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Chapter 5

ROLE OF PAYMENT AND SETTLEMENT SYSTEMS IN

MONETARY POLICY AND FINANCIAL STABILITY IN KOREA

By

Jongwook Kim1

1. Introduction

The Korean payment and settlement systems (PSSs) have changed

significantly since the mid-1990s, in line with the development of ICT and evolution

of the financial industry. First of all, the payment and settlement volume has

shown a steady rise. With the increasing number of financial and foreign

exchange transactions, large-value payment system (LVPS) usage has expanded

while that of retail payment systems (RPSs)  is also growing rapidly thanks to

the increasing use of non-cash payment instruments. In particular, as electronic

payment instruments such as credit cards and internet banking have steadily

replaced cash and paper-based payment instruments such as bills and cheques,

they now constitute a much greater portion of total payment instruments, in both

volume and value terms. Meanwhile, the number of mobile banking service users

has been soaring across the globe, a trend that is expected to continue for some

time.

Another change worth noticing is that while financial institutions have been

forced to go digital to survive in the market, particularly where their payment

and settlement services are concerned, considerable improvements in payment

and settlement convenience and efficiency have at the same time been achieved

through technological innovation. It is on the other hand likely, however, that

payment and settlement systemic risks will also grow, as a wide range of

institutions such as non-banking financial institutions and other various payment

service providers are now participating in the payment and settlement businesses,

and the procedures for payment and settlement are becoming more complicated.

Along with all of this, PSSs have become more interdependent due to the

liberalisation and globalisation of financial markets and the variety of PSSs  newly

_________________

1. Head, Payment Systems Research Team, Payment and Settlement System Department, The

Bank of Korea.
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developed through innovations in ICT. This greater interdependency enhances

the efficiency of each system, but also increases the possibility of systemic risk

due to the newly emerging liquidity and operational risks. Particularly, malfunctions

or disasters occurring in some PSSs can pose serious threats to the PSSs as

a whole.

During the global financial crisis, some repo markets in the advanced

countries proved to be a less reliable source of funding liquidity than expected.

To the extent that repo clearing and settlement infrastructure roles are not fully

transparent, the market participants may misperceive the credit and liquidity risks

involved in their decision of entering into repo transactions. Over-the-counter

(OTC) derivatives also contributed significantly to this crisis. The 2000

deregulation of OTC derivatives in the United States was a key turning point

in the march toward the financial crisis. Without any oversight, OTC derivatives

rapidly spiraled out of control and out of sight, growing to enormous amount.

The G-20, the Financial Stability Board (FSB) and other key international

organisations have been discussing the establishment and improvement of

international standards on OTC derivatives markets, in order to ensure their

financial integrity and transparency. The Committee on Payment and Settlement

Systems and International Organisation of Securities Commissions (CPSS-

IOSCO) are currently also working to secure the implementation of new standards

for Financial Market Infrastructures (FMIs) in member countries. To monitor

the status of compliance among the key Korean FMIs, the Bank of Korea (BOK)

needs to develop guidelines for compliance reviews, drawing upon precedent

experience such as that of the global financial crisis and in cooperation with

various public and private-sector stakeholders.

Under these circumstances, this paper explains why Korean PSSs are crucial

for central banks and other authorities in their design and implementation of

monetary policy and financial stability. In the next section, we provide shortly

the PSSs in Korea. Section 3 reviews how well Korean PSSs could remain

smooth even in the impact of the global financial crisis (the past experiences).

Section 4 discusses in detail the response to the ‘Principles for Financial Market

Infrastructures’ (PFMIs) (the present tasks). In addition, we present our future

policy directions in Section 5 (the future initiatives), and some concluding remarks

in the last section.
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2. Payment Systems and Role of Bank of Korea

2.1 Payment Systems in Korea

The PSS of Korea was for long heavily dependent on paper-based payment

instruments. This is attributable to individuals’ traditionally strong preference for

cash as a payment instrument and the well-developed bill and cashier’s cheque

system. Nevertheless, the use of non-paper-based payment instruments has grown

steadily since the 1980s with interbank funds transfer systems such as Interbank

Funds Transfer System (IFTS) and the Interbank CD/ATM System being

established. The spread of e-commerce transactions and introduction of Internet

banking in recent years are accelerating the movement toward a further

diversification of the range of electronic PSSs.

