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< Abstract >

As the global financial crisis progressed, the confusion in
both the global and domestic financial markets became
pervasive and the instability in the domestic swap market
deepened. In this report we review the current state of the
swap markets in Korea. We explore the factors that negatively
impacted on the stability of the domestic swap markets. We
offer some suggestions to improve the stability of the swap

market.

The usual relationship between the bond markets and the
swap markets represented mostly by a rational risk premium
structure has collapsed in recent years. The risk premium
inversion known as the swap spread inversion characterized by
treasury yields exceeding IRS rates(fixed rates in an interest rate
swap) had a beginning in 2002, persisted thereafter and
aggravated through the global financial crisis. The swap spread
inversion where the IRS rate is lower than the treasury rate
appears to be caused by the financial institutions’ preference for
fixed interest rate, increase in the issue of structured notes
among others. Banks have issued bonds which pay fixed
interest rates to fund their loan portfolios. Since their loan
portfolios, especially the mortgage loans, receive floating interest
rates, banks often hedge the floating rate loans by takin gthe
IRS receive position. The heavy demand of the IRS receive

position from banks has exerted a severe downward pressure on

- xxiii -




the IRS rates. There is yet another type of a swap market
anomaly, an arbitrage opportunity for foreign banks. The
arbitrage operations between the swap markets and the bond
markets, which became very prominent during the global
financial crisis, is structured as follows. Foreign investors take
the CRS pay position in a cross currency interest rate swap,
where they pay the fixed rate on the funds in Korean currency
they receive, that is, pay the CRS rate and receive the LIBOR
rates for the funds in the US currency they lend. The funds in
Korean currency are invested in the Korean treasuries as is
often the case, the foreign investors realize the arbitrage profits,
which is the difference between the treasury rates and the CRS
rates. Through the currency swap, the foreign investors can
purchase Korean treasuries and lock in the arbitrage profit. If
the foreign investors invest the Korean funds they borrow at
the CRS rate in CD rate products instead and hedge the CD
rates by taking the IRS receive position, then foreign investors
realize the arbitrage profits, which is the difference between the

IRS rates and the CRS rates.

The Korean exporters have also played a role in creating the
arbitrage opportunity for the foreign banks. The exporters sell
the future receipts in the US dollars forward to hedge the
exchange rate risk. In the process banks often have to sell the
US dollars in the spot market to meet the regulatory limit on
the net foreign currency holdings. Banks fund the US dollar

- XXiv -




requirement by entering into the currency swap with the
Korean branches of foreign banks. This creates demand on the
CRS receive position pushing the swap rate down. Similar
trades occur when offshore funds managed by Korean fund
management firms try to hedge the proceeds from the foreign

investments adding to the demand on the CRS receive position.

We make the following suggestions to help develop the
swap markets. Presently domestic financial institutions are not
true swap banks and act primarily as liquidity demanders in
the swap markets. They need to play a market making role
providing liquidity to the swap market. Korean swap markets
are yet comparatively small so that they tend to show a large
increase in volatility in times of a severe market disruption. To
improve the stability in the swap markets, Korean swap
markets must grow in size. Improvement in the trade execution
system for the swap markets is necessary. The straight through
process(STP) needs to be developed so that the entire trade
system is completely automated. In order to increase the trade
completion, we recommend that the central counter party(CCP)
system be examined. There is a difference between the current
repo market practice and the repo market that is adapted to the
swap market. In order to facilitate the repo market operations
required for the swap banks the treasury repo market
specifically for the swap banks needs to be introduced. In

order for swap banks to hedge embedded options, new types of
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options need to introduced. In short, all major markets linked
with the swap market such as bond markets, derivatives
markets, foreign currency markets and money markets need to

be developed even further.

