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Recent Trends in the Korean Housing

Finance Market

OVERVIEW

To say that the Korean housing finance mar-
ket has gone through a lot of change in re-
cent years would be an understatement. At
the time when “Housing Finance in Korea:
Recent Trends and Future Prospects,” writ-
ten by Kyung-Hwan Kim, was published on
the December 1997 issue of Housing Fi-
nance International, it was evident that fun-
damental changes in the housing finance
system were being made by the Korean gov-
ernment. Now, we can see what impact
these changes have made on the Korean
mortgage market with specific focus on the
development of the secondary mortgage
market.

Financial deregulation had been underway
since the early 1990s. However, initiatives
for change ignited after the Asian financial
crisis in 1997, in which Korea's inefficient
and undisciplined financial sector was re-
vealed to the international financial commu-
nity. The financial crisis resulted in massive
depreciation of the Korean won by the end of
1997. By early 1997, a large number of non-
performing loans had accumulated, causing
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many banks to become insolvent. The cor-
porate and financial sector insolvency, com-
bined with the loss of confidence by in-
vestors, created a mismatch of supply and
demand in the domestic foreign exchange
market. The Korean government turned to
the International Monetary Fund to request a
financial package to stabilize the won. In its
agreement with the IMF, the government
agreed to many economic and structural re-
forms to stabilize the financial and corporate
sectors. To restore confidence in the finan-
cial system, actions were taken to dissolve
unsound financial institutions, downsize and
privatize .some public enterprises, and dis-
continue government control of interest
rates.

Interest rates were finally deregulated in July
of 1997. The largest and, arguably, the only
significant mortgage market participant, the
Korea Housing Bank, was privatized in Au-
gust of 1997 and transformed into a com-
mercial bank called H&CB (Housing & Com-
mercial Bank).

These changes have made the housing fi-
nance industry more market-driven and
competitive in recent years. Commercial
banks, which historically existed for the pur-
poses of corporate lending, started to focus
on retail customers. Newly created mort-
gage banks and other special finance com-
panies entered into the mortgage market.

Discussions on creating a secondary mort-
gage marketin Korea culminated at the end
of 1999 with the formation of the Korea Mort-
gage Corporation (KoMoCo).

The Korean economy has made substantial
progress and is recovering from its difficul-
ties. Gross domestic product, which dra-
matically decreased in 1997 and 1998,
grew at a rate of 8.5% in 1999. The growth
trend continued in 2000 at a rate of 9.0%.
GDP growth slowed in 2001, reflecting a
global economic slowdown, and is esti-
mated at 5%!. The exchange rate has sta-
bilized since the end of 1998 with approxi-
mately 1,300 won per US$1 at the end of
20012. Inflation, at 2.68% in 2000, has also
fallen substantially since 1998 when it was
at 7.75%, indicating a recovery for the Ko-
rean economy?,

HOUSING MARKET

There has been a shortage in housing since
the 1970s in Korea. To meet the demand, the
government steadily increased the housing
production for many years. Based on hous-
ing permits, the average annual housing
production was about 621,000 units during
the period from 1992 through 1996. This fig-
ure declined to 306,000 units in 1998, but
has increased since 1999, and reached
433,488 units in 2000 (see Figure 1). The
Ministry of Construction and Transportation
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Figure 1.  Housing Construction
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Table 1.  Purchase Price Index (95.12 = 100.0)

Location Type 1996 1997 1998 1999 2000

All Cities Total 101.5 103.5 90.7 93.8 94.2
Detached 99.8 99.2 88.1 86.8 85.6
Row Housing 100.5 1011 89.2 87.5 88.2
Apartment 103.5 108.4 93.7 101.7 103.1

Seoul Total 101.5 103.5 89.8 94.8 97.7
Detached 99.5 99.0 876 88.1 89.6
Row Housing 100.6 101.9 86.8 86.4 88.3
Apartment 104.2 109.6 93.6 105.3 109.7

Source: National Statistical Organization
Note: Based on the end of December of each year.

(MoCT) has announced plans to increase
production to between 500,000 and 600,000
houses annually, for three consecutive years
by the year 2002. The government also
abolished the greenbelt, non-construction
zone in recent years.

Housing prices steadily increased in the
early part of 1990s and hit their highest lev-
els at the end of 1997. The economic and fi-

nancial crises resulted in a dramatic decline
of housing prices by the end of 1998 (see
Table 1).