The PSS of Korea consists mainly of a LVPS, various RPSs, securities

settlement systems (SSSs), and foreign exchange settlement systems.

BOK-Wire, introduced in 1994, was a LVPS owned and operated by the

BOK. In its early days, BOK-Wire processed fund transfers based only on its

real-time gross settlement (RTGS) mechanism. As the BOK-Wire settlement

volume surged, however, the liquidity burden on participants increased. In 2009,

the BOK completed the development of a new system (BOK-Wire+), which

would use not only the RTGS mechanism but a hybrid settlement mechanism

as well. A hybrid settlement system is a payment system which combines the

characteristics of  the RTGS system and netting system by adding bilateral and

multilateral offsetting features.

The SSSs in Korea are operated by the Korea Exchange (KRX) and the

Korea Securities Depository (KSD). The KRX also operates Korean Composite

Stock Price Index (KOSPI), Korean Securities Dealers Automated Quotations

(KOSDAQ) and Derivatives Markets. Both stocks and bonds are traded in the

KOSPI Market while only stocks are traded in the KOSDAQ Market. In the

Derivatives Market, options and futures based on various underlying assets

including stocks, interest rates, currencies and commodities are traded. The KRX,

acting as a central counterparty (CCP), plays the role of clearing house for the

transactions conducted in the markets it operates. The KSD is a central securities

depository and provides book-entry transfers. It conducts settlement for securities

traded on the floors, and both clearing and settlement of OTC transactions. The

securities transactions are settled through the account held with the BOK and

some banks depending on the type of transactions.
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Figure 1

Architecture of the Payment Systems in Korea

 

2.2 Role of Bank of Korea

Legislation determines the division of responsibilities among the relevant

authorities for regulation, supervision and oversight of the FMIs. The

responsibilities fall on the Financial Services Commission (FSC), the Financial

Supervisory Service (FSS) and the BOK. The Bank of Korea Act (BOK Act)

stipulates the clear legal basis for the BOK oversight of the PSSs in order to

heighten the safety and efficiency of the nation’s payment system as a whole.

The FSC serves as the policymaking body for matters pertaining to the supervision

of the financial industry as a whole for the purpose of promoting a sound credit

system and fair business practices in Korea. The FSC drafts and amends financial

laws and regulations, and also issues regulatory licences to the financial institutions.

Regarding the PSSs, the FSC regulates the system operators, including the KRX,

KSD and most providers of payment services, such as banks, financial investment

companies, non-bank credit institutions, etc. The FSS acts as the executive arm

for the FSC, and principally carries out examination of financial and other related

institutions along with enforcement and other supervision activities as directed

or charged by the FSC. Financial institutions including banks, non-bank credit

institutions, financial investment companies, credit card companies, etc., and other

related institutions, such as KRX and KSD, are supervised by the FSS.



183

With respect to the PSS of Korea, there is a broad range of laws and

regulation. The BOK Act, among others, clearly stipulates that the BOK shall

play a principal role in overseeing PSSs. The Act prescribes that the BOK may

determine all the necessary matters concerning the payment systems that it

operates. This authorises the BOK to require BOK-Wire+ participants to provide

any relevant information. The BOK may also require other operating institutions

to provide information related to payments and settlements, and if necessary,

the BOK may request such institutions or the supervisory body to take measures

for the improvement of the operating rules, etc. These provisions establish the

legal ground for the BOK’s collection of information, assessment, and requests

for improvement of all PSSs, including the RPSs and the SSSs.

As the lender of last resort, the BOK may provide liquidity for banks facing

unexpected temporary liquidity shortages, in order to prevent default contagion

and ensure financial stability in Korea. The BOK provides emergency liquidity

assistance to financial institutions or markets as necessary, to prevent financial

market instability or a temporary liquidity crisis of a certain financial institution

from spreading to the entire financial system. In addition, the BOK supplies

settlement liquidity to participants lacking it through intraday overdrafts, in order

to prevent delays in overall settlement caused by temporary liquidity shortages.

