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Abstract

Risk Management of

Korean Securities Companies

The need has arisen to strengthen risk management in
securities companies. In other words, securities companies are
expanding their business boundaries and their services rendered
into realms where risk management is essential. Changes in
managerial strategy are necessary in order to enhance investment
banking operations. In addition, supervisory policies of the
financial industry are beginning to focus more on risk

management.

After being granted the business permission of OTC
derivatives in the year of 2002, securities companies have been
allowed to deal with credit derivative securities and derivative
combined securities. Through the law on capital market
integration, the positive system of securities companies’ business

scope has been transformed into a negative system.

Brokerage commissions, which are the major source of revenue
for securities companies, are decreasing, and investment banking
transactions, which are more risky, are increasing. Hereafter, such

phenomenon will continue to become more prevalent.

As supervisory policies of the financial industry are aiming to

focus on risk management and to construct a functional examination
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system, there exists more necessity for securities companies to

develop risk management.

South Korean banks are required to observe the new Basel
Accord by the end of 2007. To meet the new standards, banks
are striving to build up risk management systems to a greater
extent than are securities companies. With the implementation of
the new BIS, banks will upgrade their risk management systems

while the securities companies will not.

Based on this situation, this research seeks to acquire a deeper
understanding of the risk management system, to examine how
securities companies manage risk and its challenges, and then to

provide guidelines for reform.

The objective of securities company risk management is to
maximize company value. To achieve this objective, formation of
a risk management organization, implementation of a risk
management process, and construction of a risk management

system should be carried out.

The securities industry faces various risks, such as market risk,
credit risk, operational risk, legal risk, reputation risk, system risk,
interest risk, liquidity risk and more. Based on these criteria, this
report will classify risks inherent to relevant securities company
business units, and provide guidelines for managing major
business unit risk. Such individual risks should be managed in an

integrated form.

This research also probes the present state of securities

company risk management. The study was conducted by examining
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the operational net capital ratio and the capital regulation system
and by surveying the reality of risk management at various

securities companies.

The operational net capital ratio is the operational net capital
divided by the total risk specified in the financial supervisory
regulation. If this ratio is below 150%, it is divided into three
phases, and is regulated by management reform advice, management,

reform request, and management reform mandate.

As of December 2004, the average operational net capital ratio
of South Korean domestic securities is 554.8%, which is much
higher than the standard ratio for regulation, 150%. We can see
that it resulted from a risk-averse management. When we
categorize domestic securities by size, we can see that groups

with a higher net operational capital ratio have a lower ROE.

Securities companies have the potential to create more earnings
by proceeding with high-risk businesses through risk management.
In order to draw a picture of securities company risk management,
the survey questionnaire has been sent to a total of 56 securities
companies, from which 29 domestic companies and 3 foreign
companies have replied. By analyzing the responses from these
companies, the following risk management situations and problems

were identified:

First, the manager of a securities company is generally aware
of the importance of risk management but is inactive in applying
it to the business. In other words, the calculated risk is not being

utilized, nor is the portfolio being revised according to the risk,
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and the RAROC is almost not implemented.

Second, according to the size of the securities company, there
exists a significant difference in implementation of the risk
measurement system, and some risks are not being considered. In
particular, the operational risk measurement and risk adjustment

evaluation are very weak.

Third, approximately half of all small securities companies do

not have a risk management department.

Fourth, there is a lack of risk management professionals.
Professions in risk management are few and professional

education and training programs are deficient.

Fifth, the implementation of risk management systems is
generally insufficient. The relevance for the risk management
system is low. Specifically, preparation for allowing new financial

products is lacking.

Sixth, while large securities companies are implementing
integrated risk management systems, middle- to small-size

securities companies lack integrated risk management systems.

Seventh, the appropriateness of supervisory service in risk
management is poor. The utilization of risk management
guidelines for securities companies is low and distinct supervision
and regulation is needed for each company’s risk management
preparation conditions.

This report suggests improvements for the securities
companies’ risk management from the viewpoint of a capital

management system and managerial strategy based upon this
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analysis of the present situation.

Capital regulation is needed for investor protection and for
sustaining sound markets. However, in the case of the domestic
securities industry, since customer deposits are kept separately
from the securities companies and deposit insurance is also

applied, investor protection is not a concern.

To foster the securities industry, it is advisable to loosen
regulations regarding management decisions as much as possible.
As the law on capital market integration is passed in the future,
M&A among securities companies and related companies is
expected, yet will be hindered by the operational net capital
regulation. Accordingly, it is necessary to consider temporary
exemption for special management cases, such as M&A, and to
change the current regulation system not to interfere in the

management of securities company.

The following are improvement plans in the managerial

strategy sector:

First, manager education programs are necessary to progress
from a risk-averse policy to a risk management policy. Also,
efforts for promoting the work force and technical skills are
needed to utilize risk management systems bought from foreign

companies.

Second, in order to correct the insufficient use of risk
measurement in small and medium securities companies, KSDA
(Korea Securities Dealer Association) should take the lead in

supporting the cooperative construction of a risk management
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system for small and medium securities companies and strengthen

operational risk measurement.

Third, small securities companies should be outfitted with a
risk management system conforming to their management

strategy.

Fourth, revitalize education programs for a professional
risk-managing work force, establish a licensing system, and create

an appropriate incentive system for risk managing professionals.

Fifth, strengthen risk management systems to prepare for the
allowance of new financial products. Ensure that securities
companies are equipped with the value evaluation module for
wide usage or expansion following the implementation of

derivatives in various forms.

Sixth, strengthen the integrated risk management system of

small- and medium-size securities companies.

Seventh, risk management should be structured to fit the
needs of each company and the supervisory authorities should
pursue a supervision policy aimed at confirming the maintenance
of healthy market. Also, supervision should be distinctly regulated
according to each company’s risk management preparation

conditions.
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