many of the loans extended

during 2007 have probably not yet reached maturity, there is a strong likelihood of the current delinquency rate

uptrend continuing into the next period.iv)

The delinquency rates on loans to the wholesale and retail and hotel and restaurant sectors are also likely to rise

in coming times, due to the downturn in consumption. The analysis shows that the delinquency curve on 2008-

vintage loans is currently above those on 2006- and 2007-vintage loans, and that the curve on 2007-vintage

loans has recently surpassed that on 2006-vintage loans, with its upward slope becoming increasingly steeper.

The same trend is predicted for manufacturing loans: the 2008 delinquency curve remains steadily above those

on 2006- and 2007-vintage loans, suggesting that new delinquencies on 2008 loans will increase.

iv) In the case of construction and real estate loans, delinquencies most often begin to occur after a certain lag (usually about 9 months)
from their issuance, because the loans are extended during the construction process and principal and interest payments on them do not
begin until the housing is ready for sale. The delinquency rate on 2008-vintage loans, even if it is quite low currently, could therefore
rise rapidly in the future.
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For household loans, the results of vintage analysis signal

that the delinquency rate is likely to maintain its current

stable trend. The delinquency rate curves for all vintage

years since 2005 have remained steadily in low ranges. The

vintage 2008 curve, in particular, has been moving at a level

below those of the past three vintage year curves.

(Roll rate analysis)

Roll rate analysis on SME loan delinquencies reveals that

the rate of early delinquencies (payments delinquent for less

than three months) moving to substandard and below loans (delinquent for three to six months) is drifting

higher, in continuation of its uptrend begun in August 2007. This result is indirect evidence that the recent

economic downturn, in tandem with SMEs’ increased dependence on borrowings, has taken a toll on their debt

servicing capacity. In the household sector, on the other hand, the rate of early delinquencies moving to long-

term delinquencies remains stable and low.

(Overall assessment)

The results of vintage and roll rate analyses suggest that banks’ overall credit risk may increase in the months

ahead, due principally to the heightened risk of SME loans. Although the delinquency rate on SME loans is

currently at the healthy 1.5% level, the recent drifting of the vintage 2008 curve above the curves of 2006 and

2007 vintages, and the rise in the roll rate, point to a possible future increase in SME loan credit risk. By

industrial sector, the delinquency rate is expected to rise more sharply on loans to businesses that are more

sensitive to economic cycles, such as those in the construction and real estate, wholesale and retail, and hotel

and restaurant sectors. The credit risk of household loans, meanwhile, given the stability of their vintage curves

and roll rate, seems unlikely to increase.
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C. Interest rate risk and market risk

(Interest rate risk declines slightly)

The difference between banks interest rate sensitive

assets and liabilities, as calculated by their rate repricing

gaps, had narrowed somewhat by the end of June 2008.

Compared to the end of 2007, the positive gap between

short-term (up to 1-year maturity) rate-sensitive assets

and liabilities had decreased, while the negative gap

between long-term (over 1-year maturity) rate-sensitive

assets and liabilities had fallen slightly as well. The

positive gap stood at 49.7 trillion won for the up to 1-

year repricing cycles, a decrease of 7.3 trillion won

compared to end-2007. For the over 1-year repricing

cycles, meanwhile, the negative gap registered 38.4

trillion won, a decrease of 1.9 trillion won.

Meanwhile, the positive gap for the up to 3-month

repricing cycles stood at 188.5 trillion won at the end

of June 2008, an increase of 24.4 trillion won

compared to end-2007. This growth in the positive gap

between assets and liabilities with up to 3-month

repricing cycles has been caused, from the standpoint

of funding structure, by an increase in wholesale

funding with short interest rate repricing cycles, and

from the standpoint of fund operation, by a noticeable

increase in loans with short interest rate repricing

cycles, led primarily by growth in SME lending and

housing finance loans. Meanwhile, the shrinkage in the

negative gap between assets and liabilities with

repricing cycles over 1-year has been due to the fact

that the volumes of fixed-rate corporate loans and long-

term bond11) investment have risen slightly, while at the

11 ) The volume of banks’ won-denominated securities increased by 4.9%
between the end of 2007 and the end of June 2008. However, the share
of securities with over 1-year repricing cycles increased by 4.1%.

<Figure III- 16>
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<Table III- 2>

Bank interest rate VaR

Dec.2006 Dec.2007(a) Jun. 2008(b) b-a

VaR(A)1) 4.7 2.3 2.2 -0.1

BIS capital(B) 75.5 85.1 91.3 6.2

A/B(%, %p) 6.2 2.7 2.4 -0.3

Note: Interest rate shocks calculated based on five-year observed values at end-
2006, but by application of 200bps for Dec. 2007 and Jun. 2008.

Source: Bank of Korea

<Table III- 1>

Repricing gap schedule
(as of end-June 2008; based on local currency)

0-3months 3-6months 6-12months Over 1 year

Rate-sensitive
assets (a)

549.6 81.1 81.2 127.0

Rate-sensitive
liabilities (b)

361.1 125.0 176.1 165.4

Repricing gap 188.5 -43.9 -94.9 -38.4
(a- b)1) <24.4> <-11.4> <-20.3> <1.9>

Note: A positive figure indicates an asset sensitive gap and a negative (-) figure
a liability sensitive gap. Figures in <  > are the changes in repricing gaps
since the end of Dec. 2007.

Source: Bank of Korea

(trillion won)
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same time the volume of settlement-type savings

deposits treated as long-term liabilities has decreased.

Interest rate VaR,12) a measure of banks’ interest rate

risk, fell during the first half of 2008 to 2.2 trillion won,

from 2.3 trillion won at end-2007, owing to the

decreased repricing gaps between assets and liabilities

with repricing cycles of both less than and greater than

one year. As a result, the ratio of VaR to BIS capital

also dropped 0.3% points from the year before, to

2.4%. This is well below the BIS recommended

maximum of 20% and the VaR among large US banks

(7.8%)13) as well.

(Slight increase in market risk of bond investment)

At the end of June 2008, banks’ investment in bonds

amounted to 140.1 trillion won, an increase of 8.0

trillion won from end-2007. However, the share of

bonds in total assets had fallen 0.8% points to 12.9%,

owing to the volume of increase in loans exceeding the

volume of increase in bonds.

Meanwhile, there was an increase from the end of 2007

in the VaR14) of banks’ won-denominated bonds, which

reached 0.47 trillion won, up 0.06 trillion won in the

first half of 2008. Occurring despite the shortening in

overall duration due to the expanded share of short-

term bond investment, this increase in VaR is explained

by the growth in risk exposure related to bond

12 ) Calculated using the standard VaR method proposed by the BIS
(Bank for International Settlements)

13 ) The five largest US commercial banks: BOA, JP Morgan Chase,
Citibank, Wachovia and Wells Fargo

14 ) The interest rate shock chosen is the more conservative (i.e., more
severe) of either the five-year observed value or 200bps. The VaR at
the end of 2006 was calculated using the five-year observed value, as
for this period it exceeded 200bps. However, the VaRs at end-2007
and end-June 2008 were calculated using 200bps, as the observed
values were lower during these periods.

<Figure III- 17>
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<Table III- 3>

VaR of won-denominated bonds held by 
commercial banks

End of 2006 End of 2007(a) End of 2008.6(b) b-a

VaR1) 0.27 0.41 0.47 0.06

(exposure) 95.9 92.1 98.1 6.0

(interest rate volatility)2) 3.5 6.6 7.2 0.6

(duration) 1.21 1.25 1.16 -0.09

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

Source: Bank of Korea

Short-term trading bonds (LHS)
Marketable and non-marketable available-for-sale bonds (LHS)
Held-to-maturity bonds (LHS)

(trillion won)
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investment, and by the rise in interest rate volatility

caused by worries about increased infationary

pressures and the turmoil in global financial markets.