3. Global Financial Crisis and Payment Systems

3.1 Lehman Crisis and Policy Responses

3.1.1 Impact of Lehman’s Collapse

The Korean foreign exchange and financial market were thrown into turmoil

due to the global credit crunch following the collapse of Lehman Brothers

(September 2008). The won/dollar exchange rate soared and market interest

rates increased sharply while stock prices dropped. The depreciation of the

Korean won was quite large in comparison with other Asian currencies although

it was small compared to the Korean foreign currency crisis of 1997. In particular,

the turbulence in the foreign exchange and financial market was worsened by

the massive outflow of foreign portfolio funds. In 2008, the KOSPI fell more

than 40% as foreign investors sold 35 trillion won worth of local stocks. As of

the end of 2008, the ratio of foreign stock holdings in total Korean stock market

capitalisation stood at 27%, down from 35% in 2006.

Domestic banks were exposed to the financial market turmoil due to their

high loan-deposit ratio. As of the end of November 2008, their loan-deposit ratio
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stood at 120% far higher than that of the major countries. Bank lending had

grown, driven by the household loans in line with the rise in housing prices.

Domestic economic activity contracted rapidly in response to the global

credit crunch and the slowdown of the world economy due to the psychological

malaise engendered in part by the worsening foreign currency supply and demand

conditions. Exports shifted to negative growth and the sluggishness of domestic

consumption and investment deepened. The GDP growth rate in the 4th quarter

of 2008 was minus 4.6% quarter-on-quarter (annualised rate ³%17.2%).

3.1.2 Policy Responses

To help alleviate the rapid economic downturn, the BOK cut its “base rate”

at an unprecedented pace. From the start of the global financial crisis in October

2008 until February 2009, the BOK cut the “base rate” on six occasions, by

3.25%, from 5.25% to 2.00%. The scale of the policy rate reduction in Korea

was similar to the average level seen in the most advanced nations, where the

financial unrest was acute. Following the collapse of Lehman Brothers, the BOK

expanded its provision of market liquidity dramatically, as part of its efforts to

mitigate the credit crunch generated by deep concerns over credit risk. To improve

liquidity conditions in the financial markets as a whole, the BOK bought back

Monetary Stabilisation Bonds (700 billion won) prior to maturity and purchased

Treasury Bonds (1 trillion won) outright. In addition, it expanded the types of

permissible collateral2 and the counterparties3 eligible for its open market

operations, in order to provide sufficient liquidity through the diversification of

supply channels.

Liquidity support to vulnerable sectors was strengthened. To stabilise the

markets for credit securities including corporate bonds, the BOK provided 16.8

trillion won through long-term RP purchases on an ad-hoc basis. To provide

support to SMEs suffering from serious financial strains, the BOK raised its

aggregate credit ceiling by 3.5 trillion won, from 6.5 trillion won to 10 trillion

won. Financial institutions’ capacity to enhance credit supply was also supported.

To recapitalise banks and enhance their financial soundness, the BOK contributed

to the Bank Recapitalisation Fund (3.3 trillion won) and made a one-off payment

of 500.2 billion won on banks’ required reserves (on December 11, 2008). For

________________

2. Bank debentures and special bonds were added to the list of collateral eligible for BOK

open market operations (October 2008).

3. Twelve securities companies were added to its list of eligible counterparties for RP transactions

(December 2008).
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the purpose of financial market stability, the BOK provided 28 trillion won worth

of liquidity - equivalent to 2.6% of nominal GDP.

As the global credit crunch worsened, it also actively provided foreign

currency liquidity to stabilise the foreign exchange market. The availability of

foreign reserves was greatly expanded through currency swap arrangements

with the central banks of major countries. After signing a swap deal with the

Federal Reserve at end-October 2008 (30 billion dollars), the BOK entered into

currency swap agreements with the Bank of Japan (around 20 billion dollars)

and the People’s Bank of China (180 billion yuan) in December. Using its foreign

reserve holdings as well as the proceeds of its currency swaps, the BOK provided

a total of 26.8 billion dollars in foreign currency liquidity to the local market

between October 2008 and February 2009.

The government implemented active fiscal stimulus measures to ward off

an overly-deep recession in the real economy. Total additional fiscal spending

and tax cuts directly and indirectly related to the financial crisis amounted to

38.8 trillion won in 2009. For example, passenger car purchase taxes were

temporarily cut to help prevent a prolonged contraction in private consumption.

The fiscal expansion associated with the crisis-related discretionary measures

amounted to 3.7% of nominal GDP, larger than that in both the U.S. and the

U.K., the epicenters of the financial crisis.

