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Korean Agricultural Financial Policy and
Banking Business of NACF

1. Introduction

The Korea's policies to support farmers have been highly dependent on financial aids rather
than direct income payments unlike EU or the USA. Its agricultural financial policy has
traditionally focused on farmers' use of credit by supplying cheap policy loans, allowing
agricultural cooperatives to monopolistically handle agricultural finance, and to mitigate the
credit rationing problem of small farms.

In the view of agricultural finance, Korea has a unique agricultural cooperative system.
Agricultural cooperatives have played an important role in supporting the policy as a channel of
fund supply and fund mobilization to lend loans in urban as well as rural areas. As a central
organization of agricultural cooperatives, the National Agricultural Cooperatives Federation
(NACF) conducts banking business like a commercial bank, which may be the only case in the
world. It also functions as a central bank of agricultural cooperatives and manages surplus fund
left after lending loans to member cooperatives. In addition, policy loans are channeled to the
agricultural sector through the NACF, and the NACF manages credit guarantee fund as well.

Banking business of the NACF has been very successful and become a major income
source in maintaining the whole agricultural cooperative system. The income generated in the
banking business is used to compensate the losses incurred in other commercial activities and
supporting member cooperatives. The NACF is the second largest bank in Korea, and has
received the highest credit rating from international credit rating agencies, such as Moody's,
S&P, and JCR.

However, the NACF and the Korean agricultural financial system face challenges in the
changing agricultural and financial market environment. Under the pressure of opening
domestic markets, the prices of agricultural products have declined, while farm households
suffer from stagnant income and increasing debts. Financial markets become more competitive
and the loan ratio to savings is getting lower, which means that the profitability of banking
business is getting lower, and risks are getting higher. Many cooperatives have disappeared
through mergers because of bad loans and accumulated losses. Likewise, in the Korean financial
market, the situation has changed from capital shortage to capital surplus. Funding and risk

management become more important factors to survive and be profitable.
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This paper will briefly describe the Korean agricultural financial system, policies,
institutional arrangement, and the NACF banking business. The NACF banking business will be
explained from the perspective of market position, NACF's functions for agricultural finance,

performance evaluation, and challenges ahead.

2. Agricultural Financial System

The Korean agricultural financial system consists of financial institutions, which serve as
intermediaries; the government, which serves as a regulator; the credit guarantee organization,
which serves as a promoter of system operation; and depositors and borrowers, which serve as
final suppliers and demanders of financial transactions (Figure 1). Although the rural financial
market is divided into formal and informal markets, the informal market exists at the minimal

level, since it does not play significant roles anymore.

Credit Guarantee Fund Government
for < - fund supply
Farmers and Fisheries - surveillance

Rural Financial Institutions

\ 4

Agricultural <

Credit Community Coops.,

Credit Unions, commercial “
y A 4 y
Borrowers Savers
- farmers and firms <4 Informal financial agencies [*7| - citizens and public
of agricultural sector institutions

Figure 1. Agricultural Financial System of Korea

There are several kinds of financial institutions in rural areas, such as cooperatives
(Agricultural Cooperatives, Community Credit Cooperatives, and Credit Unions), commercial
banks, and postal savings. Among them, major agricultural cooperatives take a lion's share of

the market, while their federation, the NACF, conducts an important function to support and
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regulate member cooperatives rather than conducting direct transactions with farmers.

The government, especially the Ministry of Agriculture and Forestry, regulates the system
and provides policy loans through the agricultural cooperative system. It also contributes to the
Credit Guarantee Fund for Farmers and Fisheries (CGFFF) managed by the NACF. Local
governments participate in this system by screening borrowers of policy loans and supervising
government-supported projects.

The credit guarantee fund gives financially weak farmers, who do not have enough
collateral to get loans, an opportunity to use the funds. This promotes financial transactions by
mitigating market imbalance caused by information asymmetry. The CGFFF was introduced in
1972 and has been actively utilized, since the debt measure of farm households was taken in
1987.

In terms of regulation, the agricultural cooperatives have been strongly supported by the
government. They have monopolistic power in dealing with agricultural finance, and are
allowed to perform other businesses on the sideline, such as banking, insurance, and other
commercial activities, that have been generally prohibited against other institutions. Anyone can
deposit at the agricultural cooperatives, but a loan to non-farmers is internally regulated through
the limit of total loan amount to non-members. Among the total loans of primary agricultural
cooperatives, at least two thirds should be lent to cooperative members. Furthermore, the
CGFFF provides loans for agricultural cooperatives, fishery cooperatives, and forestry
cooperatives, as long as they are used for production purposes.

The agricultural financial system in Korea was constructed when the fund shortage was
severe. It focused on savings attraction and fund supply to the agricultural sector. However, the
socio-economic environment has substantially changed. Fund surplus problem is more
importantly considered rather than savings mobilization. Farm managerial capacity and
profitability have become more important factors to screen eligible borrowers. The system is
required to improve its efficiency and effectiveness to contribute to farm household economy
and rural society development.

3. Agricultural Financial Policy
3.1. Policy Loan Schemes

The primary goal of agricultural policy was to break the vicious circle of poverty, and
mobilize capital to invest into the agricultural sector. The agricultural policy loans have been
used to support the agricultural sector suffering from the capital shortage by complementing
commercial financial markets in rural areas. On the other hand, policy loans have been used as a



—=n

TH AR BLEARACEOEE | REAHE

way of encouraging technical innovation and structural adjustment in rural area since the 1990s.

There are a lot of policy loan schemes covering a whole range of agriculture and forestry
sectors, such as production, marketing, processing, price stabilization programs, input industry,
infrastructure, housing, rural community development, etc. The policy loan schemes are very
complicated in types and conditions, so it is not easy to see the whole picture. They are very
diverse and complicated in terms of purposes, target groups, and conditions, such as loan terms
and interest rates. However, such excessive diversity and complexity have limited loan
allocation efficiency and effectiveness. Since one kind of policy loan is provided to only
specific commodity, equipment, or facility, the borrower may not take enough money to fulfill
his or her purposes, when it is necessary to make several investments. Moreover, the policy loan
is usually provided one time, and it takes 1~2 years to get the loan after application. Thus it was
hard to get proper amount of loans on a timely manner for investment.

To enhance efficiency of policy loans following the market principle, the Integrated Loan
scheme was introduced in 1999. The loan was supplied after evaluating borrower's
creditworthiness and project profitability, enabling borrowers to implement timely investment.
The loan allowed flexible uses, different from other policy loans, which strictly restricted where
the loans can be used. Furthermore, the borrower could consecutively apply for the loan if
needed, as managing cost and capital investments for fixed assets. That is, the characteristics of
Integrated Loan are basically similar to that of general loans of commercial banks.

It can be said that the Integrated Loan scheme has opened a new phase of agricultural
financial policy. The government allowed commercial banks to handle the Integrated Loan in
2003, although the range of uses is restricted to livestock production. In other words, it means
that monopolistic position of agricultural cooperatives in dealing with policy loans was
weakened. The entry barrier to agricultural finace will gradually be lowered.

3.2. Structural Adjustment Program and Policies against Market Imperfection

Korea has implemented a series of integrated agriculture and rural development programs
since 1992, when structural adjustment and agricultural market competitiveness were raised as
policy issues along with the opening of the domestic agricultural market. The investment stream
into the agricultural sector has been strongly supported by policy loans. Currently, the
government carries out the Integrated Program for Agriculture and Rural Development designed
to invest 119 trillion won for the period of 2004 to 2013.

The agricultural credit policy since the mid 1980s has been focused on lowering interest
rates and mitigating credit-rationing problems. The credit guarantee fund has been actively used

to support farm households to make borrowings, since most of them have weak credit
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conditions and are unable to offer collaterals.

As the integrated rural development programs were launched in 1992, the government
strongly encouraged the agricultural cooperatives to provide sufficient funds for farmers with
willingness to invest in farming. However, the agricultural cooperatives were reluctant to
provide loans because of their poor creditworthiness and default risk. Thus, the idea of making
fund for policy loan losses was accepted, which means the fund would compensate for the
losses of cooperatives caused by farmers default. The Compensation Fund for Agricultural
Policy Loan Losses was established in order to encourage the agricultural cooperatives to more
willingly lend policy loans.

Farm household debt problem has been another hot issue since 1998 after the foreign
currency crisis. The debts had steadily increased since early the 1980s because of expansion of
investment in relation to commercialization and mechanization of farming. This resulted in the
series of debt measures for farmers and fishermen from 1987 to 1989. As the market
environment became more favorable due to increasing demand for food and the government's
implementation of strong price support policy, farm household economy became stable until the
mid 1990s, although the debt size still increased. However, repayment capacity could not follow
increasing debt burden since the late 1990s, which pressed the government to establish the debt
measures again.

From 1998 when the foreign currency crisis occurred, the debt measures were drafted and
revised almost every year. The repayment schedule of almost policy loans was postponed and
extended to 20 years at maximum, and the interest rates were substantially lowered to 1.5
percent from 5 percent per year. Even the debt of Mutual Credit loans, cooperative loans, was
put off, and the interest rate was lowered with the government compensation for the interest gap
between lending and repayment interest rate.

Because of the debt problem and negative prospective of future farming, the investment in
farming has shrunken recently. Thus, the increasing rate of farm household debt has declined,
and repayment capacity also has gotten better, although the debt problem still remains as an

important policy issue.
3.3. Management of Agricultural Policy Fund (MOAF)

The NACF had managed the Special Account for Structural Adjustment of Rural and
Fishing Villages until 2003, which manages and control agricultural and fishery policy loans.
The account deliveries policy loans to agricultural and fishery financial institutions and collects
their repayments. But this system was criticized with the reason causing moral hazard problem

since the control and implementation is conducted by the same institution. The government
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separated it from the NACF and established the MOAF in 2004.

4. NACF Banking Business
4.1. Organizational Structure of Agricultural Cooperative System

Korean agricultural cooperatives are basically multi-purpose organizations, which conduct
banking, marketing, inputs & living goods supply, insurance business, and farmer guidance
activities at the same time. The cooperatives have two-tier system consisting of the national
federation (NACF) and its member cooperatives. There are 1,236 regional cooperatives and 86

special commodity cooperatives that have 2,383 thousand members in total.

