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CEO Brief

CEO Brief is a report highlighting key current issues the insurance industry faces.

I Real Estate PF Loan Risks and Policy Recommendations

ABSTRACT

The size of real estate PF loans and their concentration in the savings bank
sector reached levels during the Savings Bank Crisis. As the policy measures
have focused on financial stability and market participants have not been
active in restructuring, the root cause of PF insolvencies still exists.
Therefore, policymakers should adopt gradual restructuring procedures and
provide incentives for restructuring. However, they need to take measures to
stimulate construction demand but not to increase household debts since the
rapid real estate PF defaults could cause financial instability.

1. Current Real Estate PF Loan Situation

The size of real estate project financing (PF) loans and their concentration in the
savings bank sector reached the levels during the 2008 Global Financial Crisis,
which led to the Savings Bank Crisis, posing grave risks to financial stability.
According to NICE Credit Information Service, as of September 2023, the
outstanding amount of real estate PF loans was KRW 168.7 trillion, accounting for
1.5% of total financial assets. While it is slightly below the 2008 level (1.8%), it
exceeds the 2008 level (6.7%) when measured against current GDP, reaching 7.8%.
The ratios of real estate PF loans to total assets by the financial sectors were as
follows: savings banks stood at 16.5%, approaching the 2008 level (18.1%); credit
finance companies at 10.1%; securities companies at 4.1%; insurance companies at
3.3%; and banks at 1.2%.

However, due to the ongoing real estate PF Lending Institutions’ Consortium
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Agreement (the Agreement), the total amount of PF loan arrears stood at 0.15% of
GDP and 0.03% of total financial assets, almost half of the levels at the end of 2008
(0.32% and 0.09% respectively). Considering the creditworthiness of construction
companies, contingent liabilities associated with PF loans, and the availability of
credit guarantee institutions, some experts view that the current situation is not
comparable to the downturn in the real estate industry and the Savings Bank Crisis.

The government has proactively taken steps to stabilize the financial market, such
as injecting substantial liquidity, since the LEGOLAND crisis in September 2022. To
stabilize the real estate PF business, (D normal projects have been guaranteed by
the Korea Housing Finance Corporation to resolve borrowing risks, @ concerned
projects have been restructured through the Agreement, and the purchase of
KAMCO (Korea Asset Management Corporation), and @ distressed projects have
been sold or liquidated. While the measures taken so far have prevented PF risks
from spreading to financial instability, the fundamental problem of real estate PF
insolvency still exists, as many market participants are not actively engaged in
restructuring and liquidation efforts, perceiving them as an opportunity to buy time.

Between 2008 and 2011, KAMCO purchased KRW 7.4 trillion worth of PF
non-performing loans (NPLs) from savings banks at book value (face value minus
provision for NPLs) on a post-settlement basis. However, many view that the
normalization through corporate restructuring was not sufficient. At the time,
savings banks could spread the impact of the provisioning burden over three years
through the post-settlement condition, although restructuring the business and
recovering funds through the concentrated sale of real estate PF NPLs was
insufficient, and there was controversy over window-dressing accounting. From this
experience, bond lenders expect to sell PF NPLs, minimizing immediate losses, and
perceive the Agreement as a way of deferring default and delaying loss recognition
rather than restructuring. As a result, cleaning up the distressed projects progressed
slowly, and the PF Normalization Support Fund has poorly performed due to price
discrepancies with financial institutions, which are reluctant to recognize losses.
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2. Policy Recommendations

For the real estate PF market to develop soundly based on business viability
assessment, we need procedures and incentives to promote normalization through
restructuring where developers, financial institutions, and construction companies
share losses equitably. Since a sudden deterioration in PF loans and loss recognition
may trigger financial instability — particularly affecting vulnerable financial and
construction companies, it is crucial to develop demand and supply measures to

mitigate downturns in the real estate market while limiting household debt.

First, we should implement a gradual restructuring procedure and pursue a legal
restructuring and workout process when lenders do not reach an agreement within a
specific time frame. Policymakers should provide incentives for financial institutions to
engage In active restructuring. Also, the Agreement should be supplemented with the
US example so that both the loan accommodation stage — such as deferral of
repayment and PF loan delinquency - and the full-scale restructuring and
reorganization stage can be properly carried out.

In June 2023, the US financial regulators jointly issued a new Policy Statement on
Prudent Commercial Real Estate Loan Accommodations and Workouts. The
statement distinguishes ‘accommodation’, which includes loan forbearance, from
‘workout’, which includes the renewal or extension of loan terms and the
restructuring of the loan with or without concession. It reaffirms that prudent
accommodations and workouts are often in the best interests of both lending
institutions and borrowers. The US Financial Stability Oversight Council (FSOC), in
its 2023 Annual Report, identifies the vulnerabilities in commercial real estate loans
as the first of six key financial risks to US financial stability, and the Council
emphasizes the need for risk management and contingency planning.

In particular, policymakers should establish swift restructuring or workout measures
within the legal framework - such as the application of workouts or corporate
rehabilitation processes to SMEs, bankruptcy, auction, public auction, etc. — when
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interested parties cannot reach an agreement on the restructuring plan within a
specified time period under the Agreement. In general, as real estate development
financings consist of many stakeholders, achieving 100% consensus among them is
challenging. To consider this aspect, Germany (StaRUG: Stabilization and
Restructuring Framework of Companies Act) and the UK (Schemes of Arrangement)
apply prudent and prompt legal restructuring procedures that take 2 to 4 months.

In addition, it is necessary to provide incentives In loss reserves and asset
classification to promote restructuring, considering the US regulatory guidance. For
instance, the collateral value of restructured loans should be appraised at ‘as
stabilized market value after completion, while for a delayed restructuring, be
assessed at 'as—is' liquidation value after conservatively subtracting disposition costs
in establishing its loss reserves. They allow restructured loans to ensure repayment
to be classified as performing loans and non—performing loans to be reclassified to
performing loans if there is a six-month repayment history.

Policymakers may consider providing developers and construction companies with
incentives regarding taxation and construction policy for loss sharing supporting for
restructuring.

Second, although augmentation of construction demands can be a fundamental solution
to a soft landing of the real estate PF market, policymakers should be aware that
measures to stimulate demand by deregulating housing finance may exacerbate the
existing household debt problem and lead to greater financial instability. In this context,
China is reportedly considering getting the government involved in home buying and
renting to stabilize its property market!). In the case of Korea, it may be possible to
stimulate construction demand by shifting the existing Jeonse—based rental market,
which increases household debt, to a stable rental market dominated by institutional
investors by supporting real estate investment by REITs and fractional investments.

Choi Seong IL, Research Fellow
choil@kiri.or.kr

1) WSJ (15 February 2024), "China Revives Socialist Ideas to Fix Its Real-Estate Crisis"
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