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Financial stability refers to a condition in which the financial system works smoothly with all of
its key components satisfactorily performing their roles: Financial institutions carrying out their
financial intermediary functions, market participants maintaining a high level of confidence in the

financial market, and the financial infrastructure being well developed.

Financial stability is regarded as one of the policy goals that must be achieved, together with price
stability and economic growth, for a sustainable economic development. Policy authorities around

the world thus devote great efforts to achieving financial stability.

As part of its conduct of macroprudential policies, the Bank of Korea has been publishing the Fi-
nancial Stability Report on a biannual basis since 2003, analyzing and assessing the potential risks

inherent in the Korean financial system and suggesting related policy challenges.

In particular, the Bank of Korea Act, amended in 2011, clearly assigned the Bank of Korea the re-
sponsibility for maintaining financial stability (Article 1) and made it mandatory for the bank to

draw up and submit Financial Stability Reports to the National Assembly (Article 96).

The Financial Stability Report for the second half of 2024 covers financial stability information

available until two weeks before its publication, unless otherwise noted.

It is hoped that this Financial Stability Report will help financial market participants, regulators
and policymakers to recognize the risk factors inherent in the financial system at an early stage,

and deal with them appropriately.

<Bank of Korea Act>

Article 1 (Purpose)

@ The Bank of Korea shall take heed of financial stability in performing its monetary
and credit policies.

Article 96 (Reporting, etc. to National Assembly)

@ The Bank of Korea shall prepare an assessment report on progress in implementing
monetary and credit policies and macro-financial stability conditions at least twice
every year, and submit it to the National Assembly.
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Korea’s financial system remains

generally stable.

Recently, volatility in financial and foreign exchange markets
has increased due to high uncertainty at home and abroad.
However, considering the favorable resilience of financial
institutions and external payment capacity, Korea'’s financial
system has been generally stable.

Caution needs to be exercised regarding the increase in mar-
ket volatility associated with uncertainty at home and abroad
as well as the accumulation of financial imbalances during

monetary policy easing. y
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Executive Summary






Overall Assessment of the
Financial Stability Situation

Korea’s financial system has experienced
heightened volatility in financial and foreign
exchange markets due to elevated uncertain-
ties both domestically and internationally, but
has remained stable overall, supported by the
strong resilience of financial institutions and
the overall robust external payment capacity.
Going forward, it is crucial to exercise caution
regarding the potential for increased market
volatility driven by ongoing uncertainties at
home and abroad, as well as the risk of accu-
mulating medium- to long-term imbalances

during the process of monetary policy easing.

This year, as expectations for Base Rate cuts
were reflected in market interest rates in ad-
vance, housing prices and household debt rose
after the second quarter, mostly in the Seoul
metropolitan area. By July and August, this
trend further consolidated, contributing to an
expansion in financial imbalances. In response,
the Bank of Korea decided to maintain the Base
Rate unchanged in August 2024, considering
its financial stability concerns, even though

the conditions for a rate cut were appropriate

in terms of prices and the real economy. Con-
currently, the government and supervisory
authorities preemptively strengthened mac-
roprudential policies. As a result of this policy
mix, the growth of household debt and the
increase in housing prices have both slowed
since September 2024. Meanwhile, while the
delinquency rates on household and corporate
loans have risen, particularly in the non-bank-
ing sector, the resilience of financial institutions
has remained robust. However, domestic finan-
cial and foreign exchange markets continue to

exhibit somewhat elevated levels of volatility.”

Reflecting this situation, the Financial Stress
Index (FSI),? which provides a comprehensive
measure of short-term instability across the
financial system, remained in the warning
stage, at 17.3 in November 2024. Meanwhile,
the Financial Vulnerability Index (FVI),® a
metric for assessing medium- to long-term
vulnerability in the financial system, stood at
32.9 in the third quarter of 2024, an increase
compared to the first quarter of 2024 (29.6), but
still below its long-term average of 34.5 since
2008.

1) The Bank of Korea held an emergency meeting of its Monetary Policy Board on December 4, 2024, to address any
possible unrest in financial and foreign exchange markets. It announced that it would actively implement market
stabilization measures, leaving all possibilities open until market stabilization had been achieved. Specifically, it in-
creased the supply of short-term liquidity by temporarily expanding the range of securities and institutions eligible for
repurchase agreement transactions (RPs) and conducted irregular RP purchases. The government also set up a se-
curities market stabilization fund worth up to KRW 10 trillion and implemented a bond market stabilization fund along
with a corporate bond and commercial paper (CP) purchase program with a combined scale of KRW 40 trillion.

2) The FSI is a comprehensive index (0-100) that is calculated by normalizing 20 monthly stress indicators of the real
economy and financial sectors. The thresholds for the “warning” and “crisis” stages are set at 12 and 24, respective-
ly, based on the noise-to-signal method. For details, refer to Box 7. “Results of Financial Stress Index (FSI) Reform” in

the Financial Stability Report, December 2023.

3) The FVI is a comprehensive index (0-100) that is calculated by normalizing 39 indicators related to three assessment
factors: asset prices, credit accumulation, and financial system resilience.
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Notes: 1) A comprehensive index (on a scale of 0-100) is derived by
normalizing 20 monthly indicators from the financial and real
sectors, representing short-term financial system instability.
Thresholds for the warning and crisis stages are set at 12
and 24, respectively.

2) A comprehensive index (on a scale of 0-100) is derived
by normalizing 39 indicators related to three assessment
factors (asset prices, credit accumulation, and financial
system resilience), representing medium- to long-term
financial vulnerability.

3) The index value may change in the future due to the time-
varying nature of the parameters.

Source: Bank of Korea.

Financial Stability Situation
by Sector

Examining the vulnerabilities in Korea’s fi-
nancial system by sector, in the credit market,
household loans initially increased at a faster
rate, primarily driven by banks and home
mortgage loans, but this growth slowed with
the tightening of macroprudential policies in
August 2024. The rise in the household loan de-
linquency rate remained subdued, owing to the
easing of the household debt burden.” Mean-
while, the growth of corporate loans moderated
primarily of non-bank financial institutions
(NBFIs) and loans to small and medium-sized
enterprises (SMEs), with delinquency rates con-
tinuing to rise. Since the growth and profitabil-

ity of firms increased particularly among large

enterprises compared to the end of 2023, their
interest payment capacities improved, albeit
with a widening gap between large enterprises
and SMEs.

Delinquency rates on
household and corpo-
rate loans

Private credit” lever-
age?

= Household loans
~— Corporate loans

W Private credit/nominal GDP(LHS)
= Private credit growth rate(RHS)?
= Nominal GDP growth rate(RHS)*
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Notes: 1) Based on flow of funds statistics.
2) Sum of nominal GDP for the given and three preceding
quarters.
3) On a year-on-year basis.
Sources: Bank of Korea, Financial Institution Business Reports.

In asset markets, influenced by a shift in mon-
etary policies in major countries, by uncertainty
over polices before and after the U.S presiden-
tial election, and by movements in prices and
economic indicators both domestically and
internationally, market interest rates and stock
prices fell amid slightly higher volatility. Mean-
while, credit spreads on corporate bonds fluctu-
ated around their long-term average. Housing
prices climbed significantly through to August,
particularly in the Seoul metropolitan area, and
then moderated following the government’s
tightening of household loan management
measures and financial institutions” enhanced
risk management efforts. Leasehold deposits
and monthly rental prices continued to rise

gradually. Meanwhile, in the commercial real

4) For details, refer to Box 4. “Recent Trends in Bank Deposit and Loan Interest Rates, Changes in Borrowers’ Interest

Repayment Burdens.”



estate sector, office rental prices rose, whereas
retail rental prices continued to decline, show-

ing differentiation.

The soundness of financial institutions
weakened moderately, primarily driven by the
non-banking sector. While banks and insur-
ance companies maintained generally robust
asset growth and profitability, non-bank de-
posit-taking institutions, such as mutual credit
cooperatives and savings banks, experienced
sustained sluggishness in asset growth and
profitability due to the reclassification of asset
quality following feasibility reassessments of
real estate project financing (PF) projects and
due to an increased debt repayment burden
on borrowers. Securities companies and cred-
it-specialized financial companies maintained
their asset growth, but experienced a decline
in overall profitability. Meanwhile, in terms of
asset quality, the substandard-or-below loan
ratio for savings banks and mutual credit coop-

eratives rose dramatically.

Korea Treasury bond
(KTB) yields and credit
spreads

Rates of increase in
housing prices

B Corporate bonds(AA-)-Treasury bonds(RHS) === Housing sales prices(Nationwide)
— Treasury bond(3-year) yield(LHS) = = Leasehold deposit prices(Nationwide)
= = Monthly rental prices(Nationwide)

(%) (bp) (MoM, %) (MoM, %)
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Sources: Korea Financial Investment Association, Korea Real Estate
Board.

Substandard-or-below loan ratio
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Source: Financial Institution Business Reports.

Examining the external sector, the USD/KRW
exchange rate exhibited greater volatility com-
pared to the first half of the year due to changes
in expectations for the US Federal Reserve’s
monetary policy, geopolitical risks, heightened
uncertainty surrounding the US presidential
election and political uncertainty in Korea. The
rise in exchange rates could moderately weaken
the soundness of domestic financial institu-
tions, but the overall impact is expected to be
limited.” Meanwhile, domestic portfolio in-
vestment by foreigners recorded net inflows in
both stocks and bonds, and overseas portfolio
investment by Korean residents saw an increase
in net investments in both stocks and bonds,
influenced by the favorable US stock market

and by expectations of US interest rate cuts.

5) For details, refer to Box 8. “The Impact of Rising Foreign Exchange Rates on Financial Soundness at Domestic Fi-

nancial Institutions.”
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Appreciation/depreciation Change in foreigners’
rates of major currencies  domestic portfolio invest-
against USD" ments

= USD/KRW (inverted axis) B Stocks Bonds
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— USD/JPY (inverted axis)
(%) (%) (USD 100 million)  (USD 100 million)
-25 7 -25 120 [ o 7 400
-20 20 2113
60 200
-15 -15
-10 -10 0 0
-12.0
-5 -5 -35.0
-60 -200
0 0
5 -5 -120 - - -400

Jan. 23 Jul. Jan.24 Jul. Dec. Jan. 23 Jul. Jan.24 Jul. Dec.

Notes: 1) Appreciation and depreciation rates relative to the end of
2022.
2) Cumulative sums of monthly net inflows since January, by
year.
Source: Bank of Korea, Bloomberg.

Resilience of the Financial
System

Examining each sector in terms of its resilience,
which refers to the financial system’s capacity
to withstand domestic and external shocks, the
resilience of financial institutions is assessed
to have remained stable. Despite a decline in
the provision coverage ratio across most sectors
due to an increase in substandard-or-below
loans, capital adequacy ratios and liquidity ra-
tios across all sectors remain significantly above

regulatory standards.

Korea’s external payment capacity has also
remained robust overall, with major external
soundness indicators showing stability, despite
a slight decrease in net external assets and a

rise in the share of short-term external debt.

Meanwhile, payment and settlement systems
operated smoothly as part of the financial mar-

ket infrastructure. Amid a continued increase

in the settlement amount on major payment and
settlement systems, such as BOK-Wire+, settle-

ment risks have also been managed reliably.

Financial institutions’

. Financial institutions’
capital adequacy ra-

liquidity ratios"?

tios"?
(%) (%) (%) (%)
r 1 300 91,200
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0 0 0
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LHS
LHS)
LHS
LHS)
LHS

Banks|

Mutual credit cooperatives|
Mutual savings banks|
Credit-specialized financial cos.
Securities cos.

Insurance cos

Mutual credit cooperatives|
Mutual savings banks|
Credit-specialized financial cos.
Securities cos.
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Notes: 1) As of the end of Q3 2024 (Note: Capital adequacy ratios of
insurance companies are as of the end of Q2 2024, while
liquidity ratios of banks are as of October 2024).

2) Red dotted lines refer to regulatory standards for each

sector (For regulatory ratios, please refer to Section 1.
Financial Institutions of Chapter Il. Resilience of Financial
System).

Source: Financial Institution Business Reports.

Major Financial Stability Risk
Assessment

As discussed above, Korea’s financial system
has remained largely stable. However, atten-
tion must be given to the potential impact that
growing domestic and external uncertainties
may have on financial stability. In particular,
amid slowing growth in the real economy, po-
litical uncertainties both at home and abroad
have increased. Accordingly, the Bank of Korea
is actively cooperating with the government
and supervisory authorities to respond to rising
market volatility, particularly in terms of ex-

change rates and stock markets.



In the short term, it is crucial to monitor several
risk factors, including rising credit risks in vul-
nerable sectors, such as self-employed business
owners (SEBOs)® who are struggling under
prolonged tight financial conditions, concern
over potential additional defaults in real estate
project financing (PF),” heightened exchange
rate volatility, and the potential deterioration of
financial institution soundness driven by these
factors. However, factors of short-term financial
unrest, such as credit risks, are expected to ease
gradually as interest rates are reduced. Mean-
while, from the medium- to long-term financial
stability perspective, it is also necessary to ex-
amine factors® that could impact the vulner-
ability and resilience of the domestic financial
system. Thus, this report examines potential
risks to financial stability, including the accu-
mulation of financial imbalances arising from
changes in the expectations of economic agents
during the easing of the tight monetary policy,
and assesses potential risks associated with re-
cent quantitative and qualitative changes in the

structure of household debt.

First, an analysis of changes in the financial
stability situation during past periods of interest
rate cuts? shows that, in the short term, finan-
cial stability improved as the delinquency rates
of financial institutions declined, the burden
of principal and interest repayment eased, and
the real economy recovered. In the medium

to long term, however, financial vulnerability

accumulated due to an increase in household
credit and rising asset prices. Additionally,
non-bank financial intermediation expanded
rapidly, driven by heightened risk appetites and
the pursuit of higher returns. Notably, during
the current period of interest rate reductions,
it is essential to consider additional factors,
such as the early reflection of interest rate cut
expectations in market interest rates, as well
as escalating domestic and external uncertain-
ties. It was also found that the potential rise in
financial vulnerability, such as a rapid increase
in household debt during interest rate cuts, can
be mitigated by proactively implementing more

stringent macroprudential policies.”

Effect of strengthening macroprudential policy
(MPP) for household loans

Relationship between lending
rates and loan growth under
different MPP stances

Impulse response of
household loan
growth rates"?

(loan growth rate, YoY, %) (%p) (%p)

“or ® Period of MPP easing 18T 1°

172 e o Period of MPPtightening ] 15

2t 42
25 30 35 40 45 50 -6 “ 4 -6
(household loan lending rates, %) 01 23 4 5 6 7 8thquarter

Notes: 1) Impact of MPP tightening on household loan growth by
quarter.
2) Shaded area indicates a confidence interval of 95%.
Source: Bank of Korea.

6) For details, refer to Box 1. “Recent Analysis of Borrower Characteristics and Delinquency Rates on Loans to SE-

BOs.”

7) For details, refer to Box 2. “Impact of Real Estate PF Restructuring and Related Potential Risks.”
8) For details, refer to Box 6. “Impact and Potential Benefits of Korea’s Inclusion in the WGBI.”
9) This analysis focuses on the period of interest rate cuts that began amid economic conditions and interest rate lev-

els similar to those of today (Q3 2012 to Q3 2017).

10) For details, refer to “Analysis of Financial Stability Issues 1. Assessment of Financial Stability Risk amid Interest

Rate Cuts.”

~
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Next, it was found that the recent structure of
household debt in Korea has shifted toward
reducing default risk, driven by an increase in
the shares of fixed-rate loans and amortization
loans, a rise in home mortgage loans, and a
decrease in the proportion of loans from the
non-banking sector. However, the increased re-
liance on debt among low-income households
during the expansion of household debt and
the delayed and insufficient progress made on
deleveraging among elderly households could
become potential risk factors associated with
household debt in Korea. Considering these
changes in the household debt structure, es-
timations indicate that in the event of a shock
from declining income or asset prices, the share
of households with delinquent loans could in-
crease significantly, with this effect being more
pronounced among self-employed business
owners and older borrowers. If such a situation
were to happen, the capital ratios of financial
institutions are projected to fall by -0.4%p to
-1.3%p. However, the likelihood of these credit
losses escalating into systemic risks is assessed

to be limited.™

Potential risks to Korea’s household debt

Elderly borrowers’ share

LTI by income level of home mortgage loans

(%) (%) (%) (%)
500 1 50025 7 25
= High income — Based on out-
— Middle income standing debt
— Lowi —— Based on newly
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Source: Bank of Korea (Consumer Credit Panel).

Policy Recommendations

The Bank of Korea has enhanced its monitoring
of domestic and external risk factors to ensure
the stability of the financial system. In the
event of any market unrest, it actively responds
by implementing timely market stabilization
measures'? in close cooperation with the gov-

ernment.

11) For details, refer to “Analysis of Financial Stability Issues 2. Current State of Household Debt and Potential Risks in

Korea.”

12) The Bank of Korea closely monitors all developments in financial and foreign exchange markets and, if necessary,

may or may not consider the following policy measures.

Available Policy Measures of the Bank of Korea for Stabilizing Financial and Foreign Exchange Markets

Available Policy Measures

Reduction of
liquidity absorption volume

Reducing the issuance volume of Monetary Stabilization Bonds and
conducting repurchases prior to maturity.
Curtailing RP sales and deposits to Monetary Stabilization Accounts.

Implementation in

Description December 2024

Repurchase agreement (RP)
purchase

Supplying liquidity to eligible institutions through irregular RP purchases.
Implementing full-allotment RP purchases at a fixed interest rate in an
unlimited amount to meet the entire demand, if needed.

Irregular RP purchases conducted in
December (Fixed-rate full-allocation
RP purchases not conducted)

KRW  Qutright Purchases of Treasury

Liuidity  Bonds market stability.

Purchasing Treasury bonds in the secondary market to ensure bond

Supply Expansion to the range of securities
and institutions eligible for open

Selecting additional securities” and institutions? eligible for RP

Under temporary operation
(December 4, 2024 to

(Articles 64 and 80 of the Bank of
Korea Act)

occur, the Bank of Korea may extend credit to for-profit enterprises.

market operation transactions. February 28, 2025)
Credit to financial institutions and
for-profit enterprises When severe impediments to obtaining funds from financial institutions




The easing of tight monetary policy is expect-
ed to contribute to reducing credit risks and
downside risks to the economy in the short
term. However, if expectations among econom-
ic agents regarding the easing of financial con-
ditions are excessive or prolonged, this could
lead to an expansion of financial imbalances
in the medium to long term, such as a rapid
increase in household loans or a sharp rise in
asset prices. Accordingly, a proper policy mix
of monetary policy and macroprudential policy
is crucial. Furthermore, since household debt
is closely related to the real estate market, it is
necessary to develop solutions to improve the
structure of household debt in the medium to
long term, such as housing finance based on
REITs. Meanwhile, to improve the debt repay-
ment capacity of the corporate sector, which is
struggling under the tight monetary policy, it is
necessary to boost operating income through
improved business conditions, as well as to re-

duce interest burdens. Considering the time lag

before such improvements materialize, favor-
able funding conditions should be ensured for
temporarily vulnerable companies.’® Moreover,
while monitoring corporate liquidity in some
sectors affected by deteriorating external con-
ditions, efforts toward corporate restructuring
need to be maintained since structural con-
straints on domestic firm exports are expected

to have a long-term impact.¥

Financial institutions need to enhance their
resilience by strengthening their liquidity and
capital adequacy management in order to pre-
vent potential domestic and external shocks,
such as rising exchange rate volatility or evolv-
ing geopolitical risks, from spreading to sys-
temic risks in the domestic financial system. In
particular, because some deposit-taking institu-
tions, such as internet-only banks and savings
banks, could experience liquidity difficulties'
under stress scenarios caused by changes in de-

posit characteristics, continuous efforts should

Utilization of currency swaps with Securing foreign currency liquidity through utilization of currency swaps’
central banks in major countries with central banks in major countries.
. . _— . . . Term extended
Foreign exchange swaps with the  Mitigating supply and demand imbalances in foreign exchange markets (Until end of 2025) and limit raised
Foreign  National Pension Service through foreign exchange swaps with the National Pension Service. (USD 50 bilion —USD 65 bllon)
Exchange Limits* on bank forward position ~ Adjusting the ceiling on bank forward position limits (currently 50% for
Market . h i
Hiation  N0IAINGS domestic banks, 250% for Korean branches of foreign banks).
Stabilization
Macro-prudential stability levies4) , i . IR
on financial companies Temporary reduction of macro-prudential stability levies.
Repurchase agreements for foreign  Providing USD liquidity by purchasing foreign currency-denominated
currency-denominated bonds bonds held by domestic financial companies under RP agreements.
Péne/{nﬂzrr}::;d Net debit caps at financial Increasing the net debit caps of financial institutions and ensuring
Stabilty institutions prompt collateral deposits to facilitate smooth funds settlement.

Notes: 1) Added bonds issued by the Korea Development Bank, the Industrial Bank of Korea, the Export-Import Bank of Korea, nine public
institutions, the NACF, and by the National Federation of Fisheries Cooperatives, as well as financial institution bonds issued in
accordance with the Banking Act, to the list of securities eligible for open market operations.

2) Added all domestic banks, Korean branches of foreign banks, investment traders, and investment brokers to the list of institutions
eligible for repo operations.
3) As of December 2024, the Bank of Korea maintains currency swaps with Canada, Switzerland, Japan, and Australia.

4) The government makes decisions through cooperation with related institutions, including the Bank of Korea.
Source: Bank of Korea.

13) The Bank of Korea reduced the interest rate on the Bank of Korea Intermediated Lending Support Facility from 2.00%
per annum to 1.50% per annum, cutting it by 0.25%p two times, in both October and November 2024, to strength-

en support for vulnerable SMEs.

14) For details, refer to “Key Issues. Three key Factors Shaping Korea's Recent Exports” in the Bank of Korea’s Korea

Economic Outlook from November 2024.

15) For details, refer to Box 3. “Examination of Funding and Operation Conditions at Internet-Only Banks” and Box 7.
“Assessment of Recent Loss-Absorbing Capacity and Liquidity Response Capability at Savings Banks.”

©
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10

be made to ensure that they have sufficient
liquidity and that their business contingency
plans (BCPs) for liquidity management are

steadily refined.

Delinquency rates on household and corpo-
rate loans are expected to improve moderately
during the process of interest rate cuts. How-
ever, considering the continued rise in delin-
quency rates among household and corporate
borrowers, which undermines the asset quality
of non-bank deposit-taking institutions, the
Bank of Korea needs to closely monitor the
debt repayment capacities of borrowers and the
loss-absorbing capacity of financial institutions
in cooperation with financial authorities. In
particular, tailored support for self-employed
business owners should be provided through
financial assistance, debt restructuring, and
recovery measures, such as re-employment
training, taking into account the specific factors

contributing to each business’s downturn.

Moreover, caution should be taken to prevent
risks in non-bank financial intermediation
from accumulating rapidly during the process
of easing financial conditions.!” In addition,
efforts need to be made to identify and preclude
emerging risks related to the use of non-tradi-
tional financial instruments in the pursuit of

higher returns.

16) For details, refer to Box 5. “Status of Non-Bank Financial Intermediation (NBFI) in Korea and Risk Assessment.”



Financial Stability Situation: Financial system remains generally stable

despite increased volatility in some markets.

(+) Favorable financial institution resilience and external payment capacity

Domestic
and external = (-) Slowing growth of the real economy
conditions | (-) Rising volatility in financial and foreign exchange markets
. Shifted to an increase
Rose slightly recently . )
FSi Remained at warning stage Fvi Remained below its

long-term average

Vulnerability and Resilience

. . . Continuously rising delinquency
Credit Markets Slowing growth in household loans rate among corporate loans
Asset Markets Mpder_atmg 1€ in housn_ng sales Bearish domestic stock prices
prices in Seoul metropolitan area
Financial Favorable capital adequacy Deteriorating asset quality and
Institutions and liquidity profitability of the non-banking sector

External Sector |

Robust external payment capacity |

Escalating volatility of exchange rates

Risk Factors
Credit Markets |

Concern over growing financial imbalances due to expectations for interest rate cuts |

Asset Markets I

Uncertainty in domestic and external policies and evolving geopolitical risks

Financial
Institutions

Credit risks in vulnerable sectors

External Sector I

Potential unrest in external conditions, such as stronger trade protectionism

Policy Responses

Strengthening
cooperation
between policy
authorities

Mix of monetary

=]
(T policy and
i/ macroprudential
policy
Enhancing the

<> resilience of

m financial
institutions
Bolstering

\ EE,

©) monitoring

 Enhancing monitoring of developments in domestic and external
risk factors

¢ Taking timely market stabilization measures in case of unexpected
market turmoil

¢ Developing a policy mix to prevent the expansion of financial
imbalances in the medium- to long-term

- (Household) Implementing macroprudential policies proactively
and consistently

- (Corporate) Maintaining smooth funding conditions for temporarily
vulnerable firms

¢ Continuously improving the resilience of financial institutions to
prevent the spread of systemic risks

e Strengthening the liquidity management of vulnerable
financial sectors and refining business contingency plans (BCPs)

¢ Maintaining close monitoring of borrowers and financial institutions
¢ [dentifying risks in non-bank financial intermediation and non-
traditional financial instruments
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1. Credit Markets

The increase in household credit” has
slowed overall since September 2024. As
the debt repayment burden of households
relative to income has gradually eased, the
rise in the delinquency rate on household
loans has also stalled.

Corporate credit experienced a sustained
slowdown in its upward movement, driv-
en by loans issued by non-bank financial
institutions (NBFls) and by loans to SMEs,
whereas the delinquency rate has continued
to rise. This year, the financial soundness
of listed corporations improved, especially
among large enterprises.

The private credit-to-nominal GDP ratio? de-
clined in both household credit and corpo-
rate credit as the nominal GDP growth rate
exceeded the growth rate of private credit.

Figure |-1-1. Map of changes in credit market
conditions”

—— Target period?
= Long-term average

= = Previous target period®

Households

Household credit
growth rate®

Interest payment
capacity

Household credit
leverage®

[Deteriraion] ¢ ement
Ratio of household

Debt ratio financial liabilities to

\ / financial assets
'

Corporate credit
growth rate®

Notes: 1) Standardized on the basis of the long-term average (5-year)
for each index. The relative levels of the target period and
previous target period are shown on the map.

2) As of the end of Q3 2024 (as of the end of the first half of
2024 for debt ratio and interest payment capacity).

3) As of the end of Q1 2024 (as of the end of 2023 for debt
ratio and interest payment capacity).

4) Rates of increase in household and corporate credit-to-
nominal GDP ratio.

5) Household credit-to-nominal GDP ratio.

Source: Bank of Korea.

(1) Household Credit

Overall Slowdown in Household Credit
Growth Since September

Household debt (based on household credit
statistics”) at the end of the third quarter of
2024 stood at KRW 1,913.8 trillion, represent-
ing a year-on-year increase of 1.9% (Figure
[-1-2). By item, household loans amounted
to KRW 1,795.8 trillion (93.8% of household

debt), and merchandise credit, which refers

1) While both “household credit” and “household debt” refer to debt held by households, the term “household credit” is
used in relation to financial institutions, and “household debt” is used in relation to households.

2) The level of private sector leverage can be assessed using a variety of financial and real economic indicators, such
as the private credit growth rate by sector, the debt repayment burden of households and corporations, housing
price levels, and bank leverage. In this article, the level of private sector leverage is discussed based primarily on the
private credit-to-nominal GDP ratio, which is the common global reference guide recommended by the Basel Com-
mittee on Banking Supervision (BCBS) in 2010, which is part of the Bank for International Settlements (BIS).

3) It is necessary to note that household credit statistics differ from flow of funds statistics in terms of the coverage of
the financial liabilities of households and non-profit organizations. In household credit statistics, “households” refers
to general households, whereas in flow of funds statistics, the term includes small-scale sole proprietors and private

non-profit organizations that serve households.
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to credit offered by providers of goods and
services, recorded KRW 118.0 trillion (6.2%).
While household debt growth expanded
gradually through to August 2024, it has mod-
erated overall since September 2024 due to the
impact of sustained monetary tightening and
due to a more stringent macroprudential pol-
icy, such as the implementation of the second
phase of the stress DSR.?

at the end of the third quarter of 2024 (KRW
1,112.1 trillion) rose by 6.0% year-on-year,
slightly higher than at the end of the first
quarter (5.8%).” Other loans (KRW 683.7
trillion) declined by 4.1% year-on-year. Mean-
while, on a quarter-on-quarter basis, in the
third quarter of 2024, home mortgage loans
rose by KRW 19.4 trillion, while other loans
fell by KRW 3.4 trillion (Figure I-1-3).

Figure 1-1-2. Household credit"

Figure 1-1-3. Household loans," by loan type

m Balance (LHS)

(KRW trillion) — YOV rate of increase (RHS)

2,400 — QoQ rate of increase (RHS) Y s

2000 1,913.8] 12
1,600 ,
1200 | .
800 | |,
. 19

10

Bl :

' ] .
al20 Q121 Q122 Q123 Q1240324

Note: 1) Based on household credit statistics.
Source: Bank of Korea.

By loan type, home mortgage loans increased
while other loans decreased. With housing
transactions occurring mostly in the Seoul

metropolitan area,” home mortgage loans

YoY rates of increase QoQ changes

— Home mortgage loans?
—— Other loans®

= Home mortgage loans?
Other loans®
< Total loans

(%) (%) (KRW trillion) (KRW trillion)

15 115 60 1 60
10 40 ﬂ[ 1 40
5 o f ” 2

111

0
\_ °
5t T4 20 f 1 20

-0 b J 1040 L 4 40
Q120 0l22 Q3% Q120 0122 0324

Notes: 1) Based on household credit statistics.
2) Home mortgage loans, leasehold deposit fund loans, etc.
3) Secured loans not collateralized by housing, unsecured
loans, guaranteed loans and other types of loans.
Source: Bank of Korea.

4) However, household loans issued by NBFIs decreased at a slower pace and shifted to an increase after October

2024, according to the Financial Services Commission.

Monthly Growth of Household Loans

45 5.2 9.7 5.3 6.5 51

Total -2.0
Banks 1.2 57 5.4 9.2 5.6 3.8 19
NBFls -3.2 -1.1 -0.2 0.5 -0.3 2.7 3.2

Note: 1) Monthly average.

Source: Financial Services Commission.

5) Volume of nationwide housing sale transactions (based on monthly average during the quarter, 10,000s):
4.4in Q4 2023 — 4.6in Q1 2024 — 5.7 in Q2 2024 — 6.0 in Q3 2024.
The Seoul metropolitan area’s share of nationwide housing sale transactions (%):
40.3in Q4 2023 — 42.5in Q1 2024 — 48.7 in Q2 2024 — 53.4 in Q3 2024.

6) Meanwhile, the monthly average increase in policy loans, such as Didimdol loans, Beotimmok loans, and Bogeum-
jari loans (based on Financial Services Commission figures), also climbed from KRW 1.8 trillion in the second quarter
of 2024 to KRW 2.0 trillion in the third quarter, and to KRW 2.2 trillion in the fourth quarter (October and November

2024).



By type of financial institution, household
loans issued by banks and by NBFIs contin-
ued to diverge. At the end of the third quarter
of 2024, household loans from banks (KRW
959.2 trillion) increased at a faster pace, at
6.0% year-on-year, while household loans
from NBFIs (KRW 606.3 trillion) continued
to decline by 3.8% year-on-year. On a quar-
ter-on-quarter basis, at the end of the third
quarter of 2024, household loans issued by
banks climbed by KRW 22.7 trillion, while
household loans issued by NBFIs fell by KRW
2.6 trillion (Figure I-1-4).

gradually easing. The ratio of household debt
to disposable income (based on household
credit statistics) has continued to decline from
151.8% at the end of 2023 to 146.7% at the end
of the third quarter of 2024. Examining the
components of the year-on-year change in the
ratio, the rate of increase in household debt
has slowed, while the rate of increase in dis-
posable income has significantly accelerated,
outpacing the growth of household debt (Fig-
ure I-1-5).

Figure 1-1-5. Ratio of household debt" to dis-
posable income?

Figure 1-1-4. Household loans," by financial
sector

YoY rates of increase QoQ changes

= Banks W Banks
— NBFls? NBFls?
< Total loans
(%) (%) (KRW trillion)  (KRW trillion)
15 7 115 60 1 60
40 1 40
10 10
] 22.7
6.0 20 20
5 '5 ] i 201
0 L‘—W“Lj'll'i‘ 0
o 0
0 0 l
20 4 -20
-3.8
-5 - 4 .5 -40 *“ - -40
Q120 Q122 0324 Q120 Q122 0324

Notes: 1) Based on household credit statistics.
2) NBFls and other financial institutions (excluding Korea
Housing Finance Corporation).
Source: Bank of Korea.

Decline in Household Debt Burden Rel-
ative to Income and Assets”

In terms of income, the debt repayment bur-

den across households appears to have been

B Ratio (LHS)
— Rate of increase in household debt (RHS)?
— Rate of increase in disposable income (RHS)?

(%) (%)
180 71 12

160 8
' 5.8

140 S \ ' 4
1.9

120 | i I I 0

100

Q120 Q121 Q122 Q123 0124 Q3°

Notes: 1) Disposable income for Q3 2024 is estimated by multiplying
the sum of gross national income for the recent four
quarters (Q3 2023 to Q2 2024) by the annual average ratio
of disposable income to gross national income for the
immediately preceding three years (2021 to 2023).

2) Based on household credit statistics.
3) On a year-on-year basis.
Source: Bank of Korea.

Meanwhile, the debt repayment burden in
terms of assets has increased. The ratio of fi-
nancial debt to financial assets of households
(based on flow of funds statistics) rose to
44.8% at the end of the third quarter of 2024,
up from 43.5% at the end of the first quarter

7) The ratio of household debt to disposable income and the ratio of financial debt to financial assets both represent
ratios among debt, income, and assets for entire households, regardless of whether the households hold debt.
Generally, these ratios can move differently from the debt service ratio (DSR), which represents the debt repayment
burden of households that hold debt or of borrowers more generally.
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of 2024. This appears to be primarily due to
a significant decrease in the value of equity
securities and in investment funds among fi-
nancial assets held by households, as domestic
stock prices have been on a downward trend

since August® (Figure I-1-6).

Figure 1-1-6. Ratio of financial liabilities to finan-
cial assets”

' Ratio (LHS)
— Rate of increase in assets (RHS)?
— Rate of increase in liabilities (RHS)?

(%) (%)
50 1 20
45 10
6.4
4.1
40 0
35 -10

Q120 Q121 Q122 Q123 Q124 Q3°

Notes: 1) Based on flow of funds statistics (estimate for Q3 2024).

2) On a year-on-year basis.
Source: Bank of Korea.

Share of Vulnerable Borrowers Remains
at Mid-6% Level

The share of borrowers with comparatively
low debt repayment capacity has continued to
account for around the mid-6% range of total
household borrowers. The number of bor-

rowers with low income (bottom 30%) or low

credit (credit scores of 664 or below)” who also
hold multiple household loans accounted for
6.6% of all borrowers at the end of the third
quarter of 2024, up slightly from 6.4% in the
first quarter. In terms of loan value, however,
the share of loans issued to vulnerable bor-
rowers among total loans has remained un-
changed from the first quarter (5.1%) (Figure
I-1-7).

Figure |-1-7. Proportions of vulnerable borrowers

B Number of borrowers basis ¥ Loan amount basis

(%) (%)
9 r 19
8 18
7 7
6 6
5 5
4 4

20 21 22 23 Q124 Q2 Q3

Source: Bank of Korea (Consumer Credit Panel).

Meanwhile, by borrower credit rating and in-
come level, the share of borrowers with a high
credit rating and a high income has remained
elevated. While the share of loans issued to
borrowers with high credit ratings stood at
78.3% at the end of the third quarter of 2024,
down slightly from 78.6% in the first quar-
ter,'” the share of loans to borrowers with a

8) The KOSPI has mostly recovered following a sharp decline during a short period in early August 2024 (2,777.7 on
August 1 - 2,441.6 on August 5, closing price). However, it fell again in September 2024 (2,674.3 at the end of Au-

gust ~ 2,598.3 at the end of September).

9) In 2021, the rating system for consumer creditworthiness was changed from a grade-based system to a score-
based system. In this report, scores of 840 and above (based on credit scores given by the NICE Credit Information
Service) are considered high, scores between 665 and 839 are in the middle, and scores of 664 or below are low.
The share of “potentially vulnerable borrowers” who are approaching “vulnerable borrower” status (borrowers with
multiple loans and a medium income or a medium credit score, or borrowers with two loans and a low income or a
low credit score) was 17.5% at the end of the third quarter of 2024, similar to the 17.4% seen at the end of the first

quarter of 2024.



high income was 63.1%, up from 62.6% in the
first quarter (Figure I-1-8).

Figure 1-1-8. Share" of household loans by bor-
rower credit score and income level

By credit score? By income level®

M [ow-income
= Midium-income

B Low-credit
= Midium-credit

B High-credit B High-income
(%) (%) (%) (%)
100 100 100 100
80 80 80 80
783 63.1
60 60 60 60
40 40 40 40
259
20 20 20 20
17.8
3.9 109
0 0
20 22 024 Q3 20 22 Q124 Q3

Notes: 1) On a loan amount basis.
2) High credit (scores of 840 or above), medium credit (scores
of 665 to 839), low credit (scores of 664 or below).
3) High income (top 30%), medium income (30-70%), low
income (bottom 30%).
Source: Bank of Korea (Consumer Credit Panel).

Slowing Upward Trend in the Delin-
quency Rate on Household Loans

The delinquency rate on household loans has
somewhat moderated after continuously rising
since the second half of 2022. At the end of
the third quarter of 2024, the delinquency rate
on household loans was 0.95%, similar to that
at the end of the first quarter (0.97%). By loan
type, the delinquency rates on home mortgage
loans and on other loans amounted to 0.40%
and 1.84%, respectively, staying at around

the levels seen at the end of the first quarter.

By sector, the delinquency rate on loans from
banks saw its upward trend continue to slow,
while that on loans from NBFIs with higher
amounts of vulnerable borrowers, continued

to rise (Figure I-1-9).

Figure 1-1-9. Delinquency rates"? of household
loans extended by banks and NBFIs®

— Total —— Home mortgage loans = Other loans
(%) (%)
3 S ' 13
Overall financial | '
institutions 1 Banks ! NBFls 273
1 1 Long-term average:2.37
I I (0110-0324)
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1 1
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1 1
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1 1
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1 1
1Long- 0.4 |
S e
' \/-.o 36
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Notes: 1) Based on delinquencies of one month or longer (for mutual
credit cooperatives and mutual savings banks, principal
delinquencies of one day or longer or interest delinquencies
of one month or longer).

2) Long-term average refers to the average from Q1 2010 to
Q3 2024.

3) Mutual savings banks, mutual credit cooperatives,
insurance companies (excluding insurance contract loans),
credit-specialized financial companies, etc.

Source: Financial Institution Business Reports.

10) This year, the share of borrowers with high credit ratings rose significantly (77.6% at the end of 2023 - 78.6% at the
end of Q1 2024). This is likely due to measures taken by financial authorities in March 2024 to help the credit rating
recovery of individuals who fully repaid delinquent loans in small amounts (KRW 20 million or lower). As a result, the
credit scores of about 2.665 million borrowers rose by an average of 31 points, as per (the Financial Services Com-

mission, June 17, 2024).
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(2) Corporate Credit

Continued Slowdown in Corporate
Credit Growth

At the end of the third quarter of 2024, corpo-
rate loans from financial institutions stood at
KRW 1,905.8 trillion, rising by 4.0% year-on-
year. Growth in corporate loans has remained
slow, particularly for loans extended by NBFIs
and for loans issued to SMEs, due to the tight
lending attitudes generally held by NBFIs.

By financial sector, corporate loans from
banks amounted to KRW 1,314 .4 trillion at
the end of the third quarter of 2024 (KRW
783.9 trillion from commercial banks, KRW
506.5 trillion from specialized banks, and
KRW 24.0 trillion from branches of foreign
banks), recording an increase of 5.9% year-
on-year (7.9% at commercial banks and 3.9%
at specialized banks). Corporate loans from
banks continued to increase due to the per-
sistent demand for funds among corporations
and due to sustained eased lending attitudes
at domestic banks.” Meanwhile, corporate
loans from NBFIs'» amounted to KRW 591.4
trillion," down 0.1% year-on-year. This is

largely attributed to NBFIs maintaining' tight

lending attitudes concerning asset quality
management amid the continuously high de-
linquency rates seen among corporate loans.
Notably, the balance of corporate loans from
the non-banking sector, except for those from
mutual credit cooperatives, decreased™ year-

on-year (Figure I-1-10).

Figure 1-1-10. Corporate loans from financial
institutions?

Amount of loans? Rates of increase®

Commercial banks — Total
Specialized banks - = Banks
B Branches of foreign banks == NBFls
NBFls
(KRW trillion) (KRW trillion) (%) (%)
2,000 1,905.8] 2000 30 730
25 25
1,500 r 7 1,500 20 20
] EZXY
15 15
1,000 fiiiet] 1 1,000
| 10 10
783.9 5.9
500 s00 4.%
0 0
-0.1
0 E— E— 0 -5+ - -5
Q120 Q122 Q124 Q3 Q120 Q122 Q124 Q3

Notes: 1) Banks include commercial banks, specialized banks, and
branches of foreign banks. NBFls include mutual savings
banks, mutual credit cooperatives, insurance companies,
and credit-specialized financial companies.

2) On an end-period basis. Excluding financial and insurance
loans.
3) On a year-on-year basis.
Source: Financial Institution Business Reports.

11) A survey of lending attitudes at financial institutions found that in 2024 domestic banks generally eased their atti-
tude toward corporate lending (large enterprises: 6 in Q1 2024 - 3 in Q2 — 0 in Q3, SMEs: 6 — -3 — 3). For details,
refer to “Loan Officer Survey on Financial Institution Lending,” (Bank of Korea press release, October 23, 2024).

12) The data for NBFls are based on mutual savings banks, mutual credit cooperatives (Nonghyup, Suhyup, Forestry
Cooperatives, Sinhyup, and MG Community Credit Cooperatives), on insurance companies (life insurance compa-
nies and general insurance companies), and on credit-specialized financial companies. However, due to the limited
availability of data, some sector data include loans to financial and insurance companies.

13) In the non-banking sector, mutual credit cooperatives accounted for KRW 384.9 trillion (65.1% of corporate loans
offered by NBFls), followed by insurance companies at KRW 94.3 trillion (16.0%), credit-specialized financial com-
panies at KRW 68.7 trillion (11.6%), and mutual savings banks at KRW 43.4 trillion (7.3%).

14) The survey of the lending attitudes at financial institutions found that all NBFIs that participated in the survey were
expected to maintain their tight lending attitude: mutual savings banks (-14 in Q2 2024 -~ -16 in Q3 2024 — -10 in
Q4 2024 (predicted)); mutual credit cooperatives (-25 — -26 — -27), credit card companies (0 ~ 13 - 0), and life in-
surance companies (-12 » -5 - -5). For details, refer to “Loan Officer Survey on Financial Institution Lending,” (Bank

of Korea press release, October 23, 2024).

15) Changes in growth rates of corporate loans from NBFIs for each sector (year-on-year) at the end of the third quarter
of 2024: 5.2% for mutual credit cooperatives, -5.4% for insurance companies, -5.8% for credit-specialized financial

companies, and -18.4% for mutual savings banks.



By company size,'” loans to large enterprises
(KRW 305.2 trillion, year-on-year increase of
10.6%) maintained a relatively high growth
rate, mainly among those from banks. On the
other hand, loans to small and medium-sized
enterprises (SMEs) (KRW 1,596.8 trillion,
2.9%) saw their growth continue to slow due
to sluggish business conditions, reduced in-
terest payment capacity, and tight lending at-
titudes in the non-banking sector, as reflected
in loans to SMEs (KRW 893.7 trillion, 3.4%)
and to sole proprietors (KRW 703.1 trillion,
2.4%) (Figure I-1-11). Meanwhile, loans issued
to self-employed business owners (SEBOs),'”
including household loans to borrowers with
sole proprietor loans, amounted to KRW
1,064 .4 trillion at the end of the third quarter
of 2024, up by 1.1% year-on-year.

Figure 1-1-11. Corporate loans,"?® by company size

Bl Amount of loans (LHS) — Rates of increase (RHS)

(KRW trillion) (%) (KRW trillion) (%)
1,800  <Large enterprises> 1 25 1,800 <SMEs> q 25
1,200 15 1,200 115
10.6
600 5 600 | 15
2.9
0 -5 0 . . . . -5
(KRW trillion) (%) (KRW trillion) (%)
1,800  (Small- and medium- 7 25 1,800 r (Sole proprietorships) 7 25
sized corporations)

1,200 1 151200 ¢ 115
600 5 600 15
3.4 2.4
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Q120 0122 Q124 Q3 Q120 Q122 0124 Q3

Notes: 1) Based on the sum of banks and NBFls. In the case of NBFls,
financial and insurance loans are included in some business
sectors and periods due to data constraints.

2) On an end-period basis. Rates of increase are on a year-on-
year basis.

3) Small- and medium-sized corporations refers to SMEs other
than sole proprietorships.

Source: Financial Institution Business Reports.

By industry,'"¥ corporate loans to the manu-
facturing sector (year-on-year, 5.9%) showed
a slight decline in growth driven by major
industries, such as electrical and electronic
devices and petrochemicals. In the non-man-
ufacturing sector (5.6%), most segments, such
as information and communications, con-
struction, and the wholesale and retail trade,

exhibited slower growth rates (Figure I-1-12).

Figure 1-1-12. Growth rates” of financial institu-
tions’ corporate loans,? by industry
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Notes: 1) On a year-on-year basis.
2) Sum of banks and some NBFls that can be classified on an
industry basis.
3) Excluding marine transport and air transport.
Source: Financial Institution Business Reports.

Continuously Rising Delinquency Rate
on Corporate Loans

At the end of the third quarter of 2024, the
delinquency rate on corporate loans recorded
2.43%, up by 0.12%p from the end of the first
quarter of 2024 (2.31%). By financial sector, the

delinquency rate on corporate loans extended

16) In the analysis of loans by company size, some loans from credit-specialized financial companies, which do not dif-
ferentiate by company size, were excluded due to data limitations.
17) For more information about trends in loans issued to SEBOs, refer to Box 1. “Recent Analysis of Borrower Charac-

teristics and Delinquency Rates on Loans to SEBOs.”

18) Corporate loans from some NBFls were excluded from the analysis because they were not classified by industry.
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by banks stood at 0.52%, closely matching the
rate at the end of the first quarter of 2024 (0.48%).
The delinquency rate on corporate loans ex-
tended by NBFIs climbed to 6.40%, up by
0.44%p from the end of the first quarter of 2024
(5.96%), with notably high rates among loans
from mutual savings banks (13.0%) and from
mutual credit cooperatives (8.39%). By company
size, the delinquency rate on loans to large en-
terprises remained low (0.11% at the end of Q1
2024 — 0.04% at the end of Q3 2024), while the
delinquency rate on loans to SMEs continued to
rise (2.72% — 2.93%) (Figure I-1-13).

Net Redemption of Corporate Bonds

Regarding corporate funding in the direct finan-
cial market, corporate bonds saw net redemptions
of both prime bonds and subprime bonds in the
second and third quarters due to the ongoing
impact of the large-scale preemptive issuance
of corporate bonds for refinancing during the
first quarter of 2024." On the other hand, for
commercial paper (CP), prime CP recorded net
redemptions, while subprime CP experienced net

issuance during the same period (Figure I-1-14).

Figure 1-1-14. Corporate bond and commercial
paper (CP) issuance”

Figure 1-1-13. Delinquency rate’? on corporate loans
by financial sector® and company size?
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Long-term dverage:
1.53
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Notes: 1) Based on delinquencies of one month or longer (for mutual
credit cooperatives and mutual savings banks, principal
delinquencies of one day or longer or interest delinquencies
of one month or longer).

2) The long-term average is the average from Q1 2010 to Q3
2024 for the total.

3) Data for banks are based on domestic banks, data for
NBFls are weighted average based on total assets of mutual
savings banks, mutual credit cooperatives, insurance
companies (excluding insurance contract loans), and credit-
specialized financial companies.