The KOSPI, after hitting a high for the year (1,889p) in

the first half, plunged greatly--in line with the high price

of oil, worries about inflationary pressures and the

global credit crisis. At the end of June 2008, banks’

investment in stocks for short-term trading and in

marketable available-for-sale stocks amounted to 11.4

trillion won, a decrease of 0.9 trillion won from end-

2007. As stocks comprise a mere 1.05% of banks' total

assets, market risks associated with stock investment

don’t appear large. Hence, market risks due to the

heightening of stock price volatility appear negligible as

well.

(Increase in market risk of derivatives trading)

Commercial banks’ total derivatives balance totaled

1,653 trillion won at the end of June 2008, up 25.9%

from the end of 2007. Of this, 970 trillion won (58.7%)

was accounted for by currency-related derivative

contracts, and 662 trillion won (40.0%) by interest rate-

related derivatives. Banks have recently increased their

hedging transactions to protect their portfolios against

interest rate, exchange rate and other market volatility

risk, and the volume of trading in interest rate swaps,

foreign exchange and cross-currency swaps has

therefore surged. As a result, the ratio of banks’

derivatives positions to their total assets rose from 1.36

at the end of 2007 to 1.53 at the end of June 2008.

By type of trade, the volume of currency-related

derivatives trading increased massively in the first half

of 2008. This was driven by large growth in forward

exchange and currency option transactions with

<Figure III- 18>
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<Figure III- 19>
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<Figure III- 20>

Trading balance by type of derivative
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exporters and currency swaps with foreign arbitrage

traders. Trading in interest rate-related derivatives also

gained in volume. Especially, the recent increase in

bank bond issuance15) has brought about an expansion as

well in interest rate swaps to hedge against interest rate

volatility. Steady growth in banks’ derivatives trading

volume, including structured derivatives trading, may

lead to increased volatility in the underlying asset prices

such as interest rates, stock prices and exchange rates,

and consequently heighten market risk. This could have

a negative impact on banks’ stability.

At the end of June 2008, the market risk of banks’

derivatives trading (measured using the BIS standard

method) was estimated at 1,030.4 billion won, up

15.3% from the end of 2007 (894 billion won). The

ratio of derivatives-related market risk to BIS capital

also rose during this period, to 1.17%.

Currency option trading between Korean banks and

companies for the purposes of hedging foreign

exchange rate risk, including KIKO (Knock-In, Knock-

Out)16) trading, has grown considerably in volume since

2006. With the sharp rise in exchange rates in recent

months, some small and medium-sized companies with

hedge positions exceeding their amounts of exports

have faced losses greater than their total equity

capital.17) The risk level accompanying derivatives

trading is thus growing rapidly.

15) At the end of June, the outstanding balance of bank bonds issued stood
at 145.8 trillion won, up 6.5% from 136.9 trillion won six months
earlier and 36.0% from 107.2 trillion won at end-2006.

16) KIKO is a transaction type of currency option that combines one put
option purchase contract and two call option sales contracts. It therefore
has a non-symmetric payoff structure, in which the volume of a loss is
relatively greater than that of a profit.

17) According to the Financial Supervisory Service (FSS), losses incurred
by small and medium-sized companies holding KIKO positions in
excess of their amounts of exports, due to the US dollar’s sudden surge,
amounted to 277.1 billion won as of end-August 2008.

<Table III- 5>

Volume of KIKO trading by exporters
(as of end-Aug. 2008)

No. of Balance Realized Valuation Total loss
companies loss(a) loss(b) <a+b>

Small and 
471 59 5,062 7,784 12,846

medium-sized
companies

(56) (13) (1,053) (1,718) (2,771)

Large 46 20 1,372 2,725 4,097
corporations (7) (10) (451) (1,386) (1,837)

Total
517 79 6,434 10,509 16,943
(63) (23) (1,504) (3,104) (4,608)

Notes: 1) Figures inside (  ) are the numbers of companies with excessive
hedge positions.

2) Realized losses are figures for the eight months from Jan. 2008 to
Aug. 2008.

Source: Financial Supervisory Service

(100 million dollars, 100 million won)

(100 billion won, %, %p)

<Table III- 4>

Banks’ derivatives-related market risk

End of 2006
End of 2007 End of 2008.6

b-a(a) (b)

Derivatives-related
5,857 8,940 10,304 1,364market risk (A)

BIS capital (B) 695,737 778,331 877,320 98,989

A/B 0.84 1.15 1.17 0.02

Note: Banks subject to BIS market risk-based capital adequacy rules only
Sources: Bank of Korea, banks’call reports
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<Box  III- 4>

Characteristics of KIKO currency option transactions of exporters, and their impacts

The strengthening of the Korean won against the US dollar since 2003 has generated expectations of its further

appreciation in the Korean foreign exchange market. Starting from 2006, amid increasing hedging demand on

the part of exporters to protect their export receipts from exchange rate risk, the volume of transactions among

small and medium-sized companiesi) in knock-in knock-out currency options (hereinafter “KIKO”) surged

sharply. The US dollar’s sudden rally since early 2008, however, has brought about a heightening of risks

related to KIKO transactions.

(Structure and characteristics of KIKO)

KIKO is a synthetic option with an asymmetric structure combining put (one contract), which the company

buys from the bank and call options (two contracts in general), which the company sells to the bank with the

same strike price. In addition to the strike price, a KIKO contract has an upper and lower price barrier. The call

option becomes effective (knock-in) only when the exchange rate of the target currency reaches the upper price

barrier, and the contract is invalidated (knock-out) when it hits the lower barrier. Insofar as an investor takes a

short position on the US dollar,ii) a KIKO contract is similar to sale of a forward exchange contract. A KIKO is

at the same time very distinct from the latter, however, in terms of its payoff structure and strike price. This is

because the number of call options exceeds that of put options, and because KIKO contracts come with knock-

in and knock-out features.

Firstly, by virtue of its structure, KIKO has both hedging and speculative characteristics, leaving investors

highly vulnerable to exchange rate fluctuations. Hedging of foreign exchange rate risk normally means taking

of a derivative position mirroring the underlying assets (i.e., selling forward exchange), to prevent losses from

a sudden change in exchange rates, and in exchange for giving up of the potential gains to be made from the

inverse rate move. In the case of KIKO, however, the payoff structure is asymmetric: the potential losses

incurred when exchange rate volatility is high greatly exceed the profits to be made when volatility is

moderate. Specifically, (1) the investor can make profits when the exchange rate moves within the range

between the lower price barrier and the strike price, but (2) when the rate reaches the lower barrier, the option

contract expires as worthless (knock-out). And, (3) finally, in the inverse case where the exchange rate nears

the upper barrier, the call options become effective (knock-in), and the losses snowball if the rate drifts further

i) The aggregate average daily volume of currency option transactions handled by Korean banks (including both customer trading and
inter-bank trading) soared from US$ 420 million in 2003-2005 to US$ 1.23 billion in 2007 and US$ 1.57 billion in the first half of
2008.