Members (2,383 thousands)

Primary coops. Regional cooperatives: 1,236 Special commodity cooperatives: 86
- Agriculture: 1,112 - Fruits and Vegetables: 49
- Livestock: 124 - Livestock: 25
- Ginseng: 12
National federation National Agricultural Cooperatives Federation

(NACF)

Figure 2. Agricultural Cooperative System

The NACF was established in 1961 with the merger of the Agricultural Bank and the
Agricultural Cooperatives. The National Livestock Cooperatives Federation and the National
Ginseng Cooperatives Federation were also merged with the NACF in 2000. The core
businesses of the NACF include marketing and supply, banking and insurance, and livestock,
which are run independently by their own CEO.

The banking sector of the NACF is regulated as a special bank under the Banking Act,
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while that of member cooperatives is regulated as cooperative financial institutions under the
Credit Cooperative Act. The NACF and member cooperatives have 4,965 offices and branches
in the banking sector that constitute a wide network and give powerful competition edge.

Primary agricultural cooperatives are classified into two groups: regional multipurpose
cooperatives and special commodity cooperatives. The regional cooperatives run multiple
businesses, such as banking, marketing, inputs & living goods supply, processing, and
warehousing, and are open to any farmers. The special cooperatives are composed of farmers,
who usually specialize in special crops and operate large-scale farming. Since the early 1990,
the specialized cooperatives have been allowed to operate banking business, so that there is little
difference in businesses between two cooperatives.

4.2. Banking Business and Performance

The NACF is one of major banks in Korea. Among financial institutions, it is the second
largest in total assets and deposits, the third in loan amount, the second in the number of
banking branches, the fourth in insurance activities, and the fifth in credit card business. In
addition, it runs an asset management corporation in cooperation with a French company, and
plans to purchase a securities house sooner and later.

Market shares: The most important competitive edge of the NACF is a broad network of
banking branches. It has 906 branches, only next to that of Kookmin Bank, the largest bank in
Korea (Table 1). However, the network itself is the largest in fact, including the network of
entire primary agricultural cooperatives. This broad network gives customers easier and more
convenient access to banking services.

The shares of the NACF in total deposits and loans of banks in Korea amount to 13.6 and
11.0 percent respectively as of the end of March 2005. The fact that the share of deposits is
larger than that of loans indicates the characteristics of the NACF banking business. The NACF
lends some portion of its deposits as policy loan fund, while it is relatively conservative in
lending to incorporations in the non-agricultural sector. These factors reduce its loan market
share.

. The NACF share of borrowings to banks in total was 18.2 percent as of the end of March
2005, which is higher than those of deposits and loans, and also is much larger than that of other
banks. The reason is that the amount of borrowings includes policy loans supplied by the
government. This clearly shows that the NACF is a single conduit of borrowings in the

agricultural sector.

Table 1. The Number of Branches of Major Nationwide Banks (March 31, 2005)
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Branch Share
NACF 906 18.0
Woori Bank 702 14.0
Korea First Bank 405 8.1
Korea Exchange Bank 316 6.3
Hana Bank 575 11.4
Shin Han Bank 374 7.4
Korea City Bank 253 5.0
Kookmin Bank 1,096 21.8
Industrial Bank of Korea 401 8.0
Total 5,028 100.0

Source: Financial Supervisory Service

Table 2. Market Shares of NACF Banking Business

2005. 3 2004. 12 2004. 3
Loans
Banks' Total (billion won) 687,361 696,739 675,237
NACF 75,912 75,107 71,449
NACF’s Share (percent) 11.0 10.8 10.6
Deposits
Banks' Total 608,959 611,039 608,476
NACF 82,980 81,624 74,007
NACF’s Share (percent) 13.6 134 12.2
Borrowings
Banks' Total 137,248 127,605 150,317
NACF 25,002 22,832 34,435
NACF’s Share (percent) 18.2 17.9 22.9

Source: Financial Supervisory Service

Managerial soundness: The NACF is regarded as a very sound bank in respect to two
points. First, the banking capital is enough to absorb market risks. It overachieves required BIS
ratio and boasts low bad loan holdings. Its BIS is 11.05 percent, much higher than international
standard 8 percent, although it is lower than that of commercial bank average (Table 3). The
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substandard loan ratio of the NACF is 2.00 percent, slightly higher than the commercial bank
average, as of the end of March 2005. Second, the market gives credit to the NACF as a
government supported financial institution, since substantial activities are related to government
policies. Thus, Moody's and S&P, the international credit rating agencies, gave the NACF A3
and BBB+ respectively as credit rating at the end of 2004, which were the highest ratings
among Korean banks.

Table 3. Soundness of the NACF Banking Business

2005.3 2004.12 2004.3
BIS
NACF 11.05 11.43 10.20
Commercial Bank Average 11.31 11.29 10.74
Special Bank Average 13.73 13.82 12.95
Substandard Loan Ratio
NACF 2.00 1.74 2.01
Commercial Bank Average 1.93 1.97 3.07
Special Bank Average 2.02 1.73 2.67

Source: Financial Supervisory Service

Although the NACF has managed to maintain capital standard above required level, it has
a problem of capital financing owing to its unique characteristics as cooperative. Since a
cooperative cannot raise capital through the capital market by issuing stocks, it should depend
on members’ capital contribution, utilization of accumulated income, or debentures that are not
effective to expand capital. Most member cooperatives are small and manage to meet their own
capital standard. Thus they do not have capacity to increase capital contribution to the NACF.
Furthermore, negative income generated in the marketing and supply business sector and the
livestock business sector of the NACF makes it hard to fully utilize the banking sector income
as its capital. High pressure related to the member cooperatives' demand for financial supports is
another factor of causing capital problem. Member cooperatives believe that the NACF must
increase financial support and extend services as much as possible.

The NACF faces the pressure of separating the banking sector from other commercial
sectors because of the inefficiency of the commercial sector. Most farmers believe that the
NACF does not make the best effort to develop marketing and supplying businesses since

banking sector is more profitable. Therefore, other business areas should be separated from the
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banking business. However, the capital problem is the main barrier to such separation, making
the plan difficult to materialize.

Productivity and profitability: The weak points of the NACF banking business are low
productivity and profitability compared with its competitors. The labor productivities measured
by deposits and loans per employee were 94 and 92 percent of the commercial bank averages,
respectively, as of 2004 (Table 4). The deposit and loan sizes per banking branch were 98 and
96 percent of the commercial banks. This means that the NACF hires too many employees and
operates too small banking branches.

The profit indices also were low as shown in Table 4. However, the amount of profit is
substantial and main source for maintaining the entire agricultural cooperative system, including
member cooperatives as well as the NACF. The net income of 2004 was 851.8 billion won (823
million US dollar), up 69 percent from 2003. With such income, the NACF could support other
businesses such as marketing, supply, and processing, which suffer from negative incomes, and
extended services. Moreover, the NACF's income from the banking business had been used to

support small or financially fragile member cooperatives.

Table 4. Banking Business Productivity of the NACF

2004 2003 2002
Deposits/Employee
NACF (A) (million won) 7,241 6,731 6,155
Commercial Bank Average (B) 7,720 7,683 7,255
Special Bank Average (C) 6,567 6,317 5,783
A/B 0.94 0.88 0.85
AlIC 1.10 1.07 1.06
Deposits/Banking Office
NACF (A) 107,368 101,265 92,576
Commercial Bank Average (B’) 109,842 107,239 106,083
Special Bank Average (C’) 109,529 104,509 95,647
A'IB’ 0.98 0.94 0.87
AlC 0.98 0.97 0.97
Loans/Employee
NACF (A”) 6,145 5,446 4,780
Commercial Bank Average (B”") 6,673 6,314 5,159
Special Bank Average (C”) 7,920 7,011 6,118
A’IB” 0.92 0.86 0.93




A’IC” 0.78 0.78 0.78
Loans/Banking Office
NACF (A™) 91,120 81,928 71,904
Commercial Bank Average (B’”) 94,949 88,135 75,433
Special Bank Average (C™) 132,103 115,980 101,195
A”IB™” 0.96 0.93 0.95
A”[C™” 0.69 0.71 0.71

Source: Financial Supervisory Service

It is true that the NACF has to inevitably manage many employees and offices, in order to
secure customer’s convenience and accessibility in rural as well as urban areas as an agricultural
cooperative. However, low productivity, low profitability, and capital financing problem will

seriously affect its competitiveness in the long run.
4.3. NACF's Roles for Agricultural Finance

Funding source for agricultural finance: The NACF banking business has played a
successful role as a funding source for the agricultural sector so far. Recently, the role has got
weaker since the 1990s, as the demand for commercial loans increased, while the demand for
policy loan declined. Among the deposits of the NACF, the portion used for policy loan was 8.0
percent as of the end of June 2004, which is contrasted with 13.6 percent as of the end of 1991.
The outstanding amount of policy loan declined 19,997 billion won in 2000 to 17,331 billion
won in 2004.

Central bank of member cooperatives: Although the Financial Supervisory Service (FSS)
has the main authority to supervise the banking business of the NACF and its member
cooperatives, the authority is also partly shared with the Ministry of Agriculture and Forestry. In
addition, a part of supervision authority of primary cooperatives was transferred to the NACF.

The NACF functions as the central bank of member cooperatives by monitoring the
business performance of each cooperative. Member cooperatives are required to deposit a
certain portion of their deposits to the Mutual Credit Special Account (MCSA). The MCSA
intermediates funds for members by taking surplus fund and providing loans at low interest
rates to cooperatives, which are in need of additional funds and the residual funds are invested
in securities.

At the end of 2004, the deposits in the MCSA amounted to 37.6 trillion won. Among the
amount, 28.6 trillion won was invested in securities, and 4.9 trillion won was offered as loans.
This means that 47.5 percent of the total deposits of Mutual Credit went to the MCSA, and that

AR R L e REFEREE —m—



—=n

TH AR BLEARACEOEE | REAHE

36.3 percent was invested in securities. Each member cooperative can independently invest in
securities, but this is seldom conducted because the member cooperatives are not confident
about their capability in security investment.

The credit guarantee fund management: The NACF manages the CGFFF on behalf of
the Ministry of Agriculture and Forestry and the Ministry of Finance and Economy. The NACF
acts as the guarantor for farmers and fishermen, who are unable to receive a loan through
regular channels. Recently, the CGFFF suffers from huge losses owing to increasing defaults of
farmers.