Housing prices recovered somewhat by the
end of 1999 and continued to increase in
the early part of 2000. By the end of 2000,
the apartment prices in Seoul reached
levels to the pre-financial crisis figure in
1997.

Chonsei has been a major form of housing
tenure in Korea, accounting for about 37% of
the housing stock.* Chonsei contracts gen-
erally require an up-front deposit amounting
to approximately 50% of the house price.
Landlords benefited during prosperous
times by investing the deposits that gener-
ated a good return. Renters also benefited
by not having to make monthly payments for
the duration of the contract.

Chonsei prices also decreased in 1998 due
to the economic situation, but quickly
bounced back in 1999 and surpassed the
1997 levels by the end of 2000 (see Table 2).
Due to the uncertain growth prospects of the
current economy, many landiords are
switching to a monthly rental system (Wol-
sei), decreasing the supply of Chonsei prop-
erties and forcing the price of these con-
tracts to increase sharply.

As shown in Figure 2, housing prices in gen-
eral are slowly recovering to pre-financial
crisis levels. The prices for purchasing apart-
ments in the Seoul area are already at the
1997 level and, in the case of Chonsei, the
prices are beyond the 1997 figures for all

property types.
MORTGAGE MARKET

The most notable development in the mort-
gage market is the focus on retail lending by
the commercial banks. Commercial banks
have shifted their focus from lending to large
corporations to consumers due in part to
corporate failures in recent years. The sav-
ings rate in Korea is still very strong (32.7%.
of gross domestic savings as a percentage.
of GDP in 2001)° and commercial banks
have excess cash as their corporate lending
has greatly diminished. With the deregula-
tion of interest rates and highly liquid bal-
ance sheets, commercial banks are fiercely
competing to provide loans to consumers.

In addition to thé commercial banks, mort-
gage banks are playing a more important
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Table 2.  Chonsei Price Index('95.12 = 100.0) Table 3. Percentage Market Share
- (Based on outstanding home
Location Type 1996 1997 1998 1999 2000 mortgages) 2000
All Cities Total 1065 1074 876 1023 1137 e 54.47%
Detached 103.2 103.1 86.0 89.0 96.3 Agricultural Corporation 3.39%
Row Housing 105.4 106.1 86.7 100.0 113.4 HACB 31.25%
Apartment 1102 1120 89.4 1133 1271 e
Kookmin Bank 2.39%
Seoul Total 1066 1054 815 996 1133  Othercommercial banks 3.38%
Detached 1040 1024 80.1 887 1020  Lifeinsurance 2.87%
Row Housing 106.6 107.2 80.3 96.1 111.3 Non-bank financing 1.13%
Apartment 109.7 108.0 83.8 111.0 124.4 Foreign bank 0.58%
Regional banks 0.32%
Note: Basad o heand o Dscamiet o s yer Other national banks 0.23%
NHF + H&CB + Kookmin Bank 88.09%
Figure 2.  Housing Price Index
Source: International Finance Corporation
130.0 Chonsei Apt
Chonssi Seoul Apt involvement by the government and the
120.0 Chonsei Total Korea Housing Bank, mortgages were his-
Seoul & Nationwide : . .
torically provided by most commercial banks
110.0 Purchase Seoul apt to their best customers as subsidized bene-
Purchase Apt fits in the past. Most of the commercial
100.0 Purchase Seoul Total banks in Korea have less than 1% of their
Purchase Total assets in mortgages as of 2000,
90.0—
CHANGES IN THE MORTGAGE MARKET
80.0
With the increase of competition in con-
70.0 T T | sumer lending, however, new mortgage
1996 1997 1998 1999 2000

role in the market. With the creation of Ko-
MoCo and passage of the asset-backed se-
curities (ABS) law, these nondepository in-
stitutions have greater access to capital. As
of June 2000, they made up iess than 2% of
the market, but these companies are ag-
gressive and are expected to make much
progress in a short period of time. Due to
their specialization on mortgage products,
they can quickly adapt to the changing envi-

ronment, as well as implement new tech-
nologies and processes faster than the
larger commercial banks with high overhead
and deep-seeded culture and bureaucracy.

