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CDS Structuring through KTB Swaps

Young-Sung Kim* - Heui-Jung Kim** - Jong-Bom Chay***

Abstract

When a foreign investment bank purchases Korea Treasury Bonds (KTBs), it is naturally
exposed to country risk specific to Korea such as nuclear threats from North Korea or a
downgrade in sovereign credit rating. Accordingly, the foreign investment bank needs to hedge
such country risk. Credit default swap (CDS) contract is an efficient hedging device because
the foreign investment bank can recover the par values of KTBs even in the event of sovereign
default. Recently, some foreign investment banks operating in Korea asked Korean financial
institutions to be protection sellers of Korean sovereign CDSs. In return for this credit protection,
the foreign investment banks offered to pay a fixed interest rate denominated in Korean
currency (KRW) every three months. This structured swap, commonly referred to KTB swap,
is a means of riskless arbitrage from the viewpoint of Korean financial institutions because
Korea Treasury Bonds will never default unless there is a risk of an all-out war. KTB swap
exploits anomalous phenomenon in which KTB rates are higher than CRS rates. We examine
the hedge structure from the viewpoint of issuers of KTB swap, and also analyze incentives of

investments from the viewpoint of investors.

Key Words: KTB(Korea Treasury Bond) Swap, Currency Swap, Basis Swap, Credit Default
Swap(CDS) Spread

*  FICC(Fixed Income, Currency and Commodity) Derivatives Division, Mirae Asset Securities Co., Ltd., Seoul, Korea

** SKKU Business School, Sungkyunkwan University
*** SKKU Business School, Sungkyunkwan University (jbchay @skku.edu)
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AA] 7197k Hull(2009) oA < 2o u]q}
o dFaES A RE Qs Hrh 2(1)9

= w
TE—;;L\_

A&z T toL zﬂ-‘r‘l7}x] oulait}y, yrme
A w71 goln LY HolAlge] AxYEE
7Wieted FEET

Pt,T)=F |:ecl;p[— [ "yrar dsﬂx W

(1)

3. g e~

ol 7H1% 7t

ALHE2G(CDS) ] 77 724 A2

(Structural Approach)® k4 HH (Reduced-
Form Approach) 0.2 758t 2282 Chance

(1990), Black and Cox(1976)¢] AToxxd
7[BHow EUL£2RE (Black and Scholes,

1973)3 Merton(1974)9] A+l 71%8le] H=

Wy P54 8482 o249 152 B9 v

1. KTB Swap®| #17 72 49 Jdnh
THA% «] FAREL A E B3 A He7} o
=7} ke Fejol2RE Wske KTBREe  &old S AW o8 7R E Hrtkske A=
CRSEEAOloA st el A Fxo] tg A Azdch ofdfd HIwe] A% AF= Jarrow
S &t} KTBAES 9 (On