Management of compensation fund for policy loan losses: As the domestic agricultural
market opening is inevitable because of the Uruguay Round negotiations, in order to promote
structural adjustment and strengthen competitiveness, the government strongly encouraged the
agricultural cooperatives to provide sufficient funds for farmers, who are willing to invest in
farming. The government entrusted the NACF to manage the Compensation Fund for Policy
Loan Losses. The agricultural cooperatives receive 1.5 percent of a policy loan as handling fee,

and then provide 0.5 percent among the fees to the compensation fund.
4.4. Evaluation of NACF Banking Business and Challenges Ahead

Banking business of the agricultural cooperatives was designed to supply funds to the
agricultural sector, which suffers from capital shortage. At the early stage of economic
development in the 1950s and 1960s, it was not easy to attract capital in rural areas stricken by
poverty. Therefore, savings mobilization in urban areas for the agricultural purposes was an
effective strategy, and that is how the NACF has grown to be a special bank.

Rural financial markets were dominated until the end 1970s by informal financing such as
transactions of usury moneylenders, relatives, or neighbors, when interest rates were over 50
percent per year in most cases. Therefore, the agricultural financial policy focused to transform
informal financial markets to formal financial markets, and supported the major agricultural
cooperatives to run the banking business as name of Mutual Credit.

The government constructed the favorable market environment for agricultural
cooperatives by applying different interest regulation to the NACF from other financial
institutions. The financial institutions were classified into three groups, including cooperative
financial institutions, mutual savings companies, and commercial banks. The different interest
schemes are applied to financial institutions by category. Savings companies mainly transacted
with small and medium firms and merchants, who did not have sufficient collaterals but needed
quick services. Thus financial intermediaries regarded them as risky borrowers, in general, so

applied the highest interest rates to them. To the contrary, the banks preferred to do business
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with large enterprises, which are able to offer collaterals supported by government exports
promotion policies. Therefore, the lending rate applied to large enterprises was the lowest. The
cooperative financial institutions provided services mainly for farmers, fishermen, rural
residents, and small and medium enterprises, which were financially weak groups, and applied
the mid-range interest rates. Since the savings interest rate was close to informal market rate,
and transaction safety was superior to informal market, cooperatives could successfully attract
savings and effectively absorb the informal market users.

The NACF has strongly supported member cooperatives to compete with other financial
institutions. Under the umbrella of the NACF, the primary cooperatives could obtain good
creditworthiness in markets and safely manage their surplus funds through the MCSA of the
NACF. When the currency crisis shocked the Korean financial industry in 1997, many financial
institutions, especially the savings institutions, collapsed because of bad loans and low credit
rating. However, the agricultural cooperatives could grow their market shares due to the
structural advantages mentioned earlier.

With successful savings mobilization, the agricultural cooperatives have supplied sufficient
funds to the agricultural sector so far. However, the quality and efficiency of financial services
need more improvement to better serve their members. Especially, many farmers suffering from
high debt burdens criticize that the lending interest rate of Mutual Credit is too high.

The success of the NACF as a bank may come from effective managerial strategy and
relatively long history of banking business, which has continued since the Japanese colonial
time. However, more important elements of success include the government's regulatory and
institutional support and the effective networks of member cooperatives. Especially, joint
operation of other businesses is a unigue advantage that cannot be found in other countries.

In order to progress further, the NACF has to resolve current pending issues and overcome
challenges in the changing environment. The change in the financial market situation in Korea
from fund shortage to surplus has resulted in growing the importance of fund and risk
management. The NACF should solve this problem for member cooperatives as well as its own
banking business. Increasing pressure from competitors, which are opposed to the institutional
advantage given to the NACF, is also an important challenge to overcome. As the NACF enters
the fund management market by operating a subsidiary and tries to buy a securities company,
competitors become very sensitive to the NACF strategy.

The issue of separating its banking from other commercial areas is a hard task to perform.
Public opinion tends to support the separation rather than maintaining the status quo. Against
this backdrop, the NACF should provide a vision to boost the marketing and supply business of

agricultural cooperatives, further contributing to stabilizing farm household economy and rural
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development.

The NACF dreams to become a leading financial group, while covering a whole range of
financial services. To realize the dream, the NACF should conduct capital financing smoothly in
the face of the unfavorable public opinion that it neglects its more important duty of helping

farmers and the agricultural industry.

5. Conclusion

Korean agricultural finance policy has traditionally focused on farmers’ use of credit by
supplying policy loans. The agricultural cooperatives together the NACF and member
cooperatives successfully performed their roles as resource mobilizing institutions and the
conduit of agricultural fund. The credit guarantee system and the instrument of compensation of
policy loan losses are actively utilized to mitigate credit rationing problem incurred from
information asymmetry.

However, the policy, expanding cheap policy loan supply and distribution by the
government organization, was proved to be not wise. A number of investment failure and
rapidly increasing farm household debt became an obstacle of rural development and hard task
to solve. Although the agricultural cooperatives have successfully performed the function of
fund supply, it is not highly evaluated. On the contrary, most members criticize the cooperatives
with the reason that they concentrated on only banking rather than vitalizing marketing and
supply business for members.

In the banking side, it is true that the agricultural cooperative system have been very
effective and substantially contributed to agricultural development. Especially, the NACF

banking has been successful and played a role of strong umbrella for its member cooperatives.
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The Korean NACF’s Credit and Banking Business System

. Introduction

This paper aims to introduce the cooperative credit and banking business model of the
National Agricultural Cooperative Federation (NACF) of Korea. The NACF is the national apex
organization for more than 1,300 primary local agricultural cooperatives established nationwide
based on local administrative districts. As a national apex organization, it serves the interests of
its member-cooperatives by providing them the support and assistance they need in performing
their role as a tool for improving the economic well-being of the farming community, as well as
in helping to boost the quality of rural life in the country. However, the NACF also operates its
own business in marketing agricultural inputs and outputs, and supplying credit and banking
services. As a result of its operation for over 40 years, it has consolidated its own credit and
banking business system and secured the second largest market share among Korean banks, and
was listed as the 95" largest bank by total assets in The Banker’s Top 1,000 world banks in
2004.

The focus of this paper shall be on the organizational structure, the performances, and
recent changes in the NACF’s credit and banking business model. A thorough discussion of its
organizational structure will provide a better understanding of the operational base of the NACF
credit and banking business. This paper will also present the consolidated business
performances of the NACF, in order to illustrate and assess the effectiveness of its various
businesses. Meanwhile, recent changes in the organization’s business and operations will
provide an overview of the trends and directions that the NACF has been pursuing in
responding to domestic as well as global financial market changes.

Based on these discussions, this paper will attempt to exemplify a business model which
the NACF has, in recent years, been developing and exploring. Some implications will also be
drawn up from the NACF’s credit and banking business case in terms of its strengths and
weaknesses in accomplishing its mandates, which could serve as a good reference for other

country’s agricultural financial system to emulate.

Organizational Structure of the NACF’s Credit and Banking Business
System
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The NACF’s Credit and Banking Business System can be explained by using a diagram.
Figure 1 illustrates the basic structure of the NACF’s Credit and Banking Business System. It
consists of the main body, mainly composed of Banking and Insurance Head Office and
Regional Offices and Branches, and other cooperating business parts and subsidiaries. The main
body is an independent business section of the NACF, consisting of four sections: Planning and
Extension; Marketing and Supply; Livestock; and Banking and Insurance.

Figure 1. NACF’s Credit and Banking Business System

Planning &
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The NACF’s Credit and Banking Business System is similar in organizational structure to a
universal bank known as financial services group, and which engages in various financial
activities through its branch banking system (main body: head office/branches), affiliates, and
subsidiaries. Its business scope covers from credit and banking business to insurance, credit card,
disposal of non-performing assets, investment trust, futures trading, and so on.

The NACF’s main body has adopted a branch banking system consisting of 1 head office,
16 regional offices, 157 city/county offices, and 744 bank branches for credit and banking
business operations nationwide (Fig. 2). Its head office has more than 20 departments
performing planning, supporting, and monitoring functions for the effective operation of
branches and member cooperatives (Table 1). This main body is legally regarded as a

specialized bank by the Bank Act, while its member cooperatives’ mutual credit facilities are
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considered as non-bank depository institutions. As of Y2004, 11,492 staff members are working
for this main body.

Figure 2, No. of NACF Branches Table 1. NACF Head Office B&I Depts.
1.Banking Planning & Coordination Dept.

2.Agricultural Finance Dept.

3.Mutual Credit Planning Dept.

4.Mutual Credit Support Dept.

5.Mutual Credit Asset Management Dept.
6.Funds Management Dept.

7.Cooperative Insurance Division

8.Credit Card Division

9.International Banking Dept.

10.Savings Dept.

11.Loan Planning & Service Dept.
12.Investment Banking Head Office
13.Credit Guarantee Fund for Farmers & Fish.
14.Risk Management Dept.

15.Call Center

16.Mutual Credit Depositor Protection Fund
17.Planning & Coordination Dept.
18.Information Technology Division

Note: As of Aug. 2005

0 Pravince

O Largecity
HNote: As of end of FU4

Member cooperatives are dispersed in local areas, especially under the administration

district, city/county. Under one city/county office, there are 6-10 member cooperatives that have
an exclusive relationship with the city/county office of the NACF, which in turn acts as a
regional center. Member cooperatives are classified into two groups: regional agricultural
cooperatives (including regional livestock cooperatives) and commodity cooperatives. As of
Y2004, there were a total of 1,326 member cooperatives, operating their businesses
independently through their 4,965 offices and branches, and involving 51,574 staff members
within their respective stipulated boundary by the Agricultural Cooperative Law. Although they
are independent financial institutions, they are considered as part of the whole entity of
agricultural credit and banking business of the NACF’s main body.

Coupled with this nationwide credit and banking network, the NACF and its member
cooperatives can mobilize their business potential in full and can concentrate on the
performance of their mandate. The relationship between the main body and the member
cooperatives is interactive. In terms of financing and operating funds, every branch and the
mutual credit business section of member cooperatives can share its business know-how and
concentrate its finance capacity into the direction of the main body head office.

For example, the Banking Planning and Coordination Department in the head office of the
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main body makes a whole finance plan, develops new financial products, and coordinates
management goals and strategies among head office departments, regional offices and branches
of the NACF, its member cooperatives and subsidiaries. Then, the Investment Banking Head
Office operates the gathered funds in the financial market. In the process, the Information
Technology Division provides every office and branch of the main body and member
cooperatives with their own on-line finance network services throughout the country. Besides,
every office and department of the NACF’s Credit and Banking Business System has the benefit
to take advantage of sharing various information and technologies related to financial market
and their management needs, as provided by the Planning and Extension, Marketing and Supply,
and Livestock sections. The NACF has been operating 22 departments belonging to other
sections, in order to manage its own businesses and to support its member cooperatives within
its head office (Fig. 3).