4) Weighted average based on banks and certain NBFls that
can be classified by size.

Source: Financial Institution Business Reports.

Corporate bond Commercial paper
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Note: 1) Excluding issuances by financial holding companies and
special purpose companies (SPCs). On a net-issuance basis.

Sources: Bank of Korea, Korea Securities Depository, Korea Credit
Information Services.

Rising Debt Ratio

The corporate debt ratio (debt/equity), which
indicates the overall financial stability of com-
panies,®” reached 86.2% at the end of the sec-

19) However, during October and November 2024, corporate bonds shifted to a net issuance due to rising investment
demand following the Base Rate cut, due to demand for facilities funding from some companies, and due to a de-

cline in issuance yields.

20) An analysis was carried out of a total of 2,642 companies (1,370 large enterprises, 1,272 SMEs), including listed
companies that had to file a business report at the end of the second quarter of 2024 pursuant to the Financial
Investment Services and Capital Markets Act, and some unlisted companies (excluding those in the financial and
insurance industries). It is necessary to note that, for the sake of expediency, the analysis was conducted primarily
using listed company data, and thus the results of the analysis on the financial soundness of SMEs may differ from
those of analyses conducted based on larger samples that may include data from private firms that are subject to

external audits or data from other companies.



ond quarter of 2024, up slightly from the end
of 2023 (84.6%). By company size, while large
enterprises saw their debt ratios rise (86.0%
at the end of 2023 — 87.9% at the end of the
second quarter of 2024), SMEs experienced a
decline in their debt ratios (54.9% — 51.1%).

Meanwhile, the proportion of companies with a
debt ratio exceeding 200% (excessively-indebted
firms) was 12.8% at the end of the second quarter
of 2024, down from at the end of 2023 (14.4%).2
By company size, SMEs showed a steeper decline
(16.0% at the end of 2023 — 13.0% at the end of
the second quarter of 2024) than large enterpris-
es (13.0% — 12.6%) (Figure I-1-15).

Figure 1-1-15. Corporate debt ratios,” by compa-

ny size
. Shares of corporations
Debt ratios . . P 0/.2)
with ratios above 200%
I Large enterprises SMEs =0~ Total
(%) (%) (%) (%)
100 4100 25 725
87.9
o0 (86.2
80 oo™ {80 20 } 1 20
60 1 60 15 1 15
12.8
12.6
40 R 1 40 10 1 10
20 H {20 5 K H 5

0 0
19 20 21 22 23 1H24 19 20 21 22 23 1H24

Notes: 1) Debt/equity, on an end-period basis.
2) Including corporations with capital erosion.
Source: VALUE Search.

Increase in Sales Growth Rate and in
the Ratio of Operating Income to Sales

The growth rate of corporate sales (year-on-
year), representing companies” overall growth,
was 5.2% in the first half of 2024, showing a
significant improvement from -3.4% in 2023.
In particular, business conditions in key man-
ufacturing sectors improved, such as in elec-
trical and electronic devices and in transporta-
tion.?? By company size, the rate of growth in
sales among large enterprises (-3.5% in 2023
— 5.3% in the first half of 2024) significantly
exceeded that at SMEs (0.8% — 2.5%).

The ratio of operating income to sales (oper-
ating income/sales), which represents com-
panies’ profitability, stood at 6.1% in the first
half of 2024, having increased dramatically
from the 2.9% seen in the previous year.¥ By
company size, profitability at large enterprises
rose, while that at SMEs declined (Figure I-1-
16).29

21) This is interpreted as being a consequence of excessively-indebted firms continuing to reduce their debt in re-
sponse to the heightened debt repayment burden caused by decreased profitability and higher interest rates.

22) In the first half of 2024, sales increased substantially in key manufacturing sectors, such as electrical and electronic
devices (18.5%) and in other transport equipment, including in shipbuilding (26.8%). On the other hand, sales in
some non-manufacturing sectors, such as the wholesale and retail trade (-1.1%) and in real estate (-25.1%), re-

mained sluggish.

23) By industry, the electrical and electronic devices sector (-3.2% at the end of 2023 — 7.9% in H1 2024) saw operat-
ing income improve substantially in 2024, and the electricity and gas supply sector also recorded a shift to an op-
erating income surplus (-0.5% — 5.0%). However, the real estate sector (26.1% — 9.4%) and the accommodations
and food services sector (5.2% — 0.3%) both experienced falls in their operating income-to-sales ratios.

24) For listed SMEs, profitability declined mostly in service sectors, such as information and communications (-6.2% in
H1 2024), the wholesale and retail trade (-0.7%), and in real estate (-20.0%). Meanwhile, the profitability of SMEs im-
proved year-on-year in the third quarter of 2024, according to results from the Financial Statement Analysis for the

third quarter of 2024.
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Figure 1-1-16. Sales growth rate" and ratio of
operating income to sales? by
company size

Ratio of operating in-

Sales growth rates
come to sales

I Large enterprises % SMEs =0~ Total
(%) (%) (%) (%)
24 724 12 112
18 18 9 r 19
6.3 6.1
12 12 6 16
6 6 3 13
5.2
.5
0 0 0 0
-0.7|
6 L 6 -3 b - -3

19 20 21 22 23 1H24

19 20 21 22 23 1H24

Notes: 1) On a year-on-year basis.
2) Operating income/sales.
Source: VALUE Search.

Divergence in Interest Payment Ca-
pacity between Large Enterprises and
SMEs

The interest coverage ratio (operating income/
total interest expenses), which indicates com-
panies” ability to make interest payments,?
was 3.9 in the first half of 2024, rising from
2.0 in 2023.2 By company size, that at large
enterprises rose (2.1 in 2023 — 4.1 in the first
half of 2024), while that at SMEs fell (0.1 —
-0.2).

The proportion of companies with an inter-
est coverage ratio of less than 1 increased
to 44.8% at the end of the second quarter of
2024, up from 41.4% at the end of 2023. By

company size, both large enterprises (29.2%

at the end of 2023 — 30.8% at the end of the
second quarter of 2024) and SMEs (55.2% —
59.8%) showed an increase (Figure I-1-17).

Figure 1-1-17. Corporate interest coverage ra-
tios," by company size

Shares of corporations

Interest coverage ratios with ratios below 12

B Large enterprises mwm SMEs =0~ Total
(times) (times) (%) (%)
10 80 1 80
8
60 F 59.8| 60
6
44.8
4 40 40
30.8
2
20 20
0
-0.2
-2 - -2 0 0

19 20 21 22 23 1H24 19 20 21 22 23 1H24

Notes: 1) Operating income/total interest expenses.
2) Including corporations recording operating losses.
Source: VALUE Search.

25) When calculating the interest coverage ratio, the numerator is the operating income and the denominator is the to-

tal interest expense, including interest on corporate bonds.

26) The long-term average interest coverage ratio (from 2010 to H1 2024) was 5.1 overall, with 5.4 for large enterprises

and 0.8 for SMEs.



(3) Credit Leverage

Persistently High Private Credit Lever-
age, over Double the GDP

At the end of the second quarter of 2024, pri-
vate credit? leverage (private credit-to-nom-
inal GDP ratio) stood at 202.7%, down from
the end of last year (206.5%), yet it remains
high, at more than twice the GDP. By sector,
both household credit leverage and corporate
credit leverage remained on a downward
trend. At the end of the second quarter of
2024, the household credit-to-nominal GDP
ratio was 91.1%, recording a decline of 2.4%p
from the end of last year (93.6%), while the
corporate credit-to-nominal GDP ratio de-
creased by 1.4%p, from 113.0% to 111.6% (Fig-
ure I-1-18).

Figure 1-1-18. Private credit leverage

Ratio of private credit”
to nominal GDP?

Credit leverage by
sector

I Private credit/nominal GDP ratio (LHS) M8 Household credit/nominal GDP (LHS)

= Private credit growth rate (RHS)® B Corporate credit/nominal GDP (LHS)

= Nominal GDP growth rate (RHS)* = Household credit growth rate (RHS)*
~—— Corporate credit growth rate (RHS)?
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Notes: 1) Based on flow of funds statistics.
2) Sum of nominal GDPs in the quarter concerned and the
immediately preceding three quarters.
3) On a year-on-year basis.
Source: Bank of Korea.

Examining the deviation of private credit
leverage from its long-term trend,* household
credit leverage continued to fall further below
its long-term trend, and corporate credit lever-
age began to dip below its long-term trend, as
well.*) The household credit-to-nominal GDP
gap has been negative since the end of the
third quarter of 2022. Meanwhile, the corpo-
rate credit-to-nominal GDP gap has decreased

steadily since hitting +7.6%p at the end of the

27) The BCBS (2010) broadly defines private credit as, “all types of debt funds provided to households and non-finan-
cial corporations.” In accordance with this definition, private credit indicators here are based on the sum of house-
hold debt (borrowings from financial institutions and government loans) and corporate debt (borrowings from finan-
cial institutions, government loans, and issuance of securities other than shares) as reported in the flow of funds

statistics.

28) As the household or corporate credit-to-nominal GDP ratio tends to rise over the long run as a result of financial
deepening, the gap between this ratio and its long-term trend is used as a common indicator to measure systemic
risk in a time series. Although the BCBS (2010) recommends a smoothing parameter of 400,000 when calculat-
ing long-term trend values using an HP filter (one-sided), this analysis opted for a significantly smaller smoothing
parameter of 25,000, given that the financial cycle in Korea is much shorter than that in some other OECD econo-

mies.

29) However, both household credit leverage and corporate credit leverage have remained higher than their long-term
averages since 2002, at 76.0% for household credit leverage, and at 91.8% for corporate credit leverage.
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first quarter of 2023 and became negative at
the end of the second quarter of 2024 (-0.1%p)
(Figure I-1-19).

Figure 1-1-19. Ratio of private credit to nominal
GDP" and gaps? by sector

Household Corporate

B Gap (RHS) == Ratio (LHS) == Long-term trends (LHS) = = Long-term average (LHS)

(%) (%p) (%) (%p)
140 q 20 140 q 20
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111.6
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Notes: 1) The long-term average spans from Q1 2002 to Q2 2024.
2) Differences between credit-to-nominal GDP ratio and long-
term trend value (estimation period: Q4 2000 to Q2 2024.
A=25,000), based on HP filter, by sector.
Source: Bank of Korea.



Box 1.

Recent Analysis of Borrower
Characteristics and Delinquen-
cy Rates on Loans to SEBOs"

Recently, while loans to Self-Employed Business
Owners (SEBOs)? have increased at a slow
pace, their delinquency rate has continued to
rise, particularly among vulnerable borrowers.®
This increase can be attributed to prolonged
financial tightening and to sluggish conditions in
the service sector. This article uses micro data
from the Consumer Credit Panel Database to
examine recent trends in loans to SEBOs, as
well as the characteristics of SEBO borrowers
and delinquency rates, and presents policy im-
plications thereof (Box 1-1).

Box 1-1. Status of loans to SEBOs"?

Corporate loans® (1,905.8)

Loans to SEBOs®|(1,064.4)
<312.6>

Holding
only sole
pro-

prietor
loans

(177.9)

<69.9>

Sole proprietor loans
(711.8)

Notes: 1) Borrowers of sole proprietor loans are identified as SEBOs,
and loans to SEBOs are based on the combined amount of
household loans and sole proprietor loans.

2) As of the end of the third quarter of 2024. () indicates loan
balance (KRW trillion), and < > indicates the number of
borrowers (10,000 persons).

3) Based on the sum of banks and NBFls.

4) Based on household loans (except merchandise credit) in
the Household Credit Statistics.

5) Based on Consumer Credit Panel Database.

Sources: Bank of Korea (Consumer Credit Panel Database,
Household Credit Statistics), Financial Institution Business
Reports.

Trends in Loans to SEBOs

Continued slowdown in growth of loans to
SEBOs

As of the end of the third quarter of 2024, the
outstanding balance of loans to SEBOs stood at
KRW 1,064.4 trillion, up 1.1% year-on-year. How-
ever, the growth of loans to SEBOs has slowed?
since the second half of 2022. Among loans to
SEBOs, sole proprietor loans and household
loans amounted to KRW 711.8 trillion and KRW

1) This article was authored by Pyoun Do-hoon and Lee Yeon-jae (Financial Stability Analysis Team) and was reviewed
by Seo Pyoung-seok (director of the Financial Stability Strategy & Coordination Division) and Kim Jung-ho (head of

the Financial Stability Analysis Team).

2) Using the Consumer Credit Panel Database (panel data of about one million borrowers), the Bank of Korea identified
borrowers of sole proprietor loans as SEBOs and estimated the size of loans to SEBOs by summing up their house-

hold loans and sole proprietor loans.

3) Low income (bottom 30%) or low credit (credit score of 664 or below) SEBO borrowers with multiple loans (the total
number of household loan institutions and sole proprietor loan products is three or more) are categorized as vulner-

able borrowers.

4) Rate of increase in loans to SEBOs (year-on-year): 12.2% in Q4 2022 - 3.3% in Q4 2023 — 1.1% in Q3 2024.
Rate of increase in sole proprietor loans to SEBOs: 12.0% in Q4 2022 — 4.1% in Q4 2023 ~ 2.2% in Q3 2024.
Rate of increase in household loans to SEBOs: 12.4% in Q4 2022 — 1.7% in Q4 2023 — -0.9% in Q3 2024.
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352.6 trillion, respectively. The growth of sole
proprietor loans (2.2%) has been moderating,
while the decline in household loans (-0.9%) has
accelerated (Box 1-2).

Box 1-2. Trends of loans to SEBOs"

Balance of sole proprietor loans to SEBOs (LHS)
= Balance of household loans to SEBOs (LHS)
— Rate of increase in loans to SEBOs (RHS)
— Rate of increase in sole proprietor loans (RHS)
— Rate of increase in household loans (RHS)

Box 1-3. Trend of loans to SEBOs by financial
sector?

By financial sector By sector of NBFls

Balance of loans to SEBOs issued by banks (LHS)
mm Balance of loans to SEBOs issued by NBFIs (LHS)

_ Mutual savings banks
__ Mutual credit cooperatives

___ Rate ofincrease in loans to SEBOs issued by banks (RHS) ~ __ Insurance cos.

__ Rateofincrease in loans to SEBOs issued by NBFIs (RHS) ~__ Credit-specialized financial cos.
(KRW trillion) (%) (%) (%)

1,200 7 60 60 7 60

1,000

(KRW trillion)

(%)

800 |- ||||
600 ||||

50
422.5
40 30 1 30

1,200 r 7 25
1,064.4
1,000 r 20
352.6
800 15
600 I 1 10
400 1.5
2.2
1.1
200 10
-0.9
Q120 Q121 0122 0123 Q124 Q3

Note: 1) On an end-period basis. Rates of increase are on a year-on-
year basis.
Source: Bank of Korea (Consumer Credit Panel Database).

By financial sector, loans to SEBOs amounted
to KRW 641.9 trillion in banks and to KRW 422.5
trillion in NBFls.® The growth of loans to SEBOs
has slowed in both sectors, with banks and
NBFls recording increases of 1.4% and 0.6%,
respectively. In NBFls, all segments except for
mutual credit cooperatives recorded a year-on-
year decline in lending. In particular, mutual sav-
ings banks continued to experience a significant
contraction (Box 1-3).

30
2.6
400 420 0 0
X|-233
5.4

200 10
1.4 -20.3
0 : 206 5 L 4 30
Q120 Q122 012403 Q120 0122 Q12403

Note: 1) On an end-period basis. Rates of increase are on a year-on-
year basis.
Source: Bank of Korea (Consumer Credit Panel Database).

Analysis of Loans to SEBOs Based on
Borrower Characteristics

Increase in low-income, low-credit SEBO
borrowers

As of the end of the third quarter of 2024,
among SEBO borrowers, there were 1.467 mil-
lion high-income borrowers and 2.176 million
high-credit borrowers, accounting for 46.9%
and 69.6% of all SEBO borrowers, respectively.
Meanwhile, the numbers of low-income and
low-credit SEBO borrowers were 494,000 and
232,000, representing 15.8% and 7.4% of all
SEBO borrowers. Since the beginning of 2024,
the number of these low-income and low-credit
borrowers has increased by 15,000 and 32,000,
respectively (Box 1-4).

5) In NBFls, the balance of loans to SEBOs from mutual credit cooperatives (KRW 326.2 trillion) was the largest,
followed by credit-specialized financial companies (KRW 25.5 trillion), mutual savings banks (KRW 20.2 trillion), and

insurance companies (KRW 16.5 trillion).



Box 1-4. Number of SEBO borrowers by borrow-
er characteristics”

Total | 3131 3126 06
High | 1461 | (46.7) | 1467 | ¢6.9) | +06 | (+0.3
'Tg&'}}f Middie | 1191 | (38.0) | 116.5 | (37.3) | -26 | (-0.8)
Low | 479 | (153)| 494 | (15.8)| +15 | (+05)
High | 217.8 | (69.6) | 2176 | (696) | 0.3 | (+0.0)
rg;ﬁ]dgiﬁ, Middie | 753 | @4.) | 718 | 23.0)| =35 | (-1.0)
Low | 199 | 64) | 232 | (74) | 32 | (+1.0)

Notes: 1) () indicates the proportion of borrowers by income level and
credit rating.

2) The top 30%, 30~70%, and bottom 30% of household
income in each year are classified as high-income, middle-
income, and low-income, respectively.

3) Credit scores (based on NICE Credit Information Service)
are classified into high credit rating (840 or above), middle
credit rating (665-839), and low credit rating (664 or lower).

Source: Bank of Korea (Consumer Credit Panel Database).

Box 1-5. Type of increase in low-income,
low-credit borrowers”

Household SEBO
loan borrowers borrowers

“
@
. Decline in income
Middle and credit ratings

@ Taking of new sole
Low proprietor loans Low
- R

Note: 1) The red lines indicate the path of increase in low-income,
low-credit SEBO borrowers, while the green lines represent
the decrease in low-income, low-credit SEBO borrowers.

By examining the types of change in the number
of low-income and low-credit SEBO borrowers,?
it was found that the number of existing low-in-
come and low-credit household loan borrowers
who transitioned to SEBO borrower status by
taking new sole proprietor loans (Type @ - Type
@) decreased, with a net decrease of 8,000
low-income borrowers and 24,000 low-credit
borrowers.” Conversely, there was a substan-
tial increase in the number of SEBO borrowers
with mid- to high income and credit ratings who
dropped to low income (bottom 30%) and low
credit ratings (Type @ - Type @), increasing
by 23,000 and 56,000, respectively (Box 1-5).
These findings suggest that the recent increase
in low-income and low-credit SEBO borrow-
ers appears to be primarily driven by a broad-
based decline in the income and credit ratings
of existing SEBO borrowers rather than financial
institutions expanding new sole proprietor loans

to these borrowers.

Delinquency rate remains high among vul-

nerable SEBO borrowers

The delinquency rate on loans to SEBOs has
continued to rise, reaching 1.70% at the end of
the third quarter of 2024. The delinquency rates
on loans to SEBOs from NBFIs and on loans to
vulnerable borrowers has remained elevated. By
financial sector, the delinquency rate on loans to
SEBOs issued by NBFls (3.51%) rose significant-
ly, well above the delinquency rate on loans to

6) Changes in the number of SEBO borrowers by income level and credit rating grade over time can be determined by
(i) the transition of existing SEBO borrowers between grades (@ entry from other grades to a certain grade - @ exit
from a certain grade to other grades) and (ii) the change in the number of SEBO borrowers due to borrowers in a
certain grade taking or repaying sole proprietor loans (@ household loan borrowers taking new proprietor loans - @
SEBO borrowers in a certain grade repaying sole proprietor loans).

7) A total of 33,000 low-income household loan borrowers took new sole proprietor loans and became low-income
SEBO borrowers, while 41,000 existing low-income SEBO borrowers repaid their sole proprietor loans and exited
the group of SEBO borrowers. Meanwhile, only 6,000 low-credit household loan borrowers took new sole proprietor
loans while 30,000 low-credit SEBO borrowers repaid their sole proprietor loans and left the group of SEBO borrow-

ers.

SIS 1PaID | 10}09S AQ uonenyis ANjIqe)S [elouBuly



30

SEBOs issued by banks (0.51%). Meanwhile, the
delinquency rate on loans to vulnerable SEBOs
was 11.55%, showing a significant gap com-
pared to that on loans to non-vulnerable SEBOs
(0.42%) (Box 1-6).

Box 1-6. Delinquency rate of loans to SEBOs"

By financial sector Vulnerable SEBOs?

— Loans to SEBOs
Loans to SEBOs issued by banks
— Loans to SEBOs issued by NBFls

— Loans to vulnerable SEBOs
— Loans to non-vulnerable SEBOs

(%) (%) (%) (%)
50 ¢ 150 150 7 150
40 | {40 120} { 120
11.55
3.51
30 | {30 90f 1 9.0
20 {20 60f { 60
1.70
1.0 \—\_‘/ 10 30 1 30
0.42
0.0 : 00 00 ———1"0
Q120 0122 Q12403 Q120 0122 012403

Notes: 1) Based on delinquencies of one month or longer (for mutual
credit cooperatives and mutual savings banks, principal
delinquencies of one day or longer or interest delinquencies
of one month or longer).

2) Borrowers of multiple loans with either low income or low
credit ratings.

Source: Bank of Korea (Consumer Credit Panel Database).

Assessment and Implications

While the growth in loans to SEBOs has slowed
recently, the delinquency rate has remained on
an upward trend. The balance of loans issued
to vulnerable SEBOs, which are more likely to

become delinquent due to their relatively insuf-

ficient repayment capacity, has been rising®
despite the high delinquency rates. However,
given that a significant portion of SEBO loans
is held by high-income and high-credit bor-
rowers,? the risk of defaults on loans to SEBOs
severely undermining the asset quality of finan-
cial institutions appears limited at this stage.
Additionally, as the Base Rate cuts of the Bank
of Korea gradually feed through to lending rates
over time, the debt repayment burdens of SEBO
borrowers is expected to ease to some extent.

However, with the recent increases in low-in-
come and low-credit SEBO borrowers, the
debt repayment capacity of SEBO borrowers
needs to be closely analyzed and addressed
through targeted policy responses. In particular,
the government and financial authorities should
continue providing financial support to SEBOs
who are experiencing temporary difficulty due
to the high interest burden. At the same time, for
some vulnerable SEBOs with a low prospect of
recovery, it is essential to implement rehabilita-
tion measures, such as debt restructuring and
job training, as alternatives to sustaining their
businesses through debt under more accom-
modative financial conditions.'®

8) At the end of the third quarter of 2024, the number of vulnerable SEBO borrowers reached 418,000 people (13.4%
of all SEBO borrowers), and the loans they held amounted to KRW 122.6 trillion (11.5% of all loans to SEBOs), up by
22,000 people and KRW 6.8 trillion (+0.7%p and +0.5%p, respectively) compared to the end of 2023.

9) At the end of the third quarter of 2024, loans held by high-income and high-credit SEBO borrowers accounted for

69.2% and 78.8%, respectively, of all loans to SEBOs.

10) On July 3, the government announced the “Comprehensive Measures for Small Merchants/SEBOs” by related
government ministries with the goal of easing the burden on businesses and promoting the growth and recovery of

SEBOs.



2. Asset Markets

In the second half of this year, Korea Trea-
sury bond (KTB) yields declined due to the
early reflection of expected monetary policy
easing both domestically and internationally,
amid uncertainties regarding the incoming
US administration’s policies, as well as
regarding trends in prices and economic
indicators. The credit spread fluctuated at
around its long-term average.

Stock prices remained bearish overall,
weighed down by concerns over the Al
industry’s future, US economic conditions,
and geopolitical risks.

Housing sale prices experienced a mod-
erate decline in their rate of increase, par-
ticularly in the Seoul metropolitan area,
reflecting a rise in lending rates and the
government’s tightening of household loan
management. Meanwhile, in terms of com-
mercial real estate, office rental prices con-
tinued to rise, while rental prices for retail
stores remained sluggish.

Figure 1-2-1. Map of changes in asset market
conditions”

—— Target period?
= Long-term average

= = Previous target period®

Corporate bond
credit spreads®

e e [Derration]

Stock
volatility®

Notes: 1) Standardized on the basis of the long-term average (5-year)
for each index, the relative levels of the target period and
previous target period are shown on the map.

2) From July to November 2024 (with housing sales transaction
volume gap being from July to October 2024).

3) From January to June 2024.

4) Daily average volatility of Treasury bond yields (3-year).

5) Corporate bond yields (AA-) - Treasury bond yields (3-year).

6) Daily average V-KOSPI.
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Treasury bond
yeild volatility¥

Real estate

Housing sales trans-
action volume gap®

[Deerraon] o=

-
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7) MSCI (12-month forward PER).
8) The gap refers to the deviation from the long-term average
of each indicator.
Source: Bank of Korea.

(1) Bond Markets

Decline in Long-Term Market Interest
Rates

KTB yields experienced a significant decline
in the second half of this year, influenced by
expectations of a monetary policy pivot at
the US Federal Reserve and in other major
countries, by trends in domestic and interna-
tional prices and economic indicators, and by
the US presidential election. By period, from
June to August, KTB yields fell substantially
along with US Treasury bond yields, affected
by slowing domestic consumer price inflation,
sustained moderation of prices and economic
indicators in the US, and massive net purchas-
es of KTB futures by foreigners. However, in
September, the decline in long-term interest

rates was somewhat constrained by increased
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vigilance regarding the supply of KTBs due
to the government’s plan to expand the net
issuance of KTBs in 2025,*” coupled with a
slightly hawkish interpretation of the Septem-
ber FOMC meeting results.®” After that, KTB
yields declined due to uncertainties over the
incoming US government’s policies, by favor-
able supply and demand of KTBs, and by the
25bp cut in the Base Rate made on November
28, 2024. Meanwhile, volatility in KTB yields
rose slightly compared to the first half of the
year (Figure I-2-2).

Figure 1-2-2. Korean and US Treasury bond yields

— Treasury bond yields (3-year, LHS)

—— Treasury bond yields (10-year, LHS)

= US Treasury yields (10-year, LHS)

B Treasury bond yields (3-year) volatility (RHS)"

(%) (%)

5.0

4.0

0.0 0.0
Jan. 22 Jul. Jan. 23 Jul Jan. 24 Jul. Dec.

Note: 1) Daily volatility was calculated using the exponential weighted

moving average (EWMA) method.
Sources: Korea Financial Investment Association, Bloomberg.

The inverted spread between 3-year KTB
yields and the Base Rate widened, reflecting

the downward trend of KTB yields, and then
narrowed slightly after the Base Rate cut (Fig-
ure [-2-3).

Figure |-2-3. Base Rate and Treasury bond yields

—— Treasury bond yields (3-year, LHS)
— Base Rate (LHS)
B Treasury bond yields (3-year) - Base Rate (RHS)

(%) (bp)
6.0 7 300

4.5

200

3.0 100

wvw 0
0.0 L L L L L -100
Jan. 22 Jul. Jan. 23 Jul Jan. 24 Jul. Dec.

Sources: Bank of Korea, Korea Financial Investment Association.

Credit Spreads on Corporate Bonds
Fluctuate Around Long-Term Average

Corporate bond yields fell along with Treasury
bond yields, and the credit spreads on both
prime bonds and subprime bonds fluctuat-
ed around their long-term averages. Credit
spreads on prime bonds widened slightly,
driven by the contraction® of investment de-
mand due to corporate bond yields dipping
below the Base Rate, as well as an expansion

of the net issuance® of super prime bonds,

30) On August 27, 2024, the government announced that in 2025 it would increase the net issuance of KTBs by 67.7%
from the 2024 plan (KRW 49.9 trillion), bringing it up to KRW 83.7 trillion.

31) The longer-run fed funds rate presented in the dot plot was 2.875%, up 12.5bp from the previous 2.750%. As a
result, some of the expectations for rate cuts, which had been reflected in longer-run rates in advance, were re-
versed, leading to a significant rebound in 10-year US Treasury bond yields.

32) Some asset management companies that manage public funds were observed to have increased their investment
in CP with higher yields over credit bonds due to the difficulty involved in attaining the yields they had promised

their customers, given declining credit bond yields.

33) Net issuance of bank bonds (KRW trillion): -1.6 from January to June 2024 -~ +0.3 in July - +5.0 in August ~ +9.9
in September - +6.9 in October - +6.0 in November — +0.3 from December 1 to 10.



such as bank bonds. However, they remained
around their long-term averages overall.>¥
Meanwhile, the spread between credit ratings
(based on AA- and A-) has narrowed since
the first half of 2024 (Figure I-2-4).

Figure 1-2-4. Corporate bond credit spreads” and
spreads across credit ratings

I Corporate bonds (A-) - Corporate bonds (AA-) (RHS)
= Corporate bonds (AA-) - Treasury bonds (LHS)
—— Corporate bonds (A-) - Treasury bonds (LHS)

(bp) (bp)
300 1 300
250 250
200 200
150 150
100 100
50 50
0 0

Jan. 22 Jul. Jan. 23 Jul Jan. 24 Jul. Dec.

Note: 1) On a three-year maturity basis.
Source: Korea Financial Investment Association.

From the second to third quarter of 2024,
there was a net redemption of corporate bonds
due to pre-issuance for refinancing in the first
quarter, along with seasonal factors. However,
in the fourth quarter, a net issuance occurred,

primarily in subprime bonds (Figure I-2-5).

Figure 1-2-5. Net corporate bond" issuance?

W AA and above A = BBB and below
(KRW trillion) (KRW trillion)

4 r 14

3

2

1

0

-1

-2

3 = - -3

Q120 Q121 Q122 Q123 Q124 Q4

Notes: 1) On a public offer basis. Excluding issuances by financial
companies.
2) On a monthly average basis.
Sources: Bank of Korea, Korea Securities Depository.
Meanwhile, the volume of corporate bonds
issued was effectively absorbed by the market,
showing favorable participation in book build-

ing for corporate bonds (Figure I-2-6).%

Figure |1-2-6. Rate of participation” in book-build-
ing for corporate bonds?

=0~ Prime bonds (AA and above) =0~ Subprime bonds (A and below)

(%) (%)

1,000 q 1,000
800 800
600 - 600
400 1 400
200 - 200

0 L 0
Jan.22  Jul. Jan. 23 Jul Jan. 24 Jul. Dec.

Notes: 1) Participation amount in book-building/expected issuance
amount.
2) On a public offer basis. Excluding issuances by financial
companies.
Sources: Bank of Korea, Financial Supervisory Service.

34) Long-term average of credit spreads since January 2010: 55bp for prime bonds, 151bp for subprime bonds.
35) Spread (bp) between corporate bond credit ratings ((A-) — (AA-)): 126 in H1 2024 (average) — 113 at end of July 2024
— 108 at end of August — 103 at end of September —» 102 at end of October — 101 at end of November - 102 on

December 10.

36) Out of 186 cases (worth KRW 10.9 trillion) that conducted demand forecasting from June to December, only 13

cases (KRW 0.4 trillion) had unsold issues.
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(2) Stock Markets

Continued Downward Trend in Stock
Prices

Stock prices rose until mid-July 2024 on ex-
pectations of favorable export performance
and of growth in the Al industry. Howev-
er, they then declined due to concerns over
deteriorating profitability at Al-related US
companies. In early August 2024, there was a
temporary tumble in the stock market due to
worries over a US economic recession, wors-
ening corporate earnings at I'T companies, and
escalating military tension in the Middle East.
Afterward, stock prices rebounded as market
vigilance subsided somewhat. However, in
September 2024, investor sentiment deteri-
orated dramatically due to concerns over a
potential peak in the semiconductor industry
and renewed worries over a potential conflict
between Israel and Iran. These factors drove
stock prices lower with significant volatility
surrounding developments in the US presi-
dential election. From November 2024, stock
prices continued on a downward trend as in-
vestment sentiment weakened amid growing
political uncertainty, coupled with concerns
over tariff hikes by the incoming US admin-
istration and potential reductions in subsidies
for Korean companies in the United States®”
(Figure 1-2-7).

Figure 1-2-7. KOSPI and global stock prices"

— KOSPI (LHS) —— MSCI World Index (RHS)
— MSCI Emerging Markets Index (RHS) = S&P 500 (RHS)
(Jan. 4, 1980 = 100) (Jan. 3, 2022 = 100)

3,300 135
3,000 | 120
2,700 105
2,400 b 90
2,100 r 75
1,800 * * * * * 60

Jan. 22 Jul. Jan. 23 Jul. Jan. 24 Jul. Dec.

Note: 1) US figures are based on the S&P500 index. Developed and
emerging market countries are based on the MSCI.
Sources: KOSCOM, Bloomberg.

The KOSPI200 Volatility Index (V-KOSPI)
soared in August due to growing risk aversion
in response to sluggish US employment and
economic indicators and due to the emergence
of geopolitical risks in the Middle East. It then
reversed some of its rise as worries over a US
economic recession eased moderately. How-
ever, the V-KOSPI rose again with emerging
concern over the domestic growth rate as-
sociated with a stronger protectionist policy,
prospects for lackluster earnings at domestic
corporations, and escalating domestic political

uncertainty (Figure I-2-8).

37) As part of the initiative to enhance corporate value that it introduced in the first half of 2024, the government un-
veiled the Korea Value-Up Index and launched associated ETFs in the second half, aiming to increase the value of

listed companies.



Figure 1-2-8. Stock price volatility indices”

Figure 1-2-9. PER" and PBR?

- VIX — V-KOSPI

0 . . . . . 0
Jan. 22 Jul. Jan. 23 Jul. Jan. 24 Jul. Dec.

Note: 1) The volatility indices are calculated using prices for options on

the KOSPI200 and S&P500 indices.
Sources: KOSCOM, Bloomberg.

Decline in PER and PBR

Both the average price-to-earnings ratio
(PER)*® and average price-to-book ratio (PBR)
fell due to sluggish stock prices, mostly in the
semiconductor industry, amid concerns over
slowing profitability in the Al industry. The
PER and PBR stood at 7.97 and 0.84, respec-
tively, on December 10, 2024, below their long-
term averages since 2010 (PER 9.94, PBR 1.07)
(Figure 1-2-9). As of December 10, 2024, the
PER and PBR of the domestic stock market are
below both those of advanced countries and

of emerging market countries (Figure I-2-10).

— PER (LHS) — PBR (RHS)
(times) (times)
16 118
Long-term PBR: 1.07
Average of Jan. 2010 to Dec. 2024, RHS) 116

Long-term PER: 9.94 1 06
(Average of Jan. 2010 to Dec. 2024, LHS)

6 . . . . . . . 04
Jan.21  Jul. Jan.22 Jul. Jan.23 Jul Jan.24 Jul. Dec.

Notes: 1) On an MSCI basis (12-month forward).
2) On a KOSPI basis.
Sources: Bloomberg, Refinitiv.

Figure 1-2-10. PER"? and PBR" of major countries

= PER (LHS) & PBR(RHS)
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Notes: 1) As of December 10, 2024.
2) On an MSCI basis (12-month forward).
Sources: Bloomberg, Refinitiv.

Meanwhile, the stock risk premium?® rose

as investor risk appetite weakened, reaching

38) Based on the 12-month forward MSCI PER, the ratio is calculated by dividing the sum of stock market capitaliza-
tions of companies included in the MSCI by the sum of their expected net profits (values forecasts by Korean and
foreign securities companies) for the following one-year period.

39) The equity risk premium is calculated by subtracting Treasury bond yields (10-year) from the earnings-to-price ratio
(reciprocal of MSCl-based 12-month leading PER). The fact that investors hold stock only when the excess return
relative to the risk-free rate is higher than in the past indicates a lower risk appetite.
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9.91%p higher than its long-term average
(7.38%p since 2010) as of December 10 (Figure
1-2-11).

Figure 1-2-11. Stock risk premium?

(%p) (%p)
14 r 14
Weaker risk appetite]
12 1 12
10 10
9.91
8 8
6 Long-term average: 7.38 6
(Average of Jan. 2010 to
Dec. 2024)
4 14
2 r Stronger risk appetite l 12
0 L L L L L L L 0
10 12 14 16 18 20 22 Dec. 24

Note: 1) Treasury bond yields (10-year) subtracted from the earnings-
to-price ratio (reciprocal of 12-month forward MSCI PER).
Sources: Bloomberg, Refinitiv.



(3) Real Estate Markets

Slowing Upward Movement in Housing
Sale Prices

Housing sale prices showed an upward trend,
primarily in the Seoul metropolitan area, con-
tinuing to rise until August after shifting to
an increase in June 2024 (+0.04%). However,
the rise moderated due to climbing lending
rates,*” the government’s announcement of
a housing supply expansion measure,*” and

tighter household loan management.*?

In the Seoul metropolitan area, housing sale
prices continued to increase after having
transitioned to an increase in May 2024, but
the rate of increase declined from September
(+0.39% in September = +0.22% in October
- +0.11% in November). In the non-Seoul
metropolitan areas, housing sale prices in the
five metropolitan cities showed a sustained
downward trend since November 2023, falling
by 1.8% until November 2024, while housing
prices in the eight provinces remained flat in
November (Figure 1-2-12).

Figure 1-2-12. Trends and rate of increase’ in
housing sale prices

—— Housing sale prices (LHS) — Rates of increase (RHS)

(Jun.21=100) (%) (Jun.21=100) (%)
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110 1 r 1 15
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Notes: 1) Total of House Sale Price Index, compared to previous
months.
2) Busan, Daegu, Gwangju, Daejeon, and Ulsan.
3) Gangwon, Chungbuk, Chungnam, Jeonbuk, Jeonnam,
Gyeongbuk, Gyeongnam, and Jeju.
Source: Korea Real Estate Board.
In the third quarter of 2024, the price-to-
income ratio (PIR), which compares housing
prices with income, declined to 4.0 nationwide
and to 10.3 in Seoul area.*® Nationwide, the
PIR was close to its long-term average of 4.0
(Q1 2012 to Q3 2024), while in Seoul it re-

mained above its long-term average of 9.1.

The price-to-rent ratio (PRR), which com-
pares housing prices with rents, climbed from
the previous quarter both nationwide and
in Seoul, exhibiting a widening gap from its
long-term average (Q1 2012 to Q3 2024) (Fig-
ure 1-2-13).

40) Home mortgage loan rates at deposit-taking banks (new loan basis, %): 3.71 in June 2024 — 3.5 in July - 3.51 in

August — 3.74 in September — 4.05 in October.

41) On August 8, 2024, the government unveiled its “housing supply expansion measure for residential stability,” aiming
to supply 427,000 new housing units by lifting restrictions on the development of green belts and by promoting re-

construction and re-development projects.

42) On September 1, 2024, the government implemented the second phase of its stress DSR test. Notably, for home
mortgage loans from banks in the Seoul metropolitan area, a higher stress interest rate (1.2%p) was applied.

43) PIR (third quintile, times, KB Real Estate): (nationwide) 4.8 in Q4 2023 - 4.7 in Q1 2024 —» 4.7 in Q2 ~ 4.5in Q3
(Seoul) 10.4 in Q4 2023 — 10.2 in Q1 2024 —» 10.3in Q2 -~ 9.8iIn Q3
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Figure |-2-13. Price-to-Income Ratio and Price-
to-Rent Ratio

Price-to-Income Price-to-Rent Ratio??

Ratio"? (PIR) (PRR)
— Nationwide — Seoul
<PIR> <PRR>
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Notes: 1) Housing price (third quintile)/annual household income (third
quintile).
2) Housing price/annual rent.

3) Long-term average is the average from Q1 2012 to Q3 2024.
Sources: Bank of Korea, Korea Real Estate Board.

From July to October 2024, the volume of
housing sale transactions increased by 20.2%,
reaching a monthly average of 59,000 units
compared to 49,000 units during the same pe-
riod of the previous year, but it has remained
below the long-term average of 74,000 units
since 2010.Y By region, the volume of housing
sale transactions in the Seoul metropolitan
area reached a monthly average of 30,000
units, up 37.9% from the same period of the
previous year (22,000 units). In particular, in
July and August 2024 it rose to its long-term
average (Jan. 2010 to October 2024, average of
34,000 units). However, after September the

transaction volume shifted downward due

to slowing price increases and due to public
holidays. In comparison, in the non-Seoul
metropolitan areas, the slump in transactions
continued, with the volume of housing sale
transactions amounting to a monthly average
of 10,000 units in the five metropolitan cities
and 18,000 units in the eight provinces (Figure
1-2-14).

Figure 1-2-14. Housing sale transaction volumes”
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Note: 1) Dotted lines indicate monthly averages from July to October

2024.
Sources: Ministry of Land, Infrastructure and Transport.

Continued Increase in Leasehold De-
posits and Monthly Rental Prices

In the housing rental market, there has been
a continuous upward trend in both leasehold
deposits (jeonse) and in monthly rental prices,
mostly in the Seoul metropolitan area.**

In the Seoul metropolitan area, leasehold

44) The Buyer Superiority Index remained sluggish after shifting to a decline in September 2024. Buyer Superiority In-
dex (source: KB Kookmin Bank, nationwide): 21.2 in January 2024 — 24.0 in April — 35.6 in July — 37.6 in August
— 36.5 in September — 31.4 in October — 28.2 in November. A value below 100 indicates that sellers outnumber
buyers, while above 100 means that buyers outnumber sellers.

45) Growth rate in leasehold deposit prices (month-on-month, unit: %, source: Korea Real Estate Board):
0.05 in January 2024 — 0.07 in April — 0.16 in July — 0.22 in August — 0.19 in September — 0.16 in October
Growth rate in monthly rental prices (month-on-month, unit: %, source: Korea Real Estate Board):
0.07 in January 2024 — 0.08 in April — 0.09 in July — 0.12 in August — 0.11 in September — 0.13 in October

46) Growth rate in leasehold deposit prices (month-on-month, unit: %, source: KB Real Estate): 0.09 in January 2024
— 0.00 in April — 0.13 in July b 0.19in August b 0.22 in September — 0.17 in October — 0.18 in November.



deposit prices and monthly rental prices have
both increased steadily after transitioning to
an upward trend during July and August of
2023. The rise accelerated in July and August
2024 due to seasonal factors, but slowed mod-
erately in November 2024. Meanwhile, in the
five metropolitan cities, leasehold deposit pric-
es continued to decline, while monthly rental
prices climbed slightly. In the eight provinces,
leasehold deposit prices remained flat overall,

while monthly rental prices rose slightly.

Figure 1-2-15. Rates of increase" in leasehold
deposits and monthly rental prices

—— Leasehold deposit prices = Monthly rental prices
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Note: 1) Compared to previous months.
Source: Korea Real Estate Board.

The transaction volume of leasehold deposits
and of monthly rentals amounted to a month-
ly average of 207,000 housing units from July
to October 2024, similar to the same period
of the previous year (208,000 units). By rental
type, the volume of leasehold deposit transac-
tions averaged 89,000 units a month, having
decreased by 6.3% from the same period of
the previous year (95,000 units). In contrast,
monthly rentals averaged 118,000 units, an
increase of 4.5% from the same period of
the previous year (113,000 units). As a result,

monthly rentals” share of the total of leasehold

deposits and monthly rentals rose by 2.7%p to
56.9% from July to October, compared to the
same period of the previous year (54.2%) (Fig-
ure 1-2-16).

Figure 1-2-16. Monthly leasehold deposits and
rental transaction volumes"234
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Notes: 1) Since June 2021, the scope of calculation has been
expanded from registered fixed-date data to housing rental
transaction reports.

2) In May 2022, the number of reports increased temporarily
due to the expiration of the guidance period for reporting
rental transactions.

3) Due to data limitations, the differentiation between
the number of leasehold deposit and monthly rental
transactions is exclusively conducted at a nationwide level.

4) Dotted lines indicate monthly averages from July to October
2024.

Sources: Ministry of Land, Infrastructure and Transport.

New Apartment Supply Higher than
in Other Years, New Apartment Sales
Lower than in Other Years

In 2024, the supply of new apartments reached
362,000 units, slightly lower (-0.6%) than last
year (364,000 units), but it is expected to sur-
pass the average of previous years (315,000
units annually from 2010 to 2023). Meanwhile,
sales volume of new apartments for 2024 is
expected to reach 258,000 units. This, along
with last year’s figure (212,000 units), remains
well below the previous average of 327,000
units from 2010 to 2023 (Figure 1-2-17).
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On the other hand, the volume of unsold
homes continued to rise since the end of No-
vember 2023 (58,000 units) and then shifted
to a decline in July 2024, reaching 66,000 units
at the end of October 2024 (14,000 units in the
Seoul metropolitan area and 52,000 units in
non-Seoul metropolitan areas). In addition,
the number of finished-yet-unsold new homes

has risen gradually since August 2023.47

low, at 8.61% at the end of the third quarter of
2024, reflecting the relatively short supply. On
the other hand, retail rental prices continued
to decline amid a slump in business conditions
due to a decrease in offline sales, although the
decline has been gradually narrowing (Figure
[-2-18).49

Figure 1-2-18. Commercial real estate rental
price indices and vacancy rates

Figure 1-2-17. New apartment supply and new
apartment sales”

I New apartment supply New apartment sales
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Note: 1) As of November 11, 2024. Based on sum of monthly planned

amount for 2024.
Source: Real Estate 114.

Continued Rise in Office Rents, Moder-
ate Decline in Retail Store Rents

At the end of the third quarter of 2024, office
rental prices had increased by 2.99% year-
on-year, driven by continued rental demand
in the Seoul metropolitan area, including in
Seoul and the surrounding Gyeonggi Prov-

ince. The vacancy rate for offices remained

Rental price indices Vacancy rates

— Offices — Retail stores’
(Q224=100)  (Q2 24=100) (%) (%)
104 7 104 16 716
102 1102 14 142)
13.79
100.74
100 100 12 [ 1 12
99.96
98 198 10 1 10
8.61
96 . ~ 9% 8 . ~ 8
Q120 0122 0324 Q120 0122 0324

Notes: 1) Based on medium- to large-sized units.
2) As of the second quarter of 2024.
Source: Korea Real Estate Board.

Shrunken Transaction Volumes Despite
Overall Recovery in Returns on Capital
for Commercial Real Estate

During the third quarter of 2024, the return
on capital for offices stood at 0.68%, marking
an increase of 0.44%p from the same period
of 2023 (0.24%) and surpassing the long-term
average, while the return for retail stores

47) Stock of unsold new housing units (based on month-end): 6.4 in January 2024 — 7.4 in June — 7.2 in July — 6.8 in

August — 6.7 in September — 6.6 in October

Stock of unsold new housing units after construction completion (based on month-end): 1.1 in January 2024 — 1.5

in June — 1.6 in July — 1.6 in August — 1.7 in September

> 1.8 in October.

48) Due to the sample revision of the Korea Real Estate Board, discontinuity in the time series occurred for the vacancy
rate and return on capital for the third quarter of 2024 (Korea Real Estate Board press release, “Commercial Real
Estate Rental Status Investigation Results for the Third Quarter of 2024,” October 31, 2024).



remained lower than that for offices. Mean-
while, the volume of commercial real estate
transactions in the third quarter of 2024 was
39,000, representing a further decline com-
pared to the 43,000 transactions in the same
period of the previous year, when transac-
tions had also declined significantly (Figure
1-2-19).

Figure 1-2-19. Return on capital and transaction
volume of commercial real estate
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— Offices m Seoul metropolitan area
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Notes: 1) The quarter-over-quarter growth rate of the current quarter’s
asset value, reflecting price changes in land and buildings, is
defined as: (current quarter’s asset value-previous quarter’s
asset value)/previous quarter’s asset value. Retail stores are
based on medium- and large-sized units.

2) The dotted lines indicate quarterly averages from the first
quarter of 2010.

3) As of the second quarter of 2024.

4) Based on buildings used for commercial purposes,
including so-called “officetels,” which are dual-purpose
one-room studios used for both commercial and residential
purposes. Including transactions other than sales, such as
allotments of new apartments, gifts, or exchanges.

Sources: Korea Real Estate Board, Ministry of Land, Infrastructure
and Transport.
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Box 2.