ii) The purchase of a put option gives the buyer the right to sell dollars at a designated exchange rate (strike price), and the sale of a call
option gives the seller the obligation to sell dollars at the strike rate if the buyer so demands. Therefore, by entering into a contract in
which it purchases a put option and sells call options, a company can sell dollars by exercising its put option when the won/dollar
exchange rate falls, and must respond to the bank’s exercise of its call options when the won/dollar exchange rate rises. Hence, the
arrangement produces a hedging effect similar to that of the sale of a forward exchange contract.
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upward. Exporters having KIKO positions realize gains (losses) in export receipts, when the won/dollar

exchange rate rises (falls). The actual payoff is therefore largely dependent upon the exchange rate at a given

point in time and the number of KIKO contracts held.iii)

Secondly, KIKO contracts can be more advantageous than

forward exchange contracts in terms of price setting. The

most common form of contract entered into by Korean

exporters has until now been one in which no option

premium is charged, but in which the strike price is set

higher than the forward exchange rate (one-year NDF) by

20 to 30 won per dollar. This has been due largely to the

dollar bearish sentiment that gained ground since 2006,

causing the premium on a put option to exceed that on a

call option with the same strike price. The risk reversal,iv)

for instance, had a negative value throughout 2006-2007,

reflective of the predominant bearishness at that time

toward the US dollar. In this situation, combining the sale

of two call options with the purchase of one put option can

create a currency option that allows zero cost (premium),

iii) In the case of a forward exchange contract sale, the payoff is zero whether the currency appreciates or depreciates. An exporter incurs a
loss (realizes a gain) when the won/dollar exchange rate rises (falls), but realizes a gain (incurs on offsetting loss) from an equivalent
increase (decrease) in the value of his export receipts. In the case of KIKO, however, as the numbers of put and call options the
exporter is allowed to buy and sell differ, the net payoff can vary depending upon the total number of contracts held and the exchange
rate at a given point in time. When the value of total KIKO contracts is equal to the export receipts, (1) if the exchange rate moves
within the range between the lower barrier of the currency price and the strike price, the net outcome is a gain (the exporter will either
realize a gain both from option trading and on export receipts, or his gain from option trading will exceed the loss in export receipt
value). However, (2) if the exchange rate slips below the lower price barrier (in which case the option contract becomes invalidated,
and losses in the value of export receipts are incurred) or surges past the upper price barrier (in which case the loss from option trading
exceeds the gain in export receipt value), the net outcome is a loss for the exporter. On the other hand, however, if the total KIKO
positions held by an exporter are less than the value of his export receipts, he can realize a net gain even if the exchange rate rises
above the upper price barrier, as his losses from option trading can be offset by a large increase in his export receipts.

* Shaded areas correspond to the pay-offs of (forward exchange sale + export receipts) and (KIKO + export receipts).

<Sale of forward exchange contract>

Pay-offs of forward exchange and KIKO

Gain

Loss

Gain

Loss

Export receipts

Forward exchange contract

Strike price
Strike price

Won/USD dollar
exchange rate

원/달러 환율

<KIKO: purchase of 1 put + sale of 2 calls>

Lower barrier Upper barrier
Export receipts

×2

×1

①② ③

KIKO

Won/USD dollar
exchange rate

(won/dollar)

KIKO Strike Price

2008.1 2

Strike price (A) 950�970 960�980

Forward exchange rate1)(B) 930�942 940�951

(A)-(B) 20�28 20�29

Note : 1) NDFs (1-year)
Source: Issuing banks
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while offering a high strike price. A high strike price increases potential gains, although it unfortunately also

increases potential losses.

(Impacts of KIKO transactions)

KIKO, widely used by small and medium-sized

Korean exporters as a foreign exchange risk hedging

tool, has recently had negative consequences, for

example causing reduced management soundness at

companies and increased counterparty risks at banks.

KIKO contracts entered into when the dollar was

weak have brought about large losses for exporters

due to the recent upward US dollar momentum, undercutting their profitability. Some small and medium-sized

exporters with KIKO contracts in amounts exceeding their export receipts have taken particularly hard hits. As

of the end of August 2008 (when the exchange was 1,089 won per US dollar), KIKO-related losses incurred by

Korean companies amounted to 1.69 trillion won (small and medium-sized companies 1.28 trillion won,v) large

corporations 409.7 billion won). Given the won/dollar exchange rate’s climb to a new high in the range of

1,200 won per US dollar by the end of September, losses from KIKO transactions might greatly exceed this

earlier estimate. Meanwhile, exporters who entered into KIKO contracts in amounts less than their export

values appear to have realized gains, as their losses from KIKO transactions have been more than offset by

increased export receipts.

Additionally, at a time when KIKO-related losses are piling up rapidly amid the continuing upward march of

the won/dollar exchange rate, and the global economic downturn is drying up capital flows, a surge in the

number of exporters failing to fulfill their option obligations can increase banks’ counterparty risk. Exporters

with large KIKO positions, whose export receipts are insufficient for covering their settlement obligations

upon maturity, are likely to face severe cash crunches, which may cause banks to use their own funds to pay

the contracts they entered into with investment banks to hedge their KIKO exposures.

iv) Risk reversal is an indicator measuring the difference in implied volatility between call and put options having the same strike price,
and is expressed in terms of the price of a call relative to the price of a put. When the risk reversal has a positive value, this means that
more market participants are betting on a rise in the won/dollar exchange rate than on a decline, and the call premium is therefore
higher than the put premium. A negative risk reversal, on the other hand, means that the market expects the won/dollar exchange rate
to fall, and that the put premium is higher than the call premium.

v) In the year to June 2008, small and medium-sized companies’ net losses from financial derivative products were in the range of 40% of
their total operating income (listed companies only; source: KIS-Value).

(Unit, USD 100 million, KRW 100 million)

KIKO transactions and losses
(as of end- Aug. 2008)

No. of Companies Balance Loss

Small and medium-sized
companies

471(56) 59(13) 12,846(2,771)

Large corporations 46( 7 ) 20(10) 4,097(1,837)

Total 517(63) 79(23) 16,943(4,608)

Note: Figures in (  ) are the numbers of companies with KIKO contracts in amounts
exceeding their export receipts.

Source: Financial Supervisory Service
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D. Profitability

(Large surpluses continue)

In the first half of 2008, commercial banks’ net income

before taxes recorded 6.9 trillion won. This was down

from the corresponding periods in 2006 and 2007;

however, the gains from sales of stocks acquired

through the debt-to-equity conversion deal with LG

Card in 2007 were the main reason for this shortfall, as

bank income remained at roughly similar levels as in

the prior periods in all other components including

interest, fee and credit card income.

Despite a massive increase in interest-earning assets,18)

banks’ interest income slid slightly due to a rise in

funding costs and bad debt expenses. A similar minor

dip was seen in credit card income, as revenue growth

from increased credit card purchases was offset by a

hike in marketing costs driven by intensifying

competition. Banks’ fee income grew, on the other

hand, on the back of higher sales commission income

on beneficiary certificates and bancassurance products.

Meanwhile, commercial banks’ ROA slipped during

the period to 0.96%, from 1.08% in 2007, as while net

income fell total assets expanded massively on

increased lending. This level is still within a healthy

range, however, equal to if not higher than those

among large foreign banks (the average among the

world’s top 30 banks is around 1%).