Figure 3.  Sections and Departments of the NACF Head Office

Banking & Insurance
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Mutual Credit Depositor
Protection Fund

In addition to this NACF-member cooperative financial network, subsidiaries of the NACF
have played very important roles in the efficient and effective functioning of the whole NACF
Credit and Banking Business System. The NACF has a total of 15 subsidiaries, of which 3
subsidiaries (the NACF Futures Corporation; the NACF-CA Investment Trust Management Co.,
Ltd.; and the Agricultural Cooperative Asset Management Co., Ltd.) fall within the Credit and
Banking Business Companies. They have been contributing to the NACF’s nationwide credit
and banking business network, supporting the NACF and member-cooperatives in terms of
futures trading (NACF Futures Corporation, established in 1997), investment trust (NACF-CA
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Investment Trust Management Co., Ltd., established in 2003), and disposal of non-performing
assets (Agricultural Cooperative Asset Management Co., Ltd., established in 2002). Based on
the above discussions, the organizational structure of the NACF’s Credit and Banking Business

System can be simplified as follows (Figure 4):

Figure 4. Organizational Structure of the NACF Credit & Banking Business System

Main
Body

NACF Head Office

4 Sectors & 38 Depts. Y
3 y

NACF Branches NACF Subsidiaries

901 3

4 4

NACF Member Co-ops
4,926

The NACF Credit and Banking Business System can therefore be summarized as a whole
entity of nationwide agricultural financial network which consists of the main body, member
cooperatives, and their subsidiaries. The main body has its own head office, which is
responsible for the planning, operating and monitoring, and providing branches and offices of
its network with information, technologies, and common financial products. To meet the balance
as a business enterprise and to encourage member cooperatives and farmers in promoting the
organization, it has maintained about 70,000 staff members and 6,000 offices and branches

nationwide.

. Business Performance

For the year ended December 31, 2004, the NACF recorded KRW 23,661 billion (TWD
724 billion at the exchange rate of 33.68 won to the NT dollar, as of the end of 2004) in total
operating revenue. After deducting the total operating expenses of KRW 20,237 billion, the
operating income before selling and administrative expenses reached KRW 3,425 bhillion. The
major features of the NACF’s business and management performances for the year are

discussed below.
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The total equity of the NACF was KRW 6.39 trillion as of the end of December 2004,
equivalent to TWD 193 billion. Of this, the amount of member investment capital stock was
KRW 3.14 trillion (TWD 95 billion), which consisted of paid-in capital (KRW 1.11 trillion),
inter-cooperative aid fund (KRW 0.62 trillion), and transferred in asset revaluation surplus
(KRW 1.40 trillion). The par value of each stock share is KRW 10,000 (TWD 300). The ratio of
member investment capital stock in the total equity of the NACF was 49%.

Base on this equity and the above illustrated nationwide financial network, the NACF has
operated six kinds of businesses, which are booked into six accounting groups on the NACF’s
balance sheet, namely: Agricultural Marketing & Supply; Livestock Marketing & Supply;
Credit & Banking; Cooperative Insurance; Mutual Credit; and Crops Insurance. Looking into
each accounting group, it is not difficult to notice that the Credit & Banking Business section is
the core profit generator of the NACF.

Table 2. NACF Business Performance by Major Accounting Group in Y2004

(KRW in billions)

) ) Percentag
. Operating Operating
Accounting Group Revenue e to total
Expenses Income* ] Net Income
(A) operating
(B) A-@) |
income
Credit & Banking 8,791,369 | 5,816,005 | 2,975,364 86.9% 851,763
Cooperative
9,181,113 | 9,167,172 13,941 0.4% -
Insurance
Mutual Credit 2,052,336 | 2,099,776 -47,440 -1.4% -
Crops Insurance 26,539 21,803 4,736 0.1% 813
Agricultural
] 3,218,281 @ 2,818,900 399,381 11.7% -118,047
Marketing & Supply
Livestock Marketing
391,861 313,033 78,828 2.3% -45,159
& Supply
Total 23,661,499 | 20,236,689 | 3,424,810 100.0% 689,370

* Before selling and administrative expenses

The revenues of the four NACF’s Banking & Insurance Businesses (Credit & Banking,

Cooperative Insurance, Mutual Credit, and Crops Insurance) accounted for KRW 20,051 billion,

which comprised 84.7% of the total revenue in 2004. Considering each operating income after
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deducting the operating expenses by the accounting group, only the Credit & Banking business
contributed to 86.9% of the total operating income before selling and administrative expenses.
In the fiscal year 2004, the NACF’s Credit & Banking Business made a net income of KRW
851 billion, which compensated for the losses of the Agricultural Marketing & Supply and the
Livestock Marketing & Supply, and was regarded to have played a great role in making NACF’s
total net income reach KRW 689 billion.

The composition of assets and liabilities of the NACF Credit & Banking business as of the
end of 2004 is illustrated in Table 3.

Table 3. Composition of Assets and Liabilities of the NACF as of the end of 2004

2004 2003 2002
Assets (KRW in billions, % of total)
Cash 1,026.1 0.7) 1,063.6 0.9 1,164.5 (1.1)
Loans in local currency 69,849.4 1 (46.4) 63,366.3 1 (54.6) 54,437.6 . (51.6)
Securities 32,7125  (21.7) 36,458.1  (31.5) 32,003.1 (30.3)
Trading securities 429.6 (0.3) 497.2 (0.4) 636.0 (0.6)
Investment securities 32,2825 (21.4) 35,6909 1 (31.1) 31,367.1 1 (29.7)
Others 14,168.3 (9.5) 15,120.4 = (13.0) 17,8745 (17.0)
Total assets 117,756.3 | (100.0) | 116,008.4 | (100.0) | 105,479.7 | (100.0)
Liabilities (KRW in billions, % of total)
Deposits 81,6239 | (71.0) 72,4186 | (63.4) 65,7819 | (62.9)
Borrowings 22,8317 (19.8) 30,150.6 | (26.4) 31,3414 (29.9)
Debentures 3,331.8 (2.9) 2,801.7 (2.5) 1,639.6 (1.6)
Other liabilities 7,256.1 (6.3) 8,695.6 (7.7) 5,771.6 (5.6)
Total liabilities 115,043.5 | (100.0)  114,066.5 (100.0)  104,534.5 (100.0)
Asset Quality (KRW in billions, % of total)
Total credit 77,715 70,688 62,834
Non-performing loans 1,355.8 . (1.74) 1,275.3 (1.8) 1,078.8 . (1.72)
Allowance for possible loan losses 1,905.1 1,621.7 1,394.0

The total asset of the Credit & Banking business was KRW 117,756 billion or 63.8% of the
NACF’s total assets. Outstanding loans in local currency, a major funding source in 2004,
accounted for 46.4% of total assets. Securities amounted to KRW 32,712.5 billion and
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accounted for 21.7% of total assets.

The deposits recorded KRW81,623 billion and its ratio in the NACF Credit & Banking
Business liabilities accounted for 71.0%. Second in liabilities are borrowings amounting to
KRW 22,832 billion or 19.8% of total liabilities, followed by other liabilities and debentures at
9.2% of the total.

In addition, as of 2004, non-performing loans of the NACF amounted to KWR 1,355
billion and accounted for 1.74% of the total credit. Responding to this, the NACF provisioned
KRW 1,845 billion as an allowance for possible loan losses for total outstanding loans of KRW
75,167 billion.

Classifying resources of operating income in the Credit & Banking business (Table 4), the
net interest income, which is defined as the difference between interest income and interest
expenses, was KRW 2,965 billion in 2004. Income from guarantee fees and commission, which
comprise the second largest portion in operating income, amounted to KRW 740 billion in net
amounts. Other operating incomes, derived from foreign exchange transactions, derivative
financial instruments and so on, accounted for KRW 100 billion in net amounts. KRW 830
billion was provisioned for possible loan losses. This showed that the NACF’s income structure

has focused on interest revenue.

Table 4. Operating Income from Credit & Banking Business, Y2004

(KRW in billions)

Net interest income 2,965
- Interest income 6,280
- Interest expenses 3,315

Guaranteed fees and commissions 740
- Revenue 847
- Expenses 107

Other operating income 100

- Revenue 1,663
- Expenses 1,563

Provisions for possible loan loss 830

Total 2,975

The appropriation of the NACF’s total net income is carried out in three ways pursuant to
the Agricultural Cooperative Law and the articles of association of the NACF. It is required to

reserve as legal reserve, an amount equal to a minimum of 10% of the sum of net income and
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prior year’s unappropriated retained earnings, until such reserve equals 300% of its capital stock
issued. This reserve should be used to reduce accumulated deficit, if any. The general business
preparation reserve should then be provided for such expenses as educational and support
services, and it should have accumulated more than 20% of retained earnings before
appropriations. Reserve for member cooperative support and inter-cooperative aid reserve could
also be allocated to distribute free fertilizer and farming materials and support member
cooperatives. These three kinds of business preparation reserves have no restrictions in terms of
use. After that, dividends could be paid to stocks to declare dividends and active business

counterparts.

Table 5.  Appropriation of NACF retained earnings in fiscal year 2004

(KRW in billions)

Items 2004 2003

Retained earnings before appropriations 780,870 457,343
- unappropriated retained earnings carried-over from prior year 91,500 | 136,350
- Changes in retained earnings using the equity method of accounting - 78
- Net income 689,370 320,915
Appropriation of retained earnings 624,670 | 365,843
- Legal reserve 78,260 | 45,884
- Business preparation reserve 475,700 | 255,500
General business preparation reserve 156,200 | 91,500
Reserve for member cooperative support 70,000 i 41,000
Inter-cooperative aid reserve 249,500 123,000

- Dividends 70,710 64,459
Common stock 45,497 | 43,789
Stock from executives and employees 6,052 5,112
Stock from Korea Deposit Insurance Corporation 962 962
Dividends to active business counterpart 18,199 | 14,596
Unappropriated retained earnings carried forward to the subsequent year | 156,200 | 91,500

In the fiscal year 2004, the NACF reserved KRW 78 billion as legal reserve and KRW 475
billion as business preparation reserve (Table 5). The amount of KWR 70 billion was paid to

member cooperatives (45 billion, dividend rate 5.0%), executives and employees holding
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preferred stocks (6 billion, 6.5%), Korea Deposit Insurance Corporation holding preferred
stocks (0.9 billion, 1.0%), and active business counterparts (18 billion, 2.0%). As a result, the
dividend propensity (dividend/net income) for the year ended December 31, 2004, was recorded
at 10.3%.