- XXVI -










. ME

=4 554717t

oy
NI

>

®AA AR A
Mg s Ades BASHWUA FA AN A

—

bk M elg

)

] 2007+

w oA 3)Ake) 3

2

3} =
of elueEasl A% AARE AFS Fol o

©
R

=2

€]

e Y
AA e w

F

&

e
=

AB %7} 27 ol
7]

o A FEA

}
/1\_]:

0]
pul

— =)

Hlo

il

WA LiborE X33 )

=
=

o] A ¢

22 AA A= A

e Ao, A

R ED I ECE

ksl
T

FaL o] stel] T

grel Ao B3

=N
[€]

jlN



2N, AN B @AY AAX

oL
A

- ZAQGA B H9] HEo] HED vEd] mE I LBES
deisl By 29s Y Fhe 9/9d 8 F59 79
A0 g

o 98l Al P A sHakgEE] H 48R E=2¢(Credit Default

Swap: CDS) Zgu|do] FA3] Fsste & sialag 22

ofo
o
u
N
oz
o|v
u_?(_[

=09 I AAFA] e o] AAREA E HAA FHA
Hel=kd A

2
=
)
og
ol
N
19
Lo
=
o
X
ok
hind
Lo
ol

il
A 43 5 T8 AR S U



. & 5
<38 1-1> I =2 AN AtADt AH[o[AlA

(EI91: %) i - -3y 5Y 107

2.00

1.00

o r‘J:m'

-1.00 - ]

-2.00

-3.00

am

-5.00

=] 9jat ;Lﬁi}}gi
eer RS I Hol2EA
7
-7.00 BNP m2j} alglgaia
AxpE =2 Tt Al

-8.00 -

2005-01 2005-08 2006-03 2006-10 2007-05 2007-12 2008-07 2009-02

T 22§ o] A| 2==CRSH &-IRS &

[ 53] W F3t=gAde] A5 A 28744 d3Foz 93t
o] A F=aR 7k, 2AGA R e A= Ard AE
g w27t TR A A AP Eqbzre] AA o) ol&

— AES mixdd wWE 93t Fu BUFoE ZHE S3=¢
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1) AAA B9 FHFEAFS] 2A

|

O AAARecw 28, B3t @ 34 5
A FiEEA e A GEANTl F87

O &2 d43EF 5 38, 53, 72 2 CDS #4d 7|xA1xke] 74
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<E 1> MM Ee| DA

'E ey Ty

2005 20063 20073 2008 AHHt7]

Zey | wE | Y | wE | By | 8F | | 8F

9] FAAE | 297,666 | 100.0 | 414,845 | 100.0 | 595,341 | 100.0 | 683,725 | 100.0

2 5,793 19| 7488 | 18| 8469 | 14| 10177 | 15

=) 211,970 | 71.2 | 291,582 | 70.3 | 393,138 | 66.0 |458,304 | 67.0

=3} 31,360 | 105 | 40271 | 9.7 | 56238 | 9.4 | 62,983 | 92

2 5434 | 18| 7115| 17| 8455| 14| 13229 | 1.9

CDS 13,908 | 47| 28650 | 69| 57894 | 97| 57,325 | 84

n| g 29199 | 98| 39,740 | 9.6 | 71,146 | 12.0 | 81,708 | 12.0

2} & BIS Derivative Statistics

O 2 FoA FEgAdEAIZe] S48 vAdezs FEdsd 9
3 (interest rate risk)e] Fdlo] wWE X o FUt F=2 7|

— 1973\ A1x Af3ks ol T8 s old mE 8 HEA

gz J8 g871BES A7 2ZFHENES V198t W

oS ds

— AAANFAAE nFFAE Y HEE
],

Note: FRN) &8 Z7

(11980 tlolls Fal22gh(1982d), HEF

), Ze}(1983\d), 2H41(19839) &
7N

2] 7 k(1983
o A9l FelRALE

7

1"\_/
Ach
s
—~
—
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[07e]
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18 221, AN R @AY A 24