18) Changes in banks’ Interest-earning assets

1st half 2006 2st half 2006 1st half 2007 1st half 2007 1st half 2008

Interest-earning
672.7 721.4 759.3 805.2 859.8

assets1)

(increase/Decrease) (25.6) (48.6) (37.9) (45.9) (54.6)

(trillion won)

Note: 1) Excluding credit card loans(based on average balances)
Source: Bank’s call reports

<Figure III- 21>
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ROA trends at Korean and foreign commercial banks
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(Net interest margin shrinks)

The nominal net interest margin on commercial banks’

interest-earning assets declined 0.15 percentage points

year-on-year in the first half of 2008, to 2.18%. This

shrinkage in interest margin is explained by loan

interest rates being kept on hold due to banks’ drives

for asset expansion, coupled with the dwindling share

of low-cost deposits in overall funding caused by a

greater reliance on high-interest funding sources such

as promotional deposit products and wholesale funding

vehicles.

As for the real net interest margin, corresponding to the

nominal net interest margin adjusted by the ratio of

overhead expenses on interest-earning assets and the

loan loss provisioning ratio, the decline was greater--

0.18 percentage points year-on-year. This result owed

principally to the fact that the increase in the loan loss

provisioning ratio exceeded the decrease during this

period in the ratio of overhead expenses on interest-

earning assets, due to the deterioration of banks’ asset

quality.

In conditions where banks’ capacity for further interest

revenue generation has declined, the increasing

downside risks to the domestic and global economies

and heightening of credit risks in sectors sensitive to

economic cycles could lead to a worsening of bank

profitability.

<Figure III- 23>
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E. Capital adequacy

(BIS capital adequacy ratio declines)

At the end of June 2008, the BIS capital adequacy ratio

of Korean commercial banks stood at 11.16% (Basel II

basis), down 0.78 percentage points from 11.94%

(Basel I basis) at the end of 2007. The decline in the

ratio was 0.55 percentage points on a Basel I basis,

with the remaining 0.23 percentage points fall due to

the change in calculation method following entry into

effect of the Basel II Accord.

The drop in the Basel I capital ratio during the period

stemmed from a rather sharp rise of 12.7% in risk-

weighted assets, resulting from increased lending,

while BIS capital rose only 7.5% due to decreased

issuance of subordinated debt securities. The fact that

banks’ Basel II capital ratio is lower than their Basel I

ratio stems from the new calculation method taking

into consideration operational risk and imposing capital

requirements on credit lines unused less than one-year.

Notably, however, the Basel II capital adequacy ratios

were higher than the Basel I ratios for Kookmin and

Shinhan Banks, which are authorized by the financial

regulator to use the IRB (Internal Ratings-Based)

approach,19) and for some local banks with high

proportions of retail loans20) in their overall lending.

19) Under Basel II, risk-weighted assets tend to be smaller when
calculated through the IRB approach than through the standard
approach. The low probability of default (PD) under the IRB
approach, thanks to the economic upturn over the recent several years,
also contributed to the modest volume of risk-weighted assets.

20) The entry into effect of the new BIS Accord has brought down the
risk weight on retail loans, including personal loans in amounts of 1
billion won or less (35% of home mortgage loans) and SME
loans--from 100% to 75%.

<Figure III- 25>
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<Figure III- 26>

BIS ratio trends of Korean and foreign commercial banks
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However, even after the drop, Korean commercial

banks’ BIS capital adequacy is at a level similar to

those at large foreign banks’ and remains within a

sound range.

(BIS capital structure improves)

As commercial banks’ BIS capital adequacy ratio

declined, their tier-1 capital ratio followed suit and

sank slightly--from 8.45% at the end of 2007 to 8.24%

at the end of June 2008. The share of tier-1 capital in

BIS capital (Basel I basis) rose 1.6 percentage points,

however, to 72.3%. Banks’ tier-1 capital jumped 9.9%

during the period, bolstered by large net incomes and

share capital increases effected at some banks.

The rate of growth in supplementary capital was

meanwhile limited to 1.4%, owing to a decrease in

issuance of subordinated debt securities. The share of

tier-1 capital in Korean commercial banks’ Basel II

equity capital also stood at a healthy 73.9%, well above

the corresponding averages among US commercial

banks and large foreign banks.21)

21) Equity capital structure comparison of Korean and
foreign commercial banks

Notes: 1) Banks with total assets more than US$ 10 billion(Bssel I basis)
2) Ranked by the Banker and simple average of relevant ratios among world’s top 30

banks (based on volume of tier-l capital)
Sources: Banks’call reports, US FDIC, Bankscope
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<Figure III- 27>
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2. Soundness of non-bank institutions  

A. Mutual savings banks

(Real estate lending inches higher)

Total assets of mutual savings banks22) remained on

their high upward growth track, increasing 20.7% over

a year earlier to reach 63.7 trillion won at end-June

2008. This high rate of total asset growth was fuelled

by brisk sales of high interest bearing time deposits,

which made possible a sizeable increase in the volume

of these institutions’ loan assets.

By type of borrower, mutual savings bank lending to

SMEs grew at a faster rate than their loans to large

corporations and households, further reinforcing the

asset portfolio concentration on this loan segment.

The share of SME loans in mutual savings bank total

loans stood at 84.7% at the end of June, up 3.0% points

from 81.7% a year earlier. The share of large corporate

and household loans meanwhile declined a further

2.4% points during the period, to 14.4%. This heavy tilt

of the loan portfolio toward SMEs may have

undesirable consequences on the business soundness of

mutual savings banks. SME business activities are very

sensitive to economic fluctuations, and if the current

economic slowdown persists, increasing SME loan

delinquencies could cause deteriorations of mutual

savings bank business soundness.

22) Based on 106 mutual savings banks in operation as of the end of June
2008.

<Figure III- 28>
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<Figure III- 30>
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<Figure III- 29>

Loans by borrower type

Source: Financial Supervisory Service
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By type of loan, the share in mutual savings bank

portfolios of real estate project financing loans fell

4.9% points -- from 29.0% at end-June 2007 to 24.1%

at end-June 2008. The share of other loans to the

construction and real estate sector meanwhile expanded

3.8% points over the same period, from 22.5% to

26.3%. The overall share of real estate-related loans

was therefore 50.4% at the end of June 2008, to still

account for over half of total lending.

(Asset soundness and profitability deteriorate

slightly)

The average delinquency rate on mutual savings banks’

loans, climbed incrementally, from 13.7% the year

previous to 14.0% at the end of June 2008. The

delinquency rate increased most noticeably on real

estate project financing loans during this period, rising

from 11.4% to 14.3%. Delinquencies are increasing

more rapidly in this segment due to the continuing real

estate slump and swelling inventory of unsold new

apartments.

Mutual savings banks’ net income for fiscal year 2007

(July 2007~June 2008) totaled 479.4 billion won, a

30.3% decrease from the 688.2 billion won recorded in

fiscal year 2006. Occurring despite a decline in costs

(owing especially to reduced bad loan expenses), this

plummeting of net income was due to a shrinkage in

fee income stemming from decreased real estate

project finance loans, and to the sharp drop in stock

prices. Mutual savings banks’ earnings were

nevertheless still more than twice their long-term

average net income (for fiscal years 2001~2007) of 200

billion won.

<Figure III- 32>

Net Income

4

3

2

1

0

-1

-2

-3

8000

6000

4000

2000

0

-2000

-4000

-6000
FY2005 FY2006 FY2007

Source: Financial Supervisory Service

<Figure III- 31>
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The BIS capital ratio of mutual savings banks dropped

0.51% points in the year ending June 2008, from

9.93% at end-June 2007 to 9.42%, in line with their

rapidly rising volume of SME loans and other risk-

weighted assets. This level is however still well above

the recommended ratio of 5.0% set by the supervisory

authority.