Impact of Real Estate PF Re-
structuring and Related Poten-
tial Risks"

The government and supervisory authorities
have executed timely restructuring of non-vi-
able real estate project financing (PF) projects
to ensure a soft-landing for the rapidly-growing
real estate PF sector from 2020 to 2022 and
provided sufficient liquidity support? to projects
deemed viable. Thanks to these policy efforts,
funding conditions in the PF securitization
market are showing overall stability. However,
although the delinquency rate on PF loans has
moderated, the delinquency rate on land mort-
gage loans is still rising (Box 2-1). This article
examines the impact of the ongoing real estate
PF restructuring and analyzes the potential risks
associated with real estate PF.

Box 2-1. PF-ABCP issuance yield and real estate
PF loan delinquency rate

PF-ABCP issuance yield” PF loan delinquency rate

—A A2 — PFloans
(%) (%) (%) (%)

Land mortgage loans

18 11820 ¢ 120
6|
1 P16t 16
12 12

12 12

I 3.51 |

. . 0 . . 0
Jan.22  Jan.23  Jan.24 Nov. Q123 Q124 324

Note: 1) Yields offered on the date of issuance of PF-ABCPs.
Sources: Korea Credit Information Services, Financial Supervisory
Service.

Progress on Real Estate PF Restructur-
ing

The supervisory authorities improved the
business feasibility assessment criteria for PF
projects as part of the “Measures to Seek an
Orderly Soft-Landing in the Real Estate Project
Finance Market” announced in May 2024, and
evaluated the business viability of all real estate
PF projects in the second half of the year. The
assessment found that, as of September 2024,
exposure to projects rated as precautionary
(Grade C) and as high-risk (Grade D) (non-per-
forming PF exposures) amounted to KRW 22.9
trillion, accounting for 10.9% of the total real
estate PF exposure (KRW 210.4 trillion). By type,
land mortgage loans represented the largest
portion (KRW 13.5 ftrillion), followed by bridge
loans (KRW 4.8 trillion), and then main PF loans

1) This article was authored by Park Min-ryul and Kim Woo-seob (Financial Stability Analysis Team) and was reviewed
by Seo Pyoung-seok (director of the Financial Stability Strategy & Coordination Division) and Kim Jung-ho (head of

the Financial Stability Analysis Team).

2) The KRW 94 trillion + a program (a bond market stability fund launched in October 2022 worth KRW 50 trillion, the
PF normalization fund in March 2023, and PF business guarantees in September 2023, aiming to provide liquidity),
the PF lenders agreement (April 2023), and the P-CBO inclusion limit extension (September 2023).



(KRW 4.6 trillion), indicating that the majority
of PF projects became non-performing in their
early phases. By financial sector, the exposure
of mutual credit cooperatives (KRW 10.9 tril-
lion) is the largest, followed by mutual savings
banks (KRW 4.4 ftrillion), securities companies
(KRW 8.8 trillion), and then by credit-specialized
financial companies (KRW 2.7 trillion), showing
that most of the exposure is concentrated in the
non-banking sector (Box 2-2).

Box 2-2. Results of second-round business fea-
sibility assessment

Outstanding balance of
exposures classified as
precautionary and high-risk

Non-performing PF
exposures by sector

Precautionary High-risk
(KRW trillion) ~ (KRW trillion)

Atend of September 2024
(KRW trillion)  (KRW trillion)

12 1 1212 1 112
10 1 1010 f 110
8 r 18 8¢ 18
6 r 16 6 16
4 r 14 4r {4
2 r 12 2r {2
0 * . 0 o0 ool o O 0
Main PF loans ~ Bridge Land ks \ns:ﬁmu Se:wes gml wg:g‘nm M;\

loans mortgage

banks  financial cooperafives
loans

Source: Financial Supervisory Service.

Based on feasibility assessments, supervisory
authorities instructed financial institutions to al-
locate appropriate levels of loan-loss provisions
and to prepare resolution plans for the restruc-
turing of non-performing PF projects.® Addi-
tionally, they regularly monitor the propriety and
implementation of the first and second resolu-
tion plans, including auctions and public sales,
submitted by financial institutions.”

Impact of Real Estate PF Restructuring

Expectations for gradual improvement in fi-

nancial institution soundness

When non-performing PF exposure is cleared
up in an orderly fashion through auctions and
restructuring, the asset quality at financial insti-
tutions is expected to improve gradually. Howev-
er, the possibility remains of concerns emerging
surrounding the profitability and liquidity of finan-
cial institutions depending on developments in
the real estate PF market.? Moreover, if losses
from sales exceed loan-loss provisions during
the auction process, actual losses may be larger

than losses already recognized.?

Meanwhile, since most non-performing PF loans

3) Resolution methods include: (i) sell-offs and loss-disposal (write-offs) of PF projects through auctions, public sales,
and/or private contracts; and (i) viability enhancement through new funding, replacement of construction compa-

nies, and/or refinancing.

4) Financial institutions submitted to supervisory authorities their resolution plans for projects classified as “non-per-
forming” during the second-round assessment, as well as for the first-round assessment conducted as of the end of
June 2024. The supervisory authorities examined and determined the propriety of these plans in November.

5) Despite the burden of additional provisioning after the first- and second-round viability assessments, the capital
ratios at financial institutions in each sector have generally risen from their 2023 levels due to capital increases.
Currently, no financial institutions have failed to meet the minimum regulatory ratios due to the viability assessment

results.

6) The PF projects sold through auctions and private contracts in September and October 2024 had sales prices ex-
ceeding 95% of their loan principals, indicating that the losses from these sales were minimal. However, given that
the scale of exposure (KRW 14.7 trillion) with a “high default” risk (Grade D) that is intended to be sold is significant
compared to the size of the NPLs and the auction markets, and considering the recent decline in auction and public
sale success rates and the bid-to-appraisal ratio, sale prices may fall short of loan-loss reserves, except for some PF
projects that are expected to see a viable improvement in a short period of time.

2021 2022 2023 Jan-Sep. 2024
Auction Success Rate (bid-to-appraisal ratio): 40.0 (79.8)  33.9 (76.8) 271 (69.0) 26.5 (67.8)
Public Sale Success Rate (bid-to-appraisal ratio): 62.0(83.5) 56.4(79.7) 38.5 (73.0) 39.1 (63.6)
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comprise bridge loans and land mortgage loans
granted for land acquisition, and the main PF
loans make up only a small portion of these
non-performing PF loans, the direct impact of
real estate PF restructuring on the construction
industry is unlikely to be significant.” However,
construction companies that have provided
large credit enhancements to non-performing
PF projects may experience some difficulties
securing liquidity.

Risk Factors Related to Real Estate PF

To achieve a soft-landing for real estate PF is-
sues, the real estate PF restructuring efforts
currently underway must be actively pursued
to address non-performing projects in a timely
manner. However, caution is required concern-
ing the likelihood of additional defaults due to
the following risk factors.

Sluggish real estate market in non-Seoul
metropolitan areas

Korea’s real estate PF model is closely related
to the real estate market and heavily relies on
presales of new housing units to secure funding
before the beginning of construction. Recently,
while housing prices in the Seoul metropolitan
area are experiencing growth, real estate markets
in other regions remain stagnant. This widening
disparity between the Seoul metropolitan area
and other regions creates a significant risk of

further defaults in real estate PF projects located
outside the capital area. Specifically, a significant
accumulation of unsold new homes is observed
primarily in regions outside of Seoul metropoli-
tan area, and the sale rate of new homes during
the early stages of sales has recently declined
substantially in these regions. Consequently, pro-
longed sluggishness® in non-Seoul metropolitan
area real estate markets can significantly impede
project progress due to delays in crucial steps,
such as the acquisition of land and securing per-
mits or licenses. Moreover, even if a PF project
does transition to the new home sales phase,
difficulties in collecting construction costs can
potentially lead to project defaults (Box 2-3).

Box 2-3. Volume of unsold new housing and early
sales rate

Volume of unsold new

. Early sales rate”
housing

Seoul metropolitan area
Non-Seoul metropolitan areas

— Seoul metropolitan area
Non-Seoul metropolitan areas

(10,000 units) (10,000 units) (%) (%)
10 7 10100 7 100
8 {8 80 f / V 1 80
6.7 70
6 I 1.6 60 r 1 60
4 {4 40 f 1 40
2 12 20 r 1 20
0 - . TR 0 L L J oo
Q116 Q119 Q122 Q324 Q116 Q119 Q122 Q324

Note: 1) Average cumulative sales rate of private apartments until
three months (or six months) from the date sales began.
Sources: ECOS, Ministry of Land, Infrastructure and Transport, Korea
Housing & Urban Guarantee Corporation, Korea Real Estate
Board.

7) As bridge loans and land mortgage loans are extended during the land purchase stage, before construction begins,
the impact of defaults of real estate PF projects and the deterioration of loan asset quality on construction compa-
nies is limited. Still, where construction companies are involved in projects before they convert them to main PF proj-
ects, whether through equity investment in special purpose companies (SPCs) or as project developers, even bridge
loans may impact the cash flows of these companies during the PF restructuring process. However, identifying the
full scope of these types of transactions is challenging due to constrains on data availability.

8) In the Seoul metropolitan area, the outlook for new home sales has recently improved significantly, with a notable
resurgence in the new home sales market. However, sales conditions in regions outside of Seoul metropolitan area

remain below the benchmark level (100).

New Home Sale Prospects Index from the Korea Housing Institute:

Seoul metropolitan Area

Non-Seoul metropolitan Areas 57.9. —

Dec. 2023 78.5. — Mar. 2024 83.8. — Jun. 86.9. — Sep. 117.9. — Nov. 108.8.

80.9. — 82.2. — 879. — 95.9.



Slump in non-apartment real estate market

[t must be noted that the non-apartment market,
which includes townhouses, multi-unit buildings,
and officetels, has been experiencing an overall
downturn. With a significant contraction in rent-
al and sale transactions of townhouses and of
multi-unit buildings following the occurrence of
leasehold deposit fraud in the multi-unit housing
lease market, sale prices of such properties as of
September 2024 are substantially lower than in
the same month last year, both in the Seoul met-
ropolitan area and in other regions. Transactions
for officetels also remain sluggish, with prices
declining in both the Seoul metropolitan area
and in other regions. Furthermore, while housing
construction starts primarily drove the increase
in overall construction activity from 2015 to 2017,
construction starts for non-housing buildings
increased substantially from 2019 to 2020. While
this increased supply of non-housing construc-
tion has now come onto the market over time,
the recent economic downturn has significantly
weakened demand for retail space, leading to
growing concern about an oversupply in this
sector. If the imbalance in supply and demand
deepens, the non-housing real estate sales mar-
ket could contract further, potentially undermin-
ing the viability of related PF projects (Box 2-4).

Box 2-4. Rate of increase in prices by type of real
estate and construction start volume

Non-housing construction

Rate of increase in prices"
start volume

Seoul metropolitan areal = Non-housing
Non-Seoul metropolitan areas
(%) (%) (10,000 buiidings) (10,000 builings)
3 r 13 18 1 1.8
2r 12 15 | {15
1F 11
12 1 1.2
0 0
09 1 09
1 1 -1
06 [ 0.6
2 r 4 -2
3t 4 303 1 03
_4 L - _4 0 1 L

0
Apartments  Mufi- — Multi-unit Officetels Jan. 11 Jan.16 Jan.21 Oct. 24
household  housing
housing

Note: 1) Rate of increase for the past one year as of November 2024.

Sources: Korea Real Estate Board, Ministry of Land, Infrastructure
and Transport.

Project delays and contagion risk for con-
struction companies and trusts

A real estate market downturn increases the
likelihood of PF project delays, elevating the risk
of non-performance. This risk can be transmit-
ted to construction and trust companies through
mechanisms such as completion guarantee
agreements, which typically stipulate that con-
struction companies assume debt or that trust
companies cover damages arising from project
delays that exceed an agreed-upon timelines.
The recent surge in delays in construction com-
pletion due to rising construction costs and
other challenges has significantly increased the
risks associated with these agreements. In this
case, construction companies are required to
use their own funds, or real estate trust com-
panies are obliged to use funds from their trust
account loans,? to complete the construction.

Subsequently, they must seek to recover these

9) The outstanding balance of loans to trust accounts is rising. These loans, referred to as “trust account loans,” ac-
count for funds transferred from specific accounts to trust accounts by real estate trust companies to cover pay-
ments, including construction costs. Balance of trust account loans for real estate trust companies (KRW trillion): 2.6

at end of 2020 — 2.2 at end of 2021 — 4.9 at end of 2023

» 6.7 at end of Q3 2024.
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funds through the sale of the completed build-
ings, creating a financial burden for them. More-
over, for construction companies with a high
ratio of responsibility completion obligations to
capital, escalating project delays can significant-
ly exacerbate liquidity risks (Box 2-5). Further-
more, real estate trust companies received an
increasing number of orders with completion
guarantee agreements and management-type
land trusts during the 2020-2022 real estate
boom. This rapid growth in commitments in-
creases the potential for a significant increase in

the funding burden arising from project delays.'”

Box 2-5. Construction companies’ Completion
Guarantee Agreements

Ratio of completion guarantee agreements to capital

(%) (%)
800 1 800
700 1 700
600 1 600
500 T 1 500
400 1 400
300 | 1 300
200 | 1 200
100 A ER A ERAEER LR AR RAE 100

L ]

ABCDEFGHI JKLMNOPQRST

Note: 1) Based on the sum of maintenance projects and other projects.
Source: Semi-annual reports of companies (June 2024).

Implications

Successful implementation of the government’s
PF soft-landing measures will enhance the flow
of funds toward viable projects and facilitate the
active restructuring of non-performing projects,
thereby mitigating risks associated with real es-
tate PF. However, persistent sluggishness in the
real estate market, particularly in certain regions
and within the non-housing real estate sector,
such as retail space, will likely continue to pose
challenges to related PF projects. Moreover,
Korea’s real estate PF projects rely heavily on
borrowings and on pre-sale proceeds for fund-
ing due to developers’ typically limited equity.
This inherent structural vulnerability renders PF
projects highly sensitive to fluctuations in funding
rates and pre-sale performance." Furthermore,
the existence of completion guarantee agree-
ments can facilitate the transmission of default
risk from developers to construction companies

and trust companies.

10) The Mugunghwa Trust Co., Ltd., which underwent a timely corrective measure on November 27, 2024, experienced
a liquidity crisis that was significantly exacerbated by defaults on completion guarantee agreements and manage-

ment-type land trusts.

11) Empirical analysis using past data demonstrated a significant correlation between lending and sales rates and the
delinquency rates of PF loans. To analyze the impact of lending and sales rates on the soundness of PF loans, a
panel probit model was employed to measure the coefficients of these variables. The analysis revealed statistically
significant coefficients for both lending rates (8, =0.204) and sales rates (8, = -0.019) at a 1% significance level. This
indicates that higher lending rates and lower sale rates are significantly associated with increased delinquency rates
on PF loans, showing that rising funding costs and a weak real estate market are key factors contributing to the de-

terioration of PF loan quality.

e Estimation model: D,, = ® (B + By7; ;1 + Bysiy + 7 X; T u; )
D, ,is the status of delinquency (delinquent: 1, not delinquent: 0), 7; , is the lending rate, s; , is the sales rate, and X;
is other control variables, such as project location and type of project.

e Estimation results:

Standard Error

Coefficient Value
Lending Rate (t-1) 0.204.
Sales Rate -0.019.
Construction Progress Rate 0.009.

0.0176.
0.0015.
0.0012.

Note: 1) As the status of delinquency could affect lending rates, lending rates from the preceding quarter were used.



Recognizing these challenges, on November
14, 2024, the government announced measures
to improve the real estate PF system.'? Key
aspects of these measures include bolstering
developers’ capital and fostering the growth of
competent real estate development companies
to address the current structural weaknesses
of Korea’s PF market, which is characterized by
low developer capital and an excessive reliance
on guarantees. By addressing the identified
structural limitations of real estate PF, these
measures are expected to mitigate the procy-
clical nature of the sector, which is marked by
sharp increases in PF lending during booms
and heightened risk realization during down-
turns, a pattern observed repeatedly in the past.
However, concerns remain regarding a potential
decline in supply due to stricter loan screening
at financial institutions and due to the increased
capital burden on developers. Therefore, a cau-
tious and balanced approach is crucial in the
implementation of these policy measures.

12) For details, refer to “Real Estate PF System Improvement Measures” by related government ministries on Novem-

ber 14, 2024.
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3. Financial Institutions

The soundness of financial institutions has
marginally deteriorated, with non-bank fi-
nancial institutions (NBFIs) experiencing the
most significant impact.

Banks*? experienced a slight improvement
in profitability, but their asset quality has
slightly decreased.

NBFls saw their asset quality decline, with
substandard-or-below loan ratios climbing
across all non-banking sectors, except in-
surance. Profitability also remained sluggish
overall.

Mutual transactions among financial insti-
tutions experienced an increase in growth,
and their share of total financial sector as-
sets edged up slightly.

Figure 1-3-1. Map of changes in financial soundness
conditions at financial institutions”

— Target period?
— Long-term average

== Previous target period®

Asset growth®

Profitability® Asset sound-
ness®
Asset soundness® Profitability®

Asset growth®

Notes: 1) Standardized on the basis of the long-term average (5-year)
for each index, the relative levels of the target period and
previous target period are shown on the map.

2) As of the end Q3 2024.
3) As of the end Q1 2024 (as of the end Q3 2023 for
profitability).
4) Rate of increase in total assets.
5) Substandard-or-below loan ratio.
6) Return on assets (ROA).
Sources: Bank of Korea, Financial Institution Business Reports.

(1) Banks

Maintaining Asset Growth

Total assets at commercial banks stood at
KRW 2,529.8 trillion at the end of the third
quarter of 2024, up by 6.1% year-on-year,

maintaining a gradual growth trend.

By asset type, loans increased by 8.4% year-
on-year, showing an increase in both corpo-
rate and household loans. Securities barely
moved, with a rise of just 0.3%, while cash
and due from banks surged by 18.3%, largely
due to an increase in foreign currency depos-

its at commercial banks (Figure I-3-2).

Figure 1-3-2. Commercial bank total assets”

W Loans (LHS)? Securities (LHS)
B Cash and due from banks (LHS) mm Other assets (LHS)
— Rate of increase in total assets (RHS)?

(KRW trillion) (%)
2,800 1 518
z,sze.is
AR I ]
2,100 lllIII 112
6.1
1,400 6
700 0
0 -6
Q120 Q121 Q122 0123 Q124 Q3

Notes: 1) End-period bank account balances.

2) Balances after deduction of loan loss provisions against
KRW-denominated loans, foreign currency loans, bonds
purchased under resale agreements, etc.

3) On a year-on-year basis.

Source: Commercial Bank Business Reports.

In terms of loans by type of borrower
(KRW-denominated loan basis), household
loans increased by KRW 21.4 trillion in the
third quarter of 2024, a sharp rise compared to

49) In this report, the banking sector analysis includes only commercial banks (major regional, and internet-only banks),
while excluding specialized banks (the Korea Development Bank, the Industrial Bank of Korea, Korea Eximbank,
Nonghyup Bank, and Suhyup Bank) due to business model differences.



the increase recorded in the first quarter (KRW
4.8 trillion). Corporate loans grew by KRW
13.9 trillion in the third quarter of 2024, down
from the increase in the first quarter (KRW
18.7 trillion), with growth in loans to large
enterprises (KRW 4.9 trillion) and to SMEs
(KRW 9.0 trillion) both decreasing compared
to the increases in the first quarter (KRW 8.6
trillion and KRW 10.1 trillion, respectively).

As for loan growth rates, household loans
increased by 7.0% year-on-year due to the
expansion of demand for housing sales,*”
maintaining their upward trend since the sec-
ond quarter of 2023 (-1.0%). Corporate loans
saw an 8.9% year-on-year increase, driven by
higher demand for working capital and for fa-
cility funds. However, growth in loans to both
large enterprises (23.1%) and to SMEs (6.1%)
recently slowed moderately (Figure I-3-3).

Figure 1-3-3. Magnitude of change" and rate of in-

crease? in commercial bank loans®
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Notes: 1) Compared to previous quarters.
2) On a year-on-year basis.
3) Bank account KRW-denominated loans.
4) Including household, corporate, and public purpose loans
and other types of loans.
Source: Commercial Bank Business Reports.

Slight Deterioration in Asset Quality

The substandard-or-below loan ratio, which is
an indicator of the asset quality of commercial
banks, stood at 0.35% at the end of the third
quarter of 2024, showing a gradual increase
from the third quarter of 2022 (0.23%). The
ratio of precautionary loans,®” which have a
slightly lower credit risk than substandard
loans, stood at 0.63% at the end of the third
quarter of 2024. While this level is relatively
low, it has been increasing steadily since the
first quarter (0.54%). Meanwhile, banks have
managed their asset quality by proactively

50) In the third quarter of 2024, the monthly average of housing sale transactions was 60,000 units, up by 20.8% year-

on-year.

51) The asset quality of loans is broken down into five categories: normal, precautionary, substandard, doubtful and
estimated loss. “Precautionary” loans are characterized by early signs of credit deterioration, such as those with

payment arrears for one to three months.
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cleaning up bad loans in response to an in-
crease in new substandard-or-below loans,
which rose to KRW 3.0 trillion in the third
quarter of 2024, up from KRW 2.6 trillion in
the first quarter. Meanwhile, the resolution of
non-performing loans® also rose during this
period, from KRW 2.2 trillion to KRW 2.9 tril-
lion (Figure 1-3-4).

at the end of the first quarter. Although the
increase has been ongoing since the end of the
second quarter of 2022, it has recently some-
what moderated. The substandard-or-below
loan ratio for large enterprises stood at 0.16%,
down from 0.20% at the end of the first quar-
ter, and has remained relatively low (Figure
1-3-5).

Figure 1-3-4. Commercial bank bad loans” and
substandard-or-below loan ratio?

Figure 1-3-5. Commercial bank substandard-or-
below loan ratios by borrower type

Bad loans, disposed of (LHS)?
I Bad loans, new (LHS)
— Substandard-or-below loan ratio (RHS)
= Precautionary loan ratio (RHS)

(KRW trillion) (%)
40 1 17 08
0.63
20 104
0.35
0.0 0.0
20 r 1 -04
-4.0 - - -0.8
Q120 Q121 Q122 Q123 Q124 Q3

Notes: 1) Data represents values during the period.

2) On an end-period basis.

3) Including those disposed of through loan withdrawals, loan
loss write-offs, loan sales, soundness reclassification, debt
restructuring, etc.

Source: Commercial Bank Business Reports.

In terms of the substandard-or-below loan ra-
tio by borrower type, the substandard-or-be-
low loan ratio of household loans stood at
0.26% at the end of the third quarter of 2024,
similar to the 0.27% seen at the end of the
first quarter. For corporate loans, the substan-
dard-or-below loan ratio for SMEs was 0.51%

at the end of the third quarter, up from 0.45%

= Households - Large enterprises — SMEs
(%) (%)
08 1 1 08
0.6 1 0.6
0.51
04 | 1 04
0.26
0.2 [ 1 02
0.16
0.0 . . . . 0.0
Q120 Q121 Q122 Q123 Q124 Q3

Source: Commercial Bank Business Reports.

In terms of the substandard-or-below loan
ratio by industry, the construction industry
saw its ratio decline from 1.35% at the end of
the first quarter of 2024 to 1.19% at the end of
the third quarter this year, though it remained
higher than any other industry. In the same
period, the substandard-or-below loan ratio
did climb in several other industries: auto-
motive manufacturing (0.43% at the end of
the first quarter of 2024 — 0.46% at the end of
the third quarter), wholesale and retail trade
(0.32% — 0.45%), and real estate (0.35% —

52) Size of loans newly classified as substandard-or-below (KRW trillion): 1.2 in Q3 2022 — 1.8 in Q1 2023 — 2.3 in Q3

—2.6in Q12024 — 3.0in Q3

Size of resolution of substandard-or-below loans (KRW trillion): 1.3 in Q3 2022 — 1.4 in Q1 2023 — 2.1 in Q3 — 2.2

in Q12024 —2.9in Q3



0.44%). On the other hand, the ratio declined
in accommodation and food services (0.49% —
0.41%). These differentiated trends in the sub-
standard-or-below loan ratio by industry are
likely to deepen depending on how domestic
and external conditions change, including real
estate PF restructuring and the continued rise

of exchange rates® (Figure I-3-6).

Figure 1-3-6. Commercial bank substandard-or-
below loan ratios of major industries

N Q323 W Q423 mm Q124 W Q224 mm Q324

(%) (%)
16 1 116

0.8

0.4

Construction ~ Automotive ~ Accommodation Whole and retail ~ Real estate
manufacturing and food services trade

Source: Commercial Bank Business Reports.

Slight Improvement in Profitability

The annualized return on assets (ROA) at
commercial banks stood at 0.69% in the third
quarter of 2024, similar to the 0.68% recorded
in the same period of the previous year. The
gap between deposit rates and lending rates®”
has recently risen, but remained below its
long-term average. The net interest margin
(NIM)*® recorded 1.70% in the third quarter
of 2024, down slightly from 1.76% in the first
quarter, due to a decline in market interest

rates (Figure I-3-7).

Figure 1-3-7. Commercial bank profitability

W Return on assets (LHS)"” == Net interest margin (RHS)?
(%) (%)
1.00 7 2.00
0.75 1175
1.70
0.69
0.50 1.50
0.25 1.25
0.00 1.00
Q120 Q121 Q122 Q123 Q124 Q3

Notes: 1) Loan loss reserves excluded.
2) Accumulated quaterly incomes, annualized.
Source: Commercial Bank Business Reports.

53) Industries heavily reliant on exports, such as the automotive manufacturing sector, may experience improved asset
quality in the event of a rising exchange rate, driven by stronger export performance.

54) In October 2024, the gap between deposit rates and lending rates for deposit-taking banks was 1.30%p (on a
new-transaction basis), which is well below the long-term average of 1.81%p (average between 2010 and 2024). For
details, refer to Box 4. “Recent Trends in Bank Deposit and Loan Interest Rates, Changes in Borrowers’ Interest

Repayment Burdens.”

55) Domestic commercial banks have high proportions of floating rate loans among their loan assets, and low-cost de-
posits among their deposits. This leads to rapid decreases in interest income during periods of falling interest rates,
while the decrease in interest expenses is relatively limited, thus shrinking the net interest margin. At the end of the
third quarter of 2024, 54.7% of household loans (based on the balance) issued by deposit-taking banks were at
variable rates. Meanwhile, low-cost deposits, comprising of demand deposits and corporate free savings deposits
(based on the balance), accounted for 26.6% of total KRW-denominated deposits at commercial banks.
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The net income at commercial banks amount-
ed to KRW 4.9 trillion in the third quarter of
2024, up by KRW 0.7 trillion from the same
period of the previous year, continuing the
increase since the fourth quarter of 2023,
when net income fell significantly to KRW 1.7
trillion. This is attributable to interest income
(KRW 10.3 trillion) staying at the same level
as the previous year, and an increase of KRW
1.6 trillion in securities-related income (gain
on sales, dividends, gain on valuation, and

other related gains) (Figure I-3-8).

Figure 1-3-8. Commercial bank net income com-

position"?
I Interest income 8 Fee income
B Securities-related income 8 Other income
I Loan loss expenses?
mm Selling, general, and administrative expenses
— Net income
(KRW trillion) (KRW trillion)
14 r 1 14
1.6
0.9
10.3
7 7
4.9
0 0
-2.1
-1.2
-4.6
-7 -7
14 414

Q120 Q121 Q122 Q123 Q124 Q3

Notes: 1) Loan loss reserves excluded.
2) Data represents values during the period.
3) Including bad debt expenses, net provisions transferred,
and profits and losses from loan sales and purchases.
Source: Commercial Bank Business Reports.



(2) Non-Bank Financial Institu-
tions (NBFls)

A. Non-Bank Deposit-Taking Insti-
tutions

Continued Sluggishness of Asset Growth

The growth of total assets at non-bank de-
posit-taking institutions (NBDIs)*® remained
sluggish. As of the end of the third quarter of
2024, total assets at mutual credit cooperatives
amounted to KRW 1,038.7 trillion, up only 3.2%
year-on-year. Total assets at mutual savings
banks reached KRW 122.0 trillion, falling by
11.7% year-on-year due to tight lending attitudes
and due to the sale of non-performing loans.
This represents a further contraction compared
to the first quarter of 2024 (-9.1%) (Figure I-3-9).

Figure 1-3-9. NBDIs total assets, growth rates”

Mutual credit Mutual savings
cooperatives banks

W Loans (LHS)?
B Cash and due from banks (LHS)
— Rate of increase in total assets (RHS)

Securities (LHS)
B Other assets (LHS)

(KRW trillion) (%) (KRW trillion) (%)
1,200 116 160 145

1,038.7+ 122.0

'I' \
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|
//
600 1 N 8 80f \1\’ 15
300 4 40 1 0
3.2
9

1.7
0 : e o : 15

Q120 Q122 Q124 Q3 Q120 Q122 Q124 Q3

Notes: 1) On a year-on-year basis.
2) Balances after deduction of loan loss provisions.
Source: Financial Institution Business Reports.

Looking at loans from mutual credit cooper-
atives by type of borrower, during the third
quarter of 2024, household loans decreased
by KRW 3.3 trillion, while corporate loans
increased by KRW 4.6 trillion. This led to an
increase of KRW 1.5 trillion in total loans.>”
As of the end of the third quarter of 2024,
total loans (year-on-year) registered a nega-
tive growth rate (-0.4%), similar to the -0.5%
recorded at the end of the first quarter. The
growth of corporate loans slowed from 7.0%
to 5.4%, while the decrease in household loans
moderated from -9.3% to -7.9% (Figure I-3-10).

Figure 1-3-10. Scale of change" and rate of
increase? in mutual credit coop-
erative loans

' Households Corporates — Households —— Corporates
< Total loans® — Total loans®
(KRW trillion)  (KRW trillion) (%) (%)
30 730 40 q 40
<
ofl ¢
&1$
15+ 11 115 20t 1 20

-
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e -
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Q120 Q122 012403 Q120 Q122 Q12403

o
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Notes: 1) Compared to previous quarters.

2) On a year-on-year basis.

3) Including policy loans and other types of loans.
Source: Financial Institution Business Reports.
In terms of loans from mutual savings banks
by type of borrower, household loans in-
creased by KRW 0.6 trillion, while corporate
loans decreased by KRW 1.7 trillion in the
third quarter of 2024. Accordingly, total loans

declined by KRW 1.0 trillion, maintaining

56) “NBDIs” refers to mutual credit cooperatives and mutual savings banks that are similar to commercial banks in terms of de-
posit- and loan-oriented funding and operating practices. However, NBDlIs are distinct from other NBFls in terms of funding,
as securities and credit-specialized financial companies primarily raise marketable funds and insurance companies receive
premiums. NBDIs also differ in terms of their fund operations from other NBFls, which tend to have a higher concentration
of financial instruments, such as bonds and equities. As a result, the risk factors they face include large-scale deposit with-
drawals and concerns about loan asset distress, which are significantly different from the risks faced by other NBFls.

57) Total loans include other loans such as policy loans besides household and corporate loans. Other loans increased
to KRW 20.2 trillion at the end of the third quarter of 2024, up by KRW 0.2 trillion in the third quarter.
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their downward movement from the fourth
quarter of 2022. At the end of the third quarter
of 2024, the growth rate of total loans stood at
-10.2%, similar to the -10.5% at the end of the
first quarter of 2024. While household loans
fell by 0.9% year-on-year, corporate loans saw
a larger drop of 18.9% due to the ongoing im-
pact from the management of non-performing
PF loans (Figure I-3-11).

Figure 1-3-11. Scale of change" and rate of in-
crease? in mutual savings bank loans

I Households Corporates = Households = Corporates
< Total loans® — Total loans®
(KRW trillion) ~ (KRW trillion) (%) (%)
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Notes: 1) Compared to previous quarters.

2) On a year-on-year basis.

3) Including policy loans and other types of loans.
Source: Financial Institution Business Reports.

Continued Deterioration in Asset Quality

Asset quality at NBDIs deteriorated due to the
reclassification of asset quality associated with
the reassessment of real estate PF and due to
borrowers” sustained burden of debt repay-

ment.

The substandard-or-below loan ratio at mu-
tual credit cooperatives stood at 6.63% at the
end of the third quarter of 2024, up 1.71%p
from the first quarter of 2024. By type of bor-
rower, household loans increased to 2.40%, up
by 0.24%p from the first quarter of 2024, while

corporate loans increased to 9.97%, up 2.76%p

over the same period.

The substandard-or-below loan ratio at mutual
savings banks was 10.56% at the end of the
third quarter of 2024, rising 0.89%p from the
first quarter of 2024. However, compared to the
previous quarter, the ratio fell for the first time
since the third quarter of 2022. This is large-
ly due to the fact that substandard-or-below
loans decreased because of the dramatic re-
duction in additional non-performing projects
in the second-round assessment conducted
in the third quarter, as a significant portion
of non-performing projects had already been
included in the first PF project viability assess-
ment conducted in the second quarter, along
with active sales and write-offs of NPLs. By
type of borrower, the substandard-or-below
loan ratio among household loans registered
5.69%, maintaining a level similar to that at the
end of the first quarter of 2024 (5.75%), while
that among corporate loans stood at 15.86%, up

2.67%p over the same period (Figure I-3-12).

Figure 1-3-12. NBDIs substandard-or-below loan
ratios by borrower type

Mutual credit Mutual savings

cooperatives banks"
— Households = Corporates = Total loans?
(%) (%) (%) (%)
16 r 116 16 q 16
15.86
12 F 112 12 | 1 12
997 10.56
8 r 8 8 r 8
6.63
5.69
4 4 4f 4
'\_/ 240
0 . . 0 0 : : 0
Q120 Q122 Q124 Q3 Q120 Q122 Q124 Q3

Notes: 1) Including undrawn commitments.

2) Including policy loans and other types of loans.
Source: Financial Institution Business Reports.



Continued Sluggish Profitability

Profitability at NBDIs has remained sluggish.

The ROA at mutual credit cooperatives stood
at -0.10% in the third quarter of 2024, down
0.46%p from the 0.36% seen in the same pe-
riod of the previous year, showing a negative
value for three consecutive quarters. Mean-
while, the ROA among mutual savings banks
reached -0.40%, down from -0.15% in the
same period of the previous year, continuing a
negative trend observed since the first quarter
of 2023 (Figure I-3-13).

Figure 1-3-13. Non-bank deposit-taking institu-
tion ROAs"

I Mutual credit cooperatives Mutual savings banks

(%) (%)
30 r 7 3.0
20 1 20
10 r 1 1.0
DL T
-0.10
10 b - -1.0
Q120 Q121 Q122 Q123 Q124 Q3

Note: 1) Accumulated quarterly incomes, annualized.
Source: Financial Institution Business Reports.

In the third quarter of 2024, mutual credit
cooperatives recorded a net loss of KRW 0.6
trillion, resulting in a decline of KRW 1.3 tril-
lion in their net income compared to the same

period the previous year (previous net income

of KRW 0.7 trillion). Although interest income
(KRW 4.5 trillion) was similar to that in the
same period the previous year (KRW 4.6 tril-
lion), bad debt expenses surged by KRW 1.0
trillion to KRW 1.6 trillion due to an increase

in non-performing loans.*¥

In the third quarter of 2024, mutual savings
banks recorded a net income of KRW 26.2
billion, marking a shift to profitability after ex-
periencing net losses since the first quarter of
2023. This was primarily driven by a decrease
in bad debt expenses, which fell to KRW 0.6
trillion, down®” by KRW 0.2 trillion from the
same period of the previous year (KRW 0.8
trillion), and by a deceleration in the increase of

new PF non-performing loans (Figure I-3-14).%”

Figure 1-3-14. Composition of net income at
NBDIs

Mutual credit Mutual savings
cooperatives banks

Fee income
mm Other income

I Interest income

B Securities-related income
I Bad debt expenses

mm Selling, general and administrative expenses == Net income

(KRW trillion) ~ (KRW trillion) (KRW trillion)  (KRW trillion)

8 2

-8 - -8 -2 - -2
Q120 Q122 Q124 Q3 Q120 Q122 Q12403

Note: 1) Data represents values during the period.
Source: Financial Institution Business Reports.

58) At the end of the third quarter of 2024, substandard-or-below loans (based on the balance) at mutual credit coop-
eratives amounted to KRW 46.1 trillion, up 69.9% from the end of the third quarter of 2023 (KRW 27.2 trillion).

59) The average year-on-year growth rate of substandard-or-below loans at mutual savings banks has been over 70%
since 2023, but it slowed to 56.4% in the third quarter of 2024.

60) In the first-round viability assessment of PF projects, the majority of non-performing projects were included. Thus,
in the third quarter, when the second-round assessment was conducted, the increase in new non-performing

loans was smaller.
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B. Insurance, Securities, and Cred-
it-Specialized Financial Companies

Solid Asset Growth

By sector, total assets at insurance companies
recorded solid growth, increasing by 9.0%
year-on-year at the end of the third quarter of
2024, after shifting upward at the end of the
fourth quarter of 2023.%Y The value of their
securities increased®® due to higher market
valuations® of their bond holdings, driven by
falling market interest rates, coupled with in-
creased purchases of long-term bonds, mostly

Treasury bonds and public bonds.

At the end of the third quarter of 2024, total
assets at securities companies recorded the
highest growth rate since the end of 2022, in-
creasing by 12.2%,Y driven by an increase®
in the balance of securities, mostly bonds, in

line with declining market interest rates.

At the end of the third quarter of 2024, the
growth rate of total assets at credit-specialized
financial companies was 1.6% year-on-year,
down from 4.2% at the end of the first quarter
of 2024. This decrease is mainly attributed to
a drastic decline in the growth of loans issued

by capital companies, which fell from 0.3% at

the end of the first quarter of 2024 to -2.1% at
the end of the third quarter of 2024, despite
the growth rate of credit card companies’ card
loans (including cash advances and revolving
credit) rising from 5.5% to 6.9% during the
same period (Figure 1-3-15).

Figure 1-3-15. Total assets and growth rate
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Notes: 1) On a year-on-year basis.
2) Excluding accounts receivable.
Source: Financial Institution Business Reports.

Overall Deterioration of Asset Quality

The substandard-or-below loan ratio for in-
surance companies was 0.71% at the end of
the third quarter of 2024, down by 0.05%p

61) Since 2023, the classification and measurement standards for financial assets have transitioned from IAS 39 to
IFRS 9. As a result, some financial assets that were previously measured at cost have been reclassified according
to mark-to-market accounting, which reflects a decline in asset values resulting from the rise in interest rates.

62) At the end of the third quarter of 2024, securities held by insurance companies increased by KRW 92.4 trillion year-
on-year. Notably, Treasury bonds and public bonds saw a substantial increase of KRW 55.1 trillion.

63) With the shift to IFRS 9, a substantial portion of insurance companies’ financial assets are now subject to mark-
to-market accounting. Among bonds held by insurance companies, those measured at fair value through profit
or loss (FVPL) and at fair value through other comprehensive income (FVOCI), which are now subject to mark-to-
market accounting, accounted for 94.0% at the end of the third quarter of 2024. For details, refer to Box 4. “Impact
of the Introduction of New Reporting Standards on Insurance Companies’ Financial Status and Assessment” in the

Financial Stability Report, June 2023.

64) Even excluding the assets of Woori Investment Securities, launched in August 2024, total assets at securities com-

panies increased by 10.9% in the third quarter of 2024.

65) At the end of the third quarter of 2024, securities held by securities companies grew by KRW 61.1 trillion year-on-
year, among which bonds accounted for KRW 45.4 trillion (KRW 8.1 trillion in Treasury and public bonds, KRW 14.5
trillion in special bonds, KRW 19.9 trillion in corporate bonds, and KRW 2.9 trillion in foreign-currency denominated

bonds).



from the end of the first quarter of 2024. By
sector, the ratio for life insurance companies
was 0.30%, remaining unchanged from the
previous quarter. The rate for general insur-
ance companies declined to 1.30%, down by
0.22%p from the end of 2023, due to a mod-
erate reduction® in substandard-or-below
loans among real estate PF loans, but it still

remained high (Figure I-3-16).

Figure |-3-16. Insurance companies, substan-
dard-or-below loan ratios

= Allinsurance cos. = = Life insurance cos. = = General insurance cos.
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Source: Financial Institution Business Reports.

Securities companies® saw their substan-
dard-or-below loan ratio reach 4.67% at the
end of the third quarter of 2024, up 0.35%p

from the end of the first quarter of 2024. This
was largely due to the reclassification of the
soundness of real estate PF loans as a result
of financial authorities” reassessment of PF
projects®® in the third quarter of 2024.%” In
particular, this impact appears to have affect-
ed securities companies more significantly,
excluding comprehensive financial investment
companies.”””? The substandard-or-below
loan ratio at these securities companies was
higher than that of comprehensive financial

investment companies (Figure 1-3-17).

Figure 1-3-17. Securities companies, substan-
dard-or-below loan ratios

= All securities cos.

= = Other securities cos.
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Note: 1) Excluding accounts receivable.
Source: Financial Institution Business Reports.

66) Substandard-or-below loans at general insurance companies decreased by KRW 0.1 trillion in the third quarter of
2024, influenced by the restructuring and resolution plan for real estate PF.

67) The types of assets subject to the asset quality classification at securities companies are loans and debt guaran-
tees, among which loans consist of credit facilities (loans on margin accounts, loans for stock subscriptions, loans
for securities purchases), loans, and private placement bonds, among others. As of the end of the third quarter of
2024, the proportion of assets subject to the asset quality classification is approximately 18.8% of the total assets

held by securities companies.

68) The financial supervisory authorities improved the PF project viability assessment standards in June 2024, and an-
nounced PF viability assessment results applying these improved standards in August 2024,
69) A significant portion (KRW 0.6 trillion) of the increase in substandard-or-below loans (KRW 0.7 trillion) at the end of

the third quarter of 2024 is related to real estate PF.

70) In May 2013, the “comprehensive financial investment business entity” scheme was introduced to foster the expan-
sion of the securities industry and to enhance the capabilities of investment banks. Securities companies designat-
ed as comprehensive financial investment business entities because they meet the capital requirement of KRW 3
trillion were granted access to new businesses, such as corporate loans and prime brokerage. As of the end of the
third quarter of 2024, nine securities companies (KB, NH, Mirae Asset, Samsung, Korea Investment & Securities,
Shinhan, Meritz, Hana, and Kiwoom) are designated as comprehensive financial investment business entities.

71) As of the end of the third quarter of 2024, the proportion of real estate PF-related exposure (loans and debt guaran-
tees) among total loans was 24.5% at securities companies, excluding comprehensive financial investment compa-
nies, which is higher than that at comprehensive financial investment companies (18.0%).
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The substandard-or-below loan ratio at cred-
it-specialized financial companies rose to
2.20% at the end of the third quarter of 2024,
up 0.30%p from the end of the first quarter
of 2024. The ratio at credit card companies
stood at 1.15% at the end of the third quarter
of 2024, down 0.11%p from the end of the
first quarter of 2024, due to the increase in
new loans, such as card loans.”? On the other
hand, the ratio at capital companies increased
from 2.44% to 3.10% over the same period due
to the reclassification of asset quality follow-
ing the real estate PF reassessment (Figure
1-3-18).

Overall Deterioration in Profitability

In the third quarter of 2024, the ROA at in-
surance companies rose slightly to 1.45%,
compared to the 1.32% seen during the
same period of the previous year. This is
primarily due to a substantial increase in
net income, driven by higher insurance op-
erating profits from protection-type insur-
ance contracts at general insurance compa-
nies (Figure I-3-19). However, measures to
tighten accounting assumptions regarding
insurance accounting’ will likely reduce

insurance operating profits.

Figure 1-3-18. Credit-specialized financial com-
panies, substandard-or-below
loan ratios

— All credit-specialized financial cos.

= = Credit card cos. - = Capital cos.
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Source: Financial Institution Business Reports.

Figure 1-3-19. Insurance companies ROA"
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Note: 1) Accumulated quarterly incomes, annualized.
Source: Financial Institution Business Reports.

72) Among assets at credit card companies subject to asset quality classification, assets classified as “normal” in-
creased by KRW 3.8 trillion from the end of the first quarter of 2024, while assets classified as “substandard-or-be-

low” decreased by KRW 0.2 trillion.

73) Since the implementation of IFRS17 in 2023, concerns have emerged about the potential for overly optimistic ac-
counting assumptions regarding loss ratios and lapse rates in calculating insurance liabilities, which could result in
an overstatement of insurance contract profits. Hence, in November this year, financial authorities announced the
“Guidelines for Major Accounting Assumptions under IFRS17,” which strengthen the calculation standards for ac-
counting assumptions and are scheduled to be applied from the end of 2024.



The ROA at securities companies was 1.11% in
the third quarter of 2024, slightly lower than
the 1.15% recorded in the same period of the
previous year. This decline is attributed to an
increase in operating costs, such as interest
expenses and selling, general, and adminis-
trative expenses, despite favorable trends in
revenue from commissions™ and proprietary

trading gains”™ (Figure I-3-20).

Figure 1-3-20. Securities companies ROA"

= All securities cos.
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Note: 1) Accumulated quarterly incomes, annualized.
Source: Financial Institution Business Reports.

The ROA of credit-specialized financial com-
panies declined to 1.36% in the third quarter
of 2024, down 0.21%p from 1.56% in the same
period of the previous year. For both credit
card companies and capital companies, higher
financing costs’™ was the main factor contrib-
uting to the decline in profitability (Figure I-3-
21).

Figure 1-3-21. Credit-specialized financial com-
panies ROA"
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Note: 1) Accumulated quarterly incomes, annualized.
Source: Financial Institution Business Reports.

74) Revenue from commissions (cumulative) until the third quarter of 2024 reached KRW 9.6 trillion, improving overall
from the KRW 9.1 trillion seen during the same period of the previous year, except in the IB sector.

75) Proprietary trading gains (cumulative) until the third quarter of 2024 amounted to KRW 9.2 trillion, up from KRW 7.2
trillion in the same period of the previous year. Recently, income related to bonds has been rising, while income
from stocks and collective investment securities has been slowing.

76) The funding costs at credit-specialized financial companies have increased because bonds, previously issued at
low yields, were refinanced with higher yields. In the third quarter of 2024, interest expenses at credit card compa-
nies and at capital companies (borrowings, corporate bonds, etc.) rose by 15.4% and 14.3%, respectively, year-on-

year.
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(3) Interconnectedness

Increased Growth in Mutual Transac-
tions

Mutual transactions among financial institu-
tions (between banks, between NBFIs, and
between banks and NBFIs)”” reached KRW
3,835 trillion at the end of the second quarter
of 2024, up by 7.9% year-on-year. This is due
to an increase in transactions between banks
and NBFIs and between NBFIs, driven by
both stocks and bonds. Accordingly, mutual
transactions’ share of total assets in the finan-
cial sector (KRW 11,223 trillion, based on flow
of funds statistics) was 34.2% at the end of
the second quarter of 2024, up from the 33.3%
recorded at the end of the second quarter of
2023.

As for mutual transactions between financial
institutions by sector,” transactions between
banks in the banking sector” (KRW 164
trillion) decreased by 5.8% year-on-year, pri-
marily due to bond transactions. Transactions
within the non-banking sector (KRW 2,328
trillion) rose by 8.6% year-on-year, driven by
an increase in the amount of stocks handled
by insurance companies, trust companies, and

securities companies,® the amount of bonds

managed by investment funds,® and the
amount of repos operated by trusts.© Transac-
tions between banks and NBFIs (KRW 1,343
trillion) climbed by 8.7% due to an increase in
the amount of repos and stocks operated by
banks,® in the amount of deposits managed
by trust companies and investment funds,
and in the amount of bonds traded by securi-

ties companies® (Figure I-3-22).

By financial sector, domestic banks, securities
companies, trusts, and investment funds con-
tinued to play central roles in mutual transac-
tions between sectors. As for the magnitude of
mutual transactions between financial sectors
at the end of the second quarter of 2024, mu-
tual transactions between domestic banks and
trusts were the largest (KRW 296.7 trillion),
followed by transactions between investment
funds and insurance companies (KRW 280.5
trillion), and then between domestic banks
and investment funds (KRW 265.0 trillion)
(Figure I-3-23, Table I-3-1).