Many consumer loan products, such as au-
tomobile, credit card and noncollateralized
loans have been available to consumers, but
mortgages are a relatively new product for
most commercial banks. Due to the heavy

products are being developed and mar-
keted. Within the last two years, the market
has seen a tremendous variety of products
offered by virtually all market players (see
Table 4). Most of these products are short-
term, floating-rate mortgages (rates can
change every three months on average,
based on bank's funding cost) and some ‘ad-
justable-rate mortgages (rates change on a
scheduled basis from three months to one
year in average, based on some index). Re-
cently, there have been a few fixed-rate
mortgage products offered with terms up to
10 years.
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Table 4.  Various Products Offered by
Major Piayers in the Market

Rate Terms

Kookmin Bank

Adjustable-rate 8.75-10.2% 30 years

3-year fixed bullet 8.7-8.95% 3 years

Floating-rate 6.60% 30 years
H&CB

3-month adjustable 6.31% 3 years

6-month adiuétable 7.75% 10 years

1-year adjustable 1.95% 35 years
NSC

Best 20 6.75-7.49% 3years

GPM 10.5-10.9% 10 years

Star65 10-11% 10 years

Combi Loans 10.25-11.25% 10 years

Source: eMoney, Kookmin Bank, H&CB, NewState Capital

By contrast, the products offered by the Na-
tional Housing Fund (NHF) are basically
long-term, fixed-rate mortgages up to 30
years. The rates can be changed at NHF’s
discretion. However, NHF has made only
three rate changes in the last 30 years to be
closer to the market rate. Its current (early
2002) rate is 9%.

Historically, the housing finance market has
been largely dominated by the public sector
(NHF loans) for low- and lower-middle-in-
come buyers with up to 40% of loan-to-value
{LTV) ratios. However, some of the recent
mortgage products offered by commercial
banks and other private sector lenders in-
clude LTV of up to 100% of the appraised
price.

This increase in LTV is very important in ex-
panding the mortgage. market in any coun-
try, but has greater impact in Korea due to its
rental market. The Chonsei system, Korea's
alternative to monthly rental programs is fac-
ing new challenges. As indicated earlier,

KOREA

supply is diminishing, causing the prices to
increase dramatically. As such, there are
more incentives for renters to use the de-
posit as a downpayment and purchase
apartments instead of paying the high Chon-
sei prices. This change in the market, com-
bined with the increase in LTV for mortgage
loans, creates a real and immediate
prospect for significant expansion in the
mortgage market.

The Korean government has made signifi-
cant policy changes with the goal to revital-
ize the real estate and housing finance in-
dustries since 1997:

* Privatization of the Korea Housing
Bank. Initially set up by the government
in 1967 to provide a stable source of
funds for housing, the Korea Housing
Bank held over 75% market share of
new housing loans in 1995. As a result
of the government’s commitment for a
more efficient financial sector, KHB was
privatized under the new name of Hous-
ing & Commercial Bank (H&CB). In No-
vember 2001, H&CB and Kookmin Bank
(the largest consumer bank in Korea)
merged to create the new Kookmin
Bank.

« ABS and MBS Laws. The ABS law was
developed to support all asset-backed
securities, including mortgages. The
MBS law was specifically drafted for
mortgage-backed securities. These laws
permit securitization of mortgages for the
first time in Korea.

* MBS Company Act 1999. A recently
passed law allows for an establishment
of special purpose corporations to issue
MBS in Korea.

* MBS Tax Reduction Plan. The Ministry
of Finance and Economy has plans to
deduct a portion of the tax rate for small-
sum purchasers of MBS to attract institu-

tional, as well as retail, investors to the
MBS market.

* Non-construction Zone Deregulation
Plan. The government has plans to
loosen the restrictions placed on non-
construction zones to support the con-
struction and real estate industries.

+ New Housing Plan. The Ministry of Con-
struction and Transportation has an-
nounced its plans to finance new con-
struction of 500,000 to 600,000 houses
for three consecutive years to assist low-
income buyers or renters.

SECONDARY MORTGAGE MARKET

Probably the single most important change
made to further develop the Korean mort-
gage was the creation of a secondary mort-
gage corporation. In an effort to inject addi-
tional funds into the housing market, the
Korean government passed several laws
starting in 1997, allowing for an establish-
ment of the secondary mortgage market. A
newly created conduit, Korea Mortgage Cor-
poration (KoMoCo), was set up as a joint
venture by the Ministry of Construction and
Transportation (MOCT), H&CB, Kookmin
Bank, Korea Exchange Bank and Samsung
Life Insurance Co. at the end of 1999 (see
Figure 3).