Given the above business performances, the NACF maintained its high Bank for
International Settlements (BIS) capital adequacy ratio of 11.4% in 2004, which marked fives
consecutive years of maintaining such a ratio of above 10% (Table 6). In order to maintain its
capital adequacy, the NACF have made great efforts such as introducing and implementing
advanced risk management systems, devising member investment capital stock schemes to
increase Tier | capital, and trying to manage risk-weighted assets effectively. The international
credit rating agency, Moody’s Investor Service, maintained its rating of A3 to NACF, the
highest rating among the domestic banks and the same as the sovereign rating. A domestic

credit rating agency has assigned NACF an “AAA” for four consecutive years.

Table 6. Capital Adequacy and BIS Capital Ratio of the NACF Credit Business

(KRW in billions)

2004 2003 2002
Tier Capital 5,343.0 4,668.6 3,995.9
Paid-in capital 3,252.3 2,903.8 2,607.1
Capital surplus - - -
Retained earnings 2,437.8 1,884.3 1,563.4
Special reserve for trust 25.3 21.0 19.0
Accrued corporate tax 212.8 - -64.2
Losses on valuation of investment securities -35 -3.9 -10.9
Others -155.7 -136.6 -118.5
Tier Capital 3,923.8 3,278.7 3,012.3
Reserve for possible loan losses 1,002.7 906.1 772.4
Gains on valuation of investment securities 1194 61.4 12.2
Subordinated debts 1,360.4 1,360.4 1,153.8
Reserve for insurance 1,434.8 1,434.8 1,073.9
Others 6.5 6.5 -
Subordinate ABS 100.6 61.9 -
Total risk-adjusted capital 9,166.6 8,335.4 7,008.2
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Total risk-weighted assets 80,217.9 78,206.1 65,095.9
BIS capital ratio (%) 11.4% 10.7% 10.8%

. Recent Changes

On August 3, 2005, the President and CEO for Banking & Insurance of the NACF made a
media pronouncement on the road map that the NACF Banking & Insurance Business section
will pursue towards the year 2010. The press release stated that the said NACF section plans to
buy one credit card service company and one securities company by the end of 2005, and to
establish a real estate investment trust company and a credit-specialized financial company in
2006. It continued to say that, based on these newly acquired companies, the NACF will attempt
to change its business in line with a general universal bank model starting year 2008, and to
enlarge its business scope to banking, securities, insurance and assets markets, in order to finally
land as the 70™ largest bank in the world by the year 2010. Whether this vision will come true or
not, these developments only signify the advent of new changes and directions in the NACF’s
Credit & Banking business system.

Figure 5 summarizes the changes that the NACF intends to pursue in the coming years.
Until the 1990s, the NACF’s Credit & Banking business system remained a nationwide credit
and banking network. However, in 1997, it established a futures trading company for the
protection of losses from the chronic price instability of domestic raw materials and agricultural
goods. After experiencing the impact of the Asian financial crisis of 1997, the NACF has since
focused on methods of easing structural adjustment between and within member cooperatives.
And finally in 2002, it established a joint investment non-performing assets dealing company in
the ratio of 75% to 25% with its member cooperatives.

Following this trend, in 2003, the NACF established another joint financial subsidiary with
a French cooperative federation subsidiary company and a leading European asset manager, the
Credit Agricole Asset Management, in the ratio of 60% to 40%. Through this joint company, the
NACF has been building up investment expertise with innovative investment processes and
stringent risk control derived from the experiences of the Credit Agricole Asset Management in

the global markets.

Figure 5. Road-map of the NACF’s Banking & Insurance Business as of Aug. 2005
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Although the NACF’s road map to 2010 may be misconstrued as veering away from the
traditional cooperative activities and principles, the recent changes in its cooperative credit &
banking business system must be viewed to have an important meaning in a transitional period.
This means that the NACF can not do otherwise but to enhance its financial basis and specialize
on finance functions to adapt to a globalized incorporated financial market and to respond to the
rapidly changing agricultural environment in Korea. The increasing forces of globalization on
the financial and agricultural market have pushed the NACF’s Credit & Banking business
system to observe more rigid rules following the international standards and to promote member
cooperatives’ credit businesses in order to enhance member farmers’ credit ability.

In a historical context of the NACF’s Credit & Banking business, these recent changes also
have an important meaning. Since its establishment in 1961, NACF has served government
policy as a specific financial instrument for achieving goals such as output growth, equity, small
farm coverage, and short-term credit. However, after the country’s achievement of
self-sufficiency in staple food, increased trade liberalization, and chronic oversupply of
agricultural produces, NACF’s role in government policy has been diminished. But its
rural-based assets and liabilities have remained unchanged, and requests to NACF’s Credit &
Banking business for profit-making ventures to address farmers’ needs have even increased. In
the meantime, it is also expected that the impact of depopulation of rural areas will be serious,
and that primary local cooperatives might lose their mutual credit functions because of intense
competition with commercial banks.

Against this backdrop, the business activities of the NACF’s Credit and Banking business

system can be evaluated as an attempt to extend its business resources and to balance its income
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basis between interest and non-interest sources. With regards to its investment to three
subsidiaries, the amount of its investment accounted for KRW 45 billion and its dividend
income was KRW1.4 billion in 2004. Although it was a small amount compared with the total
income of the NACF’s Credit and Banking business system, it has other business benefits such
as the accumulation of business know-how and the forestalling of losses from non-performing
assets.

. Summary and Conclusion

The NACF’s mission is vital not only to the overall improvement of Korea’s rural
economic landscape, but to the growth of the national economy as well. Specifically, the NACF
is mandated to help improve the economic, social and cultural status of farmers on the basis of
autonomous cooperatives; to enhance the standard of living of farmers by strengthening the
competitiveness of the agricultural industry; and to contribute to the balanced development of
the national economy. The NACF’s Banking & Insurance section and Credit & Banking
business system have since been operated along these mandates. Faced with expected or
unexpected challenges, the NACF’s Banking & Insurance section and Credit & Banking
business system, along with all staff of the NACF and its other sections such as Marketing &
Supply, Extension & Education, and Administration, struggle to find solutions and alternatives
following the laws and interests of member cooperatives and their member farmers. Specifically
for the Credit & Banking business, the NACF executives and staff are focusing on solutions to
break through credit bottlenecks to member cooperatives and farmers brought about by the
transitional path from the past national economic growth to a globally incorporated one, and to
fortify its financial service basis.

To sum up, the organizational structure of the NACF’s Credit and Banking business system
can be understood as a whole entity of a nationwide agricultural financial network which
consists of the main body head office and branches under the Banking & Insurance section,
credit business of member cooperatives, and financial subsidiaries. Looking into its business
performances, its income resources basically come from interests, and its net income accounted
for KRW 851 billion or TWD 25 billion in 2004. The Y2004 total net income of the NACF was
recorded at KRW 689 billion or TWD 20 billion. Of this, about 80% was accumulated as legal
or business preparation reserve, about 10% was paid to member cooperatives (KRW 45 billion
or TWD 1.3 bhillion) and other participants, and about 10% was carried forward to the
subsequent year as unappropriated retained earnings. In addition, the NACF’s Banking &
Insurance section has made great efforts to adapt and cope with the times, such as the

introduction and implementation of advanced risk management systems, devising member
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investment capital stock schemes to increase Tier | capital, and trying to manage risk-weighted
assets effectively.

Finally, with regards to NACF’s innovations in terms of investment, it can be noted that its
initial efforts to expand by establishing three subsidiaries have started since the late 1990s.
These subsidiaries and innovations aim to secure a sound business basis for the NACF’s Credit
and Banking business system, and to enable NACF to carry out its mandates more effectively
and continuously in response to a rapidly changing agricultural and financial environment in
Korea.
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In 1992, a group of elites, each with over 20-year experience in banking industry, joined
under the leadership of Mr. Yung-Jen Huang, who possessed extensive knowledge in finance,
practical experience and management expertise, and pledged to “establish a first-class bank with
the finest service and operation as the ultimate task of life.” E.SUN Bank was born to realize
the grand ideal of the professionals and destined to become a model for Taiwan banking
industry.

Ten years later, the formation of E.SUN Financial Holding Co., Ltd. brought the dream into
a brand new era. In 2002, E.SUN Commercial Bank, as the main entity of the conglomerate,
initially teamed up with E.SUN Bills Finance Corp. and E.SUN Securities Co., Ltd. to form the
E.SUN FHC. Ever since E.SUN FHC has developed into a financial institution providing the
complete financial service of banking, bills finance, securities, venture capital, leasing,
insurance brokerage, securities investment trust and investment consultancy.

Both E.SUN FHC and E.SUN Bank have achieved an outstanding performance way above
the industrial average from their start, not only in business operation, profitability and asset
quality, but also in service quality and corporate social responsibility. Furthermore, facing the
fierce competition and fast-changing financial environment locally and globally, E.SUN FHC
has prepared an integrated strategy to overcome different challenges and to achieve each goal
set in various conditions.

In order to accomplish the short-term, mid-term and long-term strategic development in
each stage of growth while upholding the achievement of annual financial objective and
business plan execution, E.SUN FHC has developed a model of success, which includes the
following important elements—to continuously practice prominent business principle and
corporate culture, to emphasize on the three pillars of system establishment, human resource
cultivation and information system development, and to fulfill the corporate social
responsibility thoroughly. To implement the principles in its daily operation, E.SUN FHC has
been keen on providing excellent financial service in all aspects and practicing TQM up to the
highest standard.

Due to the rapid changes in current financial environment, especially in an era with the
enactment of Financial Holding Company Law and the influence of the on-going second-phased
Financial Reformation of consolidation led by the Taiwanese government, every player in the

field of banking needs to possess a triumphant method to react to the brutal competitions and
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capricious world in a most accurate manner. The three mechanisms of organic growth,
strategic alliance and M&A to expend its operational scale are E.SUN FHC’s answers in
response to the severe external challenges.

Ever since the foundation of E.SUN Bank, the enthusiasm of maintaining a healthy and
organic growth has enabled E.SUN to achieve great accomplishments in operational efficiency,
financial performance and business scale over the past years. Meanwhile, E.SUN continues
looking for the best candidate for a strategic alliance partnership and the possible M&A
opportunity, which both respectively came across a breaking point in year 2004. In February
2004, E.SUN FHC formed a strategic alliance with the Britain-based insurance giant Prudential
plc, the biggest insurance group in Asia, in an cross-broader business cooperation in
bancaasurance as well as in a strategic investment in E.SUN equity, which represented a new
leaf in the financial history of Taiwan. Moreover, the successful acquisition of Kaohsiung
Business Bank in September 2004 marked a significant expansion of E.SUN financial territory,
doubled the service network of E.SUN Bank, and substantiate its position as one of the
respectful leading financial institutions in Taiwan market.

