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Composition of Reserves

(End of, %)
2007 2008 2009 2010 2011 2012 2013 2014 2015
Liquidity 39 58 19 32 45 39 31 4.3 4.5
By Tranche Investment 845 76.1 84.0 825 79.7 794 816 80.5 80.0
External Management 116 181 141 143 158 16.7 153 152 155
USD 646 645 631 637 605 573 583 625 66.6
By Currency
Non-USD 354 355 369 36.3 395 427 417 375 334
Deposits 74 84 40 60 ©o66 48 44 38 59
Government bonds 355 318 381 358 36.8 38.0 36.8 37.1 357
Agencies, Supras, Sov. 28.8 224 223 218 201 215 220 225 227
By Asset Class
Corporate bonds 154 169 151 165 141 129 159 175 164
Asset-backed securites 116 17.0 174 161 170 171 148 13.0 131
Equities 1.3 35 31 3.8 54 57 61 6.2 6.3
Total Reserves (billion USD) 262.2 201.2 269.9 291.5 306.4 326.9 346.5 363.6 368.0

Source: Bank of Korea Annual Report
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Reserve Management Framework

Top-down Bottom-up
To outperform SAA based on To outperform TAA based on
mid-term market forecasts short-term market forecasts

! ]

i) Set up TAA portfolio @ Bottom-up iii) Focus on relative value
@ TAA strategies

<— Market Forecast Meeting

ii) Take “Macro” positions

Investment Strategy Meeting >

uolIsod osoep ®

Governor

Monetary Policy Committee

Risk Committee
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Issues (1) Diversification and EFM

> In line with the reserves accumulation since the early 2000s, investment universe
has been diversified and externally managed assets have increased

= How farther (e.g. how much more into equities)?

| - = | | . | GTAA |
. _Govts. & Agencies_ | ‘"'L'J'S"QQ,[RQ@E"" i Equites | i &Equities |ty
| ] i 1 i
2@04 2005 2(?06 2007 2010 2011 2q1 2 2013 20:14
UsS MBS """ Euro Corporate & | ;’"c':NVEBE{dE'é['§;’""§Fﬁ'éﬁ'§é't}i""':
L Euro Covered Bond | . ___Equities i Equity Strategy

> The size of externally managed assets 1s a function of SAA, cost/benefit of
using external managers, and degree of internal capacity
= 1) How should the size determined? i1) How much 1is optimal?
111) Pros and cons of internalizing equities investment

Allocation to EFM Cost of EFM
-
Direct = As a separate individual asset class in . . i .
allocation | the optimization process = Direct fee costs 'hlg'her than 1.nternally managed portfolios
’ "+ Divide b ) " . = Need for expertise in managing external managers
Redistribution 1vide between internal/external in an .

Difficulty in risk profile control
Slow implementation of portfolio changes and withdrawals
Difficulty in integration of internal and external portfolios

asset class after the asset allocation

- J
( )

= Exogenous or policy-driven decision
making

Independently

o J
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Issues (2) SAA

> CBs need to follow the best practice of asset allocation process, but there are
some limitations due to the special characteristics of reserve management

Limitations of CBs’ SAA

« Usually, specific mandate is not given (such as bonds vs. equities)

* Liquidity and capital preservation are top-priority objectives

« It is difficult to quantify investment objectives

» Asset class universe and internal capacity are limited

* Investment horizon is relatively short

* Flexible, big change in investment is not easy, due to large size or reputation risk

= Difficult to adopt a more general approach of asset allocation
 Therefore, risk-factor approach could work only as an auxiliary tool;
constraints in SAA, qualitative assessment, investment strategy purposes, or
risk measurement

> It will be helpful for a CB to introduce Long-Term SAA as the neutral
benchmark without consideration of market forecasts
- To achieve investment objectives over the longer-term horizon
- To express asset class and currency compositions with simplicity and clarity in
order for efficient communication with top management or stakeholders
- To function as a yardstick for the shorter-term (yearly) SAA deviations
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Issues (3) Usual Challenges

> Optimal (ample) level of reserves

> Negative carry cost of holding reserves
- Possibility of net losses of a CB’s B/S
- More focus on returns with higher risks

> Transparency vs. Confidentiality
- More demand of information disclosure

> Accounting of large reserve assets
- Large fluctuations of profits and losses
- Asymmetric profit distribution to Government

> Active vs. Passive management

> Reputation risk

THANK YOU!

-
\: THE BANK OF KOREA 5



<Appendix> Organization of Reserve Management Group

Reserve Management Group

Operations

Govt. | (USD/EUR)

Planning & SAA

8 Risk Management 4 FX & Liquidity

IT System
External Fund Mgt. Corporates

Govt. Il (APAC)

4 MBS/ ABS

Overseas
Trading Desks

New York

E London
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