[J 1990w o]Felle weidE, sy 3 s 5 71849 5
2oty dE 2gE 553 dee S dFol AMEEl dx)

o ol21 =

2) BAA 2gAF BA

O &9 2=gAdE 197614 :Lali@rcb] e AAF o7 HekAQ
S wolmA A A FEAFANA S =

%
ult
ae
A
RO
feor

— &g ddeM Hx AHE olF Pl Sallie Mae(Student
Loan Marketing Association)d|X H&8| ¢S AT HHo=
o] &% 7] AlZSHAA mlRHgor F&

— HZ gH=gAd s A4 g FHY Ao Houy A=
= 2] Al 2F(Forward Rate Agreement: FRA), ¥4 5% Z& 5§
A7 Eol HAHHEA A AFL hFg F

ol
I

O AAA Ze =gA" & 8o #dE A d=do=z gke
™, CDS ¥ 53#d Ayt 2 o £9E 2A
— 20083 Zdwty] Sl AUFAe 3568FEHZ ANty A
TE7} 2007 52 23
— S5 AgRae 16322HE o}y Fjagol Bls] AT

nie SlslaAY ASAR AR oln o1



0. T U9 2gAF 43 19
<®E 12> JMA &2 227z &
(29]: 4lelge)
2005 20063 2007 20083 7]
F2) 1,177 1,767 2,233 2,657
= 169,106 229,693 309,588 356,772
=3} 5,804 10,792 14,347 16,307
FE 1,909 2,813 5,085 7,561
CDS 13,908 28,650 57,894 57,325
F R 9 AFAE dEFde] ¥
2} 8. BIS Derivative Statistics
Y. 3 2gAZe 4 w A
1) W Z9 FAFEAFZY TA
(] = Ao dAdES 8 Ao vle] FEHoA o}z A s}
A, AgFEE uf mE S22 A A
— 2008 dAl U FL FAGEFY AYAFE L AR 7}
ZF 6,0203% Y % 12512.1F¥o 2 2005 thH] 22 258.7%
212.1% Z=7}3F =3
¢ 2008 AFAL HEFgHA ok oAtz QI AubY)
ARG = gih F4H

— A9 HAGE

e

TR St #2719

3 G FEAE 52 A% A% A
O 9] 43 F 1240 FHE 129, 3o
o] A9 YrES AAstn Ye



20 221, AN R @AY A 24

=g 2 23 98 AT TAuE AH o] FAAAZ A

747} 56.2% R 427%S AT

weldE AES 200095H wWE AHAE HoldA FIidd
&l AdTRE 3] A1E

<E 113> 2 Bl BUME Hal HH U u|E

(29 =9, %)