Nowadays, E.SUN FHC persists to show a great confidence in pursuing the goal of
everlasting business prosperity with carefully planned strategies and great efforts. This
September E.SUN is grateful to receive the Award of The Best Bank in Taiwan from the
globally renowned and respectable financial magazine, The Banker, which indicates the
international affirmation on E.SUN’s long-term exceptional performance in business operation.
Just like CSFB’s comment on E.SUN FHC in its analytical report, “A Dark Horse That Ran A
Long Way”, it will not be long for E.SUN to realize its ultimate dream and becomes the most
respectable and efficient corporation in the industry.
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1. Introduction

+ NACEF has contributed to the agricultural and rural sector:
— By Supply of Agricultural Fund as funding source and channel of policy
loan delivery

— Roles of Agency for Agricultural Financial Policy through management of
the Credit Guarantee Fund for Farmers and Fisheries and the
Compensation Fund for Policy Loan Losses

+ NACF has substantially influenced on rural financial markets as a
guide by the function of central bank of the Mutual Credit of member
cooperatives.

+  NACF together member cooperatives has successfully utilized the
agricultural financial policy of government for itself.

3
1. Introduction
Agricultural Finance System of Korea
Credit Guarantee Fund Government
for Farmers and Fisheries |_
- Limited to only producing - fund supply
Lses - surveillance
Rural Financial Institutions and Agencies
t‘ Agricultural Cooperatives 1:
Credit Community Coops.,
Credit Unions, commercial -
banke _postal savings efc
h 4 ¥ ¥
Borrowers Savers
- farmers and firms *ﬂ Informal financial agencies ’*_ - citizens and public
of agricultural sector nstitutions




2. Supply of Agricultural Fund

2.1.Funding source of agriculture

External funding source
— Government budget
— The Bank of Korea (central bank)
— Deposits mobilized by NACF
Mutual Credit savings by member cooperatives
— Other financial institutions
— Informal financial market

Government budget
— Special Account of Finance of the Ministry of Finance and Economy

— Special Account of Rural Restructure managed by the Management of
Agricultural Policy Fund

— Special Account of Special Tax for Rural Development of the Ministry
of Agriculture and Forest

— Public funds (farm land, price stabilization, livestock industry

development)
5
2.2. Path of Policy Loan Delivery
‘ Government
* Most policy loans are ‘ NACF ‘
delivered through NACF
— member cooperatives | |
+ Among policy loans Member Coop. Member Coop.
- NACF directly lend: 26.2%
- Member coops. lend: 73.8%
¥
‘ Borrower
6
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2.2. Path of Policy Loan Delivery

Delivery Path of Policy Loans in the agricultural cooperative group

Unit; billion won, %

2000 2002 2004

Total outstanding loan 19,997 (100.0) 17,755 (100.0) 17,734 (100.0)

NACF 4,976 ( 23.4) 4,565 (25.7) 4,245 (26.2)
Member cooperatives 15,322 (76.6) 13,190 (74.3) 13,086 (73.8)
Source: NACF; extracted from Table 11-9 of Kang(2004) 7
2. 3. Trend of Policy L.oan Supply
* Recently, policy loan supply tends to decline.
- Total supply: 9,188 billion won (C00) ? 8,120 ("04) (A 11.6%)
- Agricultural use: 9,096 — 6,650 (A 26.9%)
* Since 2003, NACF has handle housing loan for rural.
35000
30000 n_
25000 .
. ./ | O utstanding loans ‘
E 20000
% 15000 Total supply of year '7
10000 ,‘%—/f
5000
0
2000 2001 z002 2003 2004
8
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2. 3. Trend of Policy L.oan Supply

Supply of Policy Loans

2000 2001 2002 2003 2004*

Total Supply (billion won) 9,188 8,686 6,876 6,821 8,120
Farm Operation Loan 3,716 3,670 3,280 3,165 3,324
Livestock Operation Loan 574 598 370 325 176
Other agricultural loans 4,806 4,346 3,026 2,501 3,150
Student Loan 92 72 200 182 470
Housing Loan - - - 648 1,000

Outstanding Loans

L 22,196 30,356 28,888 28265

”; planned
Source: NACF; extracted from Table 11-1 of Kang(2004)

2.4. NACF Contribution as Funding Source

+ Agricultural cooperatives substantially coniribute to policy loans as
funding sources.

— NACEF’s share: 24.7%, Member coops.” Share: 21.4% (2004)

+ Especially, NACF substantially contributes to the short-run and
medium-run loans.

— Farm and Livestock operation Loan: 43.4%(2003), Farm
Mechanization Loan: 66.0%

+« However, NACF fund was not used for the Farm and Livestock
Operation Loan in order to support member cooperatives in 2004,

— Mutual Credit share: 4.8% (2003) ? 46.6% (2004)

10
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2.4. NACF Contribution as Funding Source

Policy Loan Sources of 2004

Unit: 100 million won

Funding Source Amount Percent
Total amount of supply 81,199 100.0
NACF 19,708 24.7
Mutual Credit 17,045 214
Special Account of Finance 22172 27.8
Special Account of Rural Restructure 6,478 6.3
Borrowings from public funds 15,796 19.8

* The amount is planned.
Source: NACF, extracted from Table 11-3 of Kang(2004) 1

2.4. NACF Contribution as Funding Source

Funding Source of Farm and Livestock Operation Loans

Unit: billion won, (%)

Funding Source 2000 2001 2002 2003 2004
Total 3,800 3.800 3,831 3,760 3,500
(100.0) (100.0) (100.0) (100.0) (100.0)
Special Account of 1,659 1,659 1,969 1,949 1,869
Finance (43.7) (43.7 (51.4) (51.8) (53.4)

NACF 1,961 1,961 1683 1,632 S
(51.6) (51.6) (43.9) (43.4) (-)
Mutual Credit 180 ( 4.7) 180 ( 4.7) 180 ( 4.7 180( 48 1632
( 46.6)

Source: NACF, extracted from Table 11-14 of Kang(2004

12




AATE AR AR R TR E SRR A B i ——

3. Roles of Agency for Agricultural Financial Policy

+ Management of the Credit Guarantee Fund for Farmers and Fisheries
to mitigate credit rationing problem

+  Management of the Compensation Fund for Policy Loan Losses to ease
the cooperatives lending

+ Implementing the Measure of Farm Household Debts

13

3.1. The Credit Guarantee Fund for Farmers and Fisheries (CGFFF)

* Guarantee repayment when the borrower does not repay
+ Fligible loans: policy loans, Mutual Credit loans used for production

+ Fund source accumulated: the government 55.0%, the financial
institutions handling the guaranteed loans 5.3%, and revenue from
fund management 39.7% (2003)

*  Surplus fund management: securities 57.6% , deposits at financial
institutions 47.3% (2003)

+ Contribution of the NACF

- Among the fund contributed by the financial institution, the NACF
share was 92.8%, while the NFFC 7.2% by 2003.

14
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3.1. The Credit Guarantee Fund for Farmers and Fisheries (CGFFF)

The trend of contribution trend to the CGFFF by sources

100 million won
14000

12000 — @ Govemment

10000 — mFimancial Institutions
8000 || ONet ncome

6000 — OFund size

4000 B

2000

Om‘.ﬂ e = =R O I S R %.

_2000 |-1994 1905 1005 1097 19498 mLm 2

Em

'mlm 2002 2

2

-4000

13

3.2. The Compensation Fund for Policy Loan Losses (CFPLL)

+ To encourage the financial institutions to lend policy loan by reducing
repayment risks, it was established in 1995,

+ Among policy loans, only the loans with no public guarantee for losses
are eligible to the Compensation Fund for Policy Loan Losses.

Eligible

Not eligible

+ Credit loan without collateral or
guarantee

+ Credit loan privately guaranteed
by a cosigner

+ Loan with real asset collateral

+ Loan guaranteed by the CGFFF
¢+ Loan provided from public fund

16
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3.2. The Compensation Fund for Policy L.oan Losses (CFPLL)

+  TFund source: collecting 0.5% of eligible policy loans

+  Among the fund accumulated by 2003, the share of the agricultural
cooperatives was 84.8%

- the fisheries cooperatives® share: 10.1%

- The forestry cooperatives’ share: 5.1%

+ Total compensation paid to accumulated fund by 2003: 70.9%
- Among them, the NACF share: 86.2%
- The fisheries cooperatives share: 12.1%
- The forestry cooperative share: 1.7%

17

4. A Guide for Rural Financial Markets

+ The NACEF roles a central bank of Mutual Credit through the Mutual
Special Account (MCSA)

— Monitoring the business performance of member cooperatives
— Receiving deposits as reserve requirement

— Intermediating funds by taking surplus fund and providing loans
for member cooperatives

+ Fund management for member cooperatives is getting more important.

+ NACF influences on rural financial markets through guiding member
cooperatives’ interest policies.
— Encouraged the member cooperatives to lower Mutunal Credit
lending rates to 8 % from over 10 % level by providing subsidies in
2003.
18
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4. A Guide for Rural Financial Markets

Comparison of Mutual Credit Growth

Unit: billion Won, %o

Deposits

Annual growth rate

1995 2000 2003

95~'00  "00~'03

Mutual Credit (Agri.
Coops.)

Community Credit Coops.

Credit Unions

Mutual Savings Banks

Fisheries Cooperatives

31,057 76,988 103,116

15,616 30,605 37,995
10,198 17,045 16,353

25199 18803 26,927

2,846 5886 6,639

19.9 10.2
14.4 7.5
10.8 -1.4
5.7 12.7
15.6 41
19

4. A Guide for Rural Financial Markets

The Trend of Mutual Credit and Loan Ratio to Deposits

100 rilion YYan

S

1200000 a0.0
{1 80.0
1000000 | A&
{1 70.0
goooon 4 60.0
1 50.0
gooooa |
{1 40.0
400000 | 1 30.0
{1 z20.0
00000
{1 10.0
u} 0.0
1991 1592 15993 1994 15995 1996 1997 1998 1959 2000 2001 2002 2003 2004
20
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5. Performance Evaluation as Conclusion

+  Successful: fund supply and maintaining agricultural financial system

— Especially, the member cooperatives could overcome the currency
shock and the structural adjustment of financial industry since
1997.