3.1.3 Recovery of the Financial and Real Economy

In 2009, the global financial markets shifted to a recovery trend. Short-term

interest rates have stayed at low levels without precedent because of the low

policy rates in the major countries, and long-term interest rates have continued

to be stable. Global share prices have maintained an underlying upward trend.

Long-term and short-term credit spreads such as the TED and corporate bond

spreads have been stable at low levels. In the foreign exchange and financial

markets, there has been a pronounced improvement in the movements of most

financial indicators such as the exchange rate, interest rates and share prices

since the second quarter of 2009, helped by the bold operation of policy and the

easing of the international financial unrest. The Korean won/dollar exchange

rate, which had risen to 1,520 at the end of February 2009, subsequently fell

back to a level of 1,130 at the end of March 2010 as the foreign exchange

supply and demand conjuncture improved because of the sustained current account

surplus. Spreads between the long-term market interest rates such as corporate

bond yields and Treasury bond yields narrowed to their level before the Lehman

Brothers collapse amid the waning of credit risk fears. Share prices in terms
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of the KOSPI index continued on an upward trend in keeping with the turn for

the better in the economic situation, rising from 1,070 as of the end of November

2008 to 1,690 as of the end of March 2009.

Real economic activity has maintained its trend of recovery since the second

quarter of 2009. GDP showed solidly-based quarter-on-quarter growth of 2.5%

in the 2nd and 3.4% in the 3rd quarter. In the 4th quarter, GDP maintained a

positive growth rate of 0.2%, in spite of the base period effect of the rapid

growth in the previous quarter. GDP for 2009 as a whole registered a positive

year-on-year growth rate of 0.3%. Korea was one of the fastest-growing

economies among the OECD member countries. Only three countries, Korea,

Poland and Australia, registered positive growth in 2009. Comparing the speed

of recovery from the global financial turmoil with that from the foreign currency

crisis of 1997, the time to get back to the pre-crisis level shortened from 6

quarters to 4 quarters.

3.2 Payment Systems during the Crisis

Operation of the Korean PSSs remained smooth in 2009, even in the impact

of the global financial crisis. The active supply of liquidity by the BOK contributed

to this result. The daily volume of payments processed through BOK-Wire+

averaged 10,835 transactions in 2009, worth 181.0 trillion won in value – increases

of 6.2% in volume and 4.8% in value compared to the previous year.

Despite a big drop in the amount of call money transactions owing to the

timely supply of liquidity by the BOK, this growth in payment value came about

due to the sharp increases in securities and foreign exchange settlement volume

during the period.

Looking at the settlement risk-related indicators, the percentage of settlements

processed through BOK-Wire+ after 16:00 fell significantly to 49.1% in 2009,

from 60.1% a year earlier. Emergency policy measures employed by the BOK

and the addition of a hybrid settlement function in BOK-Wire+ after the crisis

had important effects on settlement liquidity.
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Figure 2

Payments and Settlements Processed Through BOK-Wire+

(Daily Averages)

4. Response to ‘Principles for Financial Market Infrastructures’

4.1 Background and Progress

FMIs4 are considered to have fared relatively well even during the global

financial crisis, thus contributing to the maintenance of financial market reliability.

However, the increased interdependence among financial markets and FMIs

has led to a diffusion of financial instability, highlighting the fact that financial

system stabilisation hinges greatly on the smooth operation of the FMIs and

leading to proposals in the international financial community for strengthening of

the functions of FMIs in preparation against serious future crises.

In recognition of this, the CPSS of the Bank for International Settlements

(BIS) and the IOSCO’s Technical Committee (CPSS-IOSCO) have developed

the PFMIs, a new package of international standards that focus, among other

issues, on strengthening FMIs’ crisis management capabilities and risk

management standards, and encouraging the uses of CCPs5 in the OTC

________________

4. Refers to Systemically Important Payment Systems (SIPSs), Central Securities Depositories

(CSDs), Central Counterparties (CCPs), Securities Settlement Systems (SSSs), and Trade

Repositories (TRs).

5. A CCP plays the role of eliminating risks from trading counterparts and guaranteeing execution

of their transactions, as it interposes itself between the transacting counterparties as a seller

vis-a-vis the original buyer and a buyer vis-a-vis the original seller.
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derivatives markets. Work on the PFMIs took off in March 2010, and the market

consultation report on them was issued in March 2011. The final report on PFMIs

was published on April 16 2012, after written approval from the CPSS-IOSCO

and the Meeting of Governors of the BIS.