Risk stemming from real estate project financing loans

appears significantly greater for mutual savings banks

than for commercial banks, as the portion of mutual

savings bank real estate project financing loans issued

to risky projects is comparatively larger. Mutual

savings banks lend more to projects still in their early

pre-construction stages (involving land purchases or

obtaining of construction permits), to projects in

regions outside the Seoul area that are hit harder by the

development slow-down, and to mixed

commercial/residential buildings and commercial

properties that are more sensitive to economic cycles.

A prolonged real estate slump, on top of the current

blight in regional housing development markets, could

therefore bring about increased real estate project

financing loan delinquencies.
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<Figure III- 33>
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B. Credit unions

(Asset growth accelerates)

At the end of June 2008, the total assets of credit

unions (based on 1,002 institutions nationwide) stood

at 29.2 trillion won, up 6.5% from the end of 2007.

Credit union asset growth accelerated during the year

thanks to an upswing in deposit inflows to them due to

the comparatively higher interest rates they offer.

This, in turn, led to an increase in their lending.

The share of loans in the asset portfolios of credit

unions increased by 2.2% points, from 64.1% at the

end of last year to 66.3% at end-June 2008, buoyed by

the expanding volume of their loans collateralized

against real estate. Also explaining this trend is the fact

that credit unions’ returns are higher on loans than on

securities or deposits with the National Credit Union

Federation.23) One negative consequence of this loan

growth, however, was an increase in the share in

overall lending of loans to low-grade borrowers,24) from

37.1% at the end of 2007 to 37.3% at the end of June.

While the total number of credit unions declined from

1,007 to 1,002 in the first half of 2008, a differentiation

was seen based upon institution size. As the number of

large credit unions (having 100 billion won or more in

assets) grew, from 27 to 35, that of small-and medium-

sized credit unions shrank from 980 to 967. With the

23) In 2007, credit unions’ asset portfolio yield broke down to 8.2% for
loan assets, 5.9% for marketable securities and 4.4% for deposits.

24) Low-grade borrowers are borrowers assigned grades 7 to 10 in terms
of their household credit scores, based upon the credit rating system
of National Information & Credit Evaluation (NICE).

<Figure III- 34>
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easing of merger regulations25) and the widening of

geographical boundaries on membership,26) we expect

to see intensifying competition among credit unions,

which will in turn encourage the trend toward larger

operations in coming times. As the creation of more

large credit unions means a further reduced footing for

operations by small-and medium-sized ones, the trend

might lead to a rapid widening of the disparity between

large and small credit unions.

(Profitability falls)

In the first half of 2008, credit unions’ net income slid

to 60.7 billion won, a 42.8% decline from the 106.2

billion won figure for the same period of last year. This

was because credit unions’ net interest margin shrank

sharply on the narrowing of their loan-deposit spread,

and because of a dragging down of asset returns due to

falling stock prices and rising market interest rates.

Credit unions’ ROA dropped from 0.51% in 2007 to

0.42%, well below the corresponding figures among

banks and mutual savings banks.27)
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25) Starting from June 2006, the rule limiting mergers between credit
unions (both ‘associative’ and ‘regional’ credit unions) to those
between organizations within the same city, county or city ward was
replaced by one that also allows mergers among organizations located
in adjacent cities, countries or city wards. Effective from the same
date, the Credit Union Deposit Insurance Fund extended assistance to
any credit union merging with an underperforming peer institution, by
covering up to 90% of the shortfall in the latter’s net assets.

26) The Korean government plans to introduce an amendment to the
Enforcement Decree of the Credit Union Act later in 2008, to widen
the area a regional credit union in a non-metropolitan city can offer
services to─from the same township or borough the credit union is
located in currently to the entire city.

27) During the first half of 2008, banks’ ROA averaged 0.88%, while the
estimated ROA for mutual savings banks during the July 2007 to June
2008 period stood at 0.83%.

<Figure III- 36>
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(Asset health improves)

Asset health among credit unions generally improved

in the first half of 2008, thanks to their active loan

management efforts. Their loan delinquency rate

decreased from 9.3% at the end of 2007 to 9.0% at

end-June 2008, while their substandard and below loan

ratio stayed virtually unchanged at 3.9% (compared to

3.8% at the end of 2007).

Among capital adequacy indicators, credit unions’ net

capital ratio28) slipped from 3.3% at the end of last year

to 3.0% at end-June 2008. However, this level remains

comfortably above the minimum 2% ratio required by

the Financial Supervisory Service. Meanwhile, the

number of credit unions receiving corrective orders for

failures to satisfy their minimum net capital ratio

requirements increased from 247 at the end of 2007 to

274.

The considerable share of loans to low-grade

borrowers in their loan portfolios could undermine

credit unions’ asset health, should a rise in interest

rates, in addition to the economic slowdown and

declining real income, further sap the debt servicing

capacity of these precarious borrowers.
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28) (Total assets - Total liabilities - Equity in affiliates + Subordinated
debt + Loan loss provisions) / (Total assets + Loan loss provisions)

<Figure III- 37>
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<Table III- 6>

Asset health of credit unions

Dec.2004 Dec.2005 Dec.2006 Dec.2007 Jun.2008

Delinquency rate 15.7 13.9 11.6 9.3 9.0

Substandard and
6.0 5.4 4.5 3.8 3.9below loan ratio

Source: National Credit Union Federation of Korea



C. Life insurance companies

(Variable life insurance boosts asset growth)

Life insurance companies’ total assets stood at 305.4

trillion won at the end of March 2008, an increase of

11.8% over the year before. While growth in sales of

traditional insurance products was marginal, sales of

variable life insurance and other investment-type

insurance products jumped 39.0% during the year. The

share in premium income accounted for by variable

insurance increased steeply as a result ─ from 17.3% a

year earlier to 23.2%.

Amid rising life expectancy, the share of annuities

(insurance products similar to long-term savings

deposits) in life insurers’ total sales has also been

growing steadily, bolstered by the recent surge in

variable annuity sales and the introduction of

retirement accounts.29) This situation, occurring at a

time when the supply of long-term debt is far from

sufficient, has worsened the problem of asset and

liability maturity mismatches for life insurance

companies. Practices such as offering optional riders

over and above basic variable annuity plans30) have also

contributed to an increase in their asset management

risk.

The accelerated growth in variable insurance sales has

also brought about changes in the market share
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29) The share of annuities in life insurance companies’ total premium
income has progressively increased, from 25.0% in fiscal year 2005 to
26.5% in fiscal year 2006, and then 29.3% in fiscal year 2007.

30) Optional riders currently offered include a guaranteed minimum death
benefit (GMDB) (a death benefit of a pre-agreed amount paid upon
the annuitant’s death, regardless of total premium payments), and a
guaranteed minimum accumulation benefit (GMAB) (which
guarantees the amount invested should the market value of the
annuity be below this amount at the time annuity benefits begin.).

<Figure III- 38>
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<Figure III- 39>
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distribution. With small-and medium-sized insurers and

foreign insurance firms showing an edge in variable

insurance products, the combined market share of the

top three insurers (Samsung Life, Korea Life Insurance

and Kyobo Life), on an initial premium basis, has

slipped below 50%, a sign of a loosening of the

stranglehold of the big few on the Korean insurance

market.

Securities account for an overwhelming proportion of

63.7% of life insurance companies’ asset portfolios,

with much of the rest split between loans (19.8%) and

real estate (3.3%). Bolstered by the brisk sales of

investment-type insurance products, the portfolio share

of securities edged up 11.5% during fiscal year 2007.