* Good: operation of the CGFFF and the CFPLL

+ On the contrary, policy loans have contributed to the NACF, too.
— The share to deposits: 13.6% (1991) ? 8.0% (2004. 6)

— The NACF fund used as policy loan to total outstanding loans: 25.6%
(2004. 6.30), but it is declining from 67.2% (1991) ? 25.6% (2004.
6)

21

5. Performance Evaluation as Conclusion

The Share of Policy Loan to Total Loans of NACF

Unit; billion won, %o

1991 1995 2000 2001 2002 2003 2004+

Total outstanding
loans (A) 9212 16205 44,309 48748 354418 63,352 67,718
UL LG ey 6189 9231 19,997 19,652 17,755 17,532 17,331
Loans (B)
B/A 67.2 57.0 451 40.3 32.6 277 25.6
*; as of Tune 30, but as of the end of year in the other years 2

Source: NACF; extracted from Table 11-8 of Kang(2004)
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5. Performance Evaluation as Conclusion

The Share of Deposit used for Policy Loan to Total Deposits of NACF

Unit; billion won, %6

1991 1995 2000 2001 2002 2003 2004%

Total deposits (A) 11,434 18,738 49,057 58,018 64,604 70,690 74,059

Amount used as

. 1,555 2,973 3,740 5923 5948 5781 5928
policy loans (B)

B/A 13.6 15.9 7.6 10.2 9.2 82 8.0

*; as of June 30, but as of the end of year in the other years
Source: NACF; extracted from Table 11-1 of Kang(2004 23




ST AR AR L E AR R B kR ——

HEARWT A G HE LSRR ERK

Park, Seong-Jae
Korea Rural Economic Institute

HARMFReHREEBO AR

Al S

REELHHES
RELBAKNHNA L
M 0B 4 BT 5545 5]
SRR S




"HirwLEEBRAREEE

AEF 3§ ——

1. &

[

wh

© BRI T REGHRE RN ILE TR
- REREALBATLRBRAAREAANHRE E
- REREEBHURYANA L, B8 RARGARELS
%38 (CGFFF) B %# R4 KA1 % 2(CFPLL)

C HERG TR ECHAHLBTHYEIEEA
CHANANMAEREEE  ETREEITHAE
o B R TR & & B AR B A o BT HUR
PRt R ESBBR
3
1. At
HERELEE A
EaRA 2y ’ AT
- F&&?gfgfﬂ LR - 3534;;&%
MH S RaS R b iR
ﬂ EE44H !
5 B A4E -
ERHY - BERT - BRBEE
oy e p _— fFHA
7ﬁ¥%H§%&ﬁﬁ%-ﬂ EREBA A [ o




AR AR AR T L Y AR R R A sendE i e——

2 RET SR
2.1 EXHARRAR

« SMEE SRR

- HARHE

— B ARAT (F ARAT)
HEEW PR HERES
TR ALH AR RRE
B b o it
e R )

« BURRI
- ERRIEEIE SR Rk
- mEER R RA S REBN ERELERS
- RIS REERFEREIRP
- AR A S (R FREE - BHEER)

5
2.2, BLRMEM IR
| A |
. KRILH R A B T
GHERWMT e
o R |
o ECRM MR &8 41k &8 5154t
CEE AT RS AR L—1 I—-|
26.2%(2004)
- ?%’\%\44;3‘31#%: r*;»
73.8%(2004) | A |
6




T AE R LEERARESE | NEFH ¢ B——

2. 2. BURMEMR B R

BELSFMZHAMNRERAR

B - {E3E T, %

2000 2002 2004
FARH L IRALER 19,997 (100.0) 17,755 (100.0) 17,734 (100.0)
HAERW PR 4,976 ( 23.4) 4,565 (25.7) 4,245 (26.2)
& B o 1Fik 15,322(76.6) 13,190 (74.3) 13,086 (73.8)
R EEEY g, BE Kang(2004) # 11-9 ;
2. 3. BURMEM B AL A
G EF KRB RBL ERAR L HS
- A4 9188 (EAn-HEE ) (C00) — 8,120 (C04) ( [ 11.6%)
SR e 9,096 — 6,650 (11 26.9%)
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2. . RMA KA LM

HRBERHRSS
2000 2001 2002 2003 2004*
et (HRHEL) 9,188 8,686 6,876 6,821 8,120
- € R LT € 3,716 3,670 3,280 3,165 3,324
EE T ¥ & 574 598 370 325 176
HAb g Mk 4,806 4,346 3,026 2,501 3,150
AW 7] 7 200 182 470
B R HH } - - 648 1,000
ol L e
f;}gmm 22,196 30,356 28,888 287265

HARR: RERBRAE; A Kang(2004) & 11-1

24 BB REW PR EHE L RRAER

s BELSMHHABTHRNERMEAKNELRBARE RS ER
—BE R PR s 24.7% 0 & B S4FA k] 214
% (2004 )

s BERGTRGHETHENE YRR AARE

— BB AeE MR B AR 43.4%(2003) |, BIE AL 2K
66.0%

. R0 20044 EE R YRGS T RE LA KK
BeAMARSPERESR
_ A AEAL 3 L) 4.8% (2003) — 46.6% (2004)
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2.4 HEARWTREHETLRROEAR

200480 RPEHHZE SRR
BV (BT
B A B [E)igH
HUREREE T 81,199 100.0
HEAEWM YT Re 19,708 24.7
EFBZR 17,045 21.4
LS 22,172 27.8
mHEEEERP 6,478 6.3
R EENER 15,796 198

BER R E AR R, H Kang2004) 3 11-3

24 #ERMBTRE HELRRAAR

RS SR Ak ' A AUR
B HEFTes

R 2000 2001 2002 2003 2004
Ha3E 3,800 3,800 3831 3,760 3,500
(100.0)  (100.0)  (100.0)  (100.0)  (100.0)
L E ok P 1,659 1,659 1,969 1,949 1.869
(437) (437 (514)  (51.8) (534
HRAEW T EE 1,961 1,961 1683 1,632 -
(51.6)  (51.6) (439) (434 (-)
HEZH 180 180 180 180 1,632

(4.7) (4.7) (4.7) (48)  ( 46.6)

EHHIR BERBTRE, H Kang (2004) F 11-14
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3.1. Ri&fz M4R#E K 4 (CGFFF)
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3.2 3 R M EHR k4416 A 4 (CFPLL)

o E AR d B A4S0 BUR M AE P IER0.5%
« 2003 K4 AFANEESMA IS 84.8%
S E SRRy 10.1%
k¥ SRR IR 5.1%

s BHOESMH R IS SEEA20034E 4:70.9%
- S5 B B P ks 86.2%
- b EA A 12.1%
- HRE A AL LR B 1.7%
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5. LA EE

© BB RETEPERRESRRA
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1991 1995 2000 2001 2002 2003 2004*

FARFHIEREE (L
9212 16205 44,309 48,748 54,418 63,352 67,718

RETBERIEEGK B 6150 0231 19907 19652 17755 17,532 17,331

B/A 67.2 57.0 45.1 40.3 32.6 277 25.6
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5. SraiT Ak s

HE B P R e B BB HOR AR
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1991 1995 2000 2001 2002 2003 2004*

e (L) 11,434 18,738 49,057 58,018 64,604 70,690 74,059

AR RN

1,555 2,973 3,740 5923 5948 5,781 5,928
ke (B)

B/A 13.6 159 7.6 102 9.2 82 8.0
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Audit System in the NACF’s Credit & Banking Business

. Introduction

This paper aims to introduce the audit and examination system that the % ¢ + € ’s Credit
& Banking business system is subjected to in Korea. As a specialized bank and as the central bank
of member cooperatives nationwide, the NACF’s Credit & Banking business system has been
inspected, examined, and audited by various institutions in the country. The National Assembly, the
Financial Supervisory Committee (FSC), and the Ministry of Agriculture and Forestry (MAF) are
the major external supervisory organizations of the auditing system. Meanwhile, the Audit
Committee and the Compliance Department are the major internal audit organizations. In addition,
in order to maintain the financial safety of the NACF’s Credit & Banking business system, the
NACF operates the Cooperative Supervisory Committee and the Cooperative Audit & Examination
Departments under Regional Head Offices.

This paper shall emphasize on the framework, major forms, and focal aspects in each of the
system’s audit level. Since the 1997 Asian financial crisis, Korea has introduced many changes in its
financial regulatory system to improve the enforcement of corporate governance. In line with this
trend, the NACF has also continued to renovate its governance structure and audit system. Looking
into the external supervisory organizations will provide a better understanding of where the NACF’s
Credit & Banking business stands in the Korean financial supervisory system. The internal audit and
examination system will provide valuable lessons and practical knowledge on the audit system
within the NACF’s Credit & Banking business system. In addition, the guidance and audit system
that the NACF provides its member cooperatives will pose significant implications on the
importance of enhancing the audit system of the NACF’s Credit & Banking business system.

Finally, the tools being used by the NACF to evaluate and monitor the management status of
member cooperatives’ Credit & Banking business will be introduced. This will provide a better
understanding of the internal control system in the NACF’s Credit & Banking business system.

IT . External Supervision to the NACF’s Credit & Banking (C&B) Business

The major external supervisory organizations of the NACF’s C&B business are the National
Assembly, the Financial Supervisory Service (FSS), and the Ministry of Agriculture and Forestry

(MAF). The framework of the inspection by these organizations is illustrated in Figure 1.
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Figure 1. Inspection Framework of the NACF’s C&B Business

by External Supervisory Organizations
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As one of the affiliate organizations of the Ministry of Agriculture and Forestry (MAF), the
NACF once a year is required to attend the inspection of the MAF by the National Assembly.
During such an inspection, the NACF’s Banking & Insurance section should submit data and report
on the progress of current issues related to its business. After the inspection, the NACF has to
correct problems pointed out during the inspection and report the result of such to the MAF, if any.

The MAF has a comprehensive supervisory authority over the NACF and its member
cooperatives. With regards to the NACF’s C&B business, the MAF may also supervise it, issue
necessary orders, or take necessary measures through consultation with the Ministry of Finance and
Economy (MOFE). In spite of the consultation requirement, however, the NACF should submit the
statement of accounts to the MAF, correct problems pointed out during the inspection, and report
the result of such to the MAF, if any.