4.2 Key Contents of PFMIs

As new standards that replace the three existing sets of international

standards for SIPSs, CCPs, and SSSs, the PFMIs which comprise 24 principles

for FMIs and five responsibilities related to oversight, supervision and regulation,

broaden the scope of FMIs to include trade repositories for OTC derivatives,6

and promote strengthened management of FMI safety and soundness.

In line with the key contents of the strengthened principles in the final PFMIs,

FMIs need to increase their stability by securing financial resources for settlement

in preparation against credit and liquidity risks. In order to reduce credit risks,

FMIs should increase their settlement capacities by fully covering their current

exposures using margins and collateral and securing default funds. Notably, the

standards for risk management of CCPs, which guarantee securities settlement,

have been strengthened. For this, CCPs should maintain liquid resources sufficient

for coping with potential stress scenarios, including the defaults of the two largest

participants and their affiliates7 (“Cover Two” requirements) in the cases of

systematically-important CCPs8, and the default of the single largest participant

and its affiliates (“Cover One” requirements) in the cases of all other CCPs.

In addition, the principles on liquidity risk require an FMI to secure liquidity

________________

6. A trade repository collects and stores information on OTC derivatives transactions, and

reports this information to the relevant authorities and market participants.

7. An affiliate is defined as either a company that owns or controls over 20% of the securities

with voting rights of a particular company, or a company that is integrated with another

for the purpose of reporting financial statements and which controls or is controlled by

the other.

8. Systematically-important CCPs refer to financial institutions that are present in multiple

countries and clear products with complex risk structures (e.g., Credit Default Swaps (CDSs)).

Whether a CCP is ‘systematically-important’ or not is determined by the financial authorities,

in consideration of its transaction amounts, number of traded currencies, linkages with other

FMIs, etc.
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resources sufficient for prompt use for discharging payment obligations in a

stress situation where a bankrupt financial institution has failed to settle its payment

obligations. A CCP should strengthen its quantitative analysis, for example by

setting up extreme but plausible scenarios and conducting stress tests on a regular

basis, in order to appropriately calculate the financial resources needed for

settlement.

The PFMIs also require a FMI to bolster its preparation against operational

and general business risks. A FMI should set up data recovery functions at a

secondary site located at a geographical distance from its primary site, aim to

be able to resume operations within two hours following disruptive events, and

ensure business continuity through immediate commencement of backup systems

so that it can complete settlement for its clients by the end of the day, even in

cases of extreme circumstances. A FMI should also hold high-quality, sufficiently

liquid net assets funded by equity equal to at least six months of current operating

expenses, so that it can cover temporary operational losses (with the exception

of losses from participant defaults). including business managerial losses and

customer compensation following computer network disruptions. And finally, a

FMI should protect its customers’ assets (margins and collateral) by holding

them separately, strengthen its procedures and rules so that customer assets

can be promptly transferred to a safe institution in any case of financial institution

insolvency, and reduce the spread of settlement risks through identifying its own

interdependence with other FMIs.

4.3 Korean FMIs Responses

Following the recommendations by the G20 and the FSB, major countries

around the world have set the tentative goal of incorporating the requirements

of the PFMIs into their legal frameworks by the end of 2012 and implementing

them as soon as possible. The PFMIs are expected to be broadly used in various

international organisations, including the IMF, as well as in major countries, as

best practices in the oversight and supervision of FMIs. Considering the fact

that the new principles are minimum standards to follow, domestic FMIs need

to do their best to comply with them, to better protect investors in financial and

securities products and to increase financial stability.

OTC derivatives in Korean financial markets have substantially increased

until recent years. Legislative and regulatory steps need to be completed toward

increasing the use of such products and processes. For this reason, a revision

of the Financial Investment Services and Capital Markets Act was submitted to

the National Assembly in November 2011. More detailed provisions of
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enforcement ordinances and supervisory regulations required after legislation

will be adopted.

The law and regulation requiring all standardised OTC derivatives to be

cleared through CCPs will be in force by end-2012. In addition, the law and

regulation requiring all OTC derivatives transactions to be reported to trade

repositories have already been in place. The Financial Investment Services and

Capital Markets Act and the Foreign Exchange Transactions Act require reporting

of all OTC derivatives transactions to the authorities (FSS, BOK). Going forward,

if necessary, we will try to improve some parts of the reporting system to meet

international standards.