77) Based on detailed data about financial assets and liabilities, cash and deposits, borrowings, securities, and other
details in the flow of funds statistics, the degree of interconnectedness among financial institutions is analyzed for
48 financial products, 34 financial sectors, and nine other sectors. For details, refer to “lll. Analysis of Banking Sys-
tem Interconnectedness and Measurement of Cross-sectional Systemic Risk” in the Analysis of Financial Stability

Issues of the Financial Stability Report, December 2016.

78) Major counterparties of mutual transactions by sector are as follows: (a) investment funds, (b) credit-specialized
financial companies, (c) investment funds and securities companies, and (d) banks.

79) “Banking sector” refers to domestic banks, including commercial banks and specialized banks. Branches of for-
eign banks were included in the non-banking sector for analysis.

80) The volume of stock operations by insurance companies rose from KRW 256.1 trillion at the end of the second
quarter of 2023 to KRW 289.4 trillion at the end of the second quarter of 2024. For securities companies, it in-
creased from KRW 77.0 trillion to KRW 94.1 trillion, and for trust companies, it jumped from KRW 133.9 trillion to

KRW 147.1 trillion during the same period.



Figure 1-3-22. Mutual transactions between finan-
cial institutions and across sectors"?
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Notes: 1) Mutual transaction amounts are on an end-period basis (flow
of funds statistics).
2) Figures in parentheses are the proportion of the total
amount of mutual transactions.
Source: Bank of Korea.

Figure 1-3-23. Map of financial sector intercon-
nectedness"23459

Credit-special-
ized financial

e

/ ;ector " &>

ecuritieS e isit-taking

(e instituions

Notes: 1) The green dot (@) indicates the four highest-ranked financial
sectors in terms of their mutual transaction volumes.

2) Using a network visualization analysis, line thicknesses are
all proportional to the mutual transaction volumes.

3) Non-bank deposit-taking institutions include savings banks,
mutual credit cooperatives, community credit cooperatives, etc.

4) Other financial sectors include financial support institutions,
such as fund brokerage companies, futures trading compa-
nies, and asset management companies as well as financial
holding companies, SPCs, private money lenders, etc.

5) From Financial Stability Report, June 2024, support institu-
tions for non-bank deposit-taking institutions (federations of
mutual savings banks, mutual credit cooperatives, commu-
nity credit cooperatives, and credit unions) were reclassified
from other financial sectors to non-bank deposit-taking
institutions.

6) As of the end of Q2 2024.

Source: Bank of Korea.

Looking at mutual transactions by product,
mutual transactions increased primarily for
stocks, deposits, and bonds. In particular, the
volume of stock transactions by insurance, se-
curities, and trust companies®” rose substan-
tially, from KRW 778.7 trillion to KRW 872.2
trillion. The increase in deposit operations
was centered on non-bank deposit-taking
institutions and on investment funds. Bond
transactions increased mostly for investment

funds and securities companies (Table I-3-2).

Table 1-3-1. Volume of mutual transactions
across financial sectors"?

(KRW trillion)

Domesic Branchesaf - Imestment nswance Seures  Oter - Totaamountof

Sectors

banks ~ foreign banks finds cos.  cos. sectors” fundraising

Domgstic 1637

bl 589 2743 1541 581 1789 2302 11183

Branches
ofbforiign 40.7 376 141 139 37 166 151 1417
ks

Tusts 224

163 677 167 175 239 673 2319

'“"ﬁfntg"se"‘ 109 53 931 565 2742 949 845 7194

M s 72 62 63 70 58 65 705
Seurities
Ul 443

1883 104 145 MSB 850 1068 4TI 10470

. Total f
amourt 0
funds man- 5518
agement)

203 1663 734 2

8 1324 476 506.1

165.0 736.2 4667 4774 5504 8784  3,834.8

Notes: 1) The horizontal axis represents fundraising, while the vertical
axis represents funds management.
2) As of the end of Q2 2024.
3) Credit-specialized financial companies, non-bank deposit-
taking institutions, etc.
Source: Bank of Korea.

80) The volume of stock operations by insurance companies rose from KRW 256.1 trillion at the end of the second
quarter of 2023 to KRW 289.4 trillion at the end of the second quarter of 2024. For securities companies, it in-
creased from KRW 77.0 trillion to KRW 94.1 trillion, and for trust companies, it jumped from KRW 133.9 trillion to

KRW 147.1 trillion during the same period.
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Table 1-3-2. Volume of mutual transactions
across financial sectors by product

(KRW trillion, %)

As of the end of As of the end of

Product Q2 2023 02 2024
Amount Share Amount Share
(A) (B)
Deposits 806.8 227 8547 22.3 479
Bonds 7170 20.2 7571 19.7 401
Stocks” 778.7 219 8722 22.7 93.5
Loans 184.6 52 2147 5.6 30.0
Repos 186.0 52 2208 5.8 347

Derivatives  115.6 3.3 1220 3.2 6.5

Note: 1) Including investment fund shares and equity-linked securities
(ELSS), etc.
Source: Bank of Korea.

Default Contagion Risk at Similar Level
as in Previous Year

The default contagion risk indicator, Deb-
tRank,®" declined slightly year-on-year due to
the enhancement® of loss-absorbing capacity
resulting from capital increases at securities
companies and at credit-specialized financial
companies, despite growing mutual transac-
tions between financial sectors. Meanwhile,
the Herfindahl-Hirschman Index® (HHI)
and the dependency ratio,® which indicate

the concentration risk of mutual transactions

between financial sectors, rose slightly year-
on-year (Figure [-3-24).

Figure 1-3-24. Default contagion and concentra-
tion risks among financial sectors”

Default contagion risks Concentration risks

-0~ DebtRank =0~ HHI
-0~ Dependency Ratio
05 7 0505 7 05
04 1 O—o1 04 04 1 04
o\/\o 0.39 035 035
0.38 0—0—0—0 , o0
03 10303 1 03
0.23! 0.22
0—~0—0—0 | o—0
02 10202 1 02
0.1 E— . 0.1 0.1 — . 0.1

20 21 21 22 232242 20 21 21 22 232247

Notes: 1) On an end-period basis.
2) As of the end of Q2.
Source: Bank of Korea.

81) As the simple average of the ratio of aggregate losses incurred when a shock from the insolvency of an individual
sector (a bank) spreads to its transaction counterparties through their mutual exposure, relative to total financial
(banking) sector capital, a DebtRank of 0.1 means that losses following the insolvency of an individual sector (bank-
ing) will, on average, give rise to a loss of 10% of total financial (banking) sector capital (Battiston et al. “DebtRank:
Too Central to Fail? Financial Networks, the Fed and Systemic Risk,” 2012).

82) The capital at securities companies climbed from KRW 84.1 trillion at the end of the second quarter of 2023 to
KRW 87.6 trillion at the end of the second quarter of 2024, recording growth of KRW 3.5 trillion. The capital at cred-
it-specialized financial companies rose from KRW 72.3 trillion to KRW 77.7 trillion, up by KRW 5.4 trillion during the

same period.

83) The HHI is the weighted average value of the summed squares of the proportions of individual sector transactions
with other sectors and indicates the level of dependence on a small number of transaction counterparties. The
shares of transactions and weights in relation to transaction counterparties are calculated based on the size of the

funding transactions.

84) The dependency ratio is the weighted average value of the proportion of individual sector transactions with the sin-
gle sector with which they have the largest transaction values. It signifies the level of dependence on a single trans-
action counterparty. The shares of transactions and weights in relation to transaction counterparties are calculated

based on the size of the funding transactions.



Box 3.

Examination of Funding and
Operational Conditions at In-
ternet-Only Banks"

Internet-only banks have emerged since 2017,
following the introduction of a related system in
2015 to promote competition across the bank-
ing industry and to increase convenience for
financial consumers. As of the end of the third
quarter of 2024, total assets at the three Korean
internet-only banks that are currently in opera-
tion (KRW 116.8 trillion) accounted for 5.3% of
total assets at all major banks (excluding inter-
net-only banks)? and for 61.4% of total assets
at all regional banks. Given this considerable
growth, it is necessary to evaluate the depth of
risk management in their funding and opera-
tions, including the achievement of their loan tar-
gets.” This article reviews the achievements of
Korea'’s internet-only banks since their introduc-
tion and examines their funding and operational
conditions.

Achievements Due to the Introduction
of Internet-Only Banks

The extent of competition in the market for
household unsecured loans and sole proprietor
loans after the introduction of internet-only banks
is examined using a Herfindahl-Hirschman Index
(HHI).» The HHI for household unsecured loans
was 0.13 at the end of October 2024, lower than
the 0.18 recorded at the end of December 2016,
before the launch of any internet-only bank.
This indicates increased competition for these
loans among commercial banks. However, for
sole proprietor loans, the index rose only slightly
during the same period (0.18 — 0.19), indicating
that competition has not been stimulated suffi-
ciently in the sole proprietor loan market, despite
the presence of internet-only banks. Meanwhile,
while loan spreads are influenced by various
factors, the spreads on household unsecured
loans (new-loan basis) have declined by 0.93%p
(8.70% in October 2021 — 2.77% in October
2024) since the three internet-only banks opened
for business. However, spreads on unsecured
loans to SMEs have decreased by only 0.59%p
(2.65% — 2.07%). This suggests that the impact

of reduced spreads on household unsecured

1) This article was authored by Kim Hwi-in and Um Tae-gyun (Bank Risk Analysis Team) and Kim Jong-won (Internet
Bank Team) and was reviewed by Shin Jun-young (director of the Financial Institution Analysis Division), Song Kil-
sung (head of Bank Risk Analysis Team), and Oh Suk-eun (head of Internet Bank Team).

2) Usually, internet-only banks are classified as major banks. However, for the sake of comparison, this article excludes
internet-only banks from the category of major banks. Additionally, iM Bank (formerly Daegu Bank), which was des-
ignated as a major bank in May 2024, is classified as a major bank by including the past statistics of the bank.

3) In May 2021, the Financial Services Commission and the Financial Supervisory Service launched a plan to gradually
increase internet-only banks’ unsecured lending to middle- and low-credit borrowers (with credit ratings of Grade
4 or lower). The initial goal was to reach 30% of their total household unsecured loan balances by the end of 2023.
However, in December 2023, the target was revised to include sole proprietor loans in the share calculation, aiming
for an average balance share of at least 30% between 2024 and 2026.

4) The HHI is calculated by summing the squared market shares of companies in a specific market. It is used as a sup-
plementary indicator to determine if a market is monopolistic. A higher HHI indicates decreased competition, while
a lower HHI indicates increased competition. Generally, an HHI of less than 0.1 denotes a highly competitive market;
an HHI between 0.1 and 0.18 suggests a market with moderate competition; and an HHI of above 0.18 indicates a
market with low competition. However, its application standards vary depending on the given country’s financial
system and industrial structure.
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loans driven by the entry of internet-only banks
was relatively limited in the case of unsecured
loans to SMEs (Box 3-1).

Box 3-1. Achievements of the introduction of
Internet-only banks"

Loan market HHI? Trend of loan spreads®

— Unsecured loans to SMEs
Unsecured loans to households

(%p) (%p)
0.20 702 5 15

— Sole proprietors
Unsecured loans to households

0.19

0.18 018 4 . 14

0.16 016 3 13
2.77
2.07
0.14 014 2 r a2
Kakao
Bank 0.13
012 r 4012 1 11
K Bank Toss Bank
0.10 . . . — 010 0 . . 0
Jan. 16 Jan. 18 Jan. 20 Jan.22  Qct. 24 Oct.2t Oct22 0ct23  Oct.24

Notes: 1) Shaded regions correspond to the time of each Internet-
only bank’s launch.
2) Herfindahl-Hirschman Index, commercial banks.
3) Based on new loans extended by commercial banks,
excluding lines of credit.
Sources: Bank of Korea, Financial Institution Business Reports.

Funding and Financial Operations

Internet-only banks, operating via mobile appli-
cations, rely significantly on deposits for their
operational funds,® and their share of low-cost
deposits, such as demand deposits, is high.®
Reflecting this, the average deposit interest rate
(based on the balance) at internet-only banks in
the third quarter of 2024 stood at 2.41%, lower
than that at major banks (2.62%). Their high
proportion of low-cost deposits in funding gives

them an advantage in being able to raise funds
at a lower cost. However, it also carries the dis-
advantage of potentially reducing their stability
of funding due to frequent funds withdrawals,”
depending on competition for deposits within
the sector and on the market interest rate envi-
ronment (Box 3-2).

Box 3-2. Fundraising of Internet-only banks

Trends of changes in

. 1
funding structure Trends of deposit rate

® QOther liabilities ™ Wholesale funding
B Qther deposits ™ Low-cost deposits

= Major banks
— Internet-only banks
— Regional banks

(%) (%)

100 10035 9 35

80 80

30 r 1 3.0

60 /\
—~_ 2.76
40 2.62

25 f 125
2.41

60

40

20 20

| 0
Edof2023 0324 iEndof203 Q324 2.0 2.0
<Major> + <Intemet> 0328 o 03

Note: 1) Total KRW-denominated deposits, including demand
deposits and savings deposits (excluding current deposits,

National Treasury deposits, and special deposits).
Source: Financial Institution Business Reports.

At the end of the third quarter of 2024, loans
at internet-only banks accounted for 68.3% of
their total assets, similar to that at major banks
(69.4%), while the share of securities (25.3%) was
higher than that at major banks (17.4%). By bor-
rower type, household loans (94.2%) made up
the majority of total loans, while the share of sole

5) As of September 2024, the share of deposits among total liabilities at internet-only banks was 97.4%, 22.7%p higher

than that at major banks (74.7%).

6) Low-cost deposits include the sum of demand deposits, savings deposits, and enterprise free deposits. At the end
of September 2024, low-cost deposits among the total of all KRW-denominated deposits at internet-only banks ac-
counted for 62.7%, 1.5 times as high as that at major banks (40.7%).

7) For instance, volatility of low-cost deposits in the third quarters of 2023 and 2024 (standard deviation of rate of in-
crease over the previous month, commercial banks) was 3.1%, which is 3.8 times higher than that of savings depos-

its (0.8%).



proprietor loans® was relatively low (5.8%). The
share of home mortgage loans (49.6%), includ-
ing leasehold deposit loans,® among household
loans was higher than that of unsecured loans
(44.3%). This is largely due to the expansion of
the scope of collateral for home mortgage loans
to include non-apartment housing in addition to
apartments from 2023 (Box 3-3).

Box 3-3. Fund management of Internet-only
banks

Household loans of

EENAUITE Internet-only banks

m Cash and due from banks B | easehold deposit loans
= Securities ® Home mortgage loans (excluding
| oans leasehold deposit loans)
® Others m Unsecured loans
u Other loans
(%) (%) (%) (%)
100 0 | ' 7 100 100 100
80 : 180 g0 80
60 XX : 1 60 60 60
o i 14 4 40
H 49.6
20 i 20
3 20 20
0 0
Edof2023 0324 ndof2023 0324 0

<Major> <Internet> Endof2022 Endof2023 Q324

Source: Financial Institution Business Reports.

Response Capacity by Sector

Liquidity risk

Internet-only banks raised most of their funds
from checking deposits, such as demand de-
posits, and use these funds for loans with rela-
tively long maturities. Consequently, it is more
challenging for them to manage the maturity
mismatch'® between liabilities (funding) and
assets (fund operation) compared to other ma-
jor banks, which can diversify funding maturity
through bank bonds and other instruments. Nev-
ertheless, the asset-liability maturity mismatch at
internet-only banks at the end of the third quarter
of 2024 (average maturity of assets - average
maturity of liabilities) was 3.4 years, slightly lower
than that at major banks (3.8 years). However,
it should be noted that the maturity mismatch
at internet-only banks has risen by 0.6 years in
only one year, from 2.8 years at the end of the
third quarter of 2023, rising at a pace faster than
that at major banks (3.5 years — 3.8 years). This
is mainly attributed to the fact that, while the
average maturity of liabilities (at the end of third
quarter of 2024) was 0.3 years, shorter than the
0.5 years at major banks, the average maturity of
loans has increased recently due to the expand-
ed issuance of home mortgage loans. Examining
changes in the average maturity of internet-only
banks’ assets by asset type, while the average
maturity of loans increased significantly from 3.9
years at the end of the third quarter of 2023 to 5.0
years at the end of the third quarter of 2024, the
average maturity of securities fell from 2.1 years
to 1.8 years (Box 3-4).

8) Although internet-only banks have the ability to extend credit to small and medium-sized enterprises (SMEs), includ-

ing corporations, they are not currently doing so.

9) At the end of the third quarter of 2024, internet-only banks accounted for 14.3% of total leasehold deposit loans is-
sued by the entire banking sector, including by both major banks and by internet-only banks.
10) Maturity for assets measures the average time it takes to receive the principal and interest from assets (i.e., effec-
tive maturity). Maturity for liabilities means the average time it takes to pay the principal and interest of liabilities.
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Box 3-4. Average maturities of assets and liabili-
ties of Internet-only banks"

situation (S2), which assumes a deposit outflow
rate of 26.7%—similar to the approximately 25%
withdrawal rate during the Silicon Valley Bank
(SVB) incident—the decline in the LCR could ac-
celerate rapidly (Box 3-5).

Box 3-5. Liquidity of Internet-only banks

Trends of the share" of funds

Assets and liabilities Asset type
Maturity mismatch — Loans Securities
— Assets Liabilities
(vear) (year) (year) (year)
7 <Major> i <Internet> | 7 <Major> | <Internet> ] v
E 5.2 i 5.0
5 1 i 15 5F — | 1
4.3, ! /
af — 3.7 1 F 1
2t 12 2t : {2
1t 111} i 11

0323 Q324 Q323 Q324 Q323 Q324 Q323 Q324

Note: 1) Based on KRW-denominated assets and liabilities.

Sources: Bank of Korea, Financial Institution Business Reports.
Although the maturity mismatch between the
assets and liabilities at internet-only banks
widened somewhat, the probability of liquidity
risk being realized is deemed low, given such
banks’ available assets in case of emergency
and their capacity to withstand expected de-
posit withdrawals. With a large share' of highly
liquid assets, such as Treasury bonds, making
up their securities portfolios, internet-only banks’
share of funds with a high outflow rate (10% or
higher), which are most likely to be withdrawn in
the event of financial turmoil,'”® was 86.4% as of
September 2024, lower than the 95.3% record-
ed at major banks. Reflecting these character-
istics, a stress test assuming increased cash
withdrawals found that the liquidity coverage
ratio (LCR) at internet-only banks exceeded the
regulatory standard of 100%. However, it is im-
portant to note that, in an extremely high-stress

. . LCR stress test?
with a high outflow rate
— Major banks
Internet-only banks
(%) (%) (%) (%)
100 7 100 450 [420.1 1 450
95.3
95 1 95
90 r 1 90
85 1 85
80 + + 80

Mar. 24 Jun.24 Sep.24

Currently ~ S1 S2

Notes: 1) This refers to the proportion of cash outflow for which an
outflow rate of over 10% is applied within the total cash
outflow.

2) Highly liquid assets and cash inflow are assumed to
maintain their current levels, and the average outflow rate
for deposits to estimate cash outflow is adjusted from 11.9%
in September 2024 to 19.3% for S1 and 26.7% for S2.

Sources: Bank of Korea, Financial Institution Business Reports.

Loan quality

The delinquency rate on loans issued by inter-
net-only banks stood at 0.67% at the end of
the third quarter of 2024, down slightly from the
previous quarter (0.73%), but higher than that at
major banks (0.33%). By loan type, at the end of
the third quarter of 2024, the delinquency rates
on sole proprietor loans and on household un-
secured loans'™ were 1.85% and 1.02%, respec-
tively, which remained significantly higher than

11) The share of highly liquid assets (after applying the discount rate), such as cash (including deposits with the Bank of
Korea) and Treasury bonds (average balance basis), was 98.4% for internet-only banks and 69.1% for major banks

as of September 2024.

12) When calculating total cash outflows (the denominator) in the liquidity coverage ratio (LCR), the rate varies depending on
the characteristics of the funds raised. For example, retail deposits and unsecured wholesale funds that are not covered
by deposit insurance or that are easily withdrawable, such as internet deposits, are classified as unstable deposits. An
outflow rate of 10% is applied to these deposits. In this article, “cash outflow with a high outflow rate” refers to the total
cash outflow to which an outflow rate of 10% or higher is applied under the Basel Ill Liquidity Requirements.

13) By industry, the delinquency rates of sole proprietor loans from internet-only banks in accommodations and food services
(2.65%), the wholesale and retail trade (1.92%), and in transportation and warehousing (1.67%) were significantly higher than the
delinquency rates at major banks’ sole proprietor loans in those industries (0.80%, 0.70%, and 1.08%, respectively).



the delinquency rate on home mortgage loans
(0.19%). This is largely due to internet-only banks
increasing their share of household unsecured
loans and sole proprietor loans™ extended to
low-credit borrowers in order to expand their
business. Internet-only banks had substantially
increased loans issued to middle- and low-cred-
it borrowers since the fourth quarter of 2021,
aiming to expand loans to those individuals.'
However, amid a slowdown in growth, the share
of household unsecured loans (new-loan basis)
to middle- and low-credit borrowers declined
from 42.7% in the third quarter of 2023 to 37.5%
at the end of the third quarter of 2024 (Box 3-6).

Box 3-6. Delinquency rate of Internet-only banks’
loans and shares by credit rating

Middle- and low-credit borrowers’

Delinquency rate of loans"
quency share? of household unsecured loans®

— Major banks Internet-only banks
(%;Househo\d unsecured loans> . %) %)

2 25 60 7 60
20 1 20
15 51 1.5
1.0 | 1 1.0 45 ¢ 145
o5 (2040 45
0.0 0.0

Q322 Q323 Q324

; 30 130
% <Sole proprietor loans> ) \ [\/\J\{\
0, 0,
25 7 25 LY

20 r 1 20
15 ¢ 1 1.5 18 13
10 1.0

o5t L 040 45

0.0 - N 0.0
Q322 Q323 Q324

L L L

0 0
Q121 Q122 Q123 Q124 Q3

Notes: 1) Principal and interest in arrears for one month or longer.
2) The shares are based on banks’ own credit ratings (Grade
4 or lower), which differ from Internet-only banks’ share
of loans to middle- and low-credit borrowers (KCB credit
scores, bottom 50%) disclosed quarterly.
3) On a new-loan basis, excluding lines of credit. Loans from
Toss Bank are included from the fourth quarter of 2021.
Source: Financial Institution Business Reports.

Although the delinquency rate on loans issued by
internet-only banks is slightly higher than that on
loans from major banks, internet-only banks’ ac-
tive efforts to address non-performing loans and
their favorable loss-absorbing capacity suggest
that the default risks from asset quality deteriora-
tion is low. In the third quarter of 2024, internet-on-
ly banks saw the sale and write-off rates on their
non-performing household loans and on their
non-performing sole proprietor loans reach 40.0%
and 49.7%, respectively, up from 30.9% and
34.8% in the third quarter of 2023."% In addition,
their loan loss provisioning ratio, which indicates
the capacity to respond to non-performing loans,
stood at 234.6% in the third quarter of 2024, high-
er than that at major banks (198.4%) (Box 3-7).

Box 3-7. Sales and write-offs of Internet-only
banks’ non-performing loans and loan
loss provisioning ratio

Amounts and rates of Loan loss provisioning
sales and write-offs? ratio

Household loans (LHS) Rate distribution of Internet-only

Sole proprietor loans (LHS) banks
— Household loans (RHS) Internet-only banks
— Sole proprietor loans (RHS) — Major banks
(100 million won) (%) (%) (%)
2,500 q 75 300 7 300
2,000 1 60 270 1 270
49.7
1,500 r 1 45 240 1 240
40.0
1,000 f 430 210 ’_\/\ 210
198.4
500 [ 1 15 180 1 180
0 . 0 150 = 150
Q123 Q124 Q3 Q123 Q124 Q3

Note: 1) The ratio compares the amount of sales and write-offs in the
current quarter to the amount of delinquent loans, one month
or longer in arrears, at the end of the previous quarter.

Source: Financial Institution Business Reports.

14) By leveraging seamless online connections, internet-only banks are expanding their sole proprietor loan offerings
by using non-contact guarantees issued online by institutions such as the Korea Credit Guarantee Fund, the Korea
Technology Finance Corporation, and the Credit Guarantee Foundation. For this, internet-only banks are increasing
their contributions to these guarantee institutions. The share of sole proprietor loans with guarantees (new-loan ba-

sis) reached 42.3% in the third quarter of 2024.

15) As a result of a strategy to expand their share of new loans issued to middle- and low-credit borrowers, all inter-
net-only banks have exceeded their 30% target for unsecured loans (including those to sole proprietors) to these
borrowers since the first quarter of 2024. The (arithmetic) average of the rates of the three internet-only banks was

33.5% at the end of the third quarter of 2024.

16) In the third quarter of 2024, in the sale or write-off of non-performing loans, high-credit borrowers at the time of
loan issuance accounted for 33.7%, while middle- and low-credit borrowers accounted for 66.3%. This suggests
that internet-only banks are actively addressing bad debts issued to high-credit borrowers to ease additional up-

ward pressure on the delinquency rate.
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Profitability

Internet-only banks’ profitability is significantly
influenced by interest income and loan loss ex-
penses, stemming from their increased lending
to middle- and low-credit borrowers. Despite
a recent rise in loan loss expenses,’” their net
income from January to September of 2024
reached KRW 512.49 billion,"® about 1.8 times
higher than the KRW 287.6 billion recorded
during the same period of last year, driven by
surging interest income.'® However, profitability
at internet-only banks faces downward pres-
sure from rising loan loss expenses, narrowing
margins between deposit and lending rates, and
growing competition in the mobile banking mar-
ket. In the third quarter of 2024, the net interest
margin (NIM, including foreign currency assets
and liabilities), incorporating loan loss expenses,
stood at 1.21%, lower than that at major banks
(1.39%). The net interest spread (balance-based)
was 2.17%p, down by 0.12%p from the previous
quarter (2.29%p), narrowing faster than that at
major banks (1.55%p — 1.47%p, a reduction of
0.08%p). Moreover, since major banks strength-
ened their mobile banking services, the growth
of new mobile banking users at internet-only
banks slowed, and their share of total commer-
cial bank electronic banking loans is following a
downward trend (Box 3-8).

Box 3-8. Profitability of Internet-only banks and
mobile banking

Number of mobile banking

Profit structure Net interest spread”  users and electronic
banking loans?
M Inferest income = Major banks Growth of newly enrolled users (LHS)
Non-interest income: Internet-only banks — Share (RHSP!
m Selling, general, and administrative expenses
™ Loan loss expenses
(KRWtilion)  (KRW trilion) (ko) (ko) (10,000 persons) ()
5r 12530 q 3.0 200 7 40
15 25 125 150 1 30
3.8
05 20 r 1 2.0 100 [ 1 20
0515 F >\ 15 sof 110
.47
=15 = - -1510 + 1. 0 . 0
0323 0324 Q123 Q124 Q3 Q123 Q12403

Notes: 1) The net interest spread, based on the balance in the
current quarter, is calculated by deducting the average
interest expense rate from the average interest income rate,
including foreign currency assets and liabilities.

2) Internet-only banks’ share of total electronic banking loans
of commercial banks (on a new-loan basis).

Source: Financial Institution Business Reports.

Implications

While the liquidity risk, loan asset quality, and
profitability at internet-only banks are generally
favorable, sector-specific vulnerabilities need to
e addressed.

First, regarding liquidity risk, it is crucial to en-
sure that the maturity mismatch between assets
and liabilities does not widen significantly from
the current level. As internet-only banks strive
to increase the number of their home mortgage
loans and sole proprietor loans, the maturity of
their assets is expected to lengthen beyond the

17) In the third quarter of 2024 (cumulative for three months), loan loss expenses’ (including other provisions) share of
the total expenses at internet-only banks rose to 19.7%, up slightly from the 18.2% seen in the first quarter of 2024.

18) In the third quarter of 2024 (cumulative for nine months), the proportion of interest income at internet-only banks
stood at 94.9%, 6.2%p higher than the 88.7% seen at major banks.

19) From January to September 2024, the gap in return on assets between internet-only banks (0.60%) and major
banks (0.68%) narrowed compared to the same period of last year (0.42% and 0.69%, respectively).



current level. Hence, internet-only banks need
to lengthen the maturity of their liabilities and
enhance deposit stability by retaining existing
low-cost deposits and strengthening efforts to

attract savings deposit, such as time deposits.

To improve loan quality, follow-up management
is important because loans with guarantees can
impact overall loan quality, even beyond the ex-
isting focus on resolving non-performing loans.
Through these risk management efforts, loan
loss expenses should be controlled in order to
prepare for potential decreases in profitability
in the future. Additionally, internet-only banks
need to expand their loans to SMEs, includ-
ing sole proprietors, by developing their credit
assessment models. Furthermore, caution is
required regarding reputational risk related to
the governance of internet-only banks that could
impact overall management and regarding the
potential operational risks that are inherent in the
non-contact banking business.
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Box 4.

Recent Trends in Bank De-
posit and Loan Interest Rates,
Changes in Borrowers’ Interest
Repayment Burdens"

Although the Bank of Korea has ended the tight
monetary policy that had persisted for three years,
and cut the Base Rate in October 2024, bank de-
posit and loan interest rates (on a new-transaction
basis) have only marginally declined or have even
increased. In particular, household lending rates
have tracked upward since August 2024, influ-
enced by increased spreads, especially on home
mortgage loans (Box 4-1).

Box 4-1. Trends of the Base Rate and banks’
deposit and loan interest rates”

(%) (%)
7 r 17
— Corporate lending rates — Household lending rates
6 — (Home mortgage loan rates) — Time deposit rates 16
— Base Rate

. . . . 0
Jan. 20 Jan. 21 Jan. 22 Jan. 23 Jan. 24 Nov.?

Note: 1) Weighted average interest rate on new transactions. Figures

for November 2024 are from the weekly interest rate survey.
Source: Bank of Korea.

The magnitude of changes in deposit and loan-
interest rates since the October Base Rate cut
is assessed to be highly limited compared with

past periods of monetary policy transition. During
past Base Rate reduction periods (D July 2012,
@ August 2014,2 and @ July 2019), bank deposit
and loan rates fell substantially after the first Base
Rate cut, averaging 27bp and 20bp, respectively,
over five weeks. However, with the recent Base
Rate cut, lending rates increased by 2bp and de-
posit rates decreased by only 5bp (Box 4-2).

Box 4-2. Change in deposit and loan interest
rates after the Base Rate cut”

(%, %p)

Qui202 | -040 -048 -032 -0.36 -0.26|-0.35 -0.35
@Aug. 204 | -0.20 +0.01 -0.01 -0.28 -0.20-0.08 -0.09
Qui2019 | -021 -027 -023 -0.16 -0.22| -0.17 -0.20
Averageof @-@ | -0.27 -0.25 019 -0.27 -0.23| -0.20 -0.21

Oct. 2024 +0.02 +0.31 +0.27 -0.06 +0.05/ -0.05 -0.04

Note: 1) Five weeks after the Base Rate cut.
Source: Bank of Korea.

Hence, the analysis this time is that the effect
of the Base Rate cut has not been sufficiently
transmitted to deposit and loan interest rates,
and that the anticipated reduction in borrowers’
interest payment burden has been rather limited.
This article examines the background of this lim-
ited movement in bank deposit and loan interest
rates, as well as changes in borrowers’ interest
payment burdens following the Base Rate cut.

Background to the Limited Changes
Seen in Deposit and Loan Interest Rates

To understand the limited changes seen in de-
posit and loan interest rates following the Base
Rate cut in October 2024, it is necessary to

review interest rate trends since the beginning

1) This article was authored by Ryu Chang-hoon and Park Da-yeon (Financial Market Affairs Team) and was reviewed
by Choi Young-joo (director of the Money & Financial Markets Division) and Park Sung-jin (head of the Financial Mar-

ket Affairs Team).

2) Although the period 2012-2017 is usually considered an interest rate reduction period, in order to track the short-
term movement of deposit and loan interest rates, the month of August 2014, when Base Rate cuts were resumed
after the rate had remained unchanged for 14 months, was treated as the time at which interest rate cuts began.



of 2024. Throughout 2024, both long-term and
short-term market interest rates fell substantially,
reflecting expectations of a shift in the monetary
policy stance both domestically and internation-
ally.¥ Consequently, bank deposit and loan inter-
est rates also dropped significantly, even before
the Base Rate cut. From January to September
2024, interest rates on both household and cor-
porate loans fell by 59bp and 52bp, respectively,
exceeding the magnitude of the two Base Rate
cuts. Deposit rates also declined dramatically
by 45bp. Notably, the rate on home mortgage
loans, which rose significantly after August 2024,
had beforehand already fallen by 66bp from
January to July 2024 (Box 4-3).

Box 4-3. Change in banks’ lending rates before
Base Rate cuts"?

Household loans Corporate loans

<©-Jul. 12 = Aug. 14 Jul.19 == Oct. 24

(%p) (%p) (%p) (%p)
03 103 03 103

0.0 0.0 0.0 0.0

-0.3 -03 -03 | +4-03
-0.6 -0.6 -06 +4-0.6
-09 - 4 -09 09" - -09
(monthg)T-10 -8 -6 -4 -2 (months) T10 -8 -6 -4 -2

Notes: 1) Accumulation of changes in monthly lending rates for the
nine months before each Base Rate cut (T).
2) Changes in the six months before the July 2019 Base Rate
cut were examined due to the 0.25%p increase in the Base
Rate in November 2018.
Source: Bank of Korea.

In addition, banks raised spreads to manage
their loan portfolios, which also contributed to
the rise in lending rates. Because household loan
growth exceeded the management targets, ma-
jor banks hiked their spreads on household loans
after having kept them significantly lower amid
competition over loan issuance. Furthermore,
as for corporate loans, banks reduced low-rate
loans and raised spreads to maintain profitability
and to meet regulatory ratios (Box 4-4).

Box 4-4. Trends of spreads for home mortgage
loans and SME loans

(%p) (%p)
35 1 q 35
— Home mortgage loans SME loans
30 r 1 3.0
25 1 1 25
20 F 1 2.0

_.
wv
/ |
\
(%2}

\
1
|

1.0 1.0
Long-term average : 1.07" 1
I

05 /0.5
i

0.0 . . 0.0
Jan. 18 Jan. 20 Jan. 22 Jan. 24 Nov.

Note: 1) Average spreads from January 2013 to October 2024.
Source: Bank of Korea.

As for deposit rates, banks were less active in
cutting deposit rates, limiting their overall decline.
The increased need to attract funds due to the
massive amounts of maturing deposits and bank
bonds in the fourth quarter of 2024, coupled
with the normalization of the liquidity coverage
ratio (LCR) in early 2025, made it difficult for

banks to substantially lower their deposit rates.

3) During this monetary tightening cycle, the magnitude of Base Rate hikes (a total of +3.00%p) was significant, and the
duration of continuously elevated rates (for 21 months) was prolonged. Consequently, expectations of a Base Rate

cut formed earlier and with greater intensity.

4) In the fourth quarter of 2022, banks significantly increased funding through time deposits due to the deterioration of fund-
ing markets amid the PF-ABCP market turmoil and the increased margin requirements for foreign exchange derivatives
following exchange rate spikes. This led to a relatively large amount of maturing deposits in the fourth quarter each year.
Volume of maturing deposits (KRW trillion): 334 in Q4 2021 — 442 in Q4 2022 — 544 in Q4 2023 — 442 in Q2 2024

—432in Q3 — 549 in Q4

Volume of maturing bank bonds (KRW trillion): 41 in Q4 2021 — 55 in Q4 2022 — 48 in Q4 2023 — 44 in Q2 2024 —

53in Q3 — 57 in Q4

5) The Financial Services Commission plans to normalize the LCR, which was eased after COVID-19, starting in Janu-
ary 2025 (95% — 97.5% in July 2024 — 100% in January 2025).
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Moreover, reducing deposit rates after the recent
increase in household lending rates would have
simply widened the difference between deposit
and lending rates, making it difficult for banks to

reduce deposit rates.

Assessment of Changes in Borrowers’
Loan Interest Payment Burdens

First, it is important to note that lending rates,
mirroring lower market interest rates, had already
declined significantly before the Base Rate cut
decision. The decline in lending rates since the
beginning of the year (-50bp) is viewed as indic-
ative of an additional Base Rate cut on top of the
one implemented in October 2024 (Box 4-5).

jected to lessen further. From January to October
2024, lending rates based on the outstanding
palance of loans, which indicate the interest
repayment burden of all borrowers, declined sig-
nificantly for both household loans (-37bp) and
corporate loans (-46bp), and these rates are ex-
pected to fall further due to interest rate repricing
and refinancing. Based on the projected lending
rates for the end of this year,® the total interest
burden is estimated to have declined by KRW
11.3 trillion on an annual basis, including KRW 3.9
trillion for household loans and KRW 7.3 trillion
for corporate loans. Additionally, this loan interest
reduction effect is expected to continue growing
next year as well, driven by loans with short-term
rates and variable rates (Box 4-6).

Box 4-5. Deposit and loan interest rates at banks
before and after the October Base Rate cut”

Box 4-6. Trends of interest rates for household
and corporate loans from banks

(%p) (%p)
075 r Before the cut (cumulative, 9 months) (@) R
L Month of the cut (b) ]
036 < Before and after the cut (a+b) Cos
025 1 0.25
0.00 * * * * * * 0.00
<
-025 - - - - 1 - - - ~ -0.25
-0.50 "<& < < v -0.50
<&
-075 1 -0.75
-1.00 1 -1.00
125 L - -1.25

Loans  Corporate Household (Home (Unsecured Funding (Deposits)
loans loans  mortgage loans)
loans)

Note: 1) The month of the cut refers to five weeks after the Base Rate

cut.
Sources: ECOS, Bank of Korea (weekly interest rate survey).

The interest burden on all households and cor-
porations, including existing loans, is estimated
to have already eased substantially, and is pro-

Household loans Corporate loans

(%) (%) (%) (%)
7r ) 17 771 ) 17
— Lending rates based on balance — Lending rates based on balance

Lending rates based on new loans Lending rates based on new loans

51 SONERA \ 5

3\ 13 3¢ 13

2 P S 2 2 P 2
19 20 21 22 23 24 19 20 21 22 23 24

Note: 1) Figures for the end of 2024 are projections.
Source: Bank of Korea.

6) As of the end of September 2024, the size of loans subject to interest rate adjustment within three months is cal-
culated using the distribution of variable-rate loans by interest rate repricing cycle and the distribution of fixed-rate
loans by remaining maturity. Then, by applying this estimated level of interest rate adjustment, the lending rate levels
at the year-end of 2024 are projected (household loans: 5.08% at the end of 2023 — 4.65%?° at the end of 2024, cor-

porate loans: 5.31% — 4.75%?9).



Assessment and Implications

Although the magnitude of the changes in de-
posit and loan interest rates after the October
Base Rate cut was found to have been smaller
compared to previous periods of Base Rate
cuts, the effect of the cut is still assessed to have
been smoothly transmitted to deposit and loan
interest rates, given that the expectations for the
cut were already priced in ahead of the decision
in October. That is, as the Base Rate reduction
effect emerged prior to the rate cut decision,
borrowers’ funding costs and interest repayment
burdens had already eased substantially. Despite
the recent Base Rate cut, banks have increased
lending rates to prevent their loan portfolios from
becoming excessively concentrated on a specific
sector, thus supporting financial stability. Addi-
tionally, it is necessary to assess the impact of
Base Rate adjustments, based on the changes
observed from the time market expectations be-
gin to form, which might be a few months earlier,
as well as from the time each rate cut decision

was actually made.
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Box 5.

Status of Non-Bank Financial
Intermediation (NBFI) in Korea
and Risk Assessment"

As financial conditions shift toward easing, the
growth of non-bank financial intermediation
(NBFI)? is expected to accumulate associated
risks. This article explores the current status and
key risk factors in the NBFI sector in Korea.

Current Status of the NBFI Sector in
Korea

Growth driven by other financial intermediar-
ies (OFls)

As of the end of June 2024 (tentative), assets in
the NBFI sector (broad measure) in Korea stood
at KRW 5,941 trillion, accounting for 49.6% of all

financial corporation assets and 239% of nom-
inal GDP. NBFI’s year-on-year growth rate was
6.2% at the end of 2023 and 6.9% at the end
of June 2024, recovering from the slowdown
caused by the interest rate hikes in 2022, al-
though remaining lower than the average growth
rate seen in previous years.?

The recent expansion of NBFI was driven by
other financial intermediaries (OFls).? OFIs con-
tributed 4.0%p to the 6.9% NBFI growth as of
June 2024, with collective investment vehicles
and securities corporations® making notable
contributions of 2.8%p and 0.9%p, respectively.
Pension funds maintained their solid growth,
driven by retirement pensions, while insurance
corporations® experienced a decline in assets
in 2022 and 2023 due to changes in accounting
standards,” before recovering in 2024 (Box 5-1).

1) This article was authored by Lee Jun-sung, Park Su-yeon, and Park Gi-lan (Financial Investment & Insurance Risk
Analysis Team) and Kim Jeong-yeon and Lee Jae-seung (Flow of Funds Team) and was reviewed by Shin Jun-young
(director of the Financial Institution Analysis Division) and Kim Gyung-seob (head of Financial Investment & Insurance

Risk Analysis Team).

2) Non-bank financial intermediation (NBFI) collectively refers to all financial institutions and their activities that offer
credit intermediation functions, but which are not regulated by traditional bank soundness rules. The data in this
article about NBFI are based on data reclassified, processed, and calculated as of year-end, in accordance with the
Financial Stability Board’s (FSB) monitoring framework (figures for end of June 2024 are tentative), and may differ
from the classifications used in financial institution business reports or flow of funds statistics. For details, refer to
Box 4. “Characteristics and Implications of the Domestic Non-bank Financial Intermediation Sector,” Financial Stabil-

ity Report, December 2023.

3) The NBFI sector (broad measure) had an average annual growth rate of 10.4% from 2010 to 2021.
4) OFls, a subset of the NBFI sector that excludes insurance corporations, pension funds, and financial auxiliaries, in-
clude money market funds (MMFs), other investment funds, REITs, money trusts, credit-specialized financial corpo-

rations, securities corporations, and securitization vehicles.

5) In this article, the term “securities corporations” encompasses both securities companies and the Korea Securities

Finance Corporation.

6) According to the standards of the flow of funds statistics, insurance corporations include life insurance companies,
general insurance companies, reinsurance companies, mutual aid cooperatives, mutual aid associations, and stan-

dardized guarantee schemes.

7) The decrease in total assets at insurance corporations is attributed to mark-to-market accounting for assets due to
changes in the classification and measurement standards used for insurance companies’ financial assets (IAS39
— IFRS9), as well as changes in asset and liability items due to modifications in the reporting standards used for in-
surance contracts (IFRS4 — IFRS17). For details, refer to Box 4. “Impact of the Introduction of New Reporting Stan-
dards on Insurance Companies’ Financial Status and Assessment,” Financial Stability Report, June 2023.



Box 5-1. Composition of financial sector and
status of NBFI"? in Korea

M Deposit-taking institutions i Broad measure of NBFI
(KRW 5,437 trillion, 45.4%) {1 W(KRW 5,941 trillion, 49.6%)

i Insurance corporations
! (1,427,11.9)

Pension funds (442,3.7) |
Financial auxiliaries (312, 2.6) .

| eassusssssansnsusnsans -

Money trusts
(513,4.3)

Credit-specialized financial

Banks
(4,009, 33.5)

Other financial corporations (372, 3.1)
intermediaries

(3,760, 31.4) : Securities corporations

Non-bank deposit-taking
institutions
(1,428,11.9)

Captive financial institu-
tions and money lenders?
(680,5.7)

Nafrow measre of

NBFI
1,464,12.9)

Notes: 1) Financial assets as of the end of June 2024.
2) Excluding central banks and public financial institutions from
the financial sector in Korea.
3) Captive financial institutions comprise securitization vehicles
and financial holding companies.
Source: Bank of Korea.

Meanwhile, the narrow measure of NBFI that is
likely to cause systemic risks® amounted to KRW
1,464 trillion, making up 24.6% of the total NBFI.
As of the end of June 2024, the narrow mea-
sure of NBFI increased by 4.8% year-on-year,
growing faster than in 2022, but still falling short
of the average growth in other years. Examining
the scale of the narrow measure of NBFI across
five economic functions (EF),% collective invest-
ment vehicles (EF1)'® accounted for the largest
share at KRW 536 trillion (36.6%), followed by
securities companies (EF3)" at KRW 488 trillion
(83.4%), securitization vehicles (EF5) at KRW
204 trillion (14.0%), credit-specialized financial

companies (EF2) at KRW 199 trillion (13.6%), and
debt guarantees by securities companies (EF4)
at KRW 36 trillion (2.4%) (Box 5-2).

Box 5-2. Growth trend of NBFI sector in Korea

Total NBFI sector Narrow measure of NBFI"

Other financial intermedaries

Financial auxiliaries mEF ®WEF  WER

Pension funds mEF4 W EF5

Insurance corporations

(KRWrilion) ~ (KRW trilion) (KRWrilion) ~ (KRWtrilion)
8,000 1 8,000 1,600 1,600
6,000 r 4 6,000 1,200 1,200
4,000 44,000 800 800
2,000 42,000 400 400

0 SR 0 0

13 15 17 19 21 Jun.24 13 15 17 19 21 Jun.24

Note: 1) EF1 (collective investment vehicles), EF2 (credit-specialized
financial companies), EF3 (securities companies), EF4 (debt
guarantees by securities companies), EF5 (securitization
vehicles).

Sources: Bank of Korea, FSB.

At the end of 2023, Korea’s NBFI sector made
up 1.9% by its broad measure and 1.5% by its
narrow measure of the global NBFI sector. This
is comparable to the sizes of Australia’s or Swit-
zerland’s NBFI sectors. In comparison, Korea’'s
NBFI sector is relatively small compared to those
in major countries.’” Korea’s ratio of the broad
measure of NBFI to nominal GDP (256%) falls
below the global average of 276% (Box 5-3).

8) In the NBFI sector, the subsector most likely to give rise to systemic risks due to maturity and liquidity transformation
and leverage in credit intermediation is classified as the “narrow measure of NBFI.”

9) For details about the narrow measure of NBFI and the economic functions (EF), see Box. 4 “Characteristics and Im-
plications of the Domestic Non-bank Financial Intermediation Sector,” Financial Stability Report, December 2023.
10) EF1 includes open-ended MMFs, bond funds, and mixed funds. Due to restrictions on purchasing and redemption,

the possibility of closed-end funds giving rise to systemic risks due to massive redemptions is minimal. Therefore,

closed-end funds are excluded from EF1.

11) While securities corporations include securities companies and the Korea Securities Finance Corporation, EF3 en-
compasses only securities companies that are not subsidiaries of bank holding companies.

12) As of the end of 2023, major countries’ share of the global NBFI sector (broad measure) was 36.0% for the US, 7.2%
for the UK, 4.7% for Japan, 4.1% for Canada, and 3.5% for Germany.
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Box 5-3. Sizes of NBFI" in major countries?

(narrow measure of NBFI, USD trillion)

HL United States
. -
6

reland Luxembourg
4
France Germany JggE
2 AR o Canada Uiz vglan
Italy 90 yitzerland

0 L . . ' |\ '\ '

0 5 10 15 20 20

(broad measure of NBFI, USD trillion)
Notes: 1) As of the end of 2023.
2) OECD member countries among the jurisdictions that

participate in the FSB’s NBFI monitoring.
Sources: Bank of Korea, FSB.

Close linkage between NBFI and banking
sectors

The NBFI sector has maintained a net asset
position (net supply of funds) in terms of asset/
liability interconnectedness with the banking
sector, with the size of this net asset position
expanding steadily. In the NBFI sector (broad
measure), other financial intermediaries (OFls),
primarily collective investment vehicles, securi-
ties corporations, and money trusts, provided a
net supply of funds to the banking sector total-
ing KRW 183 trillion as of the end of 2023. Insur-
ance corporations also recorded a net supply
of funds to the banking sector, totaling approx-
imately KRW 53 ftrillion. However, this amount
has recently decreased. In particular, amid the
recent rapid growth in the retirement pension
market, retirement pensions have now shown a
net supply of funds amounting to approximately
KRW 146 trillion to the banking sector as of the

end of 2023.¥ Given that the NBFI| sector has
become a funding channel for banks, the impact
of its liquidity on deposit-taking institutions is as-

sessed to have increased (Box 5-4).