In 2000, international Finance Corporation
(IFC) and Merrill Lynch became foreign in-
vestors of KoMoCo. Along with the equity in-
vestment, these foreign investors brought
technical assistance to KoMoCo from Coun-
trywide International Consulting Services
(CICS), a subsidiary of Countrywide Credit
Industries, and Fannie Mae (FNMA) in the
areas of business, operations and technol-
ogy development.

KoMoCo's mission is to securitize the Na-
tional Housing Fund loans as well as pri-
vate sector mortgages originated by com-
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Figure 3.
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Figure 4.
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mercial banks and other special finance
companies.

KoMoCo has established solid business op-
erating structures and information systems
to purchase and securitize while acting as
its own trustee and master servicer for a

total seven transactions by early 2002. It is
important to note that KoMoCo MBS are
not guaranteed by the Korean government,
but are still considered a safe instrument
due to the government involvement. With
the assistance of CICS, the company de-
veloped selling and servicing guidelines as

well as marketing, risk and financial man-
agement plans. It is currently working on
the second phase development of its infor-
mation technology systems with the assis-
tance of Fannie Mae.

Since its inception in 1999, KoMoCo has
completed seven transactions, six collateral-
ized by NHF loans and one collateralized by
Samsung Insurance loans, bringing total
MBS issued to approximately 2.7 trillion won
(US$2.26 billion) (see Table 5).

Up to this point, all of KoMoCo’s securitiza-
tions have been backed by seasoned hous-
ing loans from either NHF or Samsung's
portfolios. KoMoCo MBS are structured as
callable and non-callable bonds with senior
and subordinated tranches. They are not
passthrough MBS as in the U.S. where the
monthly principal and interest payments re-
ceived are “passed through” to the investor
(see Figure 4).

KoMoCo is an important player in the sec-
ondary mortgage market and is the only en-
tity that can issue MBS under the Korean
MBS law. However, it is not the only player in
the secondary mortgage market. Other insti-
tutions could also issue MBS under the ABS
law. NewState Capital (NSC), a mortgage
bank, issued the first MBS in Korea in March
of 2000. NSC has issued a total of eight
transactions in the amount of 154 billion won
(US$128 million) all collateralized by its own
mortgages.

As the secondary mortgage market in Korea
is in its infancy, there are many challenges
ahead. Currently, to issue mortgage-backed
bonds and securities under both the MBS
and ABS laws, all borrowers in the pool must
be notified by letter of the sale. These bor-
rowers are also given 10 days to object to the
sale of their mortgage to the special purpose
corporation. Additionally, a pre-purchase due
diligence performed by a third-party account-
ing firm is required for 100% of the loans.
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Table 5. KoMoCo MBS Issuances

KoMoCo 00-1 4/7/00 00-2 91/00 00-3 12/8/00 01-1 222/ 01-2 7401 02-1 1/23/02 02-2 22102 | Total
Amt.  Cpn. Amt.  Cpn. Amt.  Cpn. Amt. Cpn. Amt.  Cpn. Amt. Cpn. Amt.  Cpn.

Senior

6-month 22 8.15% %5 7.38% 18 6.82% 8 6.24% 27 486%

9-month 10 8.57%

1-year 12 8.81% 30 757% 16 7.05% 1 6.57% 30 490% 65 5.65% 25 530%

1.5-year 27 9.01% 30 787% 18 724% 12 682%

2-year kK] 9.16% 30 7.96% 17 7.38% 13 7.07% 35  533% 42  598%

2.5-year 35 8.11% 18 775% 13 7.28%

3-year 79 9.39% B 817% 17 11% 12 741% 3 560% 60 6.78% 41 6.57%

3.5-year 34 8.29% 18 779% 13 7.53%

4-year 92 9.69% 2 838% 16 781% 12 761%

4.5-year 35 8.48% 20 7.83% 5 11%

5-year 75 9.94% 3B 853% 18 7.85% 20 771% 80  6.00% 7 111%

6-year 19 10.04%

7.5-year 158 9.00% 95 840% 57  7.80% 50 7.50%

7.6-year 110 6.50% 10 7.30%

10-year 97  860% 52 7.9% 10 6.78% 9%  7.50%

14-year 100 6.92% 74 765%

Subtotal 369 479 368 228 500 175 492 2611

Sub. 286 21 133 97 5 47 18.2 101

(BinWon) | 397.6 500 3813 2377 505 179.7 510.2 2,712

US$ (Min) | 331 a7 318 198 421 150 425 2,260

Source: KoMoCo. www.komoco.co.kr

These restrictions increase the time and cost
associated with each transaction. The cur-
rent MBS law also prohibits KoMoCo from
purchasing mortgages and retaining them in
its portfolio for future securitization. A num-
ber of other changes in the legal and regula-
tory environment are needed in order to fos-
ter market development.