2005 20063 20073 2008

R I B 3 | | owE |z v &

A 1,678.2 | 100.0 | 2,551.5 | 100.0 | 4,661.6 | 100.0 | 6,020.3 | 100.0

2 276 | 16 47.8 1.9 61.1 1.3 57.9 1.0

=) 7964 | 475 | 1,373.8 | 53.8 | 2,5322 | 543 | 3,380.8 | 56.2

=3} 853.0 | 50.8 | 1,125.1 | 44.1 | 2,060.8 | 442 | 2,5682 | 42.7

7)€} 13 0.1 21 0.1 6.0 0.1 6.9 0.1

CDS - - 14 0.1 15 0.0 6.4 0.1

ZAHZ | 4,009.6 49428 | 233 | 86224 | 744 | 125121 | 451
F 1) FIANF] vSFES Jdun FHE
A5 Y FASE AN 2 A g%

— 20089 FE 2 AYFARL 3044FH0 2 AFdUdhn] 30.6%

E A AL ogp4xgoz FElAag HlE AgTFEE

Ao} & Eo FHIE ASs Ye



<E 14> 2 Fe| Age DY MY

2005 20063 2007 2008
T2 1.6 1.9 7.9 20.0
=9 726.0 1,245.1 2331.8 3,044.4
=3} 264.0 390.3 630.9 982.4
e - 0.2 0.6 11
CDS - 1.4 15 6.3
F R R AFdE ARAY FAE £
AR FE45Y JAAE A £ 79 3R
O =W IRS A1 AlA € FAAXE Ao Wd oz -3 3]
Fao] AFEHAEAM AFFEZF ZA S E 7] AEE
— Q37| o]F FAAIFe EAsE sk WIXvl= A FA,
TAGHA T AA T AAAZY] FAA
— 9@ gt A o7t Fdlsta, FAAEAGY dEE
AA-3 3| A o] AFEHHA IRS AlFo] A A%
o AAAZIEI7FY] AW A wE FEHEY SR AFEH
2] g o] Bzt
o Fx3AHE P AHESE A1 S mE A et
0=
H o
[] = CRS AAE 9] AMAEA 3, 72348 2 VG532

A9 sl9 WA 371, 95 B7 Dol W2 95 S B

s ggoz =i 4%

— AFY J1z2 A8 BIA 5o NBEARES FHo o9
ABFAL & Eog gy



22 221, AN R @AY A 24

— FEHAA L ALFFAZA A9 wao] /4T e} 9

gAFxe FRIt 2 B
— 52719 2 9 AEEe AP el AF G AED )
= Adz Q8 2o 4957t F

] = 29A182 2001870 o] shiAl =g, A3k-2)8i3ke] =A%
THOE AAssto, 20021 o] F AsEA A9AE THoE A
Al gt

<® II-5> I & Ag7ef &
(29 =4¢)

2005'd 2006'd 20073 2008'd
= | 470.7] (357.5)] 934.2] (681.9)] 1,667.0] (1,387.8)] 2,259.5] (1,865.6)
=3} | 1386] (117.7)] 247.7] (2303)] 3769| (355.0)| 537.6] (509.5)

F o (O)E 2B AR
AR FERED HARE AU 0 B @Y

!:L

O 2oy w2 4ZAs Holt = 2gA8e o Ao Hs)
Ad FRAANA olHe JAT FFY



%)

0. & o] 29713 8 23

— S FelagARY AdFRE AAA AF 03% Fwol ¥
F9 obAobie] AR R AAHEE AF AdF oF 9%

— I B32gARe] AgHEe HAAA AFe 3.0% HES B
b % e o, o3

I
T
o
N
&
oft
S

pu|

ME | 9% | 9% | 3% [ AnE= ] @w | 34
=2] | 317,826 | 710,078 | 49,082 | 15,991 54,240 | 4,508 | 1,556,024
=3} 6,486 17,823 | 1,036 625 1,166 | 1,205 39,661

F 120079 49 VIEo R wUPE dFHE AN
Z}5: BIS(Triennial Central Bank Survey of Foreign Exchange and Derivatives

Market Activity in 2007)

3. 2clAERSIAIZO] Hi¥
7h AAA 2HEEAFY AY ¥
O =4 F8A130A IRSE 19820 FHHETAI L AT 2Fo=w

N A4 T3 FHrdez AHE

— FRagAE 2UNEAY AN O A4 AT 502 2



24 29N, ADANG L ABAFY AAY £A

— AMA =8 #E Z9 JALE Ade AY dFEE 2gAY
P Z o]Fofx1 IS
e 2008 Zgwty] HE #E Ao dANE T gAY bl
L& 778%E 1A

<E I-7> MMA FE| 2 Ze| otdaE 7ef T 2 d|E
(S A2, %)

2005 20063 20073 20081 ZgHt7]

LS I 1 ) B B2 B B B | B B I B2 B

=28 AF 211,970|100.0 | 291,582|100.0 | 393,138 |100.0| 458,304 | 100.0
HAe 14,269| 6.7| 18,668 64| 26599| 68| 39370 86
P 169,106 | 79.8| 229,693| 78.8| 309,588 | 78.7| 356,772| 77.8
A 28,596| 13.5| 43,221| 14.8| 56,951| 145| 62,162| 13.6
Y¥Edy 70,801 | 41.9| 96,279| 41.9| 119,638 | 38.6| 140,489| 39.4
j:; ZVebF§ 718 | 77,247| 45.7| 102,811| 44.8| 156,948 | 50.7| 179,831| 504
" logeaa 21,059| 12.5| 30,603| 13.3| 33,002| 10.7| 36,452 10.2