Box 5-4. Volume and share of NBFI’s net assets

in banks”
— Pension funds Pension funds
— Insurance corporations Insurance corporations
— OFls OFls
(KRW trillion) ~ (KRW trillion) (%) (%)
300 1 7 300 100 1 100
250 f 1250 ool | e
200 1 200
60 1 60
150 1 150
40 1 40
100 1 100
\/\ a0 | Il 4
50 1 50 g 0
0 Allnnnln 0 0 N AN AR 0

18 19 20 21 22 23 18 19 20 21 22 23

Note: 1) Estimated net flow of funds from NBFI to banks after

deducting reverse flow of funds from banks to NBFI.
Sources: Bank of Korea, FSB.

Potential Risks in the NBFI Sector

Here, the risk factors of the narrow measure
of NBFI are examined, focusing on collective
investment vehicles (EF1) and securities com-
panies (EF3), which have recently experienced
rapid growth.

Collective investment vehicles (EF1): Poten-
tial risks in increased leverage and redemp-
tions

Collective investment vehicles (EF1), which are
vulnerable to massive redemptions, mostly com-
prise of MMFs and bond funds. These vehicles
have shown significant growth recently,'¥ driven

13) Retirement pensions accounted for 38.3% of NBFI's net supply of funds to the banking sector as of the end of

2023, having increased significantly since 2022.

14) Domestic EF1 growth rate (%): 17.7 in 2019 — 5.6 in 2020

> 19.0in 2021 — 12.0in 2022 — 9.4 in 2023.



by investment demand from retirement pensions
and insurance corporations, including mutual

aid corporations.

Examining the risk factors of EF1, leverage'™
increased particularly among bond funds.
Recently, the growth of the funds market has
been led by private equity funds,'® and in terms
of leverage by fund type, private bond funds
experienced a prominent increase in leverage.
These funds take the form of repo funds,'”
which are leveraged funds that primarily raise
funds by selling repos. With a high proportion of
bonds, private bond funds can easily raise funds
through the sale of repos, allowing them to ac-
tively use leverage. The increase in size of MMFs
has been accelerating among institutional inves-
tors, and the proportion of private placements
has climbed.”® As a result, with the growing syn-
chronization of fund movements in these funds,
they will be vulnerable to massive redemption
pressure in the event of financial distress. During
the Legoland incident in 2022, the fund market
contracted due to massive redemption requests
prompted by market turmoil. An excessive ac-
cumulation of leverage in funds could exacer-
bate liquidity risks in the event of margin calls or
massive redemption requests during periods of

financial market stress (Box 5-5).

Box 5-5. Domestic collective investment vehicles
(related to EF1)

Size of MMFs and bond funds”  Leverage of MMFs and bond funds?

® Bond funds (publicly offered) — MMF
Bond funds (privately placed) Bond funds (privately placed)
= MMF
(KRW trillion) (KRW trillion) (%) (%)
500 500 180 1180

400 400 160 i1 160

300 300 140 [ 1140

200 200 120 [ 1120

100

0 0 80 80
Jan. 16 Jan.18 Jan.20 Jan.22 Jan.24 Sept. Jan 16 Jan. 18 Jan.20 Jan.22 Jan.24 Sept.

Notes: 1) Does not include private placement funds exclusively for
institutional investors.

2) Assets under management (AUM)/net asset value (NAV).

Sources: Bank of Korea Korea, Financial Investment Association.

Securities companies (EF3): Expansion of

leverage and securities finance transactions

For securities companies (EF3) engaged in mar-
ket intermediation with short-term funding, their
assets have grown rapidly since 2016, in line
with financial authorities’ promotion of invest-
ment banks (IBs) and the reform of capital reg-
ulations. As a result, assets at securities com-
panies, based on the narrow measure of EF3,
accounted for 33.4% of the size of the narrow
measure of NBFI at the end of June 2024.

15) The FSB uses the ratio of assets under management (AUM) to net asset value (NAV) as a measure of leverage for

EF1.

16) Under the Financial Investment Services and Capital Markets Act, public equity funds are prohibited from borrow-
ing money. However, private equity funds (general private collective investment vehicles) can borrow up to 400% of

their net assets.

17) Recently, private bond funds have been dominated by repo funds, which use repos to increase leverage in search
of excess returns, and institutional investors, such as pension funds and mutual aid associations, are major inves-
tors in private bond funds. Repo funds raise funds by executing inter-institutional repos using their bond holdings
as collateral, and then invest the funds in credit bonds, such as financial bonds and corporate bonds.

18) At the end of September 2024, the total value of publicly offered MMFs with more than KRW 1 ftrillion in assets
under management was KRW 107.3 trillion (KRW 2.6 trillion per fund). The share of privately placed MMFs rose
from 19.1% at the end of 2020 to 29.5% at the end of September 2024. As institutional investors, such as pension
funds, which have relatively high volatility in their fund flows, also invest large amounts in publicly offered MMFs, the
co-movement of fund flows across all MMFs has increased.
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Securities companies typically increase their
leverage during periods of declining interest
rates, and they have steadily increased their
bond holdings through securities financing
trades, thereby expanding their leveraged invest-
ments. At the end of the third quarter of 2024,
securities company bond borrowings'® in the
bond lending market reached KRW 58.7 trillion,
and the value of inter-institutional repos sold??
reached KRW 94.3 trillion, which is a historically
high level.2?

As financial conditions ease, securities compa-
nies are likely to increase their leverage, due to
their efforts to raise short-term funds through
inter-institutional repos and increase their bond
borrowings continuously. As a result, the inter-
connectedness among financial sectors is likely
to increase through the securities finance mar-
ket. In the event of any financial market stress,
margin calls related to securities finance trades®?
could arise, and the increasing liquidity burden
on securities companies could then act as a
channel through which securities companies
could transmit shocks to the financial system??
(Box 5-6).

Box 5-6. Securities companies (related to EF3) in
Korea

Securities companies’”
leverage® and bond holdings

Securities financing trades of
securities companies

— Borrowed securities®
— Inter-institutional repos sold

Leverage ratio (RHS)
— Bond holdings (LHS)

(KRW trillion) (%) (KRW trillion) (KRW trillion)
250 7 900 100 r 7 100
94.3
200 80 1 80
800
150 60 q 60
58.7
1 700
100 ¢ 40 1 40
1 600
50 20 120
0 - 4500 0 . — 0
0116 0120 Q12403 Q116 0120 Q12403

Notes: 1) EF3 (excluding securities companies of bank holding
companies).
2) Financial assets/total capital.
3) Based on bonds borrowed.
Source: Financial Institution Business Reports.

19) Securities companies are the main bond borrowers in the bond lending market, accounting for 87.2% of all borrow-
ing transactions (average from January 2020 to October 2024). Major bond lenders include banks, insurance com-
panies, and pension funds. Securities companies engage in leveraged arbitrage by buying credit bonds when the
spread widens, using these credit bonds as collateral to borrow Treasury bonds, and by selling repos to buy credit
bonds. Additionally, when market interest rates rise, securities companies access the securities lending market to
hedge against the risks associated with their bond holdings.

20) Securities companies are the primary borrowers in the inter-institutional repo market, accounting for 48.5% of the
total value of repos sold (average from January 2020 to September 2024).

21) Securities companies have increased their investment in bonds, using funds raised through inter-institutional repos.
Since the end of the recent rapid rise in interest rates in 2023, these companies significantly increased their repo
sales activity while also maintained substantial levels of bond borrowing.

22) The FSB has discussed liquidity management and governance frameworks that can respond to sharp increases
in margin calls under stress conditions for market participants, liquidity stress testing, and collateral management
practices, and has issued policy recommendations. For details, see “Liquidity Preparedness for Margin and Collat-

eral Calls,” FSB, December 2024.

23) In 2020, financial authorities imposed a requirement to hold cash equivalents in repo transactions, and in 2019
implemented a measure to strengthen the collateral management of securities lending intermediaries, e.g., by low-
ering the collateral acceptance ratio. Despite these measures, securities financing trades have steadily increased

since 2022.



Implications

Looking ahead, domestic and external financial
conditions are expected to continue easing.
Given that assets within Korea’s NBFI sector
have tended to grow more rapidly?¥ under such
conditions, it is important to exercise caution
in monitoring the potential acceleration of risk
accumulation in this sector. If the maturity and li-
quidity transformation intensifies and if excessive
leverage accumulates® during rapid quantitative
growth of the NBFI sector, the vulnerability of
the financial system is likely to increase further.
In particular, collective investment vehicles and
securities companies, which represent a signif-
icant portion of the NBFI sector in Korea, need
to strictly manage their liquidity and leverage,
as their operations are more market-based than
other sectors, making them systemically import-
ant to the financial system.?® Moreover, given
that new types of financial transactions that seek

regulatory arbitrage and higher returns?” may

emerge, efforts should be made to identify new
risks?® from non-traditional financial instruments
and monitor the accumulation of risks within the

traditional NBFI sector.

24) The year-on-year growth rate of NBFI (broad measure) averaged 9.9% from 2018 to 2020, a period of falling interest
rates (3-year Treasury bonds), which is roughly double the 5.3% observed from 2021 to 2023, a period of rising in-

terest rates.

25) The Financial Stability Board (FSB) has identified vulnerabilities arising from the build-up of leverage in the NBFI
sector and has discussed monitoring and policy responses to NBFI leverage starting this year. For details, see “En-
hancing the Resilience of Non-Bank Financial Intermediation,” FSB, July 2024.

26) The FSB has assessed that securities companies, which act as important channels for credit intermediation by

providing liquidity to the securities market within the financial system, also harbor vulnerabilities related to leverage
and to maturity and to liquidity transformation, thereby spreading and amplifying stress in the financial system. For
details, see “Global Monitoring Report on Non-Bank Financial Intermediation,” FSB, December 2024. Additionally,
“Status of Domestic NBFI and Potential Risks,” Monthly Bulletin, October 2018, assessed that securities companies
and collective investment vehicles are an important part of the financial system in terms of interconnectedness.

27) The suspension of fund redemptions, which began at Lime Asset Management in 2019, highlighted the risks of

circumventing regulations through the use of derivatives, such as total return swaps (TRS). At the time, asset man-
agement companies were using leverage through TRS, which was not fully counted as leverage in funds under
the regulations in place at that time. Therefore, in April 2020 financial authorities announced a final plan for the as-
sessment of private equity funds and for systemic improvements, and have since improved the relevant systems to
ensure that leverage from TRS is clearly reflected.

28) Overseas, private placement markets have expanded in the form of private credit and private equity (PE). With the

growth of private finance transactions, such as private equity and private debt funds, PE-linked asset-intensive
reinsurance, which links the assets and liabilities of insurance companies, is on the rise. For details, see “Global
Monitoring Report on Non-Bank Financial Intermediation,” FSB, December 2023, and “Shifting Landscapes: Life
Insurance and Financial Stability,” BIS, September 2024.
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4. External Sector

In the foreign exchange market, the USD/
KRW exchange rate fell and then rebound-
ed significantly, influenced by changing
expectations regarding the US Federal
Reserve’s monetary policy, US dollar move-
ments, and geopolitical risks, including the
US presidential election. In the foreign cur-
rency funding market, overall external fund-
ing conditions remained favorable.

Throughout 2024, portfolio investments in
domestic securities by foreigners record-
ed net inflows for both stocks and bonds.
Meanwhile, portfolio investments in over-
seas securities by Korean residents also
recorded a net increase for both stocks and
bonds.

(1) Foreign Exchange and For-
eign Currency Funding Mar-
kets

USD/KRW Exchange Rate Shifting to a
Rise After Declining

In July, the USD/KRW exchange rate fluctuat-
ed between KRW 1,380 and KRW 1,390 to the
USD. In August and September, it fell due to

a shift in the US Federal Reserve’s monetary

policy stance® and due to significant USD
selling by exporters at the end of the quarter
(KRW 1,307.8 at the end of September). In
October, amid decreased expectations for
additional rate cuts by the Fed,* changes in
predictions regarding the outcome of the US
presidential election,® and continued sell-
ing of domestic stocks by foreign investors,®
the exchange rate rebounded. Following the
US election, the USD/KRW exchange rate
climbed further due to uncertainty over the
new US administration’s policies and the
strengthening of the USD, with domestic po-

litical uncertainty accelerating this rise.®

Meanwhile, during the fourth quarter of 2024
(October to December 10), the volatility of
the USD/KRW exchange rate (rate of change
over the previous day) was 0.38% on average,
marking a slight increase over the previous
quarter (0.34%) (Figure I-4-1).

85) Amid stronger expectations for rate cuts by the US Federal Reserve following the release of softer-than-forecast in-
flation figures on July 11 and employment data on August 2, coupled with a dovish speech by Chair Jerome Powell
at Jackson Hole on August 23, the Fed reduced the policy rate by 50bp on September 19, 2024.

86) Expectations of further rate cuts at the Fed subsided substantially due to Chair Jerome Powell’s call for caution re-
garding further big rate cuts on October 1 and due to positive US job growth figures reported on October 4, 2024.

87) As the likelihood of candidate Trump being elected increased after October, trading activity surged due to expecta-
tions that his policies, such as tariffs, tax cuts, and immigration measures, would slow the progress of disinflation,
with the global strength of the USD also contributing to this trend.

88) This was largely attributed to concern that the semiconductor business might peak sooner than expected.

89) USD/KRW exchange rate: 1,379.9 at end of October — 1,394.7 at end of November — 1,426.9 on December 10



Figure 1-4-1. Appreciation/depreciation rates of
major currencies against USD and
volatility of USD/KRW exchange rate

Appreciation/depreciation
rates of major currencies
against USD?

USD/KRW exchange rate
volatility?

= USD/KRW (inverted axis)
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Notes: 1) These figures reflect appreciation/depreciation rates relative
to the end of 2022.
2) Volatility compared to the previous day.
3) Daily average during the quarter (October to December 10
for the fourth quarter of 2024).
Sources: Bank of Korea, Bloomberg.

Foreign-Currency Funding Market, In-
cluding External Funding Conditions,
Remained Favorable Overall

The incentive for arbitrage (3-month, SOFR)
soared until the end of September 2024, driv-
en by growing demand for foreign-currency
funds related to the massive shift to NDF
net selling in the offshore currency markets
after July and banks’ conservative supply of
foreign-currency funds at the end of each
quarter. After October, the reduced need for
banks to strengthen their balance sheet man-
agement at the end of each quarter, and the
supply of foreign currency funds by foreigners

seeking arbitrage, led to continued favorable

foreign-currency funding conditions, curtail-

ing the incentive for short-term arbitrage.””

In the currency swap market, supply and
demand remained generally balanced, with
arbitrage incentives (3-year, SOFR) stabilizing
at a level”” much lower than the past average
(98bp, from 2019 to 2023) (Figure I-4-2).

Figure 1-4-2. Incentive for arbitrage in foreign
exchange and currency swap mar-
kets?"

Domestic/international = Treasury bond yield

interest rate spread?
and swap rate

and currency swap
interest rate

I Incentive for arbitrage (RHS)
— Swap rate (3-month, LHS)

B Incentive for arbitrage (RHS)
— CRS (SOFR, 3-year, LHS)

= Domestic/international interest
rate spread (3-month, LHS)

= Treasury bonds (3-year, LHS)

(%.%p) (%p) (%) (%p)

0.0 15 45 15
-1.0 1.0 30 1.0
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Notes: 1) The incentive for arbitrage in the foreign exchange swap market
refers to “domestic/international interest rate spread-swap rate,”
while the incentive for arbitrage in the currency swap market
indicates “Treasury bond yield-currency swap interest rate.”

2) Monetary stabilization bond yield (3-month)-term SOFR (3-month).

Sources: Korea Money Brokerage Corp., Korea Financial Investment
Association, Tullett Prebon.

External foreign currency funding conditions
for commercial banks remained favorable
overall. Long-term and short-term spreads
on external foreign-currency borrowings
remained low in the second half of the year.

Short-term spreads rose slightly, reflecting

90) Incentive for arbitrage (3-month, SOFR): 48bp at end of August — 67bp at end of September — 34bp at end of Oc-
tober — 18bp at end of November — 19bp on December 10.
91) The incentive for arbitrage in 2024 (January 2 to December 10, daily average) (3-year, SOFR) was around 62bp.
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credit concerns in global financial markets

about a possible economic recession, but re-

mained at favorable levels’ (Figure I-4-3).

Figure 1-4-3. Long-term and short-term spreads on
external foreign-currency borrowings"?

= Long-term spreads (LHS)
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(bp) (bp)
120 1 7 120
100 | 1 100
80 1 80
60 [ 1 60
40 1 40
20 120
0 L L L L L 0
20 b - -20
Jan. 22 Jul. Jan. 23 Jul. Jan. 24 Jul.  Nov.

Notes: 1) Spreads were based on LIBOR until March 2022 and on
SOFR from April 2022 onwards (weighted average using the
USD borrowings of Kookmin Bank, Shinhan Bank, Woori
Bank, and Hana Bank).

2) Excludes borrowings between domestic financial institutions
and between head offices and branches of financial
institutions as well as overnight borrowings.

Source: Bank of Korea.

Commercial banks' CDS premiums increased
slightly in December, but remained generally
lower than in the first half of the year (Figure
1-4-4).

Figure 1-4-4. Commercial banks’ CDS premiums?

W Distribution of banks == Average of four commercial banks
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Notes: 1) Kookmin Bank, Shinhan Bank, Woori Bank, and Hana Bank.
2) Based on maturity of five years.
Source: Markit.

92) From July to November 2024, the average spread on short-term borrowings was 27bp, similar to the average (27bp)
since March 2022, when the calculation of spreads based on SOFR started.



(2) Capital Flows

Net Inflows of Foreign Portfolio Invest-
ments into Domestic Securities, Driven
by both Stocks and Bonds

From January to December 2024 (based on the
value date, December 10), portfolio investments
into domestic securities by foreigners™ record-
ed a net inflow of USD 21.13 billion (USD 3.39
billion in stocks, USD 17.74 billion in bonds)
(Figure I-4-5). Stocks had consistently record-
ed net inflows from November 2023 to August
2024, when the trend shifted to a net outflow.
Despite this shift, stock investments have still
achieved a net inflow on a cumulative basis
for 2024, with bond investments recording net

inflows throughout most of the year.

Foreign stock investments recorded a net in-
flow of USD 3.39 billion from January to De-
cember 2024, a 43.6% decrease from the same
period in the previous year (USD 6.01 billion
from January to December 2023) (Figure I-4-6).
Until July, a net inflow of USD 19.13 billion was
recorded, marking a 156.9% increase compared
to the same period the previous year (USD
745 billion from January to July 2023), driven
by expectations for the global Al industry and
by the semiconductor business. However, as
selling increased in the electric and electronic
device sector® due to uncertainty over growth
in the global semiconductor industry and due
to the emergence of domestic and external
geopolitical risks starting in August, eventually
a net outflow was registered. After August, the
net outflow amounted to USD 15.74 billion,

representing 82.3% of the net inflow seen from

anuary to July 2024.
Figure 1-4-5. Change in foreigners' portfolio J Y J Y
investments”
= Stocks Bonds & Total Figure 1-4-6. Change in foreigners' stock invest-
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Notes: 1) A plus sign (+) indicates a net inflow, while a minus sign (-)
indicates a net outflow.
2) From December 1 to 10.
Source: Bank of Korea.
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Notes: 1) A plus sign (+) indicates a net inflow, while a minus sign (-)
indicates a net outflow.
2) Net inflows from January by year.
3) December 1 to 10.
Source: Bank of Korea.

93) In this section, stock investment includes exchange and OTC transactions of both KOSPI- and KOSDAQ-listed equity,
as well as initial public offerings (IPOs, excluding ETFs, ELWs, ETNSs, etc.), while bond investment is based on exchange
and OTC transactions of listed bonds, with repo transactions and amounts reaching maturity taken into consideration.

94) Foreigners’ net selling in the electric and electronic device sector on the KOSPI from August 1 to December 10
(based on trade date) reached KRW 20.2 trillion, exceeding the total net selling by foreigners during the same peri-
od across the KOSPI and KOSDAQ, which was KRW 19.3 trillion.
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From January to December 2024, foreign in-
vestment in bonds recorded a net inflow of
USD 17.74 billion, marking an increase of
52.2% compared to the same period of the
previous year (USD 11.65 billion from January
to December 2023) (Figure I-4-7). By month,
foreign investment in bonds experienced a
temporary net outflow in March and December
due to the maturity of a large volume of Korea
Treasury bonds (KTBs).” However, during the
rest of the period, it switched to a net inflow. In
particular, with continued foreign investment
in long-term bonds, the net inflow of invest-
ment in short-term bonds increased from Au-
gust, driven by a surge in short-term arbitrage
opportunities,” resulting in an expanded net
inflow of foreign investment in bonds, totaling
USD 13.38 billion from August to November.

Figure 1-4-7. Change in foreigners' bond invest-
ments"

Bond investment (LHS)
—— Cumulative bond investment (RHS)?
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Notes: 1) A plus sign (+) indicates a net inflow, while a minus sign (-)
indicates a net outflow.
2) Net inflows from January by year.
3) December 1 to 10.
Source: Bank of Korea.

In December 2024 (based on December 10),
the balance of stock investments by foreigners
reached KRW 661.2 trillion, accounting for
29.4%°" of domestic market capitalization,”
up 0.6%p from the end of the previous year
(28.8%). The balance of bond investments by
foreigners amounted to KRW 269.7 trillion,
representing 10.4% of the balance of all listed
bonds, rising by 0.6%p from the end of the

previous year (9.8%).

Foreign investment in domestic stocks and
bonds may exhibit contrasting trends, mir-
roring the pattern observed since August
2024. Investment into stocks will likely see a
net outflow for the time being, due to high
uncertainty over US economic policies and
ongoing concerns about the growth prospects
of domestic semiconductor companies. On the
other hand, investment in bonds is expected
to see a net inflow, primarily for long-term
bonds, driven by the government’s planned
increase in Treasury bond issuance in 2025%
and Korea’s inclusion in the World Govern-
ment Bond Index (WGBI).!?

Nevertheless, volatility in fund flows could
surge due to changes in US economic policies,
developments in the Middle East conflicts and
the Russia-Ukraine war, and due to uncer-
tainties in the political landscape in Korea, all

requiring careful monitoring of related trends.

95) In December, there was a notable net outflow of foreign investment in bonds. This was primarily due to the gradual
reinvestment of funds following the redemption of Treasury bonds on December 10, 2024.

96) The incentive for short-term arbitrage (3-month) increased significantly due to NDF sales by offshore investors from
August to October 2024, coupled with heightened volatility in international financial markets (16bp in July 2024 —
47bp from August to October 2024, average during the period).

97) Based on the balance of stocks listed on the KOSPI and KOSDAQ, excluding ETFs, among overall foreign stock investments.

98) Sum of the total market capitalizations of the KOSPI and KOSDAQ markets.

99) The net issuance volume of Treasury bonds in 2025 is projected to reach KRW 83.7 trillion, marking an increase of
KRW 33.9 trillion (67.9%) from the KRW 49.9 trillion seen in 2024 (based on the 2025 government budget).

100) For details, see Box 6. “Impact and Potential Benefits of Korea’s Inclusion in the WGBI.”



Increase in Net Investment in Overseas
Securities by Korean Residents

From January to October 2024, net investment
in overseas securities by Korean residents
stood at USD 70.83 billion (USD 42.29 bil-
lion in stocks, USD 28.54 billion in bonds),
showing a significant increase compared to
the same period in the previous year (total of
USD 38.34 billion, with USD 24.80 billion in
stocks and USD 13.53 billion in bonds) (Fig-
ure 1-4-8). This is attributed to an increase in
net investment by other financial institutions
(asset management companies, etc.) and by
non-financial corporations (retail investors,
etc.) amid favorable trends in US stock mar-
kets and expectations of interest rate cuts at
the US Federal Reserve. However, in October,
stock investment saw a net withdrawal due to
uncertainty surrounding the US presidential

election.

Figure 1-4-8. Change in residents’ overseas
portfolio investments”
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Note: 1) A plus sign (+) indicates a net investment, while a minus sign (-)
indicates a net withdrawal.
Source: Bank of Korea.

Regarding stocks, with the continued favor-
able trend in US stock markets, driven by
improved corporate earnings in the semicon-
ductor and Al sectors, net investment by other
financial institutions and by non-financial
corporations both increased. On the other
hand, net investment by the general govern-
ment, including by the National Pension Ser-
vice, saw a moderate decline compared to the
previous year. However, in October, as vol-
atility in US stock markets rose and as stock
prices fell, net investment by other financial
institutions slowed, and that by non-financial
corporations recorded net withdrawals, re-
tlecting the overall sluggish investment trend
(Figure 1-4-9).

Figure 1-4-9. Change in residents’ overseas
stock investments by investor type
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Notes: 1) National Pension Service, Korea Investment Corporation,
etc.
2) Insurance companies, asset management companies, etc.
3) Including individual investors.
Source: Bank of Korea.
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Looking at bonds, non-financial corporations
significantly increased their net investment
in bonds, driven by ongoing expectations of
interest rate cuts at the US Federal Reserve. In
particular, from January to October net invest-
ment by non-financial corporations reached
an all-time high (Figure I-4-10).

Figure 1-4-10. Change in residents’ overseas
bond investments by investor type
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Notes: 1) National Pension Service, Korea Investment Corporation,
etc.
2) Insurance companies, asset management companies, etc.
3) Including individual investors.
Source: Bank of Korea.

Going forward, overseas portfolio invest-
ment by Korean residents will likely continue
to increase, driven by anticipated growth in
corporate earnings at major US companies
following the implementation of the new US
administration’s policies and due to continued
expectations of interest rate cuts at the US
Federal Reserve. However, it is also possible
that this upward trend in net investment may
be adjusted if volatility in international finan-
cial markets rises significantly due to the tariff

policies of the new US government.



Box 6.

Impact and Potential Benefits of
Korea’s Inclusion in the WGBI"

On October 9, 2024, FTSE Russell? announced
that it plans to include South Korea in its World
Government Bond Index (WGB)) starting in No-
vember 2025. As Korea’s inclusion in the WGBI is
expected to have a significant impact on financial
and foreign exchange markets in Korea, this arti-
cle examines its impact and potential benefits.

Overview of the WGBI and Procedure
for Inclusion

The WGBI is one of the leading global bond
indices and serves as a benchmark for major
pension funds. As of November 2024, the WGBI
included government bonds from 26 major
countries, with an estimated USD 2.5 trillion in
assets® tracking this index (Box 6-1).

Box 6-1. Countries included in the WGBI" (as of
November 2024)

North America (3) | United States, Canada, Mexico

United Kingdom, France, Germany, Italy,
Spain, Belgium, Netherlands, Austria, Ire-

Europe (15) land, Finland, Poland, Denmark, Sweden,
Norway, Portugal
Japan, Australia, Singapore, Malaysia, Is-
Asia, etc. (8) | rael, China, New Zealand, Korea (October

2024)

Note: 1) Actual reflection of Korea in the WGBI will commence in
November 2025.
Source: FTSE Russell.

For a country to be included in the WGBI, it
must meet specific inclusion criteria, such as
the size of its local currency government bond
market, credit rating, and its level of market ac-
cessibility. Among these, market size and credit
rating are quantitative requirements that are
automatically met when they reach a certain
level. On the other hand, market accessibility is
a qualitative criterion. It assesses whether the
market, macroeconomic, and regulatory envi-
ronment, the foreign exchange market struc-
ture, the bond market structure, and global set-
tlement and custody systems are all in line with
international standards and are applied equally
to foreign investors. To determine if the market
accessibility criterion is satisfied, FTSE Russell
collects opinions from its Advisory Committee,
which is made up of specialists in various ar-
eas. The Governance Board then makes a final
decision.

Meanwhile, FTSE Russell includes countries that
are highly likely to be included in the WGBI due
to improved market accessibility on its market
accessibility watch list. It also collaborates with
policy authorities in these countries to address
market accessibility issues raised by global in-
vestors. If market accessibility is improved and
all inclusion criteria are fulfilled, the decision to
include the country concerned in the WGBI is
announced in the “FTSE Fixed Income Country
Classification” report, published in March and
September (Box 6-2).

1) This article was authored by Lee Jae-young, Park Sang-woo, and Cha Jun-young (Foreign Exchange Market Team),
Yun Seung-wan and Roh Yoon-jeong (Capital Flows Analysis Team), and Song Eun-yeong (Fixed Income Markets
Team) and was reviewed by Yang Yang-hyeon (director of the International Finance Division), Joo Sung-wan (director
of Foreign Exchange Analysis Division), Kim Shin-young (head of Foreign Exchange Market Team), Lee Chang-heon
(head of Capital Flows Analysis Team), and Han Min (head of Fixed Income Markets Team).

2) FTSE Russel is a subsidiary of the London Stock Exchange Group (LSEG) and manages benchmark indices, such

as the WGBI.

3) The size of funds tracking the WGBI varies depending on the estimation method. This article uses estimates of FTSE
Russell (May 2021) and the Korean government (October 2024).
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Box 6-2. WGBI inclusion requirements and pro-
cedure

Googry oot |

@ Market size: at least USD 50 billion, EUR 40 bil-
lion, JPY 5 trillion

@ Credit rating: minimum credit quality of S&P A-
and Moody’s A3

@ Market accessibility: fulfillment of Level 2 (Level
2>1>0)

@ Inclusion on the market accessibility watch list.

@ Advisory Committee collects opinions, and Advi-
sory Board provides guidance.

Procedure |® Final decision on WGBI inclusion made by the
Governance Board.

@ Announcement in “FTSE Fixed Income Country
Classification” (usually in March or September).

Criteria

Source: FTSE Russell.

Progress on Korea’s Inclusion in the
WGBI

In September 2020, Korea was first named on
the FTSE Fixed Income Country Classification
Watch List for consideration for inclusion in the
WGBI. Korea maintained this status until the in-
clusion decision was made in October 2024. At
that time, Korea satisfied the quantitative criteria,
such as market size and credit rating, but had
failed to fulfil the market accessibility require-

ment, which is a qualitative criterion.?

QOver the years, Korea’s policy authorities have
steadily implemented various institutional im-
provements to enhance market accessibility.
First, to ensure foreign investors’ enhanced
access to the domestic foreign exchange mar-
ket, a structural improvement measure was
implemented that included extending foreign ex-
change trading hours and allowing foreign banks
to participate in the domestic foreign exchange
market starting in July 2024. Several other
measures were also introduced: tax exemption

on foreigners’ investment in KTBs (in January
2023), abolition of the investor registration sys-
tem (in December 2023), and the opening of an
omnibus account for government bonds linked
with the International Central Securities Deposi-
tories (ICSD) (in June 2024). As a result of these
efforts by policy authorities, Korea’s market
accessibility was upgraded to the highest level,
Level 2, which has now led to the decision to
include Korea in the WGBI (Box 6-3).

Box 6-3. Key measures to enhance accessibility
to the domestic market

T
Non-taxation of interest and capital gains for foreign

Jan. 2023 |investors’ government bonds and monetary stabilization
bonds.

Abolished Investor Registration Certificate (IRC) (replaced
by LEl and passports).

Opened omnibus accounts, enabling investment through
Euroclear and Clearstream.

Implemented structural improvements in the foreign
exchange market” (Extension of foreign exchange trad-
Jul. 2024 |ing hours until 2 am, registration of 40 foreign financial
institutions, and establishment and advancement of infra-
structure for electronic transactions).

Dec. 2023

Jun. 2024

Note: 1) As part of foreign exchange market restructuring, authorities
allowed KRW remittance between the ICSD and foreign in-
vestors and third-party foreign exchange transactions (March
2024) and KRW borrowings (overdraft) through the ICSD (June
2024).

Source: Bank of Korea.

Impact on Foreign Exchange and Fi-
nancial Markets in Korea and Expecta-
tions

Korea’s inclusion in the WGBI is expected to
have various positive impacts on the Korean

economy.

First, the inflow of funds from global investors’
investments into government bonds is expected

to contribute to easing volatility in the financial

4) As of March 2024, Korea met the quantitative criteria, with a market size of USD 684.4 billion and an S&P credit rat-
ing of AA. However, its market accessibility was rated at Level 1, failing to meet the inclusion criterion of Level 2.



and foreign exchange markets in Korea. Coun-
tries that were included in the WGBI before Ko-
rea® saw an overall expansion of foreign invest-
ment in their government bonds following the
announcement of their inclusion® (Box 6-4).

Box 6-4. Foreign investment in Treasury bonds
after WGBI inclusion

Before inclusion announcement” = After inclusion announcement?

(USD 100 million) (USD 100 million)
100 7 400
75 1 300
50 1 200
25 1 100
0 . . . . 0

Malaysia ~ Mexico  SouthAfrica  Israel ~ New Zealand China(RHS)
Notes: 1) Quarterly average for three years before the WGBI inclusion
announcement.
2) Quarterly average for one year from the WGBI inclusion

announcement to inclusion completion.
Source: Bank of Korea.

For Korea, considering the estimated funds that
follow the WGBI (USD 2.5 trillion) and the share
of inclusion (2.22%), an inflow of about USD 56
billion in government bond investment funds is
anticipated.” Additionally, funds that track the
WGBI, such as pension funds, tend to be orient-
ed toward long-term investment, demonstrating

relatively stable flows of investment. The influx of

these stable, large-scale funds will likely make a
significant contribution to relieving volatility in the
financial and foreign exchange markets.

In particular, considering that overseas portfolio
investment by Korean residents continues to ex-
ceed portfolio investment in domestic securities
by foreigners, the influx of these funds will likely
foster stability in domestic foreign exchange
supply and demand. Still, the impact of such
stable foreign exchange supply and demand on
foreign exchange markets depends on wheth-
er government investment funds are hedged
against foreign exchange risks. If a greater share
of funds invests in KTBs by selling US dollars in
the spot exchange market without hedging, this
will likely put downward pressure on the USD/
KRW exchange rate. In contrast, if a greater
share of funds hedges against foreign exchange
risks through foreign exchange swaps (sell &
buy) in the foreign currency funds market, the
impact of these funds on the USD/KRW ex-
change rate will be relatively small. Additionally,
the incentive for arbitrage will be significantly re-
duced through the supply of funds in the foreign
currency funds market.?

If WGBI inclusion helps diversify the investor
base and secure stable demand for KTBs,? it

will reduce the funding costs for domestic eco-

5) Since 2007, six countries have been added to the WGBI: Malaysia, Mexico, South Africa, Israel, China, and New

Zealand.

6) However, for China, foreign investment in its government bonds decreased after the announcement of its WGBI in-
clusion (September 2020). This decline appears to be due to an economic recession and concerns over real estate
sector defaults during the period of inclusion (three years from October 2021).

7) For one year after November 2025, about USD 14 billion (USD 4.7 billion per month) of foreign investment into Kore-
an Treasury bonds (KTB), is expected to enter every quarter.

8) Investment in domestic bonds with foreign exchange risk hedges through foreign exchange swap transactions has a
limited effect on the USD/KRW exchange rate. However, it reduces the incentive for arbitrage by raising swap rates
through the supply of foreign currency funds in the foreign currency funds market. This will ultimately reduce the
cost of foreign exchange hedges (buy & sell) for Korean residents’ overseas investments.

9) In a joint survey by Bloomberg and the International Capital Market Association, 80% of respondents indicated that
Korea’s inclusion in the WGBI would positively impact the Korean government bond market. Additionally, 91% of
respondents indicated that they had never engaged in KTB trading, highlighting the significant potential of investor

base expansion following Korea’s inclusion in the WGBI.
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nomic agents and foster stability in the govern-
ment’s long-term fiscal operations. The down-
ward stabilization of interest rates due to the
influx of investments in KTBs by global investors
will reduce funding costs for the government
and for enterprises.’” Some analysts predict that
the entry of USD 50 to 60 billion into KTBs will
lead to a decrease in KTB yields of 20 to 60 ba-
sis points." If the decline in this benchmark rate
leads to a decrease in corporate bond vyields,
which are generally linked to changes in Trea-
sury bond yields,™® business funding costs in the
capital market will likely be substantially reduced
(Box 6-5).

Box 6-5. Impact of WGBI inclusion on domestic
financial and foreign exchange markets

WGBI inclusion

Increase in foreign investment
in KTBs (about USD 56 billion)

—

Decline in KTB yields
(20bp to 60bp)

v

Foreign exchange
risks open (selling
spot exchange)

Foreign exchange risk
hedge (sell & buy)

!

!

Y

Decline in USD/KRW
exchange rate

Reduced incentives
for arbitrage

Fall in corporate bond
yields

Source: Bank of Korea.

Moreover, with WGBI inclusion, the position of
the Korean economy among international finan-
cial markets and the international use of KRW
are both expected to be strengthened. Inclusion
in the WGBI signifies that a country’s economic
stability and continuity, confidence and transpar-
ency in its policies and systems, and efficiency

and openness of its financial markets are widely
recognized across global markets. Hence, along
with the enhanced confidence in the Korean
economy, Korea’s inclusion in the WGBI is
expected to contribute to the development of
domestic financial markets and of the real econ-

omy.

So far, Korea’s external debt has been raised as
foreign currency-denominated debt. Therefore,
during the significant rise in the USD/KRW ex-
change rate, the burden of foreign debt in terms
of KRW has increased, heightening credit risk.
However, with Korea’s inclusion in the WGBI, the
foreign investor base and the influx of funds will
expand, potentially increasing the funds raised
by Korean residents through the issuance of
KRW-denominated bonds. In this case, foreign
investors would bear the burden of losses on
exchange rate fluctuations, significantly easing
Korea’s credit risk and allowing policy authori-
ties to operate a more flexible floating exchange
rate regime. Furthermore, in the long term, the
international use of KRW is expected to increase
through the promotion of offshore trading of
KRW-denominated KTBs and it will increase the
issuance of KRW-denominated bonds in off-
shore markets.

10) As corporate bond yields, which represent the funding costs at companies, are determined by adding a credit
spread over the KTB yields, a decline in KTB yields will reduce corporate bond yields and thus lower funding costs

for businesses.
11) Korea Institute of Finance (December 2023).

12) Changes in corporate bond vyields (KTB yield+credit spread) directly reflect changes in KTB yields, a benchmark
rate (The correlation coefficient between 3-year KTB yields and 3-year corporate bond yields (AA-) is 0.98 from

2013 to 2024.)
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1. Financial Institutions

The resilience of commercial banks" re-
mains robust. The capital adequacy ratio,
gauging banks’ loss absorption capacity,
has further improved, while the provision
coverage ratio and amount of loan loss re-
serves, providing additional loss absorption
capacity, have both reached a high level.
The liquidity coverage ratio, measuring
banks’ ability to withstand capital outflows,
has also remained stable.

As for non-banking financial institutions,
despite the decline in the provision cov-
erage ratio amid an increase in substan-
dard-or-below loans at most institutions,
they are still demonstrating a broadly ad-
equate level of resilience, with the overall
capital adequacy ratio exceeding the super-
visory standard.

Figure II-1-1. Map of changes in financial institu-
tion resilience”

—— Target period? == Previous target period®
= Long-term average

Capital adequacy”

Provision
coverage ratio®

Liquidity®

<N

/X

Foreign currency

Capital adequacy” liquidity®

Notes: 1) All indicators are standardized based on their long-term
averages (5 years) and visualized as relative values for the
current and previous periods.

2) As of the end of Q3 2024 (End-October 2024 for KRW
liquidity and foreign currency liquidity. End-Q2 2024 for
insurance companies’ capital ratios).

3) As of the end of Q1 2024.

4) Total capital ratio under Basel Ill.

5) Liquidity coverage ratio (LCR).

6) Foreign currency LCR.

7) Weighted average of NBFI sectors’ capital adequacy ratios
by total assets.

8) Weighted average of NBFI sectors’ provision coverage
ratios by total assets.

Source: Bank of Korea.

(1) Banks

Sufficient Loss Absorption Capacity

At the end of the third quarter of 2024,” com-
mercial banks’ capital adequacy ratio (BIS
ratio) and the Common Equity Tier 1 capital
ratio stood at 18.1% and 15.6%, respectively,
both up 0.5%p, from 17.6% and from 15.1%,
respectively, at the end of the first quarter. The
improvement is mainly attributable to an in-
crease in net income, coupled with a decelera-

tion in the growth of risk-weighted assets. All

1) Institutions included in the banking sector analysis in this report are limited to commercial banks (major, regional,
and internet-only banks). Specialized banks (the Korea Development Bank, the Industrial Bank of Korea, Korea Ex-
imbank, Suhyup Bank, and Nonghyup Bank) are excluded due to the difference in business model.

2) Toss Bank became subject to Basel Ill in 2024.
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banks comfortably exceeded the supervisory
standard (11.5%, 12.5% for domestic system-
ically important banks (D-SIB?)) (Figure II-
1-2). However, should the weakening of the
KRW persist, the resulting rise in foreign-cur-
rency risk-weighted assets could cause banks’

loss absorption capacity to edge lower.?

Figure I1-1-2. Commercial bank Basel Il capital
ratios"?3% and capital ratio decom-
position"?

Distribution across banks
—— Total capital ratio
— Tier 1 capital ratio
= Common Equity Tier 1 capital ratio

W Common Equity Tier 1 capital
Tier 2 capital

B Additional Tier 1 capital

I Risk-weighted assets

(%) (%) (KRW trillion)  (KRW trillion)
40 1 740 200 7 200
150 Eortliilll 150
2 13 100 100
50 50
24 q1 24
0 [ i 0
18.1
16.2
16 || 500 500
M“ﬁ
_ 1,000 1,000
----------------- 1/5%%
; 5
8 Superwsory$tandard(10.5/5 8 1500 L J 1500
Q120 Q122 Q124 Q3 Q120 Q122 Q124 Q3

Notes: 1) Effective 2024, including Toss Bank.
2) End-period basis.
3) Regulatory thresholds: Common equity Tier 1 capital ratio
of 8%, Tier 1 capital ratio of 9.5%, total capital ratio of 11.5%
(9%, 10.5%, 12.5% for D-SIBs).
4) Effective May 2024, the countercyclical capital buffer (1%)
has been incorporated into the supervisory standards.
Source: Commercial Bank Business Reports.

The provision coverage ratio (loan loss pro-
visions to substandard-or-below loans),
reflecting banks’ ability to absorb expected
losses, stood at 196.7% at the end of the third

quarter of 2024, representing a decrease of

16.5%p from the 213.2% seen at the end of
the first quarter. Despite an increase in loan
loss provisions (+KRW 0.2 trillion) amid
rising delinquency rates, the coverage ratio
fell as it was offset by a larger increase in
substandard-or-below loans (+KRW 0.6 tril-
lion). Loan loss reserves, that is, funds set
aside according to credit quality, based on
the classification system under supervisory
regulations to provide additional loss absorp-
tion capacity, reached KRW 11.2 trillion at the
end of the third quarter of 2024. Banks’ levels
of loan loss reserves have been consistently
high, thanks in part to financial authorities’
continued efforts to improve related systems®
(Figure I1-1-3).

Figure I1-1-38. Commercial bank provision cover-
age ratio”

W Loan loss reserves (LHS)
= Provision coverage ratio (RHS)

Loan loss provisions (LHS)

(KRW trillion) (%)
30 4240
196.7
23+ 4 180
15 H 4 120
8 60
11.2

0
Q120 Q121 Q122 Q123 Q124 Q3

Note: 1) Loan loss provisions/Substandard-or-below loans. End-
period basis.
Source: Commercial Bank Business Reports.

3) As of 2024, the D-SIBs were Shinhan Bank (Shinhan Financial Group), Hana Bank (Hana Financial Group), Kookmin
Bank (KB Financial Group), Nonghyup Bank (Nonghyup Financial Group), and Woori Bank (Woori Financial Group).

4) The share of foreign currency risk-weighted assets (RWA) among total risk-weighted assets (based on commercial
banks) ticked down slightly to 22.6% at the end of September 2024 from the end of March (23.3%).

5) Banks are required to build loan loss reserves in addition to loan loss provisions as per accounting standards, ac-
cording to credit quality-based minimum coverage requirements under supervisory regulations. The current mini-
mum reserve coverage ratio for corporate loans is 0.85% for normal loans, 7% for precautionary loans, 20% for sub-
standard loans, 50% for doubtful loans, and 100% for estimated losses. In November 2023, a new supervisory rule
was established granting the regulator the right to demand the accumulation of special loan loss reserves. Under
this rule, financial supervisory authorities may demand that banks build additional reserves if the levels of loan loss
provisions and reserves are deemed insufficient in light of changing economic conditions.



At the end of the third quarter of 2024, com-
mercial banks’ leverage ratio® stood at 5.9%,
mostly unchanged from the end of the first
quarter (5.7%). All banks currently exceed the
regulatory minimum of 3% by a considerable

margin (Figure 11-1-4).

Overall Sound Liquidity Coverage

Banks’ liquidity coverage ratio” (LCR) slipped
by 3.0%p to 112.9% in October 2024, from
115.9% in March 2024. This was chiefly due

to a spike in maturing certificates of deposit

(CDs),® which drove up net cash outflows
(+KRW 124 trillion). Despite the decline, the

LCRs of all banks are still well above the min-

Figure I1-1-4. Commercial bank leverage ratio"?

B Distribution across banks — Average — Median imum requirement of 100% that was in effect
™ o prior to the regulatory relaxation.” However,
a continued weakness of the KRW may put

2t 112 downward pressure on banks’ liquidity cov-
erage ratio if margin requirements associated

il 1° with foreign currency derivatives trading
o | 182 lead to a decrease in their high-quality liquid
59 assets (HQLA).!” Meanwhile, the foreign cur-

37 Sumervisory Standard ) 13 rency LCR,™ an indicator of banks” ability to
‘ ‘ ‘ ‘ respond to foreign currency liquidity shocks,

Q20 ar21 Q122 0123 0124 Q3 jumped by 14.8%p from 147.8% in March 2024
to 162.6% in October 2024. This was mainly

the result of an increase in banks” holding of

Notes: 1) Effective 2024, including Toss Bank.

2) Tier 1 capital (Common Equity Tier 1 capital+Additional Tier

1 capital)/Total exposures. End-period basis.

Source: Commercial Bank Business Reports. L. . .
marketable securities, including government
bonds, boosting their balance of high-quality
liquid assets. The foreign currency LCRs of all
banks exceed the supervisory standard of 80%

(Figure 1I-1-5).

6) The leverage ratio under the Banking Business Supervision Regulations was introduced to limit excessive leverage
in the banking sector to prevent abrupt deleveraging in times of crisis and the resulting amplification of shocks to the
financial system. Calculated based on total exposure, the ratio aims to supplement the minimum capital adequacy
requirements based on risk-weighted assets. In Korea, it was first introduced as a supplementary indicator during
the first quarter of 2015 and was later officially adopted as a regulatory measure in 2018. Starting in January 2020,
the ratio has been applied to internet-only banks, too.

7) Calculated by dividing high-quality liquid assets by total expected net cash outflows over a 30-day period, based on
the monthly average balance of high-quality liquid assets.

8) Cash outflows from other types of unsecured debt securities, such as bank bonds and certificates of deposit with
maturity of less than 30 days, increased by KRW 5.7 trillion compared to March.

9) The supervisory standard of the liquidity coverage ratio, temporarily lowered to 97.5% until December 2024, is due
to revert to its previous level of 100% effective as of January 2025.

10) Domestic banks trade foreign exchange derivatives using foreign currency funds raised through domestic branch-
es of foreign banks. When exchange rates rise, banks are required to make additional margin deposits. Additional
margin requirements are generally met by depositing government bonds, which can potentially lower the balance
of high-quality liquid assets.

11) Although not a Basel lll requirement, the foreign currency LCR was adopted as a regulatory indicator effective as of
January 2017 (with a required minimum monthly average ratio of 80%) with the goal of ensuring that banks are able
to maintain a stable supply of foreign currency for the real sector, even under stress conditions. The foreign-curren-
cy LCR applies to most banks, except the Korea Eximbank, internet-only banks, and a number of regional banks
that have low amounts of foreign currency liabilities (Kwangju Bank, Jeju Bank).
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Figure I1-1-5. Commercial bank liquidity cover-

age ratio
LCR" Foreign currency LCR?¥
Distribution Distribution (excluding internet-only banks)
— Average —— Median
(%) (%) (%) (%)
1,200 q r -1 600
700 b r 1 400
T T T T162.6
156.3
150 1 r 1 150
| SSARLRN 1129
100 _______...§.7,5-5108~5 r 4 100
== ,92.5695497.5% |
554990 --7615) 20
50 q r 1 50
0 P N 0

Jan.22 Jul. Jan.23 Jul. Jan.24  Oct. Jan.22  Jul. Jan.23 Jul. Jan. 24 Oct.

