Mizuho Flash: Korea

Economics & Strategy | Asia ex-Japan

October 6, 2022 | Tan Boon Heng | Market Economist

Korea: Rising Debt, Rates & Risks

In a nutshell: The pandemic had worsened the debt situation in Korea which in turn complicates the
Bank of Korea’s (BoK) policy calculus to curb inflation especially amid them grappling with neutral
rate territory. This debt situation is fully appreciated considering the surge in SME loans which has reach
49.5% of GDP in August 2022 (from 35.4% in Jan 2019) while large companies also saw an increase in
loans to 9.5% in GDP. Going forward as interest rates rise, loan servicing will be arduous given that a
large proportion of corporate loans are on floating rates. With household debt to GDP ratio also near
record highs, rising interest rates will increase the burden on consumers and erode disposable incomes.
This problem is certainly not helped by a rising proportion of loans being on floating rates which stands
at 78.5%. While the authorities have put in place policies to assist businesses and households who are
most at risk of default/losing their homes, the reactions of multiple-home owners should be monitored to
prevent downward spiralling of house prices which feedback into negative housing equity. While arresting
inflationary pressure remains the BoK’s utmost priovity as they continue hiking policy rates, the central
bank will be cognisant not to exacerbate existing domestic risks.

Household and Corporate Burdens: High For Longer
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Source: CEIC; Mizuho Bank
Note: GDP computed using 4gma of nominal GDP. Debt comprise of mortagage,
merchandise credit and other loans.

From the perspective of aggregate outstanding loans, the ‘stock’ perspective gives a presentation of the
debt situation relative to the size of the economy. Thereafter, we can examine the ‘flow’ perspective to
understand the strains from rising interest rates. On the corporate front, the rise in bank loans was
largely undertaken by SMEs during the pandemic which saw their loan to GDP ratio increase from
35.4% in January 2019 to 49.5% to August 2022. Large companies which tend to be better capitalised saw
a smaller increase in loan uptake from 8.3% of GDP in January 2019 to 9.5% in August 2022. Admittedly,
bank loans may understate indebtedness for large companies, which better access to capital markets.

Understandably, small enterprises which employed a large majority of the labour force have also been the
concern of the authorities who announced on 30 September to extend loan maturity for up to 3 years
and defer repayments until September 2023 for businesses which were experiencing difficulties in their
recovery from the pandemic. The latest extension was the fourth time in the past two years as the scheme
was set to expire at the end of September.

Households saw a worsening of their debt situation due to the pandemic, though some relief came
through in Q2 2022 in the form of higher incomes. As of June 2022, total household debt stands at 88%
of GDP with mortgage loans at 47% of GDP which implies that more than half of household debt is
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taken up by mortgages. The other drivers of household borrowing are personal loans and merchandise
credit.

On the whole, from the stock perspective, the debt situation for household and corporates are certainly
non-trivial as the debt to GDP ratios remain close to record highs. Furthermore, the trouble is that
they may set to remain at a high as a large part of these loans will be subject to increasing strains from
rising interest rates which hinders principal repayments.

Rising Tide of Interest Rates

As of August 2022, 72.9% of coporate loans are floating rate As of August 2022, 78.5% of housing loans are floating rate
loans and subject to re-pricing risk. loans.
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Crucially, the debt situation is certainly not helped by a substantial proportion of loans being on
floating rates. For corporate loans, the share of floating rate loans has increased from 68.7% in January
2019 to 72.9% in August 2022. For housing loans, the proportion of floating rate loans increased from
69.5% to 78.5%. What this means is that the immediate shock of rising interest rates will be felt by a
large (and in fact now increased) proportion of household and corporate borrowers.