While some progress has been made with legislative initiatives regarding

CCPs and TRs in Korea, the BOK and other supervisory body are still discussing

the implementation of the principles at SIPSs. The BOK will adopt the principles

through revising the Regulation on the Operation and Management of Payment

Systems by the end of 2012. The FSC, the consolidated regulatory and supervisory

authority in Korea, announced on June this year that the FSC will assess the

KRX as a CCP and the KSD as a CSD, based on the principles.

Pursuant to the BOK Act and the Regulation on Operation and Management

of Payment Systems, the BOK classifies the PSSs into SIPSs and “other payment

systems”. The SIPSs are payment systems whose malfunctioning can trigger

spillover effects through the financial system or cause serious financial system

disruption. The “other payment systems” refer to those not falling among the

SIPSs. The decision to apply the principles to certain FMIs would be almost the

same as the adoption of the principles for SIPSs.

Domestic FMIs need to review whether they comply with the PFMIs’ key

principles, such as on financial resources for settlement and risk management,

and to come up with measures for improvement if necessary. Organisations

operating CCPs should estimate and, if necessary, secure the amounts of collateral,

default funds, and other financial resources sufficient for settlement, and establish

systems enabling the prompt provision of liquidity during conditions of crisis.

Risk management plans in the payment and the securities settlement systems,

which are deferred net settlement systems, should also be bolstered. Korean

FMIs should devote their best efforts to complying with the newly-introduced

principle of holding assets equal to at least six months of current operating

expenses, in preparation against general business risks. Considering the growing

amount of investment in foreign securities by domestic clients, the joint response
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systems operated with overseas FMIs should also be improved, in order to protect

domestic clients’ assets in cases of insolvency of foreign financial institutions.

5. Change of Environment and Future Initiatives

5.1 Enhancing Safety and Efficiency

5.1.1 BOK-Wire+

The BOK needs to further enhance the efficiency of BOK Wire+, while

making constant efforts to minimise its operational risks. First, the BOK should

work to improve the payment and settlement practice of participants in several

ways, such as by encouraging system input of payment instructions as early as

possible to make best use of the system’s settlement liquidity saving function

and lessen the heavy system workload at around day end.

Considering that the new system has a more complicated structure now,

due to the introduction of its hybrid settlement mechanism, the BOK must also

redouble its efforts to prevent operational risks stemming from computer system

errors. Along with these efforts, the BOK will also endeavor to strengthen

compatibility among all of the individual BCPs prepared by participants, given

the increasing dependency on computer systems and interdependency among

payment and settlement systems. In the long term, moreover, the BOK needs

to come up with counterplans prepared for a variety of possible scenarios, to

prevent any delays in or suspensions of the SIPSs.

5.1.2 Retail Payment Systems

The BOK needs to strive continually to improve the settlement risk

management framework to ensure the completion of settlement even in the event

of a participant’s settlement failure, and thus minimise systemic risk, while at

the same time working to reduce credit risk by bringing the designated net

settlement time forward.

On top of this, the BOK must devote efforts to enhance confidence in the

payment instruments while also helping individuals to use them in a safe and

convenient way, by replacing magnetic stripe cards with IC chip cards and

introducing various security tools to prevent fraud, falsification, and payment

instrument hacking. It should also work to continue providing successful cross-

border ATM services, after their launch in 2010, while preparing measures to

manage the net settlement risks associated with these new services.
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5.1.3 Securities Settlement Systems

The BOK needs to enhance the safety of the securities settlement systems

in several ways, such as dematerialisation of securities and prevention of

settlement delays or gridlocks caused by clashes between the different settlement

processes in the KRX markets and OTC markets. This should be done in tandem

with the efforts underway to develop the nation into a global financial hub.

To this end, in collaboration with the KRX and KSD, the BOK has

implemented securities settlement reform plans to upgrade the SSSs since 2011.

The reform plans include changing the settlement procedure for government

bonds and repo transactions in the KRX markets from DVP3  to DVP1, and

a new scheme for intraday BOK liquidity provision via collateral-on-flow, to

ease concentration of securities settlement late in the day, so as to reduce related

settlement risks.

