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U AEJAANGE BRG] 40 F7lot AEYNUAGS TSI
50) o] 2of 420l H sioith. A=YAU] Wayo] Z7kst A, 95
A= Eote 3 9lck, Jeiut Aeg Ao ofd 2olof ofs SHsteln 9l
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015 S4o] tjg 2412 Fof AEYAUAG) SHS A, A=) £}

=W AEHAAAE-Z 20079 22 Frego] o] £o3] o] % 20091 A71A] AL gt
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AERAHL] 427 71l ubet S0 AEY H|SS A&H o2 FUtslal
o}, 23 o] AE QA Z0] H|ZL2 2010 1.5%00A4] 2019F0]1=9.4% &2 Sof Wttt
7] 3z the] 2E-YF9] S HET thy] thA ZhASHRITh o] =

AEY RN F7lolw B7S1A T o] g 2 Fo 2 Frslgly] uhgolch

ol ¥0

<7 |11-3> F0xHe| AER! H|E 20|

O 1 1 1 1 1 1 1 1 1 1
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020/06
F 3 B chul ARG 2] uF
A ol AR, QL A, A AL

A2EYAAL FNE BASHAYI|ATE AEY S AHEIL A2 400
A A

= Rhljo] 43 Asial 9l 201532 2018E ] A
2@} Zfolls A7 Felld=o] xhtol uis) A7 19 $of o]
At o= Aol 52/ ?

ol k& o]t

09 202040 1% FA WYL 3 A7k Wizl wIhs 0162 AL 7IZ5 e, olet Lo walmt
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2018 A7 2(13.8%)2] <=2 & H|F-0] A LJERAL QIT}. o] = thEEo] AEHA|H

o] F7IAE 7|22 LY=L 37| whZolch.
<E |lI-1> LHAZ0f 2 AERIRIF ThH 30
(2 o19)
=Rlde 2015 2016 2017 2018 2019
s ol 304,866 314,259 319,234 313,470 309,500
(99.3%) (85.4%) (72.6%) (62.1%) (53.7%)
2,130 12,160 15,100 24,717 16,540
2015
0.7%) (3.3%) (3.4%) (4.9%) (2.9%)
41,478 41,246 52,712 48,116
2016 -
(11.3%) (9.4%) (10.4%) (8.4%)
63,894 81,322 81,442
2017 - -
(14.5%) (16.1%) (14.1%)
32,700 79,220
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Abstract

This study aims to analyze the characteristics and economic effects of Korea’s
strip bond market in terms of the secondary market and the market’s issuers, inves-
tors, and yields, based on which to propose ideas for facilitating the market. A strip
bond is a debt obligation which is broken into coupon and principal components
and issued as several zero-coupon bonds. Investor can benefit from investing in
those bonds as they offer a broader opportunity for long-term, arbitrage investment
and eliminate the reinvestment risk a coupon bond usually has. In addition, more
information on zero-coupon bonds with diverse maturities in the strip bond market

could help complete the yield curve, making the market more comprehensive.

Korea’s strip bond market has been introduced in March 2006 for the purpose of
improving the liquidity of benchmark Korea Treasury Bonds, revitalizing the long-
term bond market, and effectively responding to market demand for long-term ze-
ro-interest bonds. It was 2010 that the issuance of strip bonds began picking up. A
more significant increase has been observed around the on-exchange secondary

market since 2016.

This paper analyzed the primary and secondary market data to grasp the
main characteristics of Korea’s strip bond market. The results confirm the market’s
wide-ranging benefits to investors. First, strip bonds have the effect of expanding the
supply of long-term duration bonds in response to investors’ demand for long-term
assets. With the average maturity of domestic strip bonds continuously on the rise,
the proportion of stripped long-term government bonds has been also increasing.

The prolonged maturity of those bonds results from two factors. First, the insurance
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sector increased investment in long-term bonds in response to regulatory changes.
Second, institutions holding long-term debt are increasingly using strip bonds for

the purpose of duration matching,.

The main institutions that invest in strip bonds include insurers, pension funds,
asset managers and banks. As a result of analyzing the behavior of major strip bond
investors using the trading data of the over-the-counter market, insurers and pen-
sion funds tend to invest in long-term strip bonds in order to eliminate maturity
mismatches between assets and liabilities. By contrast, asset managers are found to
prefer high investment returns, investing in short-term principal strips and coupon
strips that have relatively high spreads. Banks act as strip bond providers while in-

vesting in various types of strip bonds for higher profitability.

The most notable feature in Korea’s secondary market for strip bonds is the di-
vergence of bond types and market participants between the on-exchange and the
over-the exchange markets. The KRX—Korea’s on-exchange market—is a market-
place where principal strips that mature less than one year take up a large propor-
tion of trading, while the OTC market sees a diversity of stripped principal and cou-
pon components changing hands. Recently, liquidity of strip bonds in the KRX has
improved significantly, mainly because of the government’s regulatory actions such
as introducing a primary dealer system for strip bonds that mandates the dealers to
engage in market making for strip bonds with less than one-year maturity. Such a
boost in the on-exchange secondary market is certainly viewed positively as it has
improved the liquidity of short-term strip bonds, and has helped complete the yield
curve of short-term, risk-free bonds. However, its crowding-out effect of contracting

trades of longer-term strip bonds is posing a negative aspect.

The introduction of strip bonds provides the effect of improving long-term gov-
ernment bonds and off-the-run bond liquidity. A comparative look at strip bonds
with other risk-free bonds, strip bonds’ liquidity is lower than that of short-term KTBs
and two-year Monetary Stabilization Bonds, butis higher than long-term KTBs. Strip-
ping long-term KTBs helps boost the liquidity of those otherwise illiquid bonds.

According to the analysis in this paper, Korea’s strip bonds showed higher ex-
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Abstract

cess spreads than government bonds do. The average yield on Korea’s strip bonds
was found to be consistently higher than the mark-to-market yield on KTBs with
the same maturity. Such a result could have been affected by strip bonds’ higher
price sensitivity to interest rate changes, compared to coupon bonds with the same
maturity. This paper also compared the yields on principal and coupon strips, and
found coupon strips’ spread to be higher than principal strips, which is consistent
with previous studies on strip bond prices in other countries. Because stripped inter-
est payments are issued as various small-amount bonds, they are illiquid and serve
for investors whose investment purpose and strategy are often different from those
investing in stripped principal components. Also noteworthy was strip bonds’ spread
varying widely across strip types, maturities, interest rate hikes, and trading venues,

all of which suggest diverse factors behind how strip bonds are priced.

For steering Korea’s strip bond market towards sustainable development, sever-
alimprovements are needed in the areas of issuers, investors, secondary market and
market infrastructure. Plans are needed to help the issuers to accurately grasp the
demand of strip bonds and to elastically supply them. Investors should refine their
strategy, fully reflecting the market’s characteristics. Also necessary is a plan to intro-
duce diverse packaged products based on strip bonds. The secondary market needs
improvements in price efficiency, which could be achieved by improved liquidity of
strip bonds. Last but not least, it is necessary to promote more information on the

strip bond market and the underlying bonds to be analyzed and provided.
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