A}=: BIS Derivative Statistics

. S SR EgA7 AN 3%

9 eqge) FRAY B
U $o= FUAEAY AA F9 Fezxg Adst 24 37



g} HEFE(CDFHE Z71A

e 20029 FE] 200837t FEFAA

Hlo

g

=]
T

H717F o

Ae

i =3k

3]

dut=-g Aol

3l

9717 1~

~15d 02 A7)

LR

iz

o]

doz F olfolA

ol

* 2008

£ 27

90.0%

LLRERE]

(e91: =8)

(291: =9)

3,000

2,40

20054 200641 20074 20084
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og4

nAg

oMz
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26 24N, AN B aA Y] AAA

A
Y

2005 20063 2007 20081
ey HF | e Hs | Y | HE | »d HE
A TR 796.4| 100.0 | 1,373.8 | 100.0 | 2,532.2 | 100.0 | 3,380.8 | 100.0
A= 183 23 16.2| 1.2 25.1 1.0 295 09
Ea 726.0| 91.2] 1,245.1| 90.6| 2,331.8| 92.1| 3,044.4| 90.0
=4 520| 6.5| 1125| 82| 1753| 69| 3069| 9.1

A8 weAEd BAAYE Y R e g%

O =W sea=gAdodA 239 Blge At 3 At 5o
A 90% o1de AA ke, e F871#8 HiFE v w ok
F=Y

— oS AeEE, AdFRe] A Al wFo] FoH, 7

_?_
drele] 49 ALY HFo] Be HoE vehd



20051 200613 20073 20081

29 [ W% | @9 [wg | 29 [ 6E | @9 [ a%

A TFE | 470.7 | 100.0 934.2 | 100.0 | 1,667.0 | 100.0 | 2,259.5 | 100.0
-3 457.3 97.2 850.2 91.0 | 1,579.2 94.7 | 2,032.9 90.0
>3 10.3 2.2 80.9 8.7 82.7 5.0 72.1 3.2
Y 0.5 0.1 0.2 0.0 0.1 0.0 1.0 0.0
Algf 2.4 0.5 2.1 0.2 3.1 0.2 152.6 6.7
71 €} 0.2 0.0 0.7 0.1 1.9 0.1 0.9 0.0
A Y | 726.0 | 100.0 | 1,245.1 | 100.0 | 2,331.8 | 100.0 | 3,044.4 | 100.0
-3 713.5 98.3 | 1,177.2 945 | 2,218.1 95.1 | 2,987.4 98.1
>3 9.6 1.3 63.9 51 108.8 4.7 50.9 1.7
2y 1.6 0.2 1.5 0.1 1.1 0.0 1.6 0.1
A 0.5 0.1 1.3 0.1 1.6 0.1 1.4 0.0
71 €} 0.8 0.1 1.3 0.1 2.1 0.1 3.0 0.1

A FEUEY FALE A 2 B ARE

7b AAA TGN AR R

le3zge =
— AAA =3

ARt o)<

FEANGAN BB Adee

20053 2] 91.8% =7}

go] AGE Ade Ae B2 A= At

7hedl 2897 2 g9 s S AHA



28 29N, ABAR D QB ] AAA BA

« 20083 AWt7] T3t #d G ALF T gAY AA

3t HIZ & 259%E 1A

<E 110> A S3} 23 =e| of

0=
0>
i
N
)
]
JO
wa
C
o

2005 2006 2007 2008 ZRE7]