This reform enabled earlier settlement of securities and funds, reducing the

settlement risks embedded in the SSSs and hence enhancing the safety and

efficiency of the systems, while also bringing them into greater conformity with

other systems across the globe.

5.2 Responses to Major Global Discussions

5.2.1 Principles for Financial Markey Infrastructures

Following issuance of the PFMIs in April 2012, it is necessary for Korean

FMIs to review their compliance with the new standards related to their financial

resources for settlement and to their settlement risk management, and prepare

measures for improvement in areas falling below the requirements. Korean CCPs

also need to assess the adequacy of their financial resources such as collateral

and default funds prepared for guaranteeing settlement, and put into place

mechanisms for swift procurement of settlement liquidity in situations of temporary

fund deficiencies.

Risk management in the funds and securities settlement systems with DNS

(Deferred Net Settlement) mechanisms needs to be stepped up as well.

Meanwhile, the increasing volume of investment in foreign securities by Korean

investors makes it necessary to strengthen cooperation between domestic and

foreign FMIs in order to protect Korean customers’ assets in the event of foreign

financial institution bankruptcy.
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5.2.2 OTC Derivatives Market Infrastructures

In the wake of the global financial crisis, the G-20, the FSB and other key

international organisations have been discussing the establishment and

improvement of international standards on OTC derivatives markets, in order to

ensure their financial integrity and transparency. In September 2009, at the G-

20 Pittsburgh Summit, member state heads agreed on a series of measures to

improve these markets, including having all standardised OTC derivative products

cleared through CCPs and all transaction information reported to the TRs by

the end of 2012. In the meantime, for transactions not cleared through the CCPs,

higher capital ratios will be required of the institutions involved.

In order to meet these guidelines, it is therefore vital that the government,

the financial authorities and market participants actively share information and

cooperate with each other to build an OTC derivatives market infrastructure not

only in compliance with international standards but also optimally adapted to the

financial markets in Korea. The BOK, in its capacity as the oversight organisation

for the PSSs, is cooperating actively with the other public and private-sector

institutions involved in the building and operation of an OTC derivatives market

infrastructure that conforms to the new international standards.

5.3 Stronger BOK Role

The recent global financial turmoil has focused attention on the importance

in building up a stable financial system of core financial market infrastructures.

In line with this development, it is necessary to strengthen the role of the BOK

with regard to its oversight of the PSSs, by revising the BOK Act. The BOK

must enhance its role in supporting and developing PSSs in the private sector,

as well as in operating and overseeing those systems.

The BOK will cooperate closely with the relevant authorities such as FSC

and the Financial Supervisory Service (FSS) to ensure the effective supervision

and oversight of Korean FMIs. This cooperation allows the BOK as overseer

to call on FMIs to change their behaviour, if necessary.

6. Conclusions

The operation of the Korean PSSs remained smooth in 2009, even in the

impact of the global financial crisis. The active supply of liquidity by the BOK

contributed to this result. The PSSs did not appear to trigger or aggravate directly

our financial unrest and real economic contraction.
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The volume of payment and settlement in Korea is continuously growing

and the landscape is changing significantly. This is mainly due to the rapid increase

in financial transactions with steady expansion of the Korean economy and to

the accelerated integration of financial markets at home and abroad. The rapid

advancement of information and communication technology has contributed to

this result as well. With the wider use of electronic PSSs, and the increasing

PSS interconnectivity, systemic risk is growing.

In the meantime, discussion on strengthening central bank’s oversight of the

PSS is taking place actively. This is based upon recognition since the recent

financial crisis experience of advanced countries that design and operation of

a sound payment and settlement system is essential for monetary policy and

financial stability.

Major countries in the world are currently working toward a tentative goal

of enacting the requirements under the PFMIs as recommended by the G-20

and the FSB. Given that the PFMIs are expected to be broadly used going

forward as best practice standards for FMI oversight and supervision in

international organisations and major countries, Korean FMIs need to make their

best efforts to strengthening the protection of investors in Korean and foreign

financial products and increasing financial stability.

Considering these circumstances, it is necessary to strengthen the role of

the BOK with regard to its oversight of the PSSs. The BOK should enhance

its role in supporting and developing PSSs the private sector, as well as in

operating and overseeing those systems. The BOK should also cooperate with

the other public and private sector institutions in the building and operation of

FMIs that conform to the new international standards.
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