Life insurers’ lending grew 15.0% over the same

period, meanwhile, on the back of an increase in policy

loans, which also raised their portfolio share

moderately.

(Sound overall performance)

Life insurance companies’ net income during fiscal

year 2007 (Apr. 2007~Mar. 2008) totaled 2.1 trillion

won, up 8.1% from the previous fiscal year. Although a

rise in the payout ratio31) took a big bite out of insurance

income, this was more than offset by the increase in

investment income, leveraged by an expansion in

invested assets and the uptrend in market interest rates.

Growth in commission income from variable

insurance-related special accounts32) contributed to this

result as well.

31) As a large volume of savings-type insurance products sold in
2000-2002 reached maturity, life insurers’ payout ratio jumped from
56.6% for the previous fiscal year to 66.6% in fiscal year 2007.

32) Including commissions charged for the management of the underlying
assets of variable insurance contracts and asset management fees.

<Figure III- 41>
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<Figure III- 42>

Profitability trends
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<Figure III- 40>

Life insurance company asset portfolio
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This growth in net income did not, however, translate

into improvements in life insurance companies’ ROA

or returns on invested assets. Their ROA dropped

slightly from a year earlier to 0.73%, while their return

on invested assets remained in the same 6% range it

has maintained since fiscal year 2005, a level below the

expected rate of interest on outstanding policies.

The quality of insurance companies’ loans appears to

be improving, as both their substandard and below loan

ratio and delinquency rate fell during the period ─ to

2.10% and 3.92%, respectively. The solvency margin

ratio, a capital adequacy indicator for life insurers, also

stood at a very healthy 239.7% at end-March 2008, far

exceeding the minimum 100% level recommended by

the financial authority.
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<Figure III- 43>

Asset health and capital adequacy
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D. Credit specialized financial business
companies

(Brisk asset growth continues)

The high rate of growth in assets of credit specialized

finamcial business companies (hereinafter “credit

companies”)33) continued unabated in the first half of

2008 to reach a total of 58.5 trillion won by the end of

June, up 16.3% from end-2007. General loans34)

accounted for the highest share of the asset portfolio, of

39.2%, well above the shares of specialized financial

services such as leasing (25.9%) and installment

financing (15.8%).

During the first half of 2008, lease- and installment

financing-related credit jumped 18.4% and 20.6%,

respectively, fuelled by lively financing demand in the

industrial machinery and automobile sectors. The

rate of growth in loans meanwhile slowed sharply ─

from 27.7% in the second half of 2007 to 15.1%. By

type of borrower, while the volume of lending to

businesses expanded massively (by 33.0%), growth in

lending to households remained negligible (0.6%). This

rapid expansion of business lending appears to have

been driven by increased lending to small companies

and private business operators, that face difficulties in

borrowing from banking institutions due to their low

credit grades.

33) This term refers to financial institutions engaged in credit card
lending, installment financing, facilities leasing and new technology
project financing, pursuant to the Credit Specialized Financial
Business Act. For the purposes of this report, however, the term
“credit companies” will be understood to include all of the
above-mentioned types of institutions with the exception of credit
card companies.

34) The percentage share of general loans in credit companies’ total assets
has increased steadily over the years, from 23.4% in 2004 to 35.3% in
2006 and 39.6% in 2007.

<Figure III- 44>

Asset class breakdown
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<Figure III- 46>
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Credit companies relied more heavily for funding

during this period on borrowings from affiliates, as

rising market interest rates and the contraction in the

stock market made financing through bond and new

share issuance more difficult. If the current financial

market unease is compounded by additional interest

rate hikes and a further spike in investors’ sensitivity to

credit risk, this could increase the funding squeeze

faced by credit companies, making it also more

difficult for them to refinance their maturing debt.

(Slight downswing in profitability and asset health)

Despite their increasing assets, credit companies’ net

income fell in the first half of 2008, hit by the shrinking

spread between their funding costs and asset returns,35)

to record 478.8 billon won (compared to 566.3 billion

won in the same period of 2007). The increase in their

funding costs during this period, lifted by rising market

interest rates, greatly exceeded the rather paltry

increase in their asset returns, which was due

principally to the massive market entry by new

competitors affiliated to large business groups and

banks,36) and the resultant intensifying of competition.

At the end of June 2008, the delinquency rate on credit

companies’ loans and their substandard and below loan

ratio stood at 2.5% and 1.9%, respectively, both

moderate increases over the end of 2007. However, the

35) The spread between asset returns and the expenses on liabilities
among the top 10 credit companies decreased, from 7.7%p in 2007 to
7.5%p during the first half of 2008.

36) The credit specialized market added five new participants in 2007
(KT Capital, Kumho Auto Lease, Hyundai Commercial, NH Capital
and L&F Capital) and one in the first half of 2008 (Standard
Chartered Capital Korea).

<Figure III- 47>
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high ratio of their loan loss reserves to minimum

required reserves, currently at 131.2%, suggests that

credit companies’ loss absorption capacity remains

strong.

Credit companies’ adjusted capital ratio, an indicator of

their capital adequacy, stood at 14.1% at the end of

June 2008, down from 16.0% at the end of 2007.

Despite having dropped, this ratio remains comfortably

above the 7% minimum recommended by the financial

authority.

Based upon these indicators, both the profitability and

asset health of credit companies appear sound. The

possibility cannot be ruled out, however, in the midst of

unstable economic flows, of a rise in interest rates and

credit risk leading to a deterioration in at least some

portion of these companies’ loan assets.
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1. Payment and settlement systems

A. Safety of the payment and settlement
systems

Despite a massive increase in the scale of payments

and settlements, Korean payment and settlement

system operations remained stable in the first half of

2008, with settlement risk being also appropriately

managed.

(Settlement value on steady rise)

The value of payments and settlements increased

sharply during the period, at a rate significantly greater

than that in the corresponding period of 2007.

The daily average value of settlements processed

through BOK-Wire, which handles large-value fund

transfers among financial institutions, rose 22.3% year-

on-year, driven by the expanding value of settlements

related with securities and foreign exchange trading.

The daily average value of settlements through the

retail payment systems, which mainly handle

settlements between financial institutions and their

customers, increased by an also-significant 18.2%.
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Ⅳ. Changes in the financial infrastructure

(trillion won, %)

<Table IV- 1>

Major payment system settlement values
(daily average)

1st half of 2nd half of 1st half of % change
2007(A) 2007 2008(B) ((B-A)/A)

BOK-Wire 137.2 161.1 167.8 22.3

Retail payment
37.3 41.6 44.1 18.2

systems

Check clearing
system 16.7 18.9 20.1 20.4

Bank Giro
system 0.6 0.6 0.7 16.7

Interbank
shared network 20.0 22.1 23.4 17.0

Total 174.5 202.7 212.0 21.5

Source: Bank of Korea
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(Stable operation of BOK-Wire)

BOK-Wire operation was stable during the first half:

there was no settlement delay attributable to IT system

errors or failures, and the rate of queuing1) caused by

fund shortages among BOK-Wire participant

institutions decreased slightly to 15.3% (from 15.7% in

2007). There was a greater degree of settlement

concentration in the late afternoon, however, with the

percentage of funds settled in the hours after 4:00 PM

rising from 55.5% a year earlier to 61.1%.

For more efficient management of settlement risk, the

Bank of Korea temporarily extended BOK-Wire

operating hours on a few occasions in the first half,

during cases of sudden changes in domestic and

international financial market conditions.