g | wE | ZY | wE | ZY | wF | I | BlF

T3 31,360 | 100.0| 40,271| 100.0| 56,238 | 100.0| 62,983 | 100.0

M= 2 953k 15873 50.6( 19,882 49.4| 29,144 51.8| 31,966| 50.8

> 8,504| 27.1| 10,792| 26.8| 14,347| 255| 16307| 25.9

o 6,984| 223| 9597| 23.8| 12,748| 22.7| 14,710 23.3

gxedy 3268| 384| 4,121| 382| 5487| 382| 6599 405

ﬁ ZNEbEE 71| 3,6609| 43.1| 4594| 426| 6,625 462| 7367| 452

BEErEE 1,567 184| 2,077| 19.2| 2,234| 156| 2341| 144
AL &: BIS Derivative Statistics
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0. & o] 29713 8 29

¢

A4 U F3HAE g9 qAGE ANE B9, AANA A

AR AEAYZE Ak o)) HFS Hola ' skl

29 AH Y HFE Az FdET S

« 2008 T3t #A Z AgAGFE T 2gAHY HITS
383% =S 2A|

<2 4> 2 S8 B Tl THYE Hg

(cH9l: z8) (9l: x8) R ERE]
10,000 10,000
N T -
Y B ) - -
4,00 L - -
2,000 — - = - - - - - - - - 2,000 — - = - - - - - == -
. 0 ‘ ‘ ‘
2004 20054 200644 20074 20084 20046 2005 20064 20074 20086
‘ BHE e ogd \ \ B4E e o8




30 294, ARG L 1BAF AR B4

<iE 111> 2 283Ate S5t &2 mdaE AHef
T ol HIE
(S =4, %)
2005 20063 20073 20084
ZA | HF Ty H| Zhol S |z H|
A" = | 853.0 | 100.0 | 1,125.1 | 100.0 | 2,060.8 | 100.0 | 2,586.2 | 100.0
A= 5438 | 63.7| 6609 | 587 1,2639| 613 | 1,3892 | 541
e 2640 | 309 | 3903 | 347 6309 | 306 9824 | 383
A 453 5.3 73.9 6.6 166.0 8.1 196.6 7.7
AH: FEEAEY NS E A 2 Y dF3%

— o

o oo
D

AYEe $2 2
29
ATt 2 A

At 2 Az
e, e e

R 520U 2 F2GAYY AY dFES AA



0. 2 =9 2gA13e] d& 31
<E 12> 2 SEs|AIE S22 &
(9 29, %)
20054 20063 2007 2008
Zko | vl | @ | WS | J | vF | el | v
A FE | 138.6 | 100.0 | 247.7 | 100.0 | 376.9 | 100.0 | 537.6 | 100.0
£-3) 1249 | 90.2 | 2093 | 845| 3581 | 950 | 5184 | 96.4
il 6.4 46| 31.8| 12.8 7.8 21 8.3 15
13 5.9 43 49 2.0 5.2 14 47 0.9
RER 04| 03 121 05| 43| 11| 53] 10
7] e} 0.9 0.6 0.5 0.2 15 0.4 0.8 0.1
A A | 264.0 | 100.0 | 390.3 | 100.0 | 630.9 | 100.0 | 982.4 | 100.0
23 2384 | 903 | 3498 | 89.6|590.2 | 935 | 9520 | 96.9
=34 8.1 31| 219 56| 193 3.1 6.2 0.6
] 15.5 59| 176 45| 194 31| 219 22
RN 0.1 0.0 0.4 0.1 0.9 0.1 0.0 0.0
71 1.8 0.7 0.6 0.2 1.1 0.2 24 0.2
F 1) A =2 g+
AR FEAEY JANE A 2 79 d3x
D. AAANE 2] AHE
7. #8329 IRS &g vl
O 899 IRS 58] & vlus] BH, 3= IRS w8 F°] v&E Yy
ghol] vl Ao E =& 55 A& U
— 3=rS ¥ Fa79] IRS FEle S8 717 2ASHY] o] [t
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