Notes: 1) High-quality liquid assets (monthly average balance)/Total
net cash outflows over the next 30 calendar days.

2) High-quality liquid assets (monthly average balance)/Total
net cash outflows in foreign currency over the next 30
calendar days.

3) Internet-only banks, Kwangju Bank, and Jeju Bank excluded
from the application of the foreign currency LCR due to the
low amount of foreign currency liabilities.

4) April 2020 to June 2022: 85%, July to September 2022:
90%, October 2022 to June 2023: 92.5%, July 2023 to June
2024: 95%, July 2024 onwards: 97.5%.

5) Temporary application from April 2020 to June 2022.

Source: Commercial Bank Business Reports.

At the end of the third quarter of 2024, the
net stable funding ratio'® (NSFR), gauging
the stability of the funding structure, stood at
116.0%, with all banks satisfying the supervi-
sory NSFR requirement of 100% (Table II-1-1).

Table II-1-1. Commercial bank net stable funding
ratio"??

11.93112.2 1146 1145 116.Zj 172 1151 116.0
Median 09.7%108.6 1.6 113 114.3%112.6 1m1.8 1119

Notes: 1) Effective 2024, including Toss Bank.
2) Available stable funding/Required stable funding. End-
period basis.
3) Supervisory standard = 100%
Source: Commercial Bank Business Reports.

12) The NSFR limits a bank’s overreliance on short-term wholesale funding by requiring them to fund a certain portion
of their long-term assets under management through stable debt and capital.



(2) Non-bank Financial Institu-

Figure Il1-1-6. Mutual credit cooperatives loss

tions (N BF|5) absorption capacities indicators
i ) ) — Mutual credit cooperatives B8 [oan loss provisions (LHS)
A. Non-Bank DepOS|t-Tak|ng Insti- net capital ratio" — Provision coverage ratio (RHS)?
: %) (%) (KRW trillion) (%)
tutions 10 ¢ 11030 | 1 140
8.1
Continuously Adequate Loss Absorp- 8 8 24 110
tion Capacity 6l 16 18 L 80
50.2
Mutual credit cooperatives’ net capital ratio'® al 1401 50
continued to remain high, standing at 8.1% at 5 - 2
the end of the third quarter of 2024, signifi- upervisory Sandard 2-5%)

L L 0 s | -10

1 _K0, 0 0
cantly above the supervisory standard (2-5%). W20 w22 i20s 0120 022 a12403

HOWGVEI, the pI’OVlSlOD coverage ratio (loan Notes: 1) Supervisory standard is 5% for Nonghyup, 2% for Suhyup,

Sinhyup, and Forestry Cooperatives, and 4% for MG
Community Credit Cooperatives.

loans) fell by 10-3%[3 to 50.2%/ from 60.5% 2) Loan loss provisions/Substandard-or-below loans.

Source: Financial Institution Business Reports.
at the end of the first quarter of 2024, as the

loss provisions to substandard-or-below

volume of substandard-or-below loans surged

sharply" (Figure II-1-6). Mutual savings banks’ BIS capital ratio inched
up by 0.5%p from 14.7% at the end of the first
quarter of 2024 to 15.2% at the end of the third
quarter. Equity capital increased as net income
turned positive, while more conservative
lending behavior and sales of non-performing
loans resulted in a considerable reduction of
loans and risk-weighted assets.!® The pro-
vision coverage ratio dipped by 5.7%p from
64.2% to 58.5% during the same period as
loan loss provisions (-KRW 0.4 trillion)'” de-

creased amid a decline in overall loan assets,

13) Net capital ratio=(total assets-total liabilities-investment money+subordinated borrowings+loan loss provisions)/(total
assets+loan loss provisions)x100. Note that the “investment money” herein solely refers to funds guaranteed to be
refunded to members upon withdrawal from the cooperative.

14) The ratio of loan loss provisions (the balance of loan loss provisions/required reserves for assets subject to provi-
sioning, such as loans) pursuant to Article 12 of the Regulations on Supervision of Mutual Financial Business far
exceeds the supervisory standard of 100%, amounting to 114.7% (excluding MG Community Credit Cooperatives)
at the end of the third quarter of 2024.

15) While mutual credit cooperatives’ balance of substandard-or-below loans jumped 35.3% between the end of the
first quarter and the end of the third quarter of 2024, their loan loss provisions increased by only 12.2% during this
period.

16) At the end of the third quarter of 2024, mutual savings banks’ capital increased by KRW 0.1 trillion (+0.4%) com-
pared to the end of the first quarter, while their risk-weighted assets decreased by KRW 3.0 trillion (-2.9%).

17) The ratio of loan loss provisions (balance of loan loss provisions to required reserves for assets subject to provision
requirements, such as loans) pursuant to Article 38 of the Regulation on Supervision of Mutual Savings Banks
Business stood at 113.3% at the end of the third quarter of 2024, which is significantly above the supervisory stan-
dard (100%).
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while substandard-or-below loans increased
(+KRW 0.4 trillion) (Figure II-1-7).

Figure Il1-1-7. Mutual savings bank loss absorp-
tion capacities indicators

= Mutual savings bank I Loan loss provisions (LHS)

capital ratio” — Provision coverage ratio (RHS)?

(%) (%) (KRW trillion) (%)
60 160 8 1 160

6 r 120
40 r 1 40

30 130 4 80
N
58.5
2 40
Supervisory Standard (7~8%)
0 0o 0 - 0

Q120 Q122 Q124 Q3 Q120 Q122 Q124 Q3

Notes: 1) Capital/Risk-weighted assets. Supervisory standard is 7%
(8% for institutions with KRW 1 trillion or more in assets).
The shaded area represents the distribution of capital ratios
across mutual savings banks.
2) Loan loss provisions/Substandard-or-below loans.
Source: Financial Institution Business Reports.

Broadly Sound Liquidity Response Ca-
pacity

At the end of the third quarter of 2024, mutu-
al credit cooperatives’ liquidity ratio stood at
774%, representing a 22.1%p decrease from
the first quarter (99.5%). The liquidity ratio of
mutual savings banks also declined sharply by
91.4%p from 227.2% to 135.8%, which, how-
ever, still exceeds the supervisory standard
of 100% by a sizable margin. The decline in
non-bank deposit-taking institutions” liquid-

ity ratio during the third quarter is explained

mainly by a massive temporary spike in liquid
liabilities with remaining maturity of less
than three months,'® caused by large volumes
of time deposits due to mature in the fourth

quarter (Figure II-1-8).

Figure I1-1-8. Non-bank deposit-taking institu-
tions liquidity ratio"?

Mutual credit Mutual Savings

coopratives banks

(%) (%) (%) (%)
200 7 200 400 7 400
150 1 150 300 1 300
100 [ 41 100 200 1 200
77.4 135.8
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Supervisory standards

(100%)
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Q120 Q122 Q124 Q3 Q120 Q122 Q124 Q3

Notes: 1) Liquid assets with remaining maturity less than three
months/Liquid liabilities with remaining maturity less than
three months.

2) Mutual savings banks apply 100% of the regulatory ratio in
accordance with the supervisory regulations (Article 40-
4), and Mutual credit cooperatives reflect the results of
management evaluation.

Source: Financial Institution Business Reports.

B. Insurance, Securities, and Cred-
it-Specialized Financial Compa-
nies

Varying Levels of Loss Absorption Ca-
pacity by Sector

The Korean Insurance Capital Standard

(K-ICS) ratio' at insurance companies (cal-

18) Mutual credit cooperatives’ liquid liabilities totaled KRW 287.4 trillion at the end of the third quarter of 2024, repre-
senting a 26.0% increase from the end of the first quarter (KRW 228.1 trillion). A substantial increase was also re-
corded of mutual savings banks’ liquid liabilities, which climbed 50.5% from KRW 16.6 trillion at the end of the first

quarter to KRW 25.0 trillion at the end of the third quarter.

19) With the introduction of new accounting standards for insurance companies in 2023 (IFRS17, IFRS9), the K-ICS was
adopted as the new standard to replace the existing risk-based capital (RBC) standard. Under the K-ICS, the method
of calculating capital ratios was completely revised, such as the calculation of available capital through the assessment
of assets and liabilities based on their market values, the addition of new risks (longevity, lapse, expense, catastrophe,
and asset concentration risks) to the calculation of required capital, higher risk confidence level (99% — 99.5%), and the
elaboration of risk measurement (risk factors — stress scenarios). However, to facilitate the soft-landing of the new stan-
dard, transitional measures are applied to its key changes for up to 10 years, with a total of 19 insurance companies (12
life insurance companies and 7 general insurance companies) currently under such measures.



culated by applying transitional measures),
which shifted to a downward trend at the end
of the first quarter of 2024, tumbled to 217.3%
at the end of the second quarter of 2024,%”
representing a 14.9%p decrease from the end
of 2023. Since the beginning of this year,
the decline in the K-ICS ratio has continued
alongside the downward trend in market in-
terest rates. Meanwhile, insurance companies’
provision coverage ratios improved somewhat
from the end of the first quarter of 2024 stand-
ing at 176.7% at the end of the third quarter
(Figure 1I-1-9).

Figure I1-1-9. Insurance companies loss absorp-
tion capacity

Provision coverage

K-ICS Ratio" i 2)
ratio
= Allinsurance cos. = = Life insurance cos. = = General insurance cos.
(%) (%) (%) (%)
350 1 350 1,000 4 1,000
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250 .- 2
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Notes: 1) Amount of available capital/Amount of required capital.
Based on the RBC ratio until 2022 and the K-ICS ratio (by
applying transitional measures) from 2023 onwards.

2) (Loan loss provisions+Loan loss reserves)/Substandard-or-
below loans.

Source: Financial Institution Business Reports.

The compliance burden of managing the

K-ICS ratio for insurance companies is ex-

pected to further increase in the future. The

recent declining trend in market interest rates,
coupled with the mark-to-market valuation

of insurance liabilities?? introduced in 2023,

appears to be putting downward pressure on

K-ICS ratios.?® A calculation of the interest

rate sensitivity of the K-CIS ratio shows that

for every 1%p drop in interest rates, the K-ICS

ratio falls by 23.3%p.? Meanwhile, supervi-

20) In conjunction with changes in insurance companies’ reserve standards, the deadline for disclosures related to capital
adequacy was temporarily extended by one month to three months from the quarter-end (four months from the year-
end for annual book closing). As a result, the latest available data is as of the end of the second quarter of 2024.

21) Insurance contracts (liabilities) are valued by estimating expected future cash flows and discounting them to their

present value for fair value measurement.

22) Given a balance sheet structure where the duration of an insurance company’s liabilities exceeds that of its assets,
declining market interest rates, as well as lower discount rates, result in a decrease in available capital (accumulated
other comprehensive income (AOCI), asset value increase < insurance value increase) and an increase in required

capital, causing downward pressure on the K-ICS ratio.

23) By type of insurance company, the K-ICS ratio appears to have declined more significantly for life insurance com-
panies (-26.1%p) than for general insurance companies (-19.2%p). The interest rate sensitivity of insurance com-
panies was calculated using the interest rate risk reports by estimating changes in available capital and required
capital resulting from every 1%p drop in interest rates. However, this calculation did not account for the impact of
changes in the discount rate-setting methodology by supervisory authorities on discount rates for insurance liabili-

ties.
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sory authorities” move® toward a stricter ap-
proach to setting discount rates for insurance
liabilities,? including progressively lowering
the rates, is also likely to add to this down-

ward pressure.

Faced with a potential decline in their K-ICS
ratio, insurance companies were seen to be
increasing the volume of equity security is-
sues during the second half of the year? in
an attempt to shore up available capital.?” As
they move into the fourth quarter of 2024,
insurance companies may need to pay partic-
ular attention to their loss absorption capacity
amid an environment defined by a continu-
ously high USD/KRW exchange rate and by

falling market interest rates.

Securities companies’ net capital ratio stood
at 774.2% at the end of the third quarter of
2024. As capital increased from the issuance of
subordinated debt and hybrid securities, both
comprehensive financial investment compa-
nies (1,698.8%) and other securities companies
(458.0%) saw their net capital ratio rise from
the end of the first quarter. For securities com-
panies, whose business models are closely tied
to financial market conditions, market risk ac-
counts for over 50% of their total risk,?® which
suggests that their net capital ratio could
experience some downswings depending on
future levels of volatility in interest rates and
foreign exchange rates. However, given the
modest size of their foreign exchange risk,>
any direct impact on the net capital ratio from

rising exchange rates is likely to be limited.

(%, %p)

[ | K-ICSRatio’ (4) | Estimated K-ICS Ratio When Interest Rates Fall by 1%p (B) | Change (B-A)

Insurance Companies 217.3 194.0 -23.3
Life Insurance Companies 212.6 186.5 -26.1
General Insurance Companies 223.9 204.7 -19.2

Note: 1) As of the end of June 2024, after applying transitional measures.

24) Authorities’ decision to take gradual steps to rationalize the discount rate-setting standard over the three-year peri-
od between 2024 and 2027 is expected to result in a progressive lowering of discount rates. The long-term forward
rate (LTFR), which affects the discount rate on long-term insurance liabilities, will be adjusted downward by 0.25%p
annually. As part of this move toward more rational discount rates, financial authorities also plan to extend the last
observed term (LOT) from the current 20 years to 30 years, which will be implemented in a phased manner over
three years starting in 2025. However, extending the LOT in a situation where market interest rates are below the
long-term forward rate can make the management of capital ratios more challenging for insurance companies, as it
will contribute to lowering the discount rate on long-term liabilities (increase in liabilities).

25) Discount rates applied to insurance liabilities with maturities up to the LOT (20 years), during which market interest
rates can be observed, are calculated by adding a premium to the yields of government bonds with corresponding
maturities (risk-free interest rate term structure). For liabilities maturing after the LOT, for which no market rates can
be observed, the discount rate is calculated through convergence with the long-term forward rate (currently 4.55%).

26) The volume of equity security issues, which increased from KRW 0.1 trillion during the first quarter of 2024 to KRW
1.0 trillion during the second quarter, surged massively from the end of the second quarter when insurance com-
panies experienced a sharp drop in their K-ICS ratio (KRW 3.4 trillion during the third quarter).

27) As a way of managing the K-ICS ratio, some life insurance companies are resorting to coinsurance. Through such
reinsurance, the liability reserves (insurance liabilities) are transferred to the reinsurer along with the assets under
management, thereby shifting both the insurance risk and the interest rate risk to a reinsurer, thus reducing the re-

quired capital.

28) Total risk, which refers to the amount of losses expected in the event of a deterioration in business conditions, is
calculated as the sum of credit, market, and operational risks.

29) A rise in exchange rates can increase a security company’s foreign exchange risk, which is a component of market
risk, by magnifying the KRW-converted value of its foreign exchange exposures. However, as foreign exchange risk
currently makes up for only 3.3% of securities companies’ total risk, a rise in exchange rates is unlikely to have any

significant impact on their net capital ratio.



The provision coverage ratio registered a slight
decline from the end of the first quarter of
2024 to stand at 87.5% at the end of the third
quarter, and it is currently in the high 80%
range after a spike in real estate PF-related
substandard-or-below loans during the fourth
quarter of 2023 (Figure II-1-10).

among credit card companies. The provision
coverage ratio fell from 257.5% to 216.7%
during this period due to a steep rise in capital
companies” substandard-or-below loan bal-
ances™ (Figure I1-1-11).

Figure Il1-1-11. Credit-specialized financial compa-
nies loss absorption capacity

Figure 11-1-10. Securities companies loss ab-
sorption capacity

Provision coverage

. )
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Notes: 1) (Net operating capital-Total risk)/Required capital to maintain
each business unit's license.
2) (Loan loss provisions+Loan loss reserves)/Substandard-or-
below loans.
Source: Financial Institution Business Reports.

Credit-specialized financial companies” ad-
justed capital ratio edged up by 0.7%p from
18.6% at the end of the first quarter of 2024 to
19.3% at the end of the third quarter, lifted by
growth in retained earnings and in other cap-

ital items, which was particularly pronounced

Provision coverage

. . —
Adjusted capital ratio ratio?

= All credit-specialized companies
Capital companies

= = Card companies

(%) (%) (%) (%)
30 130 900 R 9 900
[20-4
20 T2 20 600 [ -4 600
—————193 v
1584.2
10 f 410 300 /\/\\ 300
R16.7
Supervisory Standard
(7~8%)
0 : —o 0 : — 0
Q120 Q122 012403 0120 Q122 012403

Notes: 1) Adjusted capital/Adjusted total assets. Supervisory standard
= 7% (8% for credit card companies).
2) (Loan loss provisions+Loan loss reserves)/Substandard-or-
below loans.
Source: Financial Institution Business Reports.

Generally Adequate Liquidity Response
Capacity

Insurance companies’ liquidity ratio® jumped
by 89.0%p from the end of the first quarter of
2024 to 1,108.9% at the end of the third quar-
ter on the back of an increase in liquid assets

driven by government and public bonds. The

30) Securities companies’ balance of substandard-or-below loans, which showed an uptick during the fourth quarter of
2023, following the adjustment of credit quality classifications for real estate PF loans, further increased during the
second and third quarters of 2024 when real estate PF project sites were reevaluated by supervisory authorities.

31) However, the amount of provisions set aside by credit-specialized financial companies during the third quarter of

2024 was in excess of the required minimum (1.1 times).

32) To alleviate insurance companies’ burden of holding current assets, the supervisory authorities broadened the defi-
nition of liquidity assets (assets with a maturity of three months or less — assets with a maturity of three months or
less and assets easily converted into cash, such as debt securities with a maturity of three months or more, which are
tradable in an active market). As a result, the liquidity ratio increased significantly after the fourth quarter of 2022.
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liquidity coverage ratio,® measuring the abil-
ity to respond to liquidity shocks under stress
conditions, reached 116.7% at the end of the
second quarter, the highest level since this in-
dicator was first tracked, as the amounts of re-
quired funding decreased following changes in
the calculation methodology,*” while available
capital was boosted by the rise in government
and public bond holdings™ (Figure II-1-12).

Figure 11-1-12. Insurance companies liquidity
response capacity

Liquidity ratio" Liquidity coverage ratio?

= Allinsurance companies = = Life insurance companies
—— General insurance companies
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Notes: 1) Liquid assets/Average insurance three-months.
2) Under liquidity stress, available liquidity/Required funding.
Source: Financial Institution Business Reports.

Securities companies’ liquidity ratio, which
recorded a small uptick in late 2023, decreased
thereafter’ to stand at 116.8% at the end of
the third quarter of 2024. The adjusted liquidi-
ty ratio,”” which takes into account debt guar-
antees, and which is a contingent liability, also
fell from the end of the first quarter of 2024 to
105.8% at the end of the third quarter. As for
comprehensive financial investment compa-
nies, their liquidity ratio has been on a slow,
steady decline since 2022 due to increased
funding through repo sales and issued notes®
(Figure 1I-1-13).

33) In order to supplement the drawbacks of existing liquidity ratios (required liquidity is calculated using only the insur-
ance claims paid by insurance companies without taking into account the securitization possibilities of liquidity as-
sets), the supervisory authorities introduced a new liquidity coverage ratio in 2023, which reflects the securitization
possibilities of different assets and required liquidity levels of debt other than insurance claims paid in the calcula-

tion of required liquidity.

34) Financial authorities made some adjustments to the liquidity coverage ratio by reflecting changes in the Internation-
al Association of Insurance Supervisors’ (IAIS) liquidity metrics (June 2024). The total policy reserve requirement
for life insurance companies was removed, which reduced the amount of required funding by KRW 20.5 trillion
compared to the previous quarter. Required funding was also reduced for general insurance companies by KRW
12.5 trillion as the amount is now calculated based only on general insurance policy reserves. In addition, among
the available liquidity items, bonds are now classified as financial bonds (70% — 50%) and as non-financial bonds
(maintained at 70%), with different liquidity coefficients applied.

35) Insurance companies’ balance of government and public bonds, which are treated as available liquidity, stood at
KRW 292.5 trillion at the end of the second quarter of 2024, representing an increase of KRW 4.7 trillion from the

end of the first quarter.

36) This decline appears to have been in part the result of a seasonal factor, whereby securities companies’ liquid lia-
bilities tend to rise during the third quarter as large volumes of equity-linked bonds (ELB) mature during the fourth
quarter. The determination of the liquidity of assets and liabilities is based on whether their remaining maturity is
less than three months. Since the remaining maturities of liabilities maturing during the fourth quarter are less than
three months by the end of the third quarter, they are reclassified as liquid liabilities.

37) This metric, though used as a quantitative measure for assessing management performance, is not a regulatory

indicator.

38) Given the recent period of US dollar strength compared to the KRW, securities companies have generally main-



Figure 11-1-13. Securities companies liquidity
response capacity

Liquidity ratio” Adjusted liquidity ratio?
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Notes: 1) Liquid assets with remaining maturity within three months/
Liquid liabilities with remaining maturity within three months.
2) Liquid assets with remaining maturity within three months/
(Liquid liabilities with remaining maturity within three
months+Debt guarantees).
Source: Financial Institution Business Reports.

Credit-specialized financial companies” li-
quidity ratio slipped slightly from 271.0% at
the end of the first quarter of 2024 to 253.7%
at the end of the third quarter, but still re-
mains far above the regulatory minimum
of 90%. The immediately available liquidity
ratio,® reflecting the ability to respond to li-
quidity shocks under a one-month stress sce-
nario, climbed steeply from 371.4% to 422.3%
during this period (Figure I1-1-14).

Figure Il1-1-14. Credit-specialized financial com-
panies liquid response capacity

Immediately available

Lo -
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Notes: 1) Liquid assets maturing in less than 90 days/Liquid liabilities
maturing in less than 90 days.
2) Immediately available liquid assets/Liabilities maturing in
less than a month.
3) Temporary adjustment in place from December 2022 to
December 2024.
Source: Financial Institution Business Reports.

tained a net foreign currency asset position as of the end of the third quarter of 2024. Moreover, securities com-
panies’ balance of ELS issues has been shrinking, while positive trends have been continuing among overseas
stock indices, serving as the underlying assets for their ELS-related derivatives trading. Accordingly, there is low
likelihood that securities companies would be hit by any wave of margin calls, as they were in March 2020 when
overseas stock indices plummeted, or that their liquidity conditions would deteriorate much as a result.

39) The immediately available liquidity ratio was introduced in 2022 as part of the expansion and reorganization of
liquidity monitoring indicators for credit-specialized financial companies, which took place in February 2020. The
immediately available liquidity ratio is calculated by dividing immediately available liquidity assets (sum of cash and
deposits, immediately marketable securities, and unused credit lines) by borrowings maturing within a month.
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Box 7.

Assessment of Recent
Loss-Absorbing Capacity and
Liquidity Response Capability
at Savings Banks"

The lingering uncertainty related to the re-
structuring of real estate project financing (PF)
projects at a time when mutual savings banks
are experiencing a sharp deterioration in asset
quality could spell further trouble for the sec-
tor. Below is an assessment of mutual savings
banks’ loss absorption capacity and their liquid-
ity response capacity, followed by an analysis of
the implications.

Assessment of Mutual Savings Banks’
Loss Absorption Capacity

Sound loss absorption capacity at the over-
all sector level, with weakening seen at some
institutions

Despite a decline in earnings performance, the
mutual savings bank sector’s average capital
adequacy ratio? has continued on an upward
trend to stand at 15.2% at the end of the third
quarter of 2024, well above the supervisory
standard ratio® (7%, 8% for institutions with
KRW 1 trillion or more in total assets), with all

institutions exceeding the supervisory standard.

Notwithstanding that, as many as 21 mutual
savings banks? whose capital adequacy was
below the sector average at the end of the third
quarter of 2024 have been seeing their ratio de-
cline since late 2022. When changes in capital
ratios were examined by separating these 21
mutual savings banks (Group B) from the rest of
the institutions (Group A), the two groups had
roughly similar ratios at the end of 2022. Howev-
er, the gap between them progressively widened
in subsequent periods, as Group A continued
on an upward trajectory while Group B moved

further downward (Box 7-1).

Box 7-1. Mutual savings banks’ BIS capital ade-

quacy ratio"
Trend Distribution?
(%) -~ Group A (%) (%p)
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Capital adequacy ratio(%)

Notes: 1) Equity capital/risk-weighted assets (BIS ratio).
2) Capital adequacy ratio at the end of Q3 2024 (x axis). %p
change of the ratio from the end of 2022 (y axis).
Source: Financial Institution Business Reports.

1) This article was authored by Kang Jung-mi, Moon Jee-hee, and Bang Nu-ri (Small and Medium-sized Financing
Analysis Team) and was reviewed by Shin Jun-young (director of the Financial Risk Analysis Division) and Moon
Yong-pil (head of the Small and Medium-sized Financing Analysis Team).

2) BIS capital adequacy ratio (= Equity capital / Risk-weighted assets). Hereafter, throughout this article, the terms

" o«

“capital adequacy ratio”, “equity capital”’, and “risk-weighted assets” will be used as defined by the BIS.

3) Supervisory standard +3% is currently recommended by supervisory authorities, which otherwise encourages mu-
tual savings banks to maintain the ratio in excess of the recommended range.

4) At the end of September 2024, Group B's total assets accounted for 17.1% of the industry's total assets. The average
total asset size of Group B stood at KRW 1.0 trillion, which is relatively smaller than that of Group A (KRW 1.7 trillion).



The declining capital adequacy ratio in Group B
appears to reflect the fact that these institutions
have experienced a more significant deteriora-
tion in asset soundness® and profitability than
their peers in Group A due to, among other
factors, a higher share of PF loans in their loan
portfolios. In the third quarter of 2024, while net
income turned positive for mutual savings banks
in Group A, helped by a decrease in bad debt
expenses, net income for Group B institutions
remained negative (Box 7-2).

Box 7-2. Change in asset soundness and profit-
ability by savings bank

Substandard-or-below : .
Net income?

loan ratio”
© Group A Group A
Group B Group B
(%) (%) (KRW billion)  (KRW billion)
18 118 6 1 16
4 14
27 12
12 - 1 12
101 0 ' 0
2 H -2
6 r 16
4+ 4 -4
-6 1 -6
0 . 0 -8 - - -8
0422 0423 0324 Q422 Q423 0324

Notes: 1) Group average at the end of each period.
2) Quarterly group average.
Source: Financial Institution Business Reports.

Shrinking assets eroding revenue base, con-

cerns over increased risk-taking

As part of an attempt to stave off the decline in
their capital ratio caused by accumulated defi-
cits, mutual savings banks considerably reduced
their stock of risk-weighted assets. Mutual sav-
ings banks’ retained earnings fell by more than
KRW 1 trillion to KRW 6.8 trillion at the end of the
third quarter of 2024, from KRW 7.9 trillion at the
end of 2022, dragged down by deficits built up
since 2023. However, their overall equity capital
was maintained at KRW 15.5 trillion at the end of
the third quarter of 2024, the same level as at the
end of 2022, shored up by secure capital (+KRW
0.5 trillion) and by additional Tier 2 capital (+KRW
0.3 trillion).

Risk-weighted assets® decreased by KRW
15.8 trillion, from KRW 117.9 trillion at the end of
2022 to KRW 1021 trillion at the end of the third
quarter of 2024, which effectively helped lift the
capital adequacy ratio (Box 7-3). Mutual savings
banks appear to have actively engaged in de-
leveraging during this period by restricting new
loans through more conservative lending practic-
es and by selling non-performing loans.”

5) Between the end of 2022 and the end of the third quarter of 2024, the substandard-or-below loan ratio of Group B
institutions increased at a faster rate (+9.1%p) than did that of their peers in Group A (+6.5%p, 3.6% — 10.1%), from

3.9% to 13.0%.

6) Based on the risk-based value of the loan portfolio, calculated by assigning a risk weight to each asset. While a
weight of 35%~100% is applied to residential mortgage loans according to the level of risk, non-residential mort-
gage loans carry a higher risk weight of 100%. Of the non-residential mortgage loans, PF loans are given a weight
of 120%~150% for values in excess of the credit limit. However, since the second quarter of 2023, mutual savings

banks have had no remaining balance of PF loans.

7) Between the end of 2022 and the end of the third quarter of 2024, corporate loans decreased by KRW 18.0 trillion,
driven by a reduction in real estate-related loans, while household loans contracted by KRW 0.7 trillion with a partic-

ularly large decrease seen in unsecured household loans.
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Box 7-3. Change in mutual savings banks’ equity
capital and risk-weighted assets

Equity capital Risk-weighted assets

Comprehensive tier 1 capital’
Retained earnings m Tier 2 capital”

Loan loss provisions® ™ Other assets’
Residential mortgage loans
Non-residential mortgage loans

(KRW trillion)  (KRW trillion) (KRW trillion)  (KRW trillion)

20 7 20 150 7 150
2.2 120 1 120
AITITE 1 |
UL LTSS
1011 Tier 1 capital 1060 f 1 60
30 1 q1 30
5 5
0 . 0
0 : 0o 30" 30
Q422 Q423 0324 Q422 Q423 0324

Notes: 1) Including surplus capital and miscellaneous items added to,
or subtracted from, Tier 1 capital.

2) Including long-term “business normalization” borrowings
and deductions.

3) Loan loss provisions for substandard-or-below-loans, not
recognized in Tier 2 capital, which are deducted from risk-
weighted assets.

4) Loans and beneficiary certificates issued to financial
institutions or government institutions.

Source: Financial Institution Business Reports.

Amid the downturn in profitability since late
2022, a substantial number of mutual savings
banks experienced a decline in retained earn-
ings. The larger the decline in retained earnings,
the more actively a mutual savings bank tended
to reduce its risk-weighted assets, likely as a

measure to maintain its capital ratio.

Such a reduction in assets, while it can boost
the capital ratio, can also erode their revenue
base, adversely affecting earnings performance.
Moreover, this can set the stage for excessive
risk-taking behavior when financial conditions
ease, increasing risk across the broader finan-
cial system. For example, during the COVID-19
pandemic, small-size mutual savings banks with
relatively fewer assets and weaker revenues (as
of the end of 2018) were seen to be aggressively
expanding risky assets, such as PF loans, by

taking advantage of abundant liquidity under an
accommodative interest rate environment (Box
7-4).

Box 7-4. Change in mutual savings banks’ invest-
ment in risky assets by revenue base size

Portfolio share of PF
loans by asset size?

Retained earnings and
risk-weighted assets?
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Notes: 1) Change in retained earnings and the balance of risk-
weighted assets between the end of 2022 and the end of
the third quarter of 2024 (excluding outliers where risk-
weighted assets decreased by more than KRW 1 trillion).

2) Portfolio share of PF-type loans (PF loans, land mortgages)
as of the end of the second quarter of 2024 by the size of
total assets as of the end of 2018 (over KRW 2 trillion =
large, over KRW 1 trillion = medium, less than KRW 1 trillion
= small).

Source: Financial Institution Business Reports.

Assessment of Mutual Savings Banks’
Liquidity Response Capacity

Liquidity ratio and internal liquidity at ac-

ceptable levels

Based on the liquidity ratio and internal liquid-
ity, mutual savings banks’ liquidity response
capacity appears to be sufficient. Despite wide
fluctuations in the size of liquid liabilities, the
liquidity ratio (sector average) has continuously
remained above the supervisory standard, as
the liquid assets scale has been maintained at
stable levels. The level of internal liquidity® has
been consistently kept at 10% or more of total

8) In this article, internal liquidity is defined as assets that can be readily converted to cash in the event of a liquidity
stress, such as cash, deposits (excluding reserves), and trading securities.



deposits, a level recommended by the Korea
Federation of Savings Banks. At the end of the
third quarter of 2024, mutual savings banks’
internal liquidity hit a new high of 13.2% (sector
average).”? Even when Group A and Group B
were examined separately, the liquidity ratio of
Group B institutions was not measurably lower
than that of their peers in Group A, while their
ratio of internal liquidity relative to deposits was
even higher than the latter’s, suggesting that the
mutual savings bank sector’s liquidity response
capacity is broadly sound' (Box 7-5).

Box 7-5. Mutual savings banks’ liquidity ratio”
and internal liquidity?

Liquidity ratio® Internal liquidity

=== Group A Deposit balance (a, LHS)
Group B Internal liquidity balance (b, LHS)
— Sector average -0- b/a (RHS)
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Notes: 1) Liquid assets/Liquid liabilities with remaining maturity less
than 3 months.
2) Sum of cash, deposits (excluding reserves), and trading
securities.
3) A supervisory standard liquidity ratio of 100% applies for
mutual savings banks (Article 40-4).
Source: Financial Institution Business Reports.

Deposit characteristics calling for vigilance

against a rise in liquidity risk

The characteristics of deposit products offered
by mutual savings banks, such as rollover time
deposits and online bank deposits, suggest
that potential outflows of funds in situations of
financial stress may have become greater in size,
compared to the past. The share of rollover time
deposits among total deposits has steadily grown
since the end of 2022, to 25.1% at the end of
the third quarter of 2024. Online bank accounts
(internet and mobile banking), from which funds
can be withdrawn more easily, also accounted
for a high amount of 33.9% of total deposits at
the end of the third quarter of 2024 (Box 7-6).

Box 7-6. Mutual savings banks’ balance and
share" of rollover time deposits and
online banking deposits?

Rollover time deposits  Online bank deposits

Balance (LHS) ©- Share (RHS) Balance (LHS) “©- Share (RHS)

(KRW trillion) (%) (KRW trillion) (%)
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Notes: 1) Share relative to total deposits
2) Internet and mobile banking
Source: Financial Institution Business Reports.

9) A simultaneous withdrawal of about 10% of total deposits is generally considered to signal a bank run.

10) Meanwhile, the amount of available liquidity support from the Korea Federation of Savings Banks, calculated based
on mutual savings banks’ reserves and deposits, stood at KRW 10.2 trillion at the end of the third quarter of 2024,
large enough to meaningfully assist them in the event of a bank run.

11) Rollover time deposits are time deposits that are automatically renewed at maturity by redepositing both the princi-
pal and interest on the same terms. While the length of maturity is most often two to five years, funds can be freely
withdrawn during the annual rollover period. As interest is paid on a yearly basis at the time of rollover, with a new
interest rate set every year, the actual length of maturity on these deposit products may be considered to be one
year. However, liquidity requirements are currently calculated based on their nominal length of maturity, which can
lead to an inaccurate representation of the duration of liabilities.
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Implications

Despite deteriorating asset soundness and prof-
itability, mutual savings banks’ capital adequacy
ratio appears to have remained at an adequate
level. However, given the weakening of loss ab-
sorption capacity seen at some institutions and
the reduction of assets, which could jeopardize
mutual savings banks’ long-term capacity to
generate profit, as well as encourage excessive
risk-taking behavior, a close examination of their
business conditions may be necessary.

Moreover, although the sector’s liquidity re-
sponse capacity seems broadly satisfactory,
individual institutions must keep up efforts to
build sufficient liquidity buffers, including depos-
its by financial institutions that can be used to
quickly respond to sudden outflows of deposits,
while also continuously improving their liquidity
response plan (BCP) to prepare for potential
bank runs. Finally, they must explore ways to
closely cooperate with the Korea Federation of
Savings Bank and its member institutions on the
goal of strengthening the overall sector’s liquidity

response capacity.



Box 8.

The Impact of Rising Foreign
Exchange Rates on Financial
Soundness at Domestic Finan-
cial Institutions”

After a stable trend amid growing expectations
of rate cuts by the US Federal Reserve, the
USD/KRW exchange rate embarked on a steep
upward trajectory during the fourth quarter of
2024, based on uncertainty surrounding the
outcome of the US presidential race and strong
US economic indicators. A sudden and sharp
appreciation in the value of the US dollar against
the Korean won can adversely affect the loss
absorption capacity and liquidity at financial in-
stitutions. The following is an examination of the
impacts of exchange rate volatility on the sound-
ness of Korean banks and NBFIs.

Banks

In order to mitigate foreign exchange risk, do-
mestic banks hold foreign currency assets
roughly equal to the amount of foreign curren-
cy liabilities. This is likely to limit the impact of
currency volatility on their financial position and
could even result in unrealized exchange rate
gains as their foreign currency assets currently
slightly exceed their foreign currency liabilities.?

At the same time, the appreciation of the US

dollar can increase the KRW-converted value
of banks’ risk-weighted assets (RWA), thereby
lowering their total capital ratio (total capital/
risk-weighted assets). However, at the end
of the third quarter of 2024, foreign currency
risk-weighted assets accounted for only 22.6%
of banks’ total risk-weighted assets, significantly
lower than during the second half of 2022 (26.2%
at the end of the third quarter of 2022), a period
which saw a massive rally in the US dollar,® sug-
gesting that the negative impact of exchange rate
volatility could be relatively negligible (Box 8-1).

Box 8-1. Commercial banks’ foreign currency
RWA and liquidity coverage ratio (LCR)"?
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—=- Foreign currency RWA as % of total RWA (RHS) -=- Exchange rate (RHS)
(KRW trillion) (%) (%) (USD/KRW)
300 140 120 - 4 1,600
200 130 110 F A {1,400
I' ‘I "‘\
s ,'l i ’/“\ /’ A
! ar | | v
// T ’\\/, £ 2.6 ,” 1/
1
100 [ 420 100 | 11,200
0 : : 10 90 L L 1,000
Q122 0123 Q124 Q3 0122 Q123 Q124 Q3

Notes: 1) Based on the total LCR (high-quality liquid assets/net cash
outflow over a 30-day horizon).
2) The shaded areas represent periods during which the US
dollar appreciated sharply against the KRW.
Source: Financial Institution Business Reports.

Meanwhile, a sudden appreciation in major
currencies against the KRW can also put down-

ward pressure on banks’ liquidity coverage ratio

1) This article was authored by You Hee-joun, Oh Min-suk, Heo Jin-woo (Foreign Exchange Prudential Review Team),
Lee Jun-sung, Kang Jae-hoon (Financial Investment & Insurance Risk Analysis Team), and Park Jae-hyun (Bank Risk
Analysis Team) and was reviewed by Nam Sun-woo (director of the Foreign Exchange Business Division), Shin Jun-
young (director of the Financial Institution Risk Analysis Division), Kim Min-kyoo (head of the Foreign Exchange Pru-
dential Review Team), and Kim Kyung-sup (head of the Financial Investment & Insurance Risk Analysis Team).

2) At the end of September 2024, domestic banks’ foreign currency assets exceeded their foreign currency liabilities by

USD 10.3 billion.

3) Even when the value of foreign currency risk-weighted assets was converted using the USD/KRW exchange rate on
December 10, 2024 (1,433.2, Seoul Money Brokerage), their share of commercial banks’ total risk-weighted assets
was still below the level at the end of the third quarter of 2022, amounts to only 24.3%.
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(LCR)* if high-quality liquid assets® are used to mest
additional margin requirements related to trading in
QTC foreign exchange derivatives. However, given
the fact that banks have more conservatively man-
aged their foreign currency liquidity in response to
the strengthening of the US dollar® and that con-
tract exchange rates” on their short positions® in
currency derivatives are currently higher than during
the second half of 2022, decline in the liquidity cov-

erage ratio is unlikely to be significant.

NBFls

The appreciation in the value of the US dollar im-
pacts the financial soundness at NBFls by affect-
ing their foreign currency assets and liabilities and
the currency derivative positions? that are linked
to them. This section looks at the effects of a ris-
ing USD on insurance and securities companies,
as well as on credit-specialized financial compa-
nies and asset management companies, and on

the investment funds operated by them.

Insurance companies

The impact of a rising US dollar on the K-ICS
ratio (available capital/required capital), a capital
adequacy indicator for insurance companies,
is likely to be moderate. A strong US dollar
can lead to some increase in available capital
by driving up the KRW-converted value of un-
hedged foreign currency assets.'” However, the
boosting effect for available capital is expected
to be insubstantial as most of insurance compa-
nies’ foreign currency assets are hedged assets.
Regarding required capital, although a surge in
the price of the US dollar compared to the KRW
can increase the amount of currency risk," the
impact is likely to be negligible since its calcu-
lation takes into account risk mitigation through
hedging, and currency risk makes up a low
share of insurance companies’ required capital
(about 6%'?)'® (Box 8-2).

4) A liquidity indicator measuring a financial institution’s ability to respond to a sudden outflow of liquidity over a 30-day
period, calculated by dividing high-quality liquid assets by the net cash outflow expected over a 30-day horizon.

5) When the USD/KRW exchange rate rises, unrealized losses from currency derivatives trading (buy and sell positions)
result in additional margin requirements. Domestic banks most often meet additional margin requirements by de-
positing government bonds or monetary stabilization bonds, which lowers their balance of high-quality liquid assets,

the numerator in the total LCR formula.

6) According to survey responses, domestic banks have adopted a strategy of holding ample foreign currency liquidity
to cushion against any market volatility, whose levels have increased considerably since the COVID-19 pandemic.
This is reflected in their average monthly foreign currency LCR, which gradually rose from 112% in 2021 to 148% in

January to August 2024.

7) A higher contract exchange rate tends to limit the size of additional margins that may be required as a result of cur-
rency volatility. At the end of August 2024, contract exchange rates on domestic banks’ short positions in currency
derivatives were in the range of KRW 1,300, significantly higher than KRW 1,200 seen at the end of the third quarter

of 2022.

8) At the end of August 2024, the balance of domestic banks’ short positions in currency derivatives were lower than

they were at the end of the third quarter of 2022 by more than USD 30 billion.

9) Risk from a sudden appreciation in the value of the US dollar arises via unrealized losses on foreign exchange deriv-

atives, resulting in funding needs to meet additional margin requirements.

10) Insurance companies most often hedge their foreign currency investments using currency swaps (buy and sell
positions). Unrealized exchange rate gains from currency volatility occur only on unhedged foreign currency assets.
Currently, hedged assets make up the bulk of insurance companies’ overseas investment assets.

11) Foreign exchange risk quantifies economic losses expected from currency volatility. It is calculated by adding the
risk from rising exchange rates or the risk from falling exchange rates, whichever is greater, to price volatility risk.

12) The recent tightening by financial supervisory authorities of the rules related to the currency hedging of overseas
investment funds resulted in a sharp rise in currency risk at the end of 2023.

13) Nonetheless, since the higher KRW-converted value of foreign currency assets raises the amount of credit risk, this
can result in some increase in required capital. Credit risk, calculated by multiplying the exposure of each asset by
a risk coefficient and adding up the results, tends to edge higher when the KRW value of foreign currency assets is
pushed up by a rising USD/KRW exchange rate. The increase in credit risk in times of an appreciation in the US dollar
tends to be greater for institutions holding large amounts of foreign currency assets with high credit risk. Credit risk
related to foreign currency assets currently accounts for over 20% of total credit risk at some insurance companies.



Box 8-2. Insurance companies’ foreign exchange
risk"?

— Exchange rate (LHS) — Foreign exchange risk (RHS) — Foreign exchange risk/required capital

(USD/KRW)  (KRW trillion) (%) (%)
1,600 120 20 7 20

115 15 |

1,400

f« 10 10 b0
1,000

800 . . ! 0
7 19 21 230224 1719 21 230224

1,200

Notes: 1) A required capital item. Following changes in the calculation
method of required capital under the new capital regime(K-
ICS), introduced in 2023, foreign exchange risk is reflected
to a greater extent than under the RBC framework.

2) End-period basis. The shaded areas represent periods

during which the US dollar appreciated sharply against the
KRW.

Source: Financial Institution Business Reports.

Concerning liquidity, a rising USD/KRW ex-
change rate can lead to additional KRW funding
requirements for insurance companies by raising
the cost of hedging during the rollover' of for-
eign exchange derivatives contracts. Meanwhile,
should a significant appreciation of the US dollar
against the KRW trigger variation margin calls

on currency derivatives,'® the current size of in-
surance companies’ KRW-denominated bond
holdings'™ suggests that they have sufficient

capacity to meet them.

Securities companies

Amid new measures to improve foreign ex-
change soundness' undertaken by financial
supervisory authorities, securities companies’
net foreign exchange positions (foreign currency
assets-foreign currency liabilities) have only been
allowed to be long (assets>liabilities),'® which will
likely result in unrealized exchange rate gains
when the US dollar rises against the KRW. Such
a financial structure suggests that the net capi-
tal ratio'(NCR), measuring capital adequacy at
securities companies, will not be overly affected
by currency volatility. This is because when the
foreign exchange position is a net asset position,
the appreciation in major currencies causes the
net working capital to increase at the same time
as total risk (currency risk?® plus credit risk").
Although securities companies’ currency risk
has edged higher amid the US dollar’s rally since

14) Currently, domestic insurance companies’ investments in long-term foreign currency assets are funded through

medium-term foreign currency funds.

15) When the spot exchange rate is higher than the strike exchange rate, this leads to unrealized losses on currency
derivatives and variation margin calls may be issued as a result.

16) As of the end of June 2024, the portion of insurance companies’ total government bond holdings that is available
for unrestricted use stood at KRW 292.5 trillion (based on available liquidity under the liquidity coverage ratio frame-

work).

17) Including the requirement to hold liquid foreign currency assets (effective as of January 2022), the introduction of
three indicators to monitor foreign exchange conditions (foreign currency funding and required funding, foreign
currency asset-liability gap, foreign currency financing and investment maturity indicator), and the requirement to

conduct foreign currency stress tests.

18) As of the end of September 2024, securities companies’ net foreign exchange position was long USD 10.6 billion,

representing 16.7% of equity capital.

19) The net capital ratio is calculated by subtracting total risk exposure from net working capital and dividing the result
by the required equity capital. Total risk is the sum of credit risk, market risk (including currency risk), and opera-

tional risk.

20) Currency risk is a quantified measure of losses in foreign exchange positions expected from currency volatility.

21) Credit risk is a quantified measure of credit losses expected from a counterparty’s failure to meet their contractual
obligations, calculated by applying a risk value for each counterparty. In the case of securities companies’ foreign
currency assets and foreign exchange derivatives (based on long forward positions), a rise in the value of major
currencies against the KRW can increase the KRW-converted value of credit risk.
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early 2024, their total risk has not increased sig-
nificantly as foreign currency asset-related credit
risk has only a marginal influence on their total
risk?? (Box 8-3).

Box 8-3. Securities companies’ foreign exchange

risk"?
— Exchangerate (LHS) — Foreign exchangerisk (RHS) ~ — Foreign exchange risk/Total risk
(USD/KRW)  (KRW trillion) (%) (%)
1,600 130 10 710
125 of {s
1,400
2.0
6 16
1,200 1.5
4 14
1.0
L0001 W
1 05 2 2
800 L z S 00 0 L L s 0
17 19 21 23 0324 17 19 21 23 0324

Notes: 1) A total risk item.
2) End-period basis. The shaded areas represent periods
during which the US dollar appreciated sharply against the
KRW.
Source: Financial Institution Business Reports.

In terms of liquidity, a higher USD/KRW ex-
change rate can unfavorably impact securi-
ties companies with short positions in foreign
currency repos that are collateralized by KRW
securities, as the declining value of the KRW
securities may require them to deposit additional
securities to top up the collateral. However, giv-
en the current size of high-quality liquid assets

held by securities companies,? any liquidity bur-
den from exchange rate movements is expected
to be limited.?*

Asset management companies (investment
funds) and credit-specialized financial com-

panies

For investment funds operated by asset man-
agement companies and for credit-specialized
financial companies, a rise in the USD/KRW
exchange rate mainly affects their liquidity con-
ditions. Asset management companies raise
foreign currency funds to finance the purchase
of foreign currency assets for their investment
fund portfolios. Most of their foreign currency
assets are hedged against exchange rate risk
through currency swaps and other derivatives.
An upward movement in the US dollar can make
it more costly for asset management companies
to roll over their hedge instruments.?® However, it
is likely to have no effect on margin-related fund-
ing needs, as asset management companies
are generally not required to deposit additional
margin based on fluctuating exchange rates for
their derivatives positions.?®

The impact of currency volatility on credit-spe-
cialized financial companies is also expected to

be moderate as they generally hedge their posi-

22) Securities companies’ currency risk value is only 8%. Currency risk, moreover, accounts for a small share of total
risk. As the credit risk value is also low, in the range of 0%~32%, a rising USD/KRW exchange rate is unlikely to lift
the KRW value of total risk in any substantial manner. As for comprehensive financial investment companies, the
credit risk related to their foreign exchange positions represents about 10% of total credit risk.