(Adequate management of net settlement risk)

The average daily peak net debit cap2) utilization rate

among net settlement participants grew to 59.5% in the

first half of 2008, from 58.6% in the second half of

2007. In response to growing funds transfer demand,

meanwhile, some banks raised their net debit caps. The

value of securities collateral participants were required

to deposit with the Bank of Korea, to guarantee net

settlement, was therefore also adjusted upward by 0.3

trillion won from the end of 2007, to stand at 6.1

trillion won in aggregate at end-June 2008. This

satisfied the international best practice guideline of the

Bank for International Settlements (BIS), as the

1) The percentage of funds transfers that could not be immediately
processed due to insufficient funds in participating financial institu-
tions’ current accounts, and were therefore placed in queue.

2) The net debit cap is the limit on the value of outgoing transfers minus
incoming transfers.

(trillion won, %)

<Table IV- 2>

Status of net settlement risk management

1st half of 2nd half of 1st half of % change
2007 2007(A) 2008(B) ((B-A)/A)

Total net debit cap1) 22.5 18.6 19.2 3.2

Average peak net debit
cap utilization rate 63.2 58.6 59.5 -

Daily average net exchange
payments2) (morning) 3.3 3.3 6.0 81.8

Daily average net exchange
payments2) (afternoon) 3.3 4.2 0.8 -81.0

Securities called
for as collateral1) 7.0 5.8 6.1 5.2

Securities deposited
as collateral1) 7.3 6.2 6.4 3.2

Present value1) 7.3 6.1 6.4 4.9

Notes:1) At the end of half-year period
2) Total net exchange payments for the half-year / number of days on

which net exchange payments occurred

<Figure IV- 1>

Degree of BOK-Wire late hour settlement concentration
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amount of collateral is more than enough to meet all

settlement needs if the top two banks with the largest

settlement obligations simultaneously fail to settle their

obligations (which totaled 2.1 trillion won for the

morning net settlement session on 30 April 2008, the

peak date in the first half of the year).

Effective from January 2008, meanwhile, the

designated time for net settlement of check clearing in

Seoul was moved up by three hours, from 2:30 PM to

11:30 AM. This resulted in an 81.8% period-on-period

in the value of net exchange payments processed

during morning hours, and an 81.0% decrease in the

value processed during afternoon hours.

(Securities and foreign exchange settlement risk on

steady decline)

The value of securities settlement through the Delivery

versus Payment (DVP) system has increased steadily,

contributing to a reduction in settlement risk arising

from the time lag between securities delivery and the

payment of funds for them.

Meanwhile, the expanding value of settlements made

through the CLS system has helped reduce settlement

risk in foreign exchange transactions stemming from

mismatches between the settlement times for the

buying and the selling currencies. In the first half of

2008, the share in total foreign exchange settlements of

those made through the CLS climbed from 44.0% in

the second half of 2007 to 48.4%.
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<Figure IV- 2>

Trends of collateral requirements and net exchange 
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<Figure IV- 3>
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B. Improvements of payment and
settlement systems

In a continuous effort to enhance payment and

settlement system safety and efficiency, the Bank of

Korea introduced a series of improvements in the first

half of 2008.

(Measures relating to financial investment companies’

handling of payment and settlement businesses)

In line with the “Capital Market and Financial

Investment Services Act”, which comes into effect in

2009, individual financial investment companies will

now be able to handle payment and settlement

businesses, through designation of settlement agent

banks to conduct net settlement on their behalf. The

Bank of Korea has therefore developed guidelines to

manage settlement risk arising out of this arrangement.

These guidelines, which will be incorporated into the

relevant regulations, include schemes for setting

financial investment companies’ net debit caps and

collateral requirements, to ensure their performance of

their net settlement obligations, and procedures for

following in case of their settlement fund shortages.

(Broader oversight of payment and settlement

systems)

To further enhance the safety of payment and

settlement systems, effective June 2008, the Bank of

Korea added the Institutional Settlement System of

Stocks, operated by the Korea Securities Depository, to

the list of payment systems subject to its oversight.

Stable performance of this system has important

implications for the overall settlement process in the

<Table IV- 3>

Payment systems subject to oversight
of the Bank of Korea

Classification Operator

BOK-Wire Bank of Korea

Check clearing system
Korea Financial

Interbank funds transfer system Telecommunications &

Electronic banking
Clearing Institute (KFTC)

OTC bond market settlement system Korea Securities Depository

Securities market settlement system

KOSDAQ market settlement system

Futures market settlement system

CLS system CLS bank

Bank Giro system

CD/ATM system

CMS system

B2C E-commerce system

B2B E-commerce system KFTC

K-Cash system

EFT/POS system

Local bank shared system

BC Card payment system BC Card Co., Ltd.

Interbank foreign currency transfer Korea Exchange Bank,
system Kookmin Bank

National Agricultural 
Cooperative Federation,
National Federation of

Payment and settlement systems operated Fisheries Cooperatives,
by Cooperatives and Savings Bank Korea Federation of Savings

Federations Banks, 
Korea Federation of

Community Credit Cooperatives,
National Credit Union
Federation of Korea

Institutional Settlement System of Stocks
Korea Exchange Bank, 

Kookmin Bank

Systemically
important
payment
systems

Other
payment
systems

Interbank
shared

networks

Interbank
shared

networks

Korea Exchange



stock market, and is likely to further gain in importance

as the volume of securities trading by institutional

investors is expected to grow in coming times.

The Bank of Korea will be periodically collecting data

related to the Institutional Settlement System of Stocks,

including that on settlement volume and the status of

legal and operational risk, and may request the system

operator to conduct internal assessment as necessary.

(Improvements to unsettled net debit amount

management procedures)

Effective July 2008, the period for calculation of

unsettled net debit amounts of net settlement

participants, previously from 00:00 to 24:00 on the

business day immediately preceding the day of

settlement, was extended up to 11:30 on the settlement

day. This change has helped reduce settlement risk

arising from the time lag between when a net debit

amount is confirmed and when a net settlement is

processed.

Starting from August 2008, meanwhile, as payments

made and received through online B2C transactions

came to be processed in real time instead of on the

subsequent business day, they are included in the

calculation for setting of net debit caps.
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<Table IV- 4>

Change in period for calculation of unsettled
net debit amount

D-1 D

00:00~24:00 00:00~11:30 11:30~

① ①

② ③ ②+③

① ② ①+②

② ③ ②+③

Prior to
change

Before
settlement

After
settlement

After
change

Before
settlement

After
settlement

Unsettled
net debit



2. Domestic financial system

(Enactment of “Enforcement Decree to the Capital

Market and Financial Investment Services Act”)

On July 29, 2008, the “Enforcement Decree of the

Capital Market and Financial Investment Services

Act”(of Aug. 3, 2007) was enacted, laying down

specifications concerning the act’s provisions and

detailed rules for its implementation.

The enforcement decree provides clearer definitions of

basic concepts used in this law, including financial

investment products and financial investment services,

and distinguishes 42 licensing /registration categories,

for each of which it specifies the related capital

requirements.

The enforcement decree also stipulates the range of

financial services that may be provided by financial

investment companies and the scope of services

prohibited from delegation, and sets forth important

procedural details for implementation of the act, such

as minimum net working capital ratio requirements and

investor protection mechanisms for preventing

conflicts of interest.

Further specifications are made available in an

additional set of enforcement rules and the “Regulation

on Financial Investment Services,” enacted at the same

time as the enforcement decree. The “Capital Market

and Financial Investment Services Act” and associated

rules will enter into force on February 4, 2009.