KoMoCo is also faced with other challenges
from the primary mortgage market:

* Mortgages are a small portion of most
commercial bank's assets, limiting the
potential seller base.

* There is on-going consolidation in
the banking sector, which further de-
creases the potential pool of sellers of
mortgages.

* Most commercial banks currently have
high deposit balances and do not have
much incentive to off-load high quality
mortgage assets from their balance
sheets.

* Mortgage payments are remitted every
day of the month, as the payment date is
chosen at the time of the mortgage con-
tract between the lender and the borrower.

* A loan can be assumed by another bor-
rower with the approval of the lender, but
the enforceability of this approval is
questionable.

* Loan documents are not standardized. -

+ Mortgage products currently offered are
not standardized.

KoMoCo has been successful in its short
history in fulfilling its role in the capital mar-
ket by providing long-term instruments to in-
vestors as well as the mortgage market by
providing long-term funding for lenders such
as NHF and Samsung.
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Table 6 News State Capital MBS Issuances
NSC 1st 300 | 2nd 101 3rd 301 4th 501 | §th 9001 | 6th 1001 | 7th 11001 | 8th 12001 | Total
(Bin Won) | Amt. Cpn. | Amt. Cpn. Amt. Cpn. | Amt. Cpn, | Amt. Cpn. | Amt. Cpn. |Amt. Cpn. | Amt. Cpn.
Senior

| 1-year 10  3YCB+10bp

: 3-year 10 3YCB:7Sbp | 5  BS%

4-year 3 6.8% 3 6.65% 3  675% 3 7.70%

Syear 10 5YGB225bp 7 1% | 8 85%

: T-year 9 9.2% 2 12.0% 3 1.2% 3 7.05% 3 7.15% 35  810%
10-year 13 5YGB350bp 13 120% 3 7.6% 3 7.45% 3 7.55% 35 850%
11-year 06 80% | 08 10.0% 06 10.0% 06 10.0%
Subtotal 43 14 8 7 10 10 10 " 112
Sub. 16 8 3 2 3 4 4 4 42
(BIn Won) 58.9 211 10.5 9.7 12 134 135 14.5 154
US$ (Min) 49 176 8.75 8.08 10 1.2 1.3 121 128

Source: NewState Capital. www.newstate.co.kr

However, it has a more difficult job of con-
vincing the commercial banks to sell their
high quality mortgage assets to be securi-
tized. Once securitized and guaranteed by
KoMoCo, MBS collateralized by their own
mortgages may be purchased back by these
commercial banks. This structure decreases
the capital risk weighting from 50% to 20%.
So far, this incentive has not been sufficient
for commercial banks to sell their mort-
gages. KoMoCo's newest and first private
sector issuance, backed by Samsung loans,
will hopefully open opportunities for Ko-
MoCo to work with commercial banks in the
near future.

KoMoCo may also target other noncommer-
cial bank mortgage originators such as
mortgage banks and other special finance
corporations. Some of these originators de-
pend on warehouse lines to fund their mort-
gages and generally have a higher cost of
funds. As such, capital is scarce for these
entities, and selling their newly originated

mortgages to KoMoCo will free up capital to -

satisfy their warehouse agreements as well
as allow them to originate more loans.

CONCLUSION

The housing finance market in Korea has
been very active in the past few years. The
government has made good progress in
putting in the appropriate measures to sup-
port the privatization and development of the
mortgage industry. Further development in
this area is still needed, however.

The combination of rising property prices,
the weakness of the main rental system and
more focus and attention being paid to the
consumers by commercial banks strongly
suggests that the primary market is ready for
take off.

The highly concentrated private primary
market has been slow to respond to the
changing secondary market. However, the

MBS issued by NSC, all collateralized by pri-
vate sector mortgages and KoMoCo’s pri-
vate sector MBS backed by Samsung mort-
gages are clear evidence of where the
market is headed. As fierce competition con-
tinues, commercial banks will increasingly
need capital to fund mortgages and the con-
tinuous development in the secondary mort-
gage market will no doubt prove to have a
positive impact on the overall market in the
years to come.
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