23) As of the end of September 2024, KRW 56 trillion worth of securities companies’ government bond and mone-
tary stabilization bond holdings were available for unrestricted use (based on liquid assets under the liquidity ratio

framework).

24) Moreover, any increase in demand for won-denominated bonds appears unlikely to have a sizable impact on the
won bond market. At the end of September 2024, the balance of government bond and monetary stabilization

bond issues stood at KRW 1,214 trillion.

25) Additional funding requirements are met either through asset management companies’ own funds, by making a
capital call to customers (for private equity funds), or by liquidating overseas assets (for public offering funds).

26) Most asset management companies are under a deferral agreement concerning margin requirements for their OTC
derivatives positions. Because of this, they are not obligated to submit additional funds at each significant move-
ment in an exchange rate that causes their positions to decrease in value.



tions against exchange rate risk when financing
foreign currency liabilities. Although their foreign
exchange position is currently short, most of
their foreign currency liabilities, which consist
mainly of Korean paper (hereafter “KP”), are
hedged using currency swaps. Moreover, the
net position is short by only a small amount,?”
pointing to a negligible impact of a higher USD/
KRW exchange rate.?®

Assessment

A further rise in the USD/KRW exchange rate,
even if significant, is unlikely to have an outsized
impact on financial institutions’ capital ratios
or on their overall soundness. Nevertheless, it
should be borne in mind that managing liquid-
ity may become challenging at some financial
institutions if their short-term funding needs
increases amid a spike in the exchange rate
due to factors such as the mismatch between
the receipt and payment of margin on currency
derivatives,?® year-end cash flow management
needs, or the normalization of the regulatory
LCR.®9 Policy efforts are necessary to prevent

the concentration of funding requirements in

periods of high exchange rates, for example
by encouraging longer maturity currency swap
contracts. Meanwhile, banks must pay special
attention to the management of risk-weighted
assets in periods of sharp appreciation of the
US dollar, as their sudden reduction to meet the
BIS capital adequacy requirement®” could nega-
tively affect the supply of credit.

27) As of the end of September 2024, the net foreign exchange position was short USD 300 million, with the spot posi-
tion short USD 18.9 billion and the forward position long USD 18.6 billion.

28) When a higher USD/KRW exchange rate does not significantly worsen conditions for the issuance of KP, it can
increase the inflow of won funds during the refinancing of KP or during the renewal of currency swap contracts.
However, if conditions in the KP market are such that refinancing rates are high or if refinancing is otherwise diffi-
cult, this will be compensated by increasing funding from domestic sources. If this happens, it will have the unde-

sirable effect of pushing up won interest rates.

29) In the current situation where domestic banks’ long and short positions are nearly the same in size, the net value
of margin calls paid must be theoretically close to nil. However, due to the asymmetry between the receipt and
payment of margin, financial institutions sometimes have to deposit substantial amounts of additional margin. For
example, margin received from insurance companies (most often bonds) is pledged assets, whose ownership, in
other words, is not transferred to the receiver (title transfer), and, for this reason, cannot be re-used to satisfy oth-
er margin requirements. Meanwhile, margin requirements are waived for asset management companies and for

non-financial corporations.

30) The regulatory minimum, currently at 97.5%, is due to revert to the normal level of 100% in January 2025 (90% Jul.
2022 — 92.5% Oct. 2022 — 95% Jul. 2023 — 97.5% Jul. 2024 — 100% Jan. 2025 (scheduled)).
31) When banks reduce risk-weighted assets in order to meet capital adequacy requirements, they tend to first cut

back on unsecured consumer and corporate loans.
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2. External Payment Capacity

Korea’s external payment position appears
to be strong.

Net external assets declined slightly as the
growth in external assets was outpaced by
the growth in external debt, while the pro-
portion of short-term external debt edged
higher. However, Korea remains a net cred-
itor to the rest of the world, with its ratio of
short-term debt to total external debt trend-
ing below historical averages (Figure I1-2-1).

Modest Decline in Net External Assets

Korea’s net external assets (external assets-ex-
ternal debt) decreased by USD 6.6 billion
from USD 384.6 billion at the end of the first
quarter of 2024 to USD 378.0 billion at the end
of the third quarter. Although external assets
increased significantly (+USD 28.6 billion),
this was more than offset by a larger increase
in external debt (+USD 35.2 billion) (Figure II-
2-2).

Figure I1-2-2. Net external assets in debt instru-
ments”

Figure I1-2-1. Map of changes in external pay-
ment capacity indicators?”

— Target period?
— Long-term average

== Previous target period®

Net external assets

AN
Official foreign Short-term external

reserves debt/External debt

Short-term external
debt/Official foreign
reserves

External debt/
Nominal GDP

Notes: 1) All indicators standardized based on their long-term
averages (5-year) and visualized as relative values for the
current and previous periods.

2) As of the end of Q3 2024 (end of November for official
foreign reserves).

3) As of the end of Q1 2024 (end of May for official foreign
reserves).

Source: Bank of Korea.

I Net external assets
— External assets in debt instruments

(USD 100 million)

— External debt
(USD 100 million)
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7,027
6,000 ///\/W\/ o
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3,780
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Note: 1) End-quarter balance basis.
Source: Bank of Korea.

At the end of the third quarter of 2024, ex-
ternal assets stood at USD 1.0807 trillion, an
increase of USD 28.6 billion compared to the
end of the first quarter (USD 1.0521 trillion).
A particularly sharp increase was seen in oth-
er sectors (+USD 21.1 billion), driven mostly
by a rise in portfolio investment in overseas
securities and overseas deposits by non-bank
financial institutions and individual investors.
The external assets of the general government
climbed by USD 6.7 billion, buoyed by ex-



panded investment in overseas securities by
the National Pension Service. Deposit-taking
corporations” external assets grew by USD 1
billion, an increase mainly accounted for by
overseas deposits by foreign bank branches.
Meanwhile, the central bank’s external as-
sets contracted by USD 0.2 billion despite an
upturn in official reserves, as this was out-
weighed by a decline in other foreign currency
deposits (Figure 1I-2-3).

Figure I1-2-3. Changes in external assets in debt
instruments by sector

deposit-taking corporations edged up by USD
3.5 billion on increased borrowings by foreign
bank branches. The external assets of other
sectors jumped by USD 12.7 billion on grow-
ing direct investment in domestic companies’
debt instruments by foreign firms and the ex-
panded issuance of foreign currency-denom-
inated securities by NBFIs and private firms
(Figure 11-2-4).

Figure I1-2-4. Changes in external debt by sector

Q323 Q423 mm Q124 Q224 mm Q324
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300

-200

222

General
government

Central
bank

Deposit-taking
corporations

(USD 100 million)
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General Central  Deposit-taking Other
government bank corporations  sectors’

Note: 1) Including financial corporations (securities companies, asset
management companies, insurance companies, etc.) and
non-financial corporations.

Source: Bank of Korea.

At the end of the third quarter of 2024, exter-
nal debt reached USD 702.7 billion, represent-
ing an increase of USD 35.2 billion compared
to the end of the first quarter (USD 667.5 bil-
lion). The external debt of the general govern-
ment and the central bank rose by USD 17.1
billion and USD 1.9 billion, respectively, due
to an increase in foreign portfolio investment
in KRW-denominated bonds and the KRW
rally against the US dollar, raising the dol-
lar-converted value of the balance of foreign
holdings of KRW bonds. The external debt of

Note: 1) Including financial corporations (securities companies, asset
management companies, insurance companies, etc.) and
non-financial corporations.

Source: Bank of Korea.

The ratio of external debt to nominal GDP
inched higher to 37.6% at the end of the third
quarter of 2024 from 36.0% at the end of the
first quarter. The short-term debt-to-total
external debt ratio (22.6%) saw a small uptick
from the first quarter (21.1%), reflecting the
increase in short-term obligations during this
period. However, the share of short-term debt
in total external debt still remains significant-
ly below the average since 2020 (26.2%) (Figure
I1-2-5).
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Figure I1-2-5. Short-term external debt relative to
total external debt?

Figure I1-2-6. Balance of and changes in official
foreign reserves"

I External debt/Nominal GDP
—— Short-term external debt/Total external Debt

(%) (%)

50 r 50
Short-term external debt/
Total external debt
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30 30
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10 10

0 0
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Note: 1) End-quarter basis.
Source: Bank of Korea.

Rising Foreign Exchange Reserves

As of the end of November 2024, Korea’s for-
eign exchange reserves totaled USD 415.39
billion, indicating an increase of USD 2.56 bil-
lion since the end of May (USD 412.83 billion).
Despite a decline in the dollar-converted value
of non-dollar foreign currency assets due to
the strengthening of the US dollar, the reserve
balance was lifted by robust returns on assets
and by an increase in financial institutions'
foreign currency deposits with the Bank of
Korea (Figure II-2-6).

Meanwhile, rising short-term external debt
pushed up its ratio as a share of reserves by
4.2%p to 37.8% at the end of the third quar-
ter of 2024 from 33.6% at the end of the first
quarter (Figure I11-2-7).

— Balance (LHS) W Change (RHS)
(USD 100 million) (USD 100 million)
5000 1 200
4,500 4 100
4,153.9
\
- ||| T 1
3,500 1 -100
3,000 * - -200
Jan. 22 Jul. Jan. 23 Jul. Jan. 24 Jul. Nov.
Note: 1) Balances at month-ends, changes during the month.
Source: Bank of Korea.
Figure Il1-2-7. Short-term external debt-to-re-
serves ratio”
i Short-term external debt (LHS)
= Short-term external debt/Reserves (RHS)
(USD 100 million) (%)
2,500 r Short-term external 7 50
debt/Reserves
(post-2020 average )
2000 | 376 /N0 1 40
37.8
7.3
1,500 30
1,000 20
500 10
0

Q120 Q121 Q122 Q123 Q124 Q3

Note: 1) End-quarter basis.
Source: Bank of Korea.



As of the end of November 2024, marketable
securities (89.6%) and deposits (4.6%) made up
the bulk of Korea’s foreign exchange reserves.
Marketable securities mainly consisted of
highly liquid safe assets, such as government

bonds, government institution bonds, and as-

set-backed securities (Figure I1-2-8).

Figure I1-2-8. Composition of official foreign
reserves’
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Notes: 1) End-period basis.
2) Gold, SDRs, etc.
Source: Bank of Korea.
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3. Financial Market Infra-
structures

The value of settlement has steadily in-
creased in BOK-Wire+ and in other major
payment and settlement systems, including
in the retail payment, securities settlement,
and foreign exchange settlement systems.
Settlement risk has been appropriately
managed.

BOK-Wire+

In the third quarter of 2024, the average daily
value settled over BOK-Wire+, providing final
settlement of obligations between financial
institutions, hit KRW 615.8 trillion, signifi-
cantly above the corresponding figure for last
year (KRW 554.6 trillion).

The maximum intraday overdraft cap utiliza-
tion rate and the proportion of payment orders
in queue, two indicators of settlement liquid-
ity levels among BOK-Wire+ participants,
remained broadly stable at 21.4% and 4.8%,
respectively. The portion of the total value that
was settled near the closing time (16:00-17:30)
was roughly unchanged from the same peri-
od a year ago (52.0%), amounting to 52.5%.
The closing time of BOK-Wire+ was extended
twice during this period (Figure II-3-1).

Figure I1-3-1. Risk indicators related to BOK-
Wire+ and Extension of BOK-Wire+
operating hours

W Concentration of settlement near B Number of extensions (LHS)
closing time (LHS)" =0~ Average length of extensions
Maximum intraday overdraft cap (RHS)?
utilization rate (LHS)?

= Proportion of payment orders in
queue for settlement (RHS)?

(%) (%) (number of occurrences) (minutes)
80 1 188 1 200
r B r 11
60 525 6 6 50
4.8
40 14 4r 4 100
2
20 42 2 50
16.5
0 . + 00 0

Q322 Q323 Q324 Q322 Q323 Q324

Notes: 1) Value settled after 16:00/Total value settled in each period.

2) Average of daily maximum intraday net overdraft usage/
intraday overdraft cap’ (for banks only).

3) Total queued payment value/gross settlement value
(excluding transactions processed through multilateral
netting for liquidity savings).

4) Total length of extensions/Number of estensions during the
quarter.

Source: Bank of Korea.

Retail Payment Systems*?

During the third quarter of 2024, the average
daily value settled over the retail payment
systems, operated by the Korean Financial
Telecommunications and Clearings Institute
(KFTC), increased from the previous year (KRW
100.1 trillion) to reach KRW 103.8 trillion.

Among the risk indicators for the retail pay-
ment systems, the number of occurrences
where the net debit cap*” utilization rate of net
settlement participants exceeded the caution-
ary level (70%) dropped to four from seven

during the same period a year earlier. The av-

40) Retail payment systems process funds transfer orders from individuals and businesses either in real time or on a
batch basis through the KFTC, and the final settlement of obligations between financial institutions takes place as
net settlement through BOK-Wire+ on the following business day.

41) The net debit cap is the maximum value of funds transfers that a participant can initiate on behalf of customers in the
retail payment systems, including the Electronic Banking System, corresponding to the size of credit risk that may be
incurred across the overall system by an individual participant. Each new customer transfer order issued by a partic-
ipant reduces the available portion of the net debit cap, which is replenished when incoming customer transfers are
received from other participants. The Bank of Korea operates a settlement risk management system in which partici-
pants are required to pre-deposit collateral in amounts equivalent to a certain percentage of their net debit cap.



erage daily maximum net debit cap utilization
rate was virtually unchanged from the same
period a year ago (16.6%) to stand at 16.4%
this year (Figure II-3-2).

Figure 11-3-2. Net debit cap utilization rate

B Number of occurrences where the net debit positions exceeded 70% (LHS)
= Average maximum net debit cap utilization rate (RHS)"”

(occurrences) (%)
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Note: 1) Average daily maximum net debit cap utilization rates of all

participants in each period.
Source: Bank of Korea.

Securities Settlement Systems

The average daily value settled in the securities set-
tlement systems, operated by the Korea Exchange
and the Korea Securities Depository, jumped from
a year earlier (KRW 268.3 trillion) to KRW 331.3
trillion during the third quarter of 2024, bolstered
by inter-institutional repo transactions.

All transactions in exchange-traded stocks
and exchange-traded government bonds, as
well as OTC stock transactions by institution-
al investors, were settled by their respective
deadlines (16:00, 17:00, and 16:50, respective-
ly) during this period.

Foreign Exchange Settlement Sys-
tems*?

In the third quarter of 2024, the average daily
value settled in the foreign exchange pay-
ment-versus-payment (PvP) system, operated
by the CLS Bank (CLS system),*® increased
significantly to USD 83.04 billion, from USD
76.29 billion a year earlier.

PvP settlements via the CLS system, which
eliminates settlement risk arising from any
time lag in foreign exchange transactions,
accounted for a continuously high share of
77.3% of total transactions during this period
(Figure II-3-3).

Figure I1-3-3. Value” and share? of FX transac-
tions settled in CLS system

W Value setteled in CLS system (LHS)
— Share of FX transactions settled in CLS system (RHS)
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Notes: 1) Average daily value of transactions by domestic banks and
domestic branches of foreign banks during the quarter.

2) Share of transactions settled in CLS relative to all CLS-
eligible transactions (at domestic banks and domestic
branches of foreign banks).

Source: Bank of Korea.

42) Foreign exchange settlements are conducted through the CLS system, the interbank correspondent network, and
domestic foreign currency funds transfer systems. This report focuses on the foreign exchange PvP settlements
routed through the CLS system, whose value can be accurately determined.

43) To address time differences between countries, which are a fundamental cause of foreign exchange settlement
risk, the Continuous Linked Settlement Bank (CLS Bank) settles most transactions during a designated settlement
period (07:00~12:00 CET). In continuous linked settlements, actual fund transfers (payments) are linked and pro-
cessed within this settlement period, between the accounts of settlement member banks and the CLS Bank, held
at the central banks issuing the currencies concerned. At present, the CLS PvP system is connected to large-value
payment systems like BOK-Wire+ that are run by central banks worldwide that issue the 18 CLS settlement curren-

cies, including the USD, EUR, JPY, KRW, and others.
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1. Assessment of Financial
Stability Risk amid Inter-
est Rate Cuts?

(1) Background

(2) Changes and Characteristics of Fi-
nancial Stability during Past Rate Cut
Cycles

(3) Assessment of Potential Risks Associ-
ated with Upcoming Rate Cuts

(4) Overall Assessment and Implications

(1) Background

Since the second half of 2021, the Bank of
Korea has maintained a contractionary mon-
etary policy stance to stem rising inflationary
pressures and an excessive buildup of credit.
However, as downward pressure on economic
growth intensified in recent months amid signs
of cooling inflation and slowing household
debt growth, the Bank of Korea cut its base rate
twice in late 2024, once in October and again
in November, both times by 0.25%p (a total of
3.50% — 3.00%). Lowering the base rate eases
financial conditions and, in the process, affects

financial stability through various channels.

Monetary easing increases liquidity within
the financial system and leads to a relaxation
of credit discipline, thereby improving fund-
ing conditions for households and businesses.
Lower loan interest rates reduce debt service
burdens across all segments of borrowers,
including vulnerable borrowers, decreasing
delinquency rates and ameliorating the asset
quality at financial institutions. However,
excessive or lasting expectations of accommo-
dative financial conditions can also encourage
risk-taking by economic actors? by increasing
search-for-yield behavior, as well as result in
a rapid buildup of private credit, worsening

financial imbalances.?

It is important to note that there is an asym-
metry between the positive and negative
effects of easing financial conditions on fi-
nancial stability. While the positive effects
tend to become apparent in a short period of
time, the negative effects, such as increased
risks from economic actors’ yield-seeking and
risk-taking behavior and the adverse impact
of the buildup of private credit on the broader
financial system, are cumulative, manifesting
over the long term.? Such a trade-off between

short-term benefits and long-term risks of an

1) This article was prepared by You Jae-weon, Park Min-ryul, An Jun-young, Kim Woo-seob (Financial Stability Analysis
Team), Kim Min-su, Kim Dong-nyeok (System Risk Analysis Team), Park Jae-hyun, Ahn Jun-ki (Bank Risk Analysis
Team), Kang Jung-mi (Small and Medium-sized Financing Analysis Team), and Lee Jun-sung (Financial Investment
& Insurance Risk Analysis Team) and was reviewed by Seo Pyoung-seok (director of the Financial Stability Strategy
& Coordination Division), Shin Jun-young (director of the Financial Institution Risk Analysis Division), Jung Yon-soo
(director of the Financial System Analysis Division), Kim Jung-ho (head of the Financial Stability Analysis Team), Choi
Byoung-o (head of the Systemic Risk Analysis Team), and Choi Young-joo (director of the Money & Financial Markets

Division).

2) Adrian & Shin (2010) and Gambacorta (2009) both show that an accommodative monetary policy stance lessens
financial institutions’ risk perception and increases their risk-taking behavior, inciting them to invest in high-risk,
high-return assets in order to reach their target profit margin.

3) Financial imbalances refer to situations where a sudden credit expansion is accompanied by an excessive appre-
ciation in asset prices. The rise in asset prices and private credit growth, as they are fueled by economic actors’
optimistic outlook, become a self-fulfilling prophecy, causing vulnerabilities to accumulate in the financial system and
increasing the risk of a financial crisis. Such a situation can lead to sudden and sharp deleveraging and to a delayed

economic recovery.

4) For a detailed discussion of this topic, see “The Financial (In)Stability Real Interest Rate, R**,” Akinci et al., FRB, 2021.
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accommodative monetary policy suggest that
potential risks to financial stability must be
examined closely from the early stages of an
easing cycle. Moreover, as the current rate cut
cycle coincides with a period of heightened
volatility in exchange rates, the impact of the
external sector on financial stability must also

be carefully considered (Figure III-1-1).

Figure llI-1-1. Impacts of base rate cuts on
financial stability

( ) ) ) I
Base Short-term financial stability factors

cuts Long-term financial stress factors
-

Alleviation of debt service burdens for households and businesses
Financial
stability || Improvement in the asset quality at financial institutions
factors
Relaxation of credit standards in financial markets

S
Rate cut Time elapsed since rate cuts (t)
(t=0)
Increased risk-taking behavior of economic agents
Financial

stress Accumulation of financial imbalances including private credit expansion
factors

Potential rise in exchange rate volatility

After 2011, there were two periods of rate cuts
in Korea. During the first rate cut cycle, which
lasted between the third quarter of 2012 and
the third quarter of 2017 (3.25% — 1.25%), the
base rate was gradually lowered as the Euro-
pean sovereign debt crisis and as geopolitical
risk put downward pressure on economic
growth, while inflationary pressure remained
low. During the second cycle between the
third quarter of 2019 and the second quarter
of 2021 (1.75% — 0.50%), the rate cuts, aimed
at supporting growth, picked up the pace after
the outbreak of the unprecedented COVID-19

pandemic, which caused economic activity to

contract sharply and volatility to surge in fi-

nancial markets (Figure I1I-1-2).

Figure llI-1-2. Change in the base rate

(%) (%)
61 <1strate cut cycle>  <2nd rate cut cycle> 16
5F 15
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4 r 14
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Source: Bank of Korea.

In this article, the impacts of past rate cuts
on financial stability are analyzed to identify
potential risks associated with future rate cuts
and to derive policy implications. Consider-
ing the special circumstances surrounding
the rate cuts during the second period, which
were brought about by global factors such as
the pandemic, the analysis focuses on the first
period, which is similar to the current period
in terms both of economic conditions® and

the initial interest rate level.

5) When economic conditions are compared based on the GDP gap and the inflation gap, the current period with a
slightly negative GDP gap and inflation gap appears to be more similar to the first period of rate cuts than the sec-
ond period, during which the GDP gap was positive and inflation was negative.



(2 Changes and Character-
istics of Financial Stability
during Past Rate Cut Cycles

A. Short-Term Financial Stability

Improvement in financial and real sectors

enhancing short-term financial stability

Based on the Financial Stress Index (FSI), a
comprehensive measure of short-term finan-
cial stability, past rate cuts appear to have
contributed to financial stability mainly by
helping to lower delinquency rates at financial
institutions and create more lax credit condi-
tions in financial markets, as well as support
recovery in the real economy. The decline in
delinquency rates induced by lower interest
rates played an especially crucial role in en-
hancing short-term financial stability. Rate
cuts, moreover, reduced credit spreads and
exchange rate volatility in the financial and
foreign exchange markets and improved con-
sumer sentiment, driving the Financial Stress
Index lower® (Figure III-1-3).

Figure llI-1-3. Change in the Financial Stress
Index during periods of rate cuts”

(Jan. 1998=100) (%)
35 7 2 [ mQuarterly average decline ] 2
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2 44 B 4
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10 2 8 ? &
87 |
5 1-10 | -10
0 L L 0-12 L ' -12
Q110 Q115 Q120 Nov.24” FSI Financial Financial ~ Real

institutions markets ~ economy

Note: 1) The shaded region corresponds to the first period of rate cuts.
Source: Bank of Korea.

What follows is an examination of asset quality
at financial institutions and volatility in finan-
cial markets, two of the most important factors
that have contributed to short-term financial

stability during past periods of rate cuts.

Lessened debt service burdens’” improving

the asset quality at financial institutions

During past periods of rate cuts, a high cor-
relation was observed between the base in-
terest rate and delinquency rates at financial
institutions, with a lower rate resulting in a
particularly marked improvement in delin-
quency rates on NBFI loans. By loan type,
while rate cuts caused the delinquency rate on
bank household loans to fall more substan-
tially than that on their corporate loans, in the
case of NBFIs the drop in delinquency rates
was led by corporate loans® (Figure I11-1-4).

6) However, between June 2014 and February 2016, despite the lowering of the base rate, the Financial Stress Index
edged higher. This was due mainly to the doldrums in the real sector amid a contraction in trade volume and a dete-

rioration in economic sentiment.

7) A calculation using domestic bank interest rate-sensitive assets as of the end of September 2024 shows that every
25 bp drop in loan interest rates results in an estimated KRW 3.9 trillion decrease in annual interest expense.

8) However, it should be noted that given that delinquency rates have recently significantly fallen, especially on bank
loans, the delinquency-reducing effect of lower interest rates could prove to be more limited compared to the past.
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Figure llI-1-4. Relationship between base rate
levels and delinquency rates

Figure llI-1-5. Credit spreads" during periods of
rate cuts?
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Note: 1) Based on mutual credit cooperatives (Nonghyup, Suhyup,
Sinhyup, Forestry Cooperatives, MG Community Credit

Cooperatives).
Source: Financial Institution Business Reports.

Relaxed credit standards in financial mar-
kets

During past rate cut cycles, a lower base rate
had the effect of narrowing credit spreads in
financial markets, creating overall more re-
laxed credit conditions.” During these periods,
the average credit spread normally fell below
the long-term average since 2011'% (Figure I1I-
1-5). However, if one considers the fact that
even during periods of rate cuts, there were
episodes of financial instability triggered by
major domestic or external events, one cannot
rule out the possibility of the incoming US ad-
ministration’s economic policy causing short-
term instability in Korea in both the real and

external sectors.

Credit spread Period average®

— Corporate bond spread m Average for total period

— CP spread = Average during rate cut cycle
(%p) (%p) (%p) (%p)
30 7130 1.0 7 1.0
25 T 12 o8 f 108
2.0
06 r 1 06
1.5
04 r 104
1.0
02 1 0.2
0.5
0.0 00 00 0.0
Jan 11 Jan. 16 Jan. 19 Jan.23  Nov.24 Corporate  CP spread
bond spread

Notes: 1) Corporate bond yield (3-year, AA-) - government bond yield
(3-year) for the corporate bond spread. CP interest rate (91-
day) - monetary stabilization bond yield (91-day) for the CP
spread.

2) The shaded region corresponds to the first period of rate cuts.
3) Comparison between the average during the first period of
rate cuts and the average for the total period (Jan. 2011-
Nov. 2024).
Source: Bank of Korea.

B. Medium and Long-term Finan-
cial Stability

Progressive accumulation of medium- and

long-term financial vulnerabilities

The Financial Vulnerability Index (FVI), gaug-
ing the level of vulnerability in the financial
system over a medium- and long-term hori-
zon, suggests that even though base rate cuts
have no immediate effects on financial imbal-
ances, they will contribute to the accumula-
tion of vulnerabilities with a time lag. During
past periods of rate cuts, increased risk-taking

and a greater incentive to take on debt led to

9) An exception was 2019-2020. Early in the pandemic, credit spreads widened sharply in spite of the base rate cuts,
as corporate bond yields surged on the back of growing demand for capital and as a credit crunch set in amid sup-

ply chain turmoil.

10) Moreover, rate cuts helped foster expectations of a recovery in the real economy. Both the Business Sentiment In-
dex (BSI) and the Consumer Sentiment Index (CSI) showed a broadly upward trend during periods of rate cuts (BSI

101.2 — 105.3, CS199.0 — 101.2).



a large buildup of private credit and soaring
asset prices. While financial imbalances were
worsened as a result, they still remained at a

manageable level (Figure III-1-6).

Figure llI-1-6. Change in Financial Vulnerability
Index during periods of rate cuts?
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Note: 1) The shaded region corresponds to the first period of rate
cuts.
Source: Bank of Korea.

Risks to medium- and long-term financial
stability, as related to household and corporate
loans and to the real estate market, have been

identified as follows.
Accelerated household loan growth
Historical data on interest rates and household

loan growth™ point to a clear pattern where

the lower the interest rates, the faster the loan

growth. However, the sensitivity of household
loan growth to interest rate levels appears to
vary depending on macroprudential policy.*?
In the past, when rate cuts were accompanied
by an easing in macroprudential regulations,'¥
the volume of loans tended to respond sen-
sitively to changes in interest rates. Mean-
while, in times of macroprudential tightening,
household loan growth relatively decelerated
despite falling interest rates. This suggests
that strict macroprudential regulations helped
slow the increase in household credit (Figure
I1-1-7).

Figure llI-1-7. Relationship between household
loan interest rates and loan growth
during periods of rate cuts according
to macroprudential policy stance

® Easing Macroprudential Policies @ Tightening Macroprodential Policies

(household loan growth, YoY, %)
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Source: Bank of Korea.

11) Based on data about interest rates on deposit-taking bank household loans and about the rate of increase in loan

value from January 2013 to August 2024.

12) Macroprudential measures are divided into three large categories according to the regulatory focus: borrow-
er-based measures such as LTV, DTI, and DSR, capital-based measures related to countercyclical capital buffers
(CCyB) and the accumulation of additional capital by systemically important financial institutions (SIFls), and liquidi-
ty-based measures such as liquidity coverage ratio (LCR) and net stable funding ratio (NSFR). Of the three types of
macroprudential policy instruments, the most widely used are borrower-based measures, designed to help mitigate
systemic risks and to maintain financial stability by preventing excessive credit growth. In this article, for the as-
sessment of the macroprudential policy stance, an index was built using the IMF’s iMaPP methodology to measure
monthly changes across three borrower-based instruments, LTV, DTI, and DSR (+1 for more stringent, -1 for less

stringent).

13) To take into consideration the fact that the effects of macroprudential policy may appear at varying points in time,
monthly changes in the policy stance were assessed based on the moving average of the index during the preced-

ing 12-month period.
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Rise in real estate transaction volume and
prices, led by Seoul metropolitan area

In past periods of rate cuts, improving bor-
rowing conditions were often followed by a
rise in household loans and housing transac-
tions. The increase in the total value of hous-
ing transactions seen during these periods in-
dicates that a portion of the abundant liquidity
in the economy flew into the real estate
market.¥ The total transaction value climbed
steeply in Seoul metropolitan area housing
market, which is in part explained by strong
demand and high prices,'” making buyers in
this market more reliant on loans and thereby
also more sensitive to changes in interest rates
(Figure I1I-1-8).

Higher concentration of loans to real estate
and other low productivity sectors

In periods of rate cuts, the concentration of
corporate loans'® to the real estate sector and
to other low productivity sectors tends to
increase, worsening inefficiency in terms of
resource allocation. Past data show that the
loan concentration to real estate and to service
sectors, including to hotels and restaurants,
grows more significant during rate cut cycles.
During the first period of rate cuts, the con-
centration of loans to the real estate sector and
to hotels and restaurants edged up from 1.77
to 2.46 and from 1.60 to 1.90, respectively,'”
with the former increasing by a larger margin
(+0.69) (Figure I1I-1-9).

Figure llI-1-8. Base rate and housing transaction
value?

Figure llI-1-9. Change in loan concentration” during
periods of rate cut, by industry
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Note: 1) Monthly transaction volume (five-month moving average
including two previous and subsequent months)xMedian sale
price.

Sources: Bank of Korea, Korea Real Estate Board.
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Note: 1) Share of balance of loans to each industry/GDP share of
each industry.
Source: Bank of Korea.

14) As a result, the share of real assets among household total assets also steadily increased after a decline in 2010-
2013. Real assets as a % share of total household assets: 78.7 in 2010 — 74.1 in 2013 — 74.7 in 2016 — 75.4 in

2018 — 76.4 in 2020 — 77.9 in 2022.

15) During the first period of rate cuts, the average sold price (price per square meter) of housing units in the capital
area stood at KRW 3.977 million, 1.82 times the price outside the capital area of KRW 2.181 million.

16) An indicator comparing an industry’s share of total corporate loans (loans to the industry/total corporate loans
(excluding loans to financial and insurance companies, and government institutions) to its GDP share (GDP of the
industry/national GDP (excluding financial and insurance companies, and government institutions)), where a value
greater than 1 indicates that the inflow of loans exceeds the GDP share.

17) Loan concentration on the construction industry fell during the first period of rate cuts, as its share of total corpo-
rate loans decreased by 2.7%p, while its GDP share grew by 1.3%p.



Increase in search-for-yield behavior at
NBFls, with a rapid expansion of loans to-
ward later stages of rate cuts

During the first period of rate cuts, the pace of
loan growth at non-bank deposit-taking institu-
tions was similar to that for banks in the initial
stages, but it accelerated later on, far surpassing
the latter, as the rates fell further, strengthening
their search-for-yield behavior (Figure III-1-10).
By sector, mutual credit cooperatives’ rate of to-
tal loan growth increased from 3.8% in 2012 to
16.0% in 2016 (5.5% for domestic banks). Mu-
tual savings bank loan balances shifted from
a downward trend to a steep upward trend in
the aftermath of the mutual savings bank crisis.
A similarly large expansion in corporate loans
from non-bank deposit-taking institutions was
also seen during the second period of rate cuts,
with a particularly sharp increase noted in real

estate PF loans.!®

Figure llI-1-10. Change" in loan balance by sector
of deposit-taking institution?
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Notes: 1) Compared to the end of the previous year.
2) The shaded regions correspond to the first period of rate cuts.
Source: Financial Institution Business Reports.

(3) Assessment of Potential
Risks Associated with Up-
coming Rate Cuts

Although future base rate cuts by the Bank of
Korea are likely to ease financial conditions
over the short term, as well as enhance finan-
cial stability by mitigating downward pressure
on the real economy, these actions could also
bring about a gradual increase in medium-
and long-term vulnerabilities. As the Bank of
Korea moves ahead with rate cuts, it needs to

consider the following additional factors.

In the aftermath of the pandemic, in order to
contain rising inflationary pressure, the base
rate was massively raised over an unprece-
dentedly short period of time, with the result-
ing contractionary monetary policy stance
maintained for a considerable period of time.
However, expectations of future rate cuts were
priced in to market rates relatively early on'”
(Figure III-1-11). As the market front-ran the
Bank of Korea’s pivot toward rate cuts, falling
market rates drove up housing prices in the
Seoul metropolitan area and caused house-
hold debt to resume its upward trajectory
from the second quarter of 2024, magnifying
the risk of increasing long-term financial vul-
nerabilities. Therefore, the government and
regulatory authorities decided to strengthen
macroprudential oversight?” ahead of any
base rate cuts. This early response from the
market highlights the increasing importance
of coordinating monetary policy with macro-
prudential policy in the early stages of any rate

cut cycle.

18) Based only on PF loans (including bridge loans) that allow the determination of a medium- and long-term trend,
while bank PF loans rose by KRW 5.5 trillion during the period between the third quarter of 2019 and the second
quarter of 2021, NBFI PF loans jumped by KRW 23.4 trillion during the same period.

19) While it is only natural for market interest rates to fluctuate according to anticipated changes in monetary policy,
rate cuts were priced in much faster than usual this time around, with expectations formed starting in early 2024.
The drop in market rates was also quite large amid expectations that rate cuts would be more significant than in the
past. For a detailed discussion on this topic, refer to the Bank of Korea’s blog “Understanding Base Rate Cuts and

Changes in Loan Interest Rates,” Oct. 30, 2024.
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Figure llI-1-11. Change in household loan interest
rates during periods of monetary
policy transition”

- 1st (Jul. 2012) 2nd (Jul. 2019) - Current (Oct. 2024)
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Note: 1) Cumulative monthly change in loan interest rates during a

nine-month period before a base rate cut (T).
Source: Bank of Korea.

The next factor is the current domestic and
external environment, which is fraught with
uncertainty. In tandem with persisting geo-
political risks presented by events such as the
ongoing Russia-Ukraine war, there is a grow-
ing likelihood of significant changes in US
economic policy under the incoming adminis-
tration. Such an environment suggests that the
stabilizing effect of easing monetary conditions
on financial and foreign exchange markets

may be more limited compared to the past.

Below is an analysis of potential risks to fi-
nancial stability that may arise from new rate
cuts based on how the economy responded to
past rate cuts, as well as by taking into consid-

eration the special factors mentioned above.

A. Need for Preemptive Macro-
prudential Actions to Contain
Household Loan Growth

As was mentioned in the earlier discussion
of the correlation between interest rates and
household loan growth, easing financial con-
ditions tend to accelerate the pace of house-
hold loan growth.?? Hence, all other condi-
tions being equal, base rate cuts are likely to
result in a rapid increase in household loans.
However, in the current cycle, the rise in
household loans and the buildup of financial
imbalances began before the actual rate cuts,
as they were priced in to market rates. To keep
the market from getting ahead of itself, the
Bank of Korea maintained its contractionary
monetary stance until August 2024 and fi-
nancial authorities preemptively strengthened

macroprudential measures.??

20) In an active effort to manage household debt, regulatory authorities announced the application of the Stage 2
stress DSR effective as of September 2024, while raising the stress interest rate on bank mortgage loans on resi-
dential properties in the Seoul metropolitan area by 1.2%p and requiring banks to calculate DSR for internal control

purposes.

21) For details about current household loan levels and potential risks, refer to Analysis of Financial Stability Issues 2
“Recent Characteristics of Household Debt and Potential Risks in Korea.”

22) As a result of the decision to hold the base rate steady at contractionary levels until August and the tightening of
macroprudential policies, including the application of the Stage 2 stress DSR, housing price growth in the Seoul
metropolitan area has slowed, with the monthly growth in household loans reduced to the KRW 5 trillion range
(based on statistics published by the Financial Services Commission).

Recent Trends in the Housing Market and Household Loans

July 2024 | August

September | October | November

House Price Growth in the Seoul Metropolitan Area” (%) +0.40 +0.53 +0.39 +0.22 +0.11
Growth in Loans by All Financial Institutions (KRW trillion) +5.2 +9.7 +5.3 +6.5 +5.1

Note: 1) Compared to the previous month.
Sources: Korea Real Estate Board, Financial Services Commission



When the relationship between macropru-
dential policy and growth in household and
residential mortgage loans was estimated
using an impulse response analysis,? bor-
rower-based measures such as LTV, DTI,
and DSR were found to contribute to slowing
loan growth with a time lag. The tightening
of macroprudential measures appears to de-
crease the rate of increase in household loans
by close to 1.0%p over four quarters. Mean-
while, the effect of regulatory tightening was
larger on residential mortgage loans, whose
growth slowed by up to an estimated 2.4%p
over four quarters.?” These results, therefore,
suggest that in order to maximize the effects
of macroprudential actions, authorities must
consider tightening the regulations ahead
of time, at least six to twelve months before
housing demand and household loans begin

their upward march (Figure III-1-12).

The impact of tighter macroprudential regu-
lations was furthermore examined by policy
instrument and by type of deposit-taking
institution. All policy instruments, including
LTV, DTI, and DSR, were found to be effective
in managing household and residential mort-
gage loans. However, at the one-year point
after the regulatory tightening, the effects of
DTI and DSR were larger than those of LTV,
suggesting that regulations based on borrow-
er income may be more effective in managing
household loans (Figure II1-1-13).

Figure llI-1-12. Relationship between macroprudential policy
tightening and household loan growth??
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Notes: 1) Effects of the tightening of macroprudential regulations on
the quarterly rate of growth in household and residential
mortgage loans (impulse response).

2) The shaded regions are 95% confidence intervals.

Source: Bank of Korea.

Figure llI-1-13. Change in household loan growth by
macroprudential tightening measure?
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Note: 1) Change at the 6-month and 1-year points after regulatory
tightening. The dotted line indicates statistically non-
significant change.

Source: Bank of Korea.

23) The impulse response analysis was conducted using the local projection model proposed by Jorda (2005) and
following the methodology of Cerutti et al. (2017) to determine the relationship between borrower-based macro-
prudential measures (restrictive or accommodative), including LTV, DTI, and DSR, and the increase in household
loans and residential mortgage loans during the period between January 2011 and June 2024. The dependent
variable was the rate of increase in household or residential mortgage loans by deposit-taking financial institutions
(Yov, t+h). The list of explanatory variables (t-1) included the rate of increase in household or residential mortgage
loans one quarter later (delayed effect), regulatory tightening or easing (dummy variable), change in interest rates on
household or residential mortgage loans, GDP growth, house price growth in the Seoul metropolitan area, volatility
in financial markets (log-converted), and the COVID-19 pandemic (dummy variable). Fixed effects for individual fi-
nancial institutions were included to control for differences in their lending behavior and strategies. Standard errors

were based on Newey-West HAC adjustments.

24) From the fifth quarter onward after the regulatory tightening, the impact of borrower-based macroprudential mea-
sures on the growth in household and residential mortgage loans was not statistically significant at the 5% level.
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Meanwhile, the effectiveness of macropru-
dential tightening in containing household
loan growth appears to vary between banks
and NBFIs. During the first four quarters after
the regulatory tightening, there was a visible
slowing in household loan growth led by the
banking sector. However, from the fifth quar-
ter onward, as loan demand shifted to NBFIs,
which are subject to less-stringent rules and
for which regulatory changes were introduced
afterward,? growth in NBFI household loans
gradually picked up the pace? (Figure III-1-
14). What this suggests is that in order to more
effectively manage household loans, authori-
ties need to make continuous efforts to reduce
regulatory asymmetry between the two sectors

without unduly restricting demand for loans.

Figure llI-1-14. Relationship between
macroprudential tightening and
household loan growth by sector”

B. Improvement in Corporate Debt
Service Capacity, but with Delay
for Vulnerable Companies Until
Economy Rebounds

The corporate sector’s debt service capacity
has been hurt by high interest rates under a
contractionary monetary policy and with a
sluggish economy. Corporate vulnerabilities
have increased as a result, with the number
of marginal firms on the rise.?”> Without a
rapid improvement in corporate debt service
capacity, financial institutions, particularly
those whose exposures to marginal firms have
recently edged upward, could face significant
default risk. This section estimates the effects
of future rate cuts and the resulting economic

recovery on companies’” debt service capacities.

When the relationship between changes in

macroeconomic conditions and corporate debt

-~ All deposit-taking institutions — Banks — NBDIs? service capacity was analyzed by interest cov-
, w, erage ratio quantile (operating income/interest
3 L 13 expense),?® the results showed that the latter
> L 15 improved when borrowing costs fell and the
b 091 _ 107 1 economy gained traction (Table III-1-1).
0 0

Table llI-1-1. Improvement in interest coverage
T 17 ratio from changes in macroeconomic
2 L 12 conditions by quantile
3t 13 Bottom | Middle | Top
. . 25% | 50% | 25%
01 2 3 4 5 6 T 8quarten Interest coverage ratio” 010 | 214 | 877

Notes: 1) Effects of macroprudential tightening on quarterly growth in
household loans by type of lender.
2) Including mutual credit cooperatives (Nonghyup, Suhyup,
Sinhyup, Forestry Cooperatives) and mutual savings banks.
Source: Bank of Korea.

1%p drop in borrowing rates +0.07 | +017 | +0.35

1%p increase in nominal GDP growth | +0.08 | +0.05 | +0.03

Note: 1) Value for each quantile during the period of analysis (2014-
2023)
Source: Bank of Korea.

25) The debt service ratio (DSR) is a lending metric used by financial institutions based on borrower income, which was
first introduced for banks in March 2018. DSR was later also introduced for NBFls (in July 2018 for mutual credit
cooperatives, in October 2018 for mutual savings banks). DSR caps of 40% and 60% were subsequently estab-
lished for banks and NBFls, which currently stand at 40% and 50%, respectively. The recently adopted stress DSR
was also introduced first for banks in February 2024 and is set to progressively become applicable to all lending

institutions by the end of 2025.

26) During the fifth and sixth quarters after macroprudential tightening, the rate of growth in household loans by NBFls,
including mutual credit cooperatives and mutual savings banks, increased by about 1.0%p, with the estimated co-

efficient statistically significant at the 10% level.

27) At the end of 2023, the percentage of marginal companies, which are firms under external audit requirements with



The effect of falling borrowing rates on the
improvement of the interest coverage ratio
appears to be larger for companies with high
debt service capacity (top 25%) than for the
rest of the companies.?” However, the effect
of economic growth (nominal GDP growth)
on operating income growth and the resulting
improvement in interest coverage ratio were
found to be more significant for companies
with low debt service capacity. Accordingly, in
order for the debt service capacity of vulnera-
ble firms to improve, it is essential that lower
financing costs from rate cuts be accompanied
by growth in operating income from more fa-

vorable economic conditions.

C. Increased Risk Appetite driven
by Search-for-Yield Behavior

As was discussed earlier, during periods of
rate cuts, accommodative financial conditions
can strengthen the risk appetite of economic
actors and encourage investment in risky as-
sets. The data show that the further into a rate
cut cycle, the stronger the global risk appetite
(Figure 1I1-1-15). Hence, if the rate cut cycle
in Korea becomes extended, the likelihood is
that there will be a resurgence in risk appetite,
leading to a further increase in investment in

real estate and financial assets.

Figure llI-1-15. US federal funds rate and global
risk appetite

— FFR (LHS) Citi MRI (RHS)"
(%) (0-1)
8.0 p-=====-=  pmmemmse --7 1.0
Rate cut cycle Rate hike cycle
0.8
6.0
Appetiterfor, [_l l
safe assets. 06
4.0
¥ 04
Appetite|for
risky assets
2.0
'| 0.2
0.0 . . . == 0.0
Jan. 19 Jan.20  Jan.21  Jan.22  Jan.23  Jan.24 Nov.

Note: 1) The Citi Macro Risk Index measures risk aversion based on
price movements in risk-sensitive assets, such as stocks,
interest rates, exchange rates, emerging market sovereign
bond spreads, corporate bond CDS, with possible values
between 0 and 1.

Source: Bloomberg.

Moreover, a higher risk appetite can lead to
a surge in portfolio investment in overseas
equities, as well as in virtual assets. Invest-
ment in overseas stocks by retail investors has
recently increased amid the outperformance
of overseas equity markets, suggesting that
changes in their investment behavior and the
resulting impacts on exchange rates may need

to be closely monitored.

Furthermore, fueled by expectations of a cryp-
to-friendly policy by the new US administra-

tion, transactions in virtual assets have also

an interest coverage ratio (operating income/interest expense) below 1 for the three most recent consecutive years,
stood at 26.0%, the highest level since 2010. For more on this topic, refer to Issue 2 “Assessment of Marginal Com-
panies and Implications,” Financial Stability Situation, September 2024.

28) In this analysis, drawing on McCoy et al. (FEDS Notes, 2020), a quantile regression was performed on the data of
domestic companies subject to external audit requirements (28,946 companies, including 5,474 large corporations
and 23,472 SMEs, as of 2023) for 2014-2023. The dependent variable (t) was the interest coverage ratio (operating
income/interest expense) and the explanatory variables (t-1) included nominal GDP growth, borrowing rates, infla-
tion, 10-year government bond yields, and the long- and short-term interest rate spread. Standard errors to deter-
mine statistical significance were estimated using bootstrapping.

29) While for every 1%p drop in borrowing rates, the interest coverage ratio of companies in the bottom 25% quantile
rose by 0.07 fold, that of companies in the top 25% quantile increased by 0.35 fold. This could be explained by the
fact that companies in higher quantiles generally have larger operating income than those in lower quantiles, which
magnifies the effect of falling borrowing costs on their interest coverage ratio.
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massively surged. Increased use of leverage
from the surge in cryptocurrency trading and
the concentration of transactions on a small
number of exchanges can present risks to the
financial system in the event of a domestic or
external shock (Figure III-1-16).

nied by maturity and liquidity transformation.
Thus, attention must be paid to its potential
role in the accumulation of systemic risks
(Figure III-1-17).

Figure llI-1-17. Change in non-bank financial
intermediation (NBFI)"

Figure llI-1-16. Investment in overseas and virtual
assets

Bitcoin transaction
volume?

Net purchase of
stocks?

= Domestic us
(KRW trillion) ~ (KRW trillion)

= Volume

(10 billion coins) (10 billion coins)

100 1100 8 48
7 7

80 f 1 80
6 6
60 f 160 s
40 - {40 4 4
3 3

20 + i 20
| H 2 2

0 L | I‘ ‘il 0
|| | L 1 1

20t 20

- 0 0
1 14 17 20 2324 Jan. 14 Jan 17 Jan.20  Jan.23 Nov. 24

Notes: 1) Based on the net annual value of stock purchases by retail
investors. For US stocks, based on the net purchase value
converted to won using the average exchange rate of each
year.