The Korean Financial Supervisory Committee (FSC) also has its own independent authority to
supervise the NACF’s C&B business. It may likewise issue necessary orders to secure the
soundness of the management in the NACF’s C&B business, in spite of the said consultation
requirement between the MAF and the MOFE. The focus of inspection by the FSC is on general

requirements such as capital adequacy, asset soundness, liquidity regulation, and so on.
II. Internal Audit and Examination System of the NACF’s C&B Business

Since the enactment of the Agricultural Cooperative Law on July 1, 2005, the internal audit and
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examination system of the NACF’s C&B business has been changing and adjusting to the new
set-up of governance structure. According to the law, there should be two major internal audit and
examination institutions: the Audit Committee and the Compliance Department. The operational

framework of the system is summarized in Figure 2.

Figure 2. Internal Audit & Examination System of the NACF’s C&B Business

Board of Directors

Audit Committee NACF B&I Section
N ACCI?:OE,’ &l Head NACF’s C&B

> . ﬂ Business
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The audit committee has a comprehensive audit and examination authority to the operation of
the NACF, which under the new Agricultural Cooperative Law is within the jurisdictions of the
Board of Directors. Following this, the past audit system which has an independent standing auditor
elected by the General Meeting of member farmer representatives has been repealed and its
operation transferred to the audit committee. The committee consists of three directors and
supervises the execution of the NACF’s C&B business in the direction of the decision of the Board
of Directors.

The Compliance Officer and Department were also established in conformity with the new law.
The Compliance Officer shall be appointed by the President of the NACF following the decision by
the Board of Directors. The Compliance Department, on the other hand, shall audit the business
execution of employees in the NACF’s C&B business. Its major forms of audit and examination are

classified into standing (everyday), regular, special, and electronic audit.
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Exploring each audit scheme based on past practices, the Standing Auditor (Compliance
Officer) generally screens and monitors important implementation documents drafted from the
NACF Head Office. In 2004, the Standing Auditor screened a total of 2,247 documents, and
recommended to correct or change the details of 21 plans. Moreover, through independent survey
and research, the Standing Auditor pointed out and requested to correct 16 problems for the
improvement of the management.

Regular audit is implemented by the Compliance Department pursuant to the Agricultural
Cooperative Law and the articles of association of the NACF. Based on its yearly schedule, it shall
inspect the NACF Head Office, the Regional Offices and subsidiaries once a year, and the
City/County Offices biennially, and branches and their offices once every 2-3 years. In 2004, it
examined 46 departments in the NACF Head Office, 16 Regional Offices, 78 City/County Offices,
and 382 branches and offices including the Marketing and Supply section. It also detected a total of
1,495 mistakes, and took necessary measures to correct them.

Special audit is provided to individual cases collected from civil applications, requested from
the MAF and the Chairman of the NACF, and admitted by the Standing Auditor (Audit Committee).
It is carried out by occasion calls audit, section-specific audit, audit for the depreciation of assets,
and audit for the closure of office. In 2004, the special audit provided by the Compliance
Department includes: 69 cases of occasion calls audit; 1,135 cases of audit for depreciation of
non-performing loans; and 3 cases of audit for closure.

In addition, it carries out electronic audit through its on-line system. Its focus is on suspected
dealings transacted during so called “vulnerable office time.” In 2004, it processed a total of 4.14
million cases as irregular transactions, classified 980,000 cases into suspected transactions, and

blocked 699 wrongdoing transactions.
IV. Guidance and Audit Functions to Member Cooperatives

As head of the national apex organization of agricultural cooperatives in Korea, the Chairman
of the NACF has been entrusted to provide guidance and audit functions to member cooperatives.
These functions have been carried out through the Cooperative Supervisory Committee, the
Secretariat for Cooperative Supervisory Committee established under the Chairman of the NACF,
and the cooperative audit and examination departments under the Regional Head Offices. Figure 3

summarizes these functions
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Figure 3. The NACF’s Guidance and Audit Functions to Member Cooperatives
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The Cooperative Supervisory Committee makes the yearly audit plan and, together with the
cooperative audit and examination departments under the Regional Head Offices, provides guidance
and audit services to member cooperative head offices and their branches. The major forms of audit
and examination are regular, special, and electronic audit. The audits are provided to member
cooperative head offices biennially and to their branches and offices once every 2-3 years.

In 2004, the NACF examined a total of 1,712 member cooperative head offices and their
branches and offices, detected a total of 1,495 mistakes, and took necessary measures to correct
them. Through its electronic audit, it blocked 67 wrongdoing transactions and gave disciplinary
actions to 1,474 staff members. In order to improve self-audit functions in member cooperatives, the
NACF also provided 405 staff members with audit education. As of 2004, the NACF has kept a
total of 287 audit personnel, which accounts for 0.5% of the total 52,545 member cooperative staff.

. Internal Control System of Member Cooperatives’ C&B Businesses

In order to enhance management competencies of the Credit & Banking business in member
cooperatives, an internal control system is provided by the NACF. In regard to monitoring and
control, the NACF has operated five major departments namely, Mutual Credit Planning
Department, Member Cooperative Service Department, Information Technology Division,
Cooperative Supervisory Committee, and Mutual Credit Depositor Protection Fund Committee.

Their functions are illustrated in Figure 4.
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Figure 4. Management Evaluation System of Member Cooperatives
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The representative tool being used by the NACF to monitor the management status of its
member cooperatives’ Credit & Banking business is the CAMELS index which focuses on capital
adequacy, asset quality, management, earnings, liquidities, and sensitivity to market. Looking into
the procedure, the Information Technology Division first provides the Mutual Credit Planning
Department with the said CAMELS data. Then the Mutual Credit Planning Department processes
the data, classifies the management status of member cooperatives into ten subgroups in order, and
estimates the bankruptcy probabilities of each member cooperative in three months. After that, other
departments and committees monitor member cooperatives by using the data. The Member
Cooperatives Service Department provides methods to problem cooperatives to improve their
management status, and the Cooperative Supervisory Committee conducts on-site examinations to
find wrongdoings in member cooperatives. In addition, the Credit Depositor Protection Fund
Committee uses the data to enforce substandard cooperatives holding their net capital under the rate
of 3% to observe prompt corrective action in accordance with the laws. In the process, the Credit
Depositor Protection Fund Committee considers much more management risk factors including the
marketing and supply business, while the Mutual Credit Planning Department with the CAMELS

data considers only the risk factors of the credit & banking business.
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How to Elevate the Efficacy of Internal Control and Audit of
Local Agricultural Financial System

1. Current Regulation

The Bureau of Agricultural Finance, Council of Agriculture, Executive Yuan, has issued the
Regulation Governing the Internal Control and Audit System of Farmers’ and Fishermen’s Credit
Departments on 28 January 2004 as a regulatory basis of supervision of the grass-root financial
institutions. The regulation requires their credit departments should establish internal control and
audit system and draw up their own policy and procedures based on the business manuals set forth
by the training institution authorized by the competent authority (namely, the Council of
Agriculture).

The basic objective of such internal control is to promote safety and soundness of the credit
departments, to which the directors, supervisors, chief executives, managers of credit department
and relevant staff should mutually adhere, in order to fulfill the goals of furthering operational
efficiency, safeguarding the assets, ensuring the reliability as well as completeness of financial and
administrative information, and complying with related rules and guidelines. The key points of the
internal control system includes, among others, cultivating the overseeing and controlling culture,
identifying and assessing potential business risks, implementing control activities and segregation of
duties, maintaining adequate information and sufficient communication, engaging in continuous

monitoring and correcting discrepancies in the routine business.

2. How to Improve the Internal Controls
2.1 At the Level of Headquarters

(1) The board of directors and senior management should timely promulgate or revise their
organization’s operational strategy.

(2) The board of directors should urge the management to periodically review the asset/liability
structure.

(3) The board of directors should urge the management to review the policy and procedures.
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(4) The board of directors and senior management should urge the internal audit unit seriously
implement the assessment of internal control and self-inspection.

(5) The board of directors and senior management should urge various executives of the
business units to undertake the responsibility of strengthening internal control function.

2.2 At the Level of Business Units

The executives of business units should urge various layers of staff to earnestly comply with
the operational procedures set out in the business manuals. Those items that are more important and
easily neglected include layered authorities, segregation of duties and dual control in Electronic Data
Processing (EDP), deposit operations, duty rotation, credit granting, agent business, and other
control activities, such as checking the accuracy of supervisory reports, restraining the access to the
chest, binding and custody of vouchers/accounting records, administration of executives’ seals,

management of blank papers/certificates, etc., in order to avoid possible loopholes.

3. How to Improve Internal Audit Function
3.1 Self-inspection

(1) Reviewing and revising the contents of work papers simplified concisely based on the
principle of grasping main risks.

(2) Reviewing and revising the evaluation methods toward self-inspection of business units,
such as setting out the proportion of evaluation results of self-inspection to the performance in
business as a whole and on merits of relevant personnel.

(3) Setting forth follow-up procedures of self-inspection results.
3.2 Internal Audit

(1) Appropriately matching different audit functions and periodically reviewing the audit items.
(2) Enhancing the contents of work papers.
(3) Improving the audit procedures.

(4) Strengthening follow-up and evaluation.
4. Conclusion
4.1 From the viewpoint of banking supervisors

(1) The supervisors should timely review relevant rules and/or standards in consistence with
the concept of financial safety frameworks as a whole, such as banking regulation and examination,

external audit by certified public accountants, internal audit of financial institutions, risk
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management by various level of officers, self-inspection by business units, and internal controls by
the management, with a view to achieving the goal of safety and soundness under the coordination
basis without duplication.

(2) The condition of asset quality, level of capital adequacy and effectiveness of risk
management are solely the operational “results”, however the operational “process” would be more
important for the financial institutions. Thus, the supervisory focus is supposed to place emphasis on
the internal administration system of financial institutions, i.e. earnestly implementing the “internal
administration-oriented” supervision through the comprehensive regulations and sufficient
communication among the senior management of financial institutions, accountants and competent
supervisors, thereby, enhancing the internal management function to achieve the supervisory goals.

4.2 From the viewpoint of financial institutions

(1) From the causes of failure institutions, it is found that conflict of interests and abuse of
authority are the main drawbacks in deteriorating the internal administration of credit departments,
not only causing their huge asset losses, but also impacting their competitiveness. Therefore, setting
up safe and sound corporate governance culture should be the top priority for these credit
departments.

(2) The internal controls and audits are frequently challenged by the business units with an
excuse for business competition. On the appropriateness of the internal administrative measures, it is
recommended that cost-benefit analysis should be prudently considered. Using the analysis tool
would not only help strengthen the internal risk management, but also reduce the redundant audit
burden, and, thereby boosting the competitiveness of credit departments.
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