Cognisant of these risks to vulnerable segments, the Financial Services Commission has announced the
Relief Conversion Loans (on 5 October) targeted at single property owners of small sized units to allow
refinancing to mortgages with long term maturity and fixed interest rates.
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All in, the debt risks in Korea warrants continued close watch. On the comforting front, the authorities
have put in place policies to assist businesses and households who are most at risk of default/losing their
homes. That said, the reactions of owners of more than one houses, which stands at 15.8% of total home
owners, in the face of rising interest servicing burden should be monitored to prevent downward spiralling
of house prices which feedback into negative housing equity. These risks will form part of the BoK’s
calculus as they embark on further rate hikes next week. While arresting inflationary pressure remains
the BoK’s utmost priority, they will be cognisant not to exacerbate existing domestic risks.
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Important Information

This publication has been prepared by Mizuho Bank, Ltd. (“Mizuho”) and represents the views of the author. It has not been prepared by an
independent research department and it has not been prepared in accordance with legal requirements in any country or jurisdiction designed
to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of
investment research.

Disclaimer

Unless otherwise stated, all views or opinions herein are solely those of the author(s) as of the date of this publication and are not to be
relied upon as authoritative or taken in substitution for the exercise of judgement by any recipient, and are subject to change without notice.
This publication has been prepared by Mizuho solely from publicly available information. Information contained herein and the data
underlying it have been obtained from, or based upon, sources believed by us to be reliable, but no assurance can be given that the
information, data or any computations based thereon are accurate or complete. This publication provides general background information
only. It is information in summary form and does not purport to be complete. This publication has been prepared for information purposes
only and is not intended by Mizuho or its affiliates to constitute investment, legal, accounting, tax or other advice of any kind and all recipients
of this publication are advised to contact independent advisors in order to evaluate the publication, including, without limitation, the suitability
of any security, commodity, futures contract or instrument or related derivative (hereinafter, a “financial instrument”), product or strategy
herein described. This publication is not intended to be relied upon as advice to investors or potential investors and does not take into
account investment objectives, financial situation or needs of any particular investor. It is not intended for persons who are Retail Clients
within the meaning of the United Kingdom’s Financial Conduct Authority rules nor for persons who are restricted in accordance with US,
Japanese, Singapore or any other applicable securities laws.

This publication has been prepared for information purposes only and is not intended by Mizuho to market any financial instrument, product
or service or serve as a recommendation to take or refrain from taking any particular course of action or participate in any trading or other
strategy. This publication is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or any of the assets, businesses
or undertakings described herein, or any other financial instrument, nor is it an offer to participate in any trading or other strategy, nor a
disclosure document under applicable laws, rules, regulations or guidelines. Nothing contained herein is in any way intended by Mizuho or its
affiliates to offer, solicit and/or market any financial instrument, product or service, or to act as any inducement to enter into any contract or
commitment whatsoever. Neither the author, Mizuho nor any affiliate accepts any liability whatsoever with respect to the use of this
publication or its contents or for any errors or omissions herein.

Mizuho and its affiliates, connected companies, employees or clients may take the other side of any order by you, enter into transactions
contrary to any recommendations contained herein or have positions or make markets or act as principal or agent in transactions in any
securities mentioned herein or derivative transactions relating thereto or perform or seek financial or advisory services for the issuers of
those securities or financial instruments.

All of the information contained in this publication is subject to further modification without prior notice and any and all opinions, forecasts,
projections or forward-looking statements contained herein shall not be relied upon as facts nor relied upon as any indication of future
results. Opinions stated in this publication are subject to change without notice. Future results may materially vary from such opinions,
forecasts, projections or forward-looking statements. The information contained in this publication may not be current due to, among other
things, changes in the financial markets or economic environment. Mizuho has no obligation to update any information contained in this
publication. Past performance is not indicative of future performance.

This is a strictly privileged and confidential publication. This publication contains information addressed only to a specific individual and is not
intended for distribution to, or use by, any person other than the named addressee or any person or entity in any jurisdiction or country where
such distribution or use would be contrary to law or regulation. Save with Mizuho’s prior written consent, you may not disclose, divulge,
reproduce or furnish any information contained herein to any other party. Please notify the sender immediately if you have mistakenly
received this publication.
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Singapore.
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