- 92 -

Financial Stability Report October 2008

<Table IV- 5>

Highlights of  “Enforcement Decree of Capital Market
and Financial Investment Services Act”

Clearer
definition of

financial
investment

products and
financial

investment
services

Financial
investment

services
licensing and
registration

policy

Broader
range of
services

authorized
for financial
investment
companies

Investor
protection

strengthened

Miscellaneous

- Clarification of the definition of ‘loss of principal’

- Stipulation of the categories of financial services offered by

foreign financial investment firms that are excluded from the

scope of financial investment services under the Act

- Stipulation of the categories of professional investors not

eligible for investor protection programs

- Classification of 42 licensing and registration categories, in

accordance with the types of financial investment business,

product class, and investor
○6 financial investment services categories and 3 product

classes (securities, exchange-traded derivatives, and over-

the-counter derivatives), with further subdivision under each

product class

- Setting of capital requirements for each licensing/ registration

category

- Rationalization of net working capital ratio requirements

- Definition of the range of additional services financial

investment companies are authorized to offer and the scope of

services prohibited from delegation

- Outlining of precise mode of participation in retail payment

systems

- Stipulation of activities prohibited in the context of conflict of

interest rules, and outlining of ‘Chinese Wall’ requirements

- Establishment of eligibility requirements for investment

solicitors

- Stipulation of independent director and audit committee

requirements at companies having certain minimum volumes

of proprietary and customer assets

- Amendment of rules related to collective investment asset

management

- Improvements of disclosure requirements on securities

issuance and consignation and company merger and

acquisition-related rules

Category Description



(Setting of “Regulation on the Establishment of

Overseas Operations by Financial Institutions”)

The Financial Services Commission drew up a series

of rules related to the process for reporting on foreign

direct investment by Korean financial institutions and

their establishment of overseas subsidiaries, a duty

recently delegated to it from the Ministry of Strategy

and Finance. The “Regulation on the Establishment of

Overseas Operations by Financial Institutions” entered

into force on September 1, 2008.

Under the new regulation, intended to simplify the

related procedures, all that a financial institution must

do to have its FDI/overseas subsidiary project cleared

by the government is to file a report with the Financial

Services Commission. The supervisory responsibility

over Korean financial institutions’ overseas expansion,

previously split between the Ministry of Strategy and

Finance and the Financial Services Commission, has

now also been consolidated, giving the latter sole

authority over the process.

Meanwhile, certain duties, including the actual

processing of reports by financial institutions, have

been delegated to the Governor of the Financial

Supervisory Service, who is required to return a

biannual status report in this regard to the Financial

Services Commission.

(Foreign exchange controls eased)

In a continuing effort to make foreign exchange

transactions more convenient and to support the

competitiveness of Korean financial institutions, the

government eased some of the restrictions in place

under the “Foreign Exchange Transactions Act”,
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through two successive rounds of amendments.

With the amendments introduced on May 29, 2008,

the requirement to report to the Bank of Korea

on the acquisition of an overseas investment property

exceeding US$ 3 million in value was repealed.

To acquire an overseas property, an investor is now

required to simply file a report with its foreign exchange

bank, regardless of the value of the transaction. 

Meanwhile, the maximum amount of funds that a

company can lend or borrow in the context of a cash-

flow sharing arrangement with an overseas affiliate3)

was raised─from US$ 10 million to US$ 30 million.

The second installment of amendments, on July 23,

2008, lifted the ban on credit derivative transactions by

securities firms and foreign currency derivative

transactions by asset management firms, thus

broadening the range of foreign exchange-related

transactions and services handled and offered by

Korean financial institutions.

(Limit raised on tax deductible interest payments

by local branches of foreign banks)

On July 14, 2008, the government announced a

decision to increase the limit on interest paid or

accrued by Korean branches of foreign banks on loans

from their parent institutions overseas that is tax

deductible─from up to three times the capital base to

six times.4)
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3) Under such an arrangement, a company can lend funds to or borrow
funds from an overseas subsidiary or parent company it has entered
into a cash-flow sharing agreement with, on an as-needed basis, up to
the maximum limit established by the financial authority, without
having to report the transaction details.

4) In July of last year, as a solution to help curb the sharp rise in
foreign-currency borrowings, the Korean government lowered the limit
on interest paid or accrued on loans from overseas parent companies by
local branches of foreign banks that is tax deductible─from six times
to three times capital. The new decision therefore raises the limit back
to its previous level.



This measure was aimed at relieving the foreign-

currency liquidity shortage in the Korean financial

markets by easing the conditions for borrowing by

local branches of foreign banks from their overseas

parent companies. The new rule, to be incorporated

into the “Enforcement Decree of the Adjustment of

International Taxes Act”, came into effect at the

companies concerned from fiscal year 2008.

(Partial business suspension order issued to Seoul

branches of Lehman Brothers affiliates)

On September 16, 2008, pursuant to the “Banking Act”

and the “Securities Exchange Act” of Korea,

the Korean government issued partial business

suspension orders to the Seoul branch offices of

Lehman Brothers Bankhaus and Lehman Brothers

International Securities.

This decision, coming after the bankruptcy protection

filing by Lehman Brothers Holdings Inc. with the US

Bankruptcy Court on September 14, 2008, followed by

German financial regulator BaFin’s moratorium order

to the head office of Lehman Brothers Bankhaus and

the start of UK court proceedings against Lehman

Brothers International Europe on September 15, is

aimed at protecting Korean depositors and investors

and minimizing the impacts of the affair on the local

financial markets.

The orders temporarily suspend deposit-taking and

withdrawal activities at the Seoul branches of Lehman

Brothers Bankhaus and Lehman Brothers International

Securities, from September 16 to December 15, 2008,

while also prohibiting the two institutions from

repaying creditors or liquidating assets.
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(Changes to stock short selling and corporate

treasury stock-related rules)

To maintain order in the Korean stock market, in which

the volume of short sale transactions has expanded

massively in recent times, and to control trading

activities that are in violation of the related regulations,

the government has changed certain rules related to

short selling5) and treasury stocks. Effective September

30, 2008, appropriate amendments have been

introduced by Korea Exchange (hereinafter the

“KRX”) to the “Securities Market Business

Regulations” and other associated rules.

The amendments give the KRX the right to restrict

short selling on certain stocks for which there are

unusually high volumes of short sale transactions, and

on stock classes that are deemed important to stability

of the market and the protection of investors.6)

This measure was coupled with a temporary lifting of

the daily cap on companies’ stock buybacks on the

open market (until the end of December 2008).

The current rule limits the daily volume of stock

repurchases to 10% of the total number of shares

planned for buyback, as reported to the authority, or

25% of the daily average trading volume over the
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5) Short selling refers to the practice of selling a stock which the seller
does not own or has borrowed from a third party, betting on a future
price fall, which if the price does fall allows him/her to buy back the
shares at a lower price and pocket the difference. Although short
selling can contribute to efficient determination of stock prices and
help increase liquidity, in a bear market like the present one the
practice can have a destabilizing effect, as it can accelerate declines
in stock prices and widen price volatility.

6) As permitted by the amendments to its regulations, the KRX issued
a ban on short selling of all stocks listed on the securities market and
the KOSDAQ market, effective from October 1, 2008.

<Figure IV- 4>
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30-day period immediately preceding the report filing,

whichever is greater. With this temporary removal of

the daily cap, there is no restriction on the number of

treasury shares a company can buy back on a given

day, as long as the total does not exceed the number of

shares reported for the repurchase plan.
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