2) Average monthly transaction volume.

Sources: Korea Exchange, Korea Securities Depository,

CoinMarketCap.

When interest rates decline, improving fund-
ing conditions for market participants and
increasing their risk appetite, this often brings
about a rapid increase in the volume of non-
bank financial intermediation.’” During past
periods of rate cuts, the growth in non-bank
financial intermediation sharply accelerated to
outstrip the growth in financial intermedia-
tion by deposit-taking institutions. Growth in
non-bank financial intermediation is largely

driven by leverage and is frequently accompa-

Average increase in NBFI
and intermediation by
deposit-taking institutions?

Change in NBFl relative to
intermediation by deposit-
taking institutions

B NBFI-Deposit-taking institutions = Deposit-taking institutions

Non-bank financial intermediation

(%p) (%p) (%) (%)
30 1 730 12 1 7 12
10 110
20 120
8 r 18
10 1 ‘ 110 6 6
4 4
0 I |IIIIII - I 0
2 2
-10 - --10 0
1 15 19 23 Overall Periods of rate cuts
Notes: 1) The shaded region corresponds to the first period of rate
cuts.
2) Based on the average growth rate in financial assets during
each period.

Sources: Flow-of-funds statistics, Bank of Korea.

D. While Supporting Growth, Rate
Cuts Can Potentially Amplify
Financial Imbalances and Medi-
um-Term Downside Risks to the
Economy

Lowering policy rates by central banks is
generally believed to boost demand in an
economy, thereby promoting growth. How-
ever, upcoming base rate cuts by the Bank of
Korea can also heighten downside risks for
the real economy if private credit growth and

rising house prices accelerate the buildup of

30) For a detailed discussion on risks associated with non-bank financial intermediation, refer to Box 5 “Status of Non-
Bank Financial Intermediation (NBFI) in Korea and Risk Assessment.”



imbalances, posing a threat to financial sta-
bility.3V

The effects of changes in financial vulnera-
bilities on downside risks to future economic
growth can be assessed using growth-at-risk
(GaR, GDP projection one year ahead at the
lowest percentiles).??*¥ When the distribution
of projected real GDP growth one year ahead
was estimated, the results showed that the
GaR (5% percentile of the distribution, 0.24%
in Q2 2025, 0.18% in Q3 2025) resumed its
downward trajectory after the second quarter
of 2024, amid a rise in the Financial Vulner-
ability Index. The results, moreover, showed
that if financial imbalances build up further,
it will increase downside risks for the real
economy, with the GaR dropping to -0.23%
during the fourth quarter of 2026. However,
when the GaR was forecasted using the FVI
that assumed that rate cuts were accompanied
by macroprudential tightening, downside
risks to growth appeared more moderate. As
the assumption of macroprudential tightening

somewhat reduces downside risks,*¥ it raised

the GaR for the fourth quarter of 2026 to
-0.01% (Figure I11-1-18).

Figure llI-1-18. FVI, GaR" and GDP expected
distribution of GDP growht rate?

50 1 150 14 1 14
— RV | — Actual GDP
1 — Rate cuts
40 ! 140 1.2 F—Ratecuts+MPP 1 1.2
I
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20 : 20 0.8 08
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o4 ¥ <GaIR> ) 04 06 06
1
F 1 .18 -
0.2 /\,\?\\ 0.2 04 04
LN T
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a5 [~ GeR (baseling) ‘~c023) . 0.2 0.2
02 -=-GaR (rate cuts) N 0.2
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Notes: 1) Real GDP growth one year ahead estimated based on GaR
(5% percentile of distribution) at different points in time.
2) X axis is GDP growth and Y axis is the probability density
function.
Source: Bank of Korea.

E. Potential for Heightened Exter-
nal Sector Risks

When returns on KRW-denominated finan-

cial assets decline as a result of rate cuts, mar-

31) It was pointed out in Analysis of Financial Stability Issues | “Impact of Base Rate Hikes on Financial Stability,” Finan-

cial Stability Report, December 2022, that when the FVI rose above its long-term average, the rate of GDP growth
one year later was often sharply lower than the long-term average rate. Meanwhile, Mian et al. (2017) in their analy-
sis of the panel data from 30 countries, including Korea, presented empirical results that suggest that an elevated
household debt-to-GDP ratio leads to low growth and high unemployment rates.

32) For more information on the GaR, see Adrian et al. (2019) and Box 1 “Assessment of Financial Vulnerability of Korea

using Growth-at-Risk Approach,” Financial Stability Report, June 2019 (p 12). The GaR was calculated using the
following quantile regression model

yj,lJrh = a?r +ﬂz‘hy1 + ﬁ(llc',hFVJ; + €t
where l’;f ., 18 the average real GDP growth from period ¢ to period t+h, y, is the real GDP growth rate in period t, F'VI,
is the Financial Vulnerability Index for period ¢, and ¢ is the quantile. ﬁZ,h and (3%, are estimated regression coeffi-
cients for g, corresponding to the marginal effects of changes in the explanatory variables on GDP growth during
period t+h.

33) It is important to note that a projected GDP distribution estimated using the GaR framework cannot be directly

compared with GDP forecasts due to differences in the goal and methodology of analysis. While the purpose of
the GaR framework is to assess downside risks to GDP growth, the purpose of GDP forecasting is to estimate the
future path of economic growth. Moreover, unlike GDP forecasting, which involves the consideration of a broad set
of macroeconomic conditions, such as consumption, investment, and external conditions, a GaR analysis can be
performed using only a small number of explanatory variables, including past GDP growth and financial conditions
(FVI), to plot a distribution of forecast outcomes. Because of this, the two analyses also differ in terms of informa-
tion contained in their results.

34) A recent analysis by the IMF (Global Financial Stability Report, October 2024) also found that downside risk for

GDP growth is lower by 0.3%p~0.6%p (increase in the GaR of 0.3%p~0.6%p) when an expansionary monetary
policy is combined with macroprudential tightening compared to when it is not.
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ket participants tend to increase investment
in foreign currency-denominated assets. This
reallocation of investment in favor of foreign
currency assets can lift the exchange rate of
major currencies against the KRW and drive
up volatility in the forex market.’® Howev-
er, the direction and size of any exchange
rate movement are not solely dependent on
domestic rate decisions, but are determined
largely by the interaction between the mone-
tary policy stances of the domestic and coun-

terparty central banks.

In the past, the USD/KRW exchange rate
showed a greater correlation with the interest
rate spread between the two countries than
with the rate decisions of the Bank of Korea
(Figure III-1-19). Therefore, future movements
in the USD/KRW exchange rate are likely to
be affected to some degree by the speed of
monetary easing by the Bank of Korea and the
US Federal Reserve, as well as by the policy
rate differential between the two countries.
The resurgence in protectionism and the glob-
al strength of the US dollar also require atten-
tion, as they can potentially lead to heightened
volatility in exchange rates. Continuous and

close monitoring may be necessary to prevent

an excessive rise or volatility in exchange
rates, as this would not only impact the forex
market and prices of goods and services, but
could also hinder the improvement of finan-
cial institutions” loss absorption capacity and
liquidity, which are both vital pillars of broad-

er financial stability.>®

Figure IlI-1-19. Interest rate spread" against the
USD and exchange rate trend

— Korea (LHS) — US (LHS) — USD/KRW exchange rate (RHS)
Interest rate spread (Korea-US)

(%, %p) (KRW)
6 - 1,600 1,600 =1 1,600
. g
4 g
1,400 1,400 - £ 1,400
3 =
3
2 2
1,200 1,200 - L = 1,200
1 b
0
a1 L 4 1,000 1,000 4 1,000
2 F
Interest rate spread(%p)
-3t < 800 800 800

Jan. 11 Jan. 15 Jan. 19 Jan.23 Nov. 24 321012 3 4

Note: 1) Policy rate differential between Korea and US
Source: Bank of Korea.

35) However, in Korea the external sector had only a limited impact on the Financial Stress Index during past periods of
rate cuts. This is because credit spreads narrowed in the financial and foreign exchange markets and external pay-
ment capacity improved during these periods, despite increased volatility and upward pressure on the USD/KRW

exchange rate.

36) For details, refer to Box 8 “The Impact of Rising Foreign Exchange Rates on Financial Soundness at Domestic Fi-

nancial Institutions.”



(4) Overall Assessment and Im-
plications

Rate cuts by the Bank of Korea are expected to
contribute to reducing financial stress factors
by improving funding conditions for economic
actors and their debt service capacity and by
enhancing the asset quality at financial insti-
tutions. At the same time, they can also cause
financial vulnerabilities to gradually increase
by triggering surges in asset prices and in
household loans. In order to mitigate the neg-
ative impacts of easing financial conditions on
financial stability, it is crucial to take preemp-

tive and consistent macroprudential actions.>”

The corporate sector, which experienced a
worsening in financial vulnerabilities under
the contractionary monetary policy, will see a
reduction in debt service burdens from lower
interest expenses. However, for vulnerable
companies, it could take some time before rate
cuts result in a measurable improvement in
their debt service capacity, as it would likely
require an economic thaw in addition to lower
borrowing costs. It is therefore important to
make continuous efforts to maintain favorable
funding conditions for the corporate sector.

Meanwhile, it must also be ensured that ac-

commodative financial conditions are not
taken advantage of to delay restructuring at
troubled firms with low revenue-generating

capacity.

Finally, weakened credit discipline and
search-for-yield behavior, although natural
occurrences during periods of rate cuts, amid
easing financial conditions can intensify vol-
atility in the financial and foreign exchange
markets. They can contribute to increasing
leverage within the financial system via non-
bank financial intermediation and make the
interconnectedness between its sectors more
salient, thereby amplifying vulnerabilities.
In order to contain volatility, non-traditional
financial products need to be more closely
monitored to ensure the timely identification
of risks and medium- and long-term risks to
financial stability must be managed through
continuous cooperation and coordination

among authorities.

37) Our analysis shows that the effect of macroprudential policies at the one-year point is the greatest on household
loans, including residential mortgage loans, suggesting that the regulatory tightening actions taken in August 2024,
while the base rate was held steady, will likely help stabilize real estate prices and slow growth in household loans

once the rate cuts begin.
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2. Current State of House-
hold Debt and Potential
Risks in Korea3?®

(1) Background

(2) Characteristics of Recent Changes in
Household Debt Structure

(3) Analysis of Potential Risks of House-
hold Debt

(4) Assessment and Implications

(1) Background

The growth in household debt in Korea has
slowed due to the government’s macropru-
dential policies, debt management practices at
financial institutions, and due to tight monetary
policies (Figure I1I-2-1). However, there are
growing concerns that an easing of financial
conditions could lead to accelerated growth in
household debt. Household debt is a major con-
tributor to household defaults and a source of fi-
nancial and economic vulnerability in Korea. To
fully understand the risks, including those posed
by the recent rise in policy loans, it is crucial to
analyze not just the rise in leverage, but also the

qualitative characteristics of such leverage.®)

This article examines the characteristics of
quantitative and qualitative changes in house-
hold debt in Korea, and based on this analyzes
the impact on the soundness of household
debt in the event of a macroeconomic shock.

Additionally, the vulnerabilities caused by ac-

cumulated household debt are examined, and

policy implications are derived.

Figure llI-2-1. Household debt by type"

= Unsecured loans

B Other loans
(KRWtillon) tleasem‘dfems‘“ fundloans — yqw trilion)
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Note: 1) Estimates of total household loan balances, derived by
extrapolating from the Bank of Korea Consumer Credit Panel
data (a sample of approximately one million individuals),
differ from figures reported in the household credit statistics
compiled directly from financial institutions.

Source: Bank of Korea (Consumer Credit Panel Database).

(2) Characteristics of Recent Chang-
es in Household Debt Structure

A. Debt Structure

Increasing share of home mortgage loans

Since 2022, demand for loans has increased,
driven by actual demand for purchasing hous-
ing. In terms of loan type, the share of home
mortgage loans has risen steadily. Home
mortgage loans’ share of total household loans
climbed from 56.0% at the end of 2021 to 61.9%
at the end of the third quarter of 2024, while
the share of other loans*” declined from 44.0%

to 38.1% during the same period. The growing

38) This article was authored by Cho Eun-a, Kim Jae-young, Lee Hae-in, and Yoo Seung-won (Financial Stability Affairs
Team) and Oh Sae-yeon, Song Su-hyuk, and Choi Won-yong (Systemic Risk Analysis Team) and was reviewed by
Seo Pyoung-seok (director of the Financial Stability Strategy & Coordination Division), Jung Yon-soo (director of the
Financial System Analysis Division), Lim Kwang-kyu (head of the Financial Stability Affairs Team), Choi Byoung-o (head
of the Systemic Risk Analysis Team), and Choi Young-joo (director of the Money & Financial Markets Division).

39) Although the household debt-to-GDP ratio has been declining since the end of 2021, it remains higher than that in
major countries. For details about recent trends in household debt in Korea, refer to I-1-(1). Household Credit.

40) Within the household credit statistics, home mortgage loans are the sum of individual home mortgage loans, lease-
hold deposit fund loans, and group loans. Other loans include unsecured loans, non-home mortgage loans, and

guaranteed loans.
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share of home mortgage loans was driven not
only by an increase in financial institutions’
home mortgage loans but also by policy loans*?
and leasehold deposit fund loans, which are
not subject to DSR regulations and offer rela-

tively low rates (Figure I11-2-2).

Figure llI-2-2. Share of household loans by loan

type?
— Home mortgage loans? — Other loans?
— (Policy loans)” — (Leasehold deposit fund loans)?
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Notes: 1) Relative to total household loans.
2) Sum of home mortgage loans, leasehold deposit fund loans,
and group loans.
3) Unsecured loans, non-home mortgage loans, and
guaranteed loans.
4) Loans issued by the Korea Housing Finance Corporation
and National Housing and Urban Fund.
5) Estimated share of leasehold deposit fund loans among
household loans in the Bank of Korea Consumer Credit Panel.
Sources: Bank of Korea (Household credit statistics, Consumer
Credit Panel Database).

Increase in the shares of fixed-rate loans
and amortized loans

By interest rate type and repayment method,
the shares of loans with fixed interest rates
and amortized loans are rising*? due to the
increase in such loans and the emerging ef-
fect of policy efforts*® aimed at improving
the quality of household debt.*¥ The share of
fixed-rate household loans (based on those
issued by deposit-taking banks) surged from
29.4% at the end of 2021 to 45.3% at the end of
September 2024.#Y The increase in fixed-rate
loans is attributed to growing borrower de-
mand for locking in low rates as interest rates
began to rise in the second half of 2021, cou-
pled with banks” increased supply of adjust-
able-rate loans* following policy guidance
from financial authorities. Meanwhile, the
share of amortized loans (without a grace pe-
riod) among total household loans (based on
those issued by domestic banks) increased as
well, climbing from 31.8% at the end of 2021
to 39.3% at the end of the third quarter of 2024
(Figure 11I-2-3).

41) The share of loans issued by the Korea Housing Finance Corporation and the National Housing and Urban Fund
among total home mortgage loans (based on household credit statistics) rose from 19.8% at the end of 2021 to
20.7% at the end of the third quarter of 2024. Meanwhile, examining monthly changes in household loans (based
on Financial Services Commission press releases), policy loans (including loans from the National Housing and
Urban Fund in the form of interest subsidy loans) accounted for 34.8% of the increase in household loans observed

from April to November 2024.

42) In particular, most policy loans, such as the Relief Conversion Loan, Bogeumijari Loan, and Conforming Loan, are
provided with fixed interest rates and amortization schedules.

43) The government has implemented various measures to increase the share of fixed-rate and amortized loans with-
in household debt, such as target share requirements, enactment of the Act on Issuance of Covered Bonds, and
expanded institutional incentives (issuance contribution exemptions, reduced contributions to the Housing Finance
Credit Guarantee Fund, and relaxed loan-deposit ratio). Starting this year, a 30% target was introduced for bank
fixed-rate home mortgage loans, and the target for amortized loans without a grace period was increased by 2.5%p
for banks and by 5%p for mutual credit cooperatives and insurance companies (Financial Supervisory Service press
release, “New Administrative Guidance for Restructuring of Financial Sector Home Mortgage Loans,” April 4, 2024).

44) In addition to promoting covered bonds, conditions are being established to allow private financial companies to
directly extend long-term loans using the Danish mortgage model.

45) Previously, adjustable-rate loans with a rate reset cycle of at least five years were classified as floating-rate loans.
However, from July 2021, these loans began to be reclassified as fixed-rate loans. This contributed to the increase
in the share of fixed-rate loans. For details, refer to “Financial Institutions’ Weighted Average Interest Rates for May

2024” (Bank of Korea press release, June 28, 2024).

46) Adjustable-rate loans are loans whose interest rates are reset in a specific cycle (e.g., every five years) and remain
fixed within that period. They carry lower interest rate change risks for borrowers compared to floating-rate loans
and mixed loans (where fixed interest rates are applied for an initial period and then switched to floating rates).



Figure llI-2-3. Share of fixed-rate and amortized
household loans"

Fixed interest rate? Amortization®

— Household loans
— Home mortgage loans

— Household loans
— Home mortgage loans

(%) (%) (%) (%)
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65.7
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46.9
40.3
45.3
39.3
40 40 35 318 35
34.7
28.4
20 20 20 - - — 20
416 18 20 22 Sep.24 20 2 034

Notes: 1) Relative to household loans issued by deposit-taking banks
and domestic banks.

2) Sum of fixed-rate loans, mixed loans (shifting to floating
rates after five years of fixed rates), and adjustable-rate
loans (with a rate reset cycle of at least five years).

3) Based on amortized loans without a grace period.

Sources: Bank of Korea, Financial Institution Business Reports.

Longer loan maturities driven by home mort-
gages

The maturity of household loans is lengthen-
ing, notably for home mortgage loans.*” The
share of long-term home mortgage loans has
increased due to the Bogeumjari Loans and the
Conforming Loans offered by the Korea Hous-
ing Finance Corporation.*® Additionally, the
enforcement of DSR regulations has created
demand for extending loan maturity periods
to increase loan limits. As a result, the share of
home mortgage loans with maturities exceed-

ing 30 years has increased to 41.0% of all home

mortgage loans from domestic banks by the
end of the third quarter of 2024 (Figure III-2-4).

Figure lll-2-4. Share of maturities of home
mortgage loans"

m 3yearsorless m 3-5yrs m 5-15yrs m 15-25yrs m 25-30yrs ® Over 30 yrs
(%) (%)

100

80
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40

20
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18 20 22 Q324

Note: 1) Based on contractual maturities for loans from domestic
banks.
Source: Financial Institution Business Reports.

High level of repayment burden despite ade-
quate collateral coverage

The loan-to-value (LTV) ratio, which reflects
the probability that a financial institution
will recover its loans in the event of a drop in
housing prices, has been declining overall.*”
However, due to a recent surge in high-LTV
loans, the ratio has been trending upward,
reaching an average of 48.3% at the end of the
third quarter of 2024. Meanwhile, the loan-
to-income (LTI) ratio, which indicates the re-
payment burden of borrowers relative to their
income, remains high, particularly among

low-income borrowers.*” The average loan-

47) While longer loan maturities reduce the risk of borrowers needing to refinance, they can increase the maturity mis-
match between assets and liabilities at financial institutions.

48) The recent ability of financial institutions to issue long-term covered bonds backed by their home mortgage loan
portfolios is expected to further increase the availability of long-term home mortgage loans.

49) In Korea, the LTV ratio for regulated areas is 50% (30% for those with two or more homes) and 70% for non-regu-
lated areas (60% for those with two or more homes). These comparatively low LTV limits make Korea’s regulations
stricter than those of other major economies, such as in the United States (80%), Japan (80%), Australia (80%),
Canada (80%), or the United Kingdom (75%), and therefore the LTV ratio in Korea is comparatively low.

50) The LTI ratio for low-income borrowers (bottom 30%) was 360.3% at the end of the third quarter of 2024, signifi-

cantly higher than its average of 235.1%.
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to-income (LTI) ratio reached 235.1% at the
end of the third quarter of 2024, indicating a
slowdown in its previous rapid increase that
is likely attributable to the implementation
of loan soundness regulations, including the
debt service ratio (DSR) introduced in July
2021% (Figure I1I-2-5).

Figure llI-2-5. Collateral capacity and repayment
burden of household debt

LTVY LTI

mm 40% or less 40~50% = Over 400% = 300~400%

= 50~60% = 60~70% m 200~300% = 100~200%
= 70~80% = Over 80% 50~100% == 50% or less
O- Average (RHS) -O- Average (RHS)
(%) (%) (%) (%)
100 n -100100]|||lll---r270
80 - 180 80 3” | I 240
00235.1
J-e
60 H-8-04 1 60 60 210
.H.\l 8l48.3
40 ﬁ 1 40 40 180
g l
20 120 20 150
0 AEOEARARA o LOEEERAAA 45
14 16 18 20 22 Q324 14 16 18 20 22 Q324

Note: 1) Based on home mortgage loans issued by domestic banks.
Sources: Bank of Korea (Consumer Credit Panel Database), Financial
Institution Business Reports.

B. Composition of Borrowers

Increasing share of loans held by older bor-
rowers

First, examining the loan balance by bor-
rower age group, it is evident that during the
pandemic young borrowers in their 30s or
younger purchased homes using loans. As a
result, their share of loans has surpassed that
of borrowers in their 50s. The share of older
borrowers (aged 60 or older) has recently been
increasing steadily. This is primarily due to
the fact that the baby boom generation (born
1955-1963),°» who significantly increased
their household debt, is now entering their 60s
without having reduced their loan balances.
Additionally, the demand for loans to fund
post-retirement self-employed businesses®
and to cover living expenses® appears to be a
factor behind the increase in the share of older
borrowers. In terms of the number of borrow-
ers, while the share of other age groups has
decreased or remained flat, the share of those
aged 60 or older is increasing rapidly (Figure
I-2-6).

51) In July 2021, the first phase of DSR regulations was implemented, applying a 40% DSR on banks and a 60% DSR
on non-banks for home mortgage loans in regulated areas for properties valued above KRW 600 million or unse-
cured loans exceeding KRW 100 million. Beginning in January 2022, the second phase applied a 40% DSR on
banks and 50% DSR on non-banks for loans exceeding KRW 200 million in aggregate. The third phase, implement-
ed in July, extended these same DSRs to loans exceeding KRW 100 million in aggregate. From February 2024, the
stressed DSR, which uses stress interest rates (spreads) for the DSR calculation, has been implemented in phases.

52) In Korea, the baby boom generation usually refers to those born from 1955 to 1963. Individuals born in 1955 en-
tered their 60s in 2015, while those born in 1963 entered their 60s in 2023. According to Statistics Korea’s popula-
tion census, as of 2023, individuals in the baby boom generation aged 60 to 64 accounted for about 14.7% of the

entire population.

53) As the share of older individuals who start businesses has climbed steadily since 2022, the proportion of older
self-employed business owners (based on the Economically Active Population Survey) increased from 34.1% in
December 2021 to 37.5% in September 2024. Meanwhile, the share of individuals in their 60s starting businesses
(based on the startup trends report from the Ministry of SMEs and Startups) has continued to rise, from 10.5% in
2016 to 13.9% in 2021 and 15.1% in the first and second quarters of 2024.

54) A KB Research survey of 3,000 people nationwide found that the estimated minimum monthly living expenses after
retirement were KRW 2.51 million, but that the projected available amount, based on current household income,
expenditures, and savings capacity, was only KRW 2.12 million (KB Research, “Evaluating Post-Retirement Prepa-
rations and Criteria for Choosing a Place of Residence,” November 17, 2023).



Figure IlI-2-6. Share of household loans by age
group”

Figure llI-2-7. Share of household loans by credit
rating and income level"

Loan on balance Number of borrowers

By credit rating? By income level®
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Note: 1) Relative to total household loans.
Source: Bank of Korea (Consumer Credit Panel Database).

Persistently high share of high-credit, high-
income borrowers

By credit rating and by income level, house-
hold debt has increased mostly among
high-credit, high-income borrowers, with
their proportions remaining high. Out of
total household loans, the shares of loans to
high-credit (credit score of 840 or higher) and
high-income (top 30%) borrowers were 76.9%
and 63.6%, respectively, at the end of 2021 and
78.3% and 63.1% at the end of the third quar-
ter of 2024. Specifically, both high-credit and
high-income individuals increased their home
mortgage loans to purchase housing®™ during

the same period (Figure III-2-7).

—High-credit — Medium-credit — Low-credit —High-income — Middle-income — Low-income

(%) (%) (%) (%)
80 3.80 80 r 180
853 63.6
™~ - 4631
60 60 1 60
40 440 40t 4 40
9.9
256
24.2
100 342 —r~—o—rg259
20 A 20 20 r 1 20
17.8
105 10.8
‘\_o_’_( B e L
33 4o
o P S o~ RPN I I
116 18 20 2 0324 116 18 20 2 034

Notes: 1) Relative to total household loans.
2) High-credit (scores greater than or equal to 840), medium-
credit (scores of 665 to 839), low-credit (scores less than or
equal to 664).
3) High-income (top 30%), medium-income (30 to 70%), low-
income (bottom 30%).
Source: Bank of Korea (Consumer Credit Panel Database).

C. Structure by Financial Sector

Declining share of loans from the non-bank-
ing sector

By financial sector, the share of loans issued
by non-bank financial institutions has de-
clined steadily (Figure III-2-8). The share of
household loans from non-bank financial in-
stitutions® among total household loans fell
from 37.1% at the end of 2021 to 33.8% at the
end of the third quarter of 2024. In contrast,
during the same period, the share of house-
hold loans issued by banks increased from
51.8% at the end of 2021 to 53.4% at the end of
the third quarter of 2024.

55) Among household loans issued to high-credit borrowers, the share of home mortgage loans (Consumer Credit
Panel Database) rose from 47.4% at the end of 2021 to 54.3% by the third quarter of 2024, while the share of home
mortgage loans extended to high-income people climbed from 43.5% to 50.4% during the same period.

56) In the household credit statistics, issuers of household loans are classified into three categories: banks, non-bank
financial institutions, and other institutions (the Korea Housing Finance Corporation and the National Housing and
Urban Fund). Non-bank financial institutions include non-bank deposit-taking institutions (mutual savings banks,
credit unions, mutual credit cooperatives, and MG Community Credit Cooperatives) and other financial institutions
(insurance companies and credit-specialized financial companies).

BOIOY Ul SYSIY [B13USI0d PUE }ge( PIOYSSNOH JO 8}e1S Juslng g

143

sanss| A}l|ige1s [eloueuld Jo sisAjeuy



144

Figure llI-2-8. Share of household loans by
financial sector”

— Banks — NBFIs?  — Other institutions®

(%) (%)
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Notes: 1) Relative to total household loans.

2) Non-bank deposit-taking institutions and other financial
institutions (excluding Korea Housing Finance Corporation
and National Housing and Urban Fund).

3) Korea Housing Finance Corporation and National Housing
and Urban Fund.

Source: Bank of Korea (Household credit statistics).

For non-bank financial institutions, the share
shrank mostly among non-bank deposit-tak-
ing institutions, including mutual credit coop-
eratives, the MG Community Credit Coopera-
tives, and mutual savings banks (20.0% at the
end of 2021 — 16.9% at the end of the third
quarter of 2024).5”

(3) Analysis of Potential Risks
of Household Debt

A. Asset Quality (Default Risk)

As noted above, changes in household debt
can significantly affect loan quality and a
financial institution’s ability to absorb losses
in the event of macroeconomic shocks. To
understand the recent quantitative and qual-
itative shifts in household debt, we analyze
household loan repayment risks under various
macroeconomic shock scenarios, taking into
account both loan and borrower characteris-

tics.59 59

Five percent of borrower households to be-

come delinquent in the event of shock

Under adverse or severe macroeconomic shock
scenarios in 2026, with decreased household
income and fallen asset prices, the share of
delinquent households®® among Korea’s total
number of borrower households is estimated

to rise to 4.1% and 5.1%, respectively (Figure

57) However, as home mortgage loans from non-bank financial institutions surged by an average of KRW 3 trillion a
month from October to November 2024 due to banks’ stricter management of home mortgage loans from the
fourth quarter onward, the supervisory authorities are tightening the management of these loans.

58) The scenarios of key macroeconomic variables are as follows. Domestically, a sustained decline in consumer
spending and financial asset prices is assumed. Externally, weaker export performance is anticipated due to policy
shifts in major economies and the rise of protectionist trade measures. Consequently, with both lower household
income and decreased housing prices, credit concerns are heightened, and household lending rates are raised.

Economic Growth Rate? -0.5.
Unemployment Rate 2.7 3.0 3.6.
Housing Prices? 0.9. -1.7. -5.4.
Credit Spreads® 201. 270.

Notes: 1) Averages during the test period, from second half of 2024 to first half of 2026.

2) Year-on-year.

3) Corporate bond yield (3-year, AA-)-Treasury bond yield (3-year).

59) In this household debt stress test, the following formula is used to estimate the share of delinquent households as
a function of macroeconomic variables and household characteristics. The dependent variable “Late” is a dummy
variable indicating the state of delinquency. Explanatory variables include high-DTA and high-DSR households,
indicating households’ debt servicing capacities (HighDTA, HighDSR), macroeconomic variables (X,,cr0), @and other

household characteristics (Xgptraits)-
Late = f(a+ B, HighDTA+ B,

nghDSR+ 7)(;47””0 pXHHlmz’/s + E)



I1I-2-9). These projected shares of delinquent
households represent increases of 1.6%p and
2.6%p, respectively, from the 2.5% observed
in 2023. They also surpass the 3.8% recorded
during the 2020 pandemic, likely due to an

accumulation of household debt.

Figure llI-2-9. Share of delinquent households"

u Adverse Severe
(%)
6 r 6
571 5
4+ 3.8 4
3 r 3
2 r 2
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0 L L L L
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Note: 1) Figures until 2023 are based on observed values from
the Survey of Household Finances and Living Conditions.
Figures for 2026 are estimated under macroeconomic shock
scenarios.

Source: Bank of Korea (Survey of Household Finances and Living
Conditions).

Rising share of delinquent households
among those with high-LTV loans, self-em-
ployed business owners, day laborers, and
older households

In particular, households with high-LTV
loans, households engaged in self-employed
business or day labor, and households of older

individuals are found to have a relatively low

ability to withstand shocks. For households
with home mortgage loans, the ratio of total
debt to real estate value is defined as house-
hold-level LTV. Households with LTV ratios
exceeding 60% are compared to those with ra-
tios of 60% or lower. Under the severe scenar-
io, the share of delinquent households with
LTVs over 60% increased® by 4%p, which is
far more than the 1%p increase estimated for
households with LTVs of 60% or lower. This
highlights the great potential for loan quality

deterioration among high-LTV borrowers.

Meanwhile, changes in the share of delin-
quent households under the severe scenario
are compared based on borrower character-
istics, such as employment type and age. By
employment type, the share of delinquent
households whose heads are regular em-
ployees rose by 1.8%p. However, for self-em-
ployed business owners, the share increased
by 2.5%p, and for day laborers and for the
unemployed, it rose by 5.6%p, suggesting
that the possibility of defaults among these
employment types increases in the event of
macroeconomic shocks. Moreover, in 2023,
households with household heads aged 60 or
older had a higher share of delinquent house-
holds than those with young adults (under 40)
and middle-aged individuals (40 to 59). Under
a scenario of a severe macroeconomic shock,
the share of delinquent households for this

older group is estimated to increase by about

60) The observed and estimated values of the share of delinquent households are derived from data on households
holding financial debt, as reported in the Survey of Household Finances and Living Conditions. The share of de-
linquent households is defined as the percentage of households that have experienced at least one instance of
delinquency of 30 days or more on principal or interest payments within the past year, from April of the prior year to
March of the survey year. This analysis is based solely on verifiable observed values for key variables. The interpre-
tation of these results should be considered in this context.

61) For the following analysis, 2023 is used as the base year for comparing the increase in the share of delinquent
households across different borrower and loan characteristics. This year was selected because it allows for the
identification of individual household delinquency status and exhibits the lowest recent delinquency rate in the Sur-

vey of Household Finances and Living Conditions.
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3.3%p, indicating that this group is more sen-
sitive to shocks than other age groups (+3.0%p
for young adults, +2.2%p for the middle-aged).

Given the varying capacity to withstand mac-
roeconomic shocks across different borrower
profiles, recent increases in the proportion of
older borrowers, and the likelihood that these
older borrowers (if retired) will transition from
regular employment to self-employment, to
day labor, or to unemployment, it is crucial to
recognize that future demographic shifts (spe-
cifically, an aging borrower population) could
weaken the overall resilience of household
debt to economic shocks (Figure I1I-2-10).

Figure ll1-2-10. Share of delinquent households by
household characteristics under
the severe scenario

By employment

By LTV level" By age?
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= 2023 Increase under the severe scenario (2026)
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Notes: 1) The ratio of total debt to real estate value held by
households is defined as household-level LTV.

2) According to household head age, those under 40 are
classified as young adults, those from 40 to 59 as middle-
aged, and those aged 60 or older as older.

Source: Bank of Korea (Survey of Household Finances and Living
Conditions).

Recent structural improvement in the qual-
ity of household debt enhancing resilience
against financial shocks

To assess the effect of structural changes in
household debt, this article examines the im-
pact of macroeconomic shocks on the sound-
ness of household debt, with a focus on loan
characteristics. One key factor is the interest
rate type. Under the severe economic down-
turn assumed in the scenario, households
holding floating-rate loans (secured or un-
secured) experience widening credit spreads
that push their interest rates higher. This leads
to the share of delinquent households rising
by 3.0%p, which is significantly worse than
the 2.3%p increase seen among households

with fixed-rate loans.

Looking at differences by financial sector, in
2023 households with only bank loans had a
significantly lower share of delinquent house-
holds (1.3%) compared to those with loans
from non-bank financial institutions (3.7%).6?
Under the severe scenario, the share of de-
linquent households among those with bank
loans is projected to increase by only 0.8%p.
However, households with non-bank loans
are expected to see a much larger increase of

4.8%p in their share of delinquent households.

Based on whether home mortgage loans are
held or not, under the severe scenario, house-
holds with home mortgage loans exhibited an
increase in the share of delinquent households
by 1.5%p, indicating less soundness sensitiv-
ity compared to households with other loans,

which saw an increase of 4.0%p (Figure III-2-11).

62) Households with non-bank loans are defined as those with a financial debt amount exceeding their bank loan

amount.



Figure llI-2-11. Share of delinquent households
by loan characteristics under the
severe scenario

Financial
sector?

Interest rate
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Notes: 1) Comparison between households whose secured and
unsecured loans all have fixed rates and those whose
secured and unsecured loans all have floating rates.

2) Comparison between households that hold only bank loans
and households that hold loans from non-bank financial
institutions (cases when the financial debt amount is larger
than the bank loan amount).

Source: Bank of Korea (Survey of Household Finances and Living
Conditions).

In summary, in the event of macroeconomic
shocks, the share of delinquent households
increased more significantly among house-
holds holding floating-rate loans, loans from
the non-banking sector, and other loans—cat-
egories that have seen declining proportions
of overall household debt recently. Therefore,
the recent shifts in loan characteristics—
specifically the increased prevalence of fixed-
rate loans, loans from the banking sector,
and home mortgage loans—are expected to
partially mitigate the increased debt repay-
ment burden resulting from accumulated
household debt and the heightened sensitivity
to economic downturns. This, in turn, should

bolster household resilience to such shocks.

Macroeconomic shocks unlikely to trigger
systemic risk from rising delinquent house-
holds

Even if such macroeconomic shocks lead to
decreased household income and asset pric-
es, subsequently increasing the number of
delinquent households, the impact on the
capital adequacy of both banks and non-
bank deposit-taking institutions is projected
to be insignificant. Under the severe scenario,
credit losses within the household sector are
projected to slightly reduce the capital ratios
at financial institutions. Banks are estimated
to maintain a capital ratio of 16.2%, followed
by mutual savings banks at 13.7% and mutual
credit cooperatives at 7.4%, a slight decline
from the ratios seen in the base year. This
suggests that the risk of these household
credit losses escalating into systemic risks is
low.®® However, the decrease in the capital
ratio at mutual savings banks (1.3%p), where
the share of non-prime borrowers and unse-
cured loans is high, is larger than for mutual
credit cooperatives (0.7%p) and banks (0.4%p).
This suggests that loans from mutual savings
banks require more stringent risk manage-
ment to prepare for any deterioration in eco-

nomic conditions (Figure I11-2-12).

63) Controlling for factors other than household loans, the decrease in the capital ratio due to only household loan de-

faults was reflected.
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Figure llI-2-12. Changes in capital ratio"? by

scenario
H Base year (end of June 2024) Severed
(%) (%)

20 1 20
15 15
10 10

5 5
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Domestic banks

Mutual savings banks ~ Mutual credit cooperatives

Notes: 1) BIS capital adequacy ratio for domestic banks and mutual
savings banks; average net capital ratio in subsectors for
mutual credit cooperatives.

2) The dotted lines indicate the supervisory standard ratios
for each sector (11.5 to 12.5% for banks, 7 to 8% for mutual
savings banks, and 2 to 5% for mutual credit cooperatives).

3) As of the end of June 2026.

Source: Bank of Korea (Survey of Household Finances and Living

Conditions).

B. Financial and Economic Vulner-
abilities (Structural Risks)

While household debt carries default risk, its ac-
cumulation also has broader implications for the
financial sector and the overall economy. There-
fore, it is essential to assess the potential long-

term risks associated with household debt.

Rising debt dependence and constrained

consumption among low-income households

In addition to Korea’s generally weak con-

sumer spending, an increased reliance on

debt among low-income households could
exacerbate the debt repayment burden of
such households, further suppressing their
consumption (Figure III-2-13). In particular,
the constraint on consumption is likely to be
more pronounced among low-income house-
holds, as their reliance on debt is increas-
ing at a rate faster than that of middle- and
high-income households®¥ (Figure I1I-2-14).
The rising loan-to-income (LTI) ratios among
low-income households is primarily driven
by declining income rather than increased
borrowing,®” while the increase in borrowing
was partly influenced by policy loans that are

exempt from DSR regulations.®®

Figure llI-2-13. Household consumption capacity™

Per-capita average wage = Number of employed persons

CPI <0- Real labor income
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Note: 1) Real labor income is calculated as: (number of employed x
per-capita average wage / CPl).
Source: As cited in Bank of Korea blog.

64) The section “Assessment of the Impact of Accumulated Household Debt Related to Asset Markets on the Con-
sumption and Defaults of Household Borrowers,” found in Analysis of Financial Stability Issues 2 of the Financial
Stability Report (June 2022), concluded that borrowers with a DSR that is higher than their consumption constraint
threshold would experience a decline in their propensity to consume due to the debt repayment burden.

65) Between 2014 and 2023, low-income households experienced an average annual decline in income of 0.4%, sig-
nificantly lagging behind the income growth of high-income (3.0%) and middle-income (2.5%) households. On the
other hand, low-income households saw their loans grow by 5.2% annually, which was lower than that of high-in-

come (5.8%) and middle-income (6.5%) households.

66) Policy loans are primarily targeted at low-income households. Income eligibility requirements for policy loans are
capped at KRW 50 million for Beotimmok (leasehold deposit) loans, KRW 60 million for Didimdol (home mortgage)
loans, and KRW 70 million for Bogeumjari (home mortgage) loans.



Figure llI-2-14. LTI by income bracket"
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Note: 1) High-income (top 30%), meddle-income (30-70%), low-
income (bottom 30%).
Source: Bank of Korea (Consumer Credit Panel Database).

Meanwhile, increased debt dependence led to
18.9% of households exceeding the consump-
tion constraint threshold®” in 2023. Under
the adverse and severe scenarios, this share is
projected to rise to 21.4% and 22.0%, respec-
tively (Figure III-2-15).

Figure IlI-2-15. Share of households exceeding
DSR threshold?
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20 4 20
18.9

18 f 418

16 - . 16
2023 Adverse(2026) Severe(2026)

Note: 1) These estimates are based on a subset of the sample for
which all stress test variables are available. The 2026 figures
reflect projections under a shock scenario, using principal
and interest repayment amounts and income data from
the preceding year as reported in the Survey of Household
Finances and Living Conditions.

Source: Bank of Korea (Survey of Household Finances and Living
Conditions).

Delayed debt reduction among older bor-
rowers

In Korea, the debt-to-income ratio for older
borrowers is significantly higher than in other
major economies. While this ratio generally
declines with age in the United States, Japan,
and in Europe, it remains elevated for older

borrowers in Korea (Figure I11-2-16).

Figure lll-2-16. Debt-to-income ratio by age
group in major countries?

Less than 35. 35-44. 45-54
55-64. 65-74.  m 75 or older
(%) (%)
300 7 300
200 1 200
>
100 3 1 100
Al
| ‘ X ‘ | -'
o e s 'm W J

United Italy France Spain Finland Japan Korea
States

Note: 1) 2023 for Korea, 2021 for Europe.
Sources: Survey of Household Finances and Living Conditions,

surveys of household finances of countries, such as HFCS
(ECB).

The proportion of older borrowers (aged 60
or older) among those with home mortgage
loans is increasing steadily. This rise is attrib-
utable to the accumulation of existing loans
without repayment, rather than an increase
in new loan originations among this age
group.®® Older borrowers face an average re-
payment period of at least 17 years for their
home mortgage loans, during which they
must repay both the principal and interest.

Given the likelihood of declining income due

67) We used a consumption constraint DSR threshold of 47%, which was estimated using the Survey of Household
Finances and Living Conditions, as reported in Issue Analysis 1. “Assessment of the Recent Household Debt Situa-
tion and Implications,” Monetary Policy Report, September 2024.

68) As of the end of the third quarter of 2024, home mortgage loans (including leasehold deposit fund loans) account

for 50.0% of loans held by borrowers aged 60 or older.

149

sanss| A}jIqe1S [B1ouBUI JO SisAjeuy

©810Y| Ul SYSIY [B1IUSIO PUEB 18 P|OYSSNOH JO 81e}S Juaiin) 'z



150

to retirement, these borrowers are at a higher

risk of repayment difficulties (Figure I11-2-17).

Figure IlI-2-17. Home mortgage loans of older

borrowers
Share of older borrowers Maturity of home mortgage
among home mortgage loans  loans of older borrowers"
— Based on balance — Maturity

— Remaining maturity

— New-loan basis

(%) (%) (vear) (vear)
20 ¢ 420 30 1 130
19.0
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17.5
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4T 14 st {15
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Note: 1) Maturity is a contractual maturity, while remaining maturity
refers to the time left until the contractual maturity date,
calculated from the current point in time.

Source: Bank of Korea (Consumer Credit Panel Database).

Increasing sensitivity to economy and inter-

est rates fluctuations

Korea has seen its household debt accumulate,
driven primarily by home mortgage loans.
Consequently, financial institution loan port-
folios are heavily concentrated on the real es-
tate sector,®” making them highly vulnerable
to real estate market shocks (Figure I11-2-18).

Figure ll1-2-18. Correlation between housing
prices and household debt-to-

GDP ratio"?
1.0
2
0.55 055
05 | 0.44
039 43
0.14
00 0.01
"~ 003908
-0.27
05
-1.0

Korea
Finland
Germany
United States
Sweden
Australia
France
Norway
United Kingdom
Canada
Japan

Notes: 1) Correlation between changes in household debt-to-
quarterly GDP ratio (YoY) and growth of housing price index
(Yo).
2) From the first quarter of 2009 to the second quarter of 2024,
Sources: OECD (Housing Price Index), BIS.

Moreover, while the share of fixed-rate home
mortgage loans in Korea has risen significant-
ly over recent years, it remains lower than that
in major countries.”” 7 Furthermore, since
2016, installment repayments have been man-
datory for new home mortgage loans from
banks.”? However, the majority of leasehold
deposit fund loans are still bullet repayments,
accounting for 98.3% as of the end of the sec-

ond quarter of 2024.

69) As of September 2024, housing purchase-related loans make up 74% of household loans on the balance sheets of
domestic banks, a substantial increase from 55% at the end of 2010.

70) According to Hypostat statistics, which allow for country comparisons with a fixed rate period of at least one year,
the proportion of fixed-rate loans among Korea’s home mortgage loans ranked 23rd among 30 countries at the

end of 2022.

71) In particular, when excluding policy loans, the share of fixed-rate loans issued by the banking sector is estimated to
be even lower. According to estimates from the Financial Services Commission, bank home mortgage loans, ex-
cluding policy mortgages, are composed of fixed-rate loans (2.5%), mixed loans (which shift to a floating rate after a
five-year fixed rate) (28.8%), and floating-rate loans (68.7%) (Financial Services Commission press release, May 25,

2023).

72) Starting in 2016, new home mortgage loans offered by banks for housing purchases, along with high-risk home
mortgage loans (LTV or DTI of at least 60%), will no longer offer a grace period and will require immediate principal
and interest payments through amortization (Korea Federation of Banks press release, December 14, 2015).



Weakened risk management incentives for

financial institutions

The expansion of public guarantees for hous-
ing-related loans’ could weaken the incen-
tives for financial institutions to manage risk
more thoroughly. With most housing-related
risks transferred to public guarantee institu-
tions, financial institutions calculate capital
adequacy ratios using risk weights based
on the creditworthiness of the guarantor,
rather than that of the borrower, which may
weaken their sensitivity to risk. As for public
guarantees for leasehold deposit fund loans,
guarantee institutions repay on behalf of les-
sees if they fail to repay, significantly reducing
the credit risk burden at financial institutions
(Figure I1I-2-19). Meanwhile, extending loan
maturities to increase loan limits during the
loan review process can contribute to higher
household debt levels and to increased risks

for financial institutions.

Figure llI-2-19. Trend of public guarantee supply
to leasehold deposit fund loans

= Korea Housing Finance Corporation (HF)
Korea Housing & Urban Guarantee Corporation (HUG)

(KRW trillion) (KRW trillion)
100 7 100

80 180

14 15 16 17 18 19 20 21 2 2

Sources: Housing Information Portal (HOUSTA), Housing Finance
Statistics (HOUSTAT).

(4) Assessment and Implica-
tions

Despite persistently high leverage in house-
hold debt, recent qualitative shifts—including
the rising proportion of fixed-rate, amortized
loans and an increasing share of bank loans
driven by borrowers with stronger repayment
capacity—suggest that household debt is un-
likely to pose a significant threat to financial

system stability in the short term.

Following the Bank of Korea’s August deci-
sion to hold the Base Rate steady in order to
prioritize financial stability and the govern-
ment’s subsequent implementation of stricter
macroprudential policies in September 2024,
the upward trend in real estate prices and the
growth of household debt have both moder-
ated. However, the link between household
debt and the housing market remains strong.
Furthermore, the increasing debt depen-
dence concentrated on low-income house-
holds™ makes the loans of such households
particularly vulnerable to income and asset
price shocks in the long run. The challenges
associated with debt reduction among older
borrowers also pose ongoing potential risks.
Additionally, it is important to exercise caution
to ensure that extending loan maturities does
not create risk factors by causing a mismatch
between assets and liabilities at financial in-

stitutions.

While household loan growth has recently
shown some signs of moderation, it could eas-
ily accelerate again should financial conditions

loosen further. Therefore, a harmonious policy

73) According to Rajan (2010), government intervention in the form of guarantees for household loans, intended to
stimulate the housing market, contributed to the Global Financial Crisis by fostering excessive loan growth and by

creating structural weaknesses in financial markets.

74) Mian and Sufi (2014) observed that, due to the leverage multiplier effect of debt, households with the lowest levels
of net worth experience disproportionately large losses and significantly curtail their consumption.
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combination of monetary and macropruden-
tial policies is still needed, as in August. The
recent substantial increase in lending by the
non-banking sector, if sustained, is projected
to drive up the share of delinquent house-
holds, highlighting the need for enhanced
risk management in this area. In addition, to
mitigate the potential risks of delayed debt
deleveraging among older borrowers, policy
efforts need to be increased.” Continued
support for the issuance of and investment in
covered bonds, a recent government initiative
aimed at improving the quality of household
debt by attracting long-term fixed-rate fund-
ing, is also crucial. Because of the close link
between household debt and real estate, it is
essential to continue promoting household
deleveraging, potentially through the use of
real estate investment trusts (REITs) in hous-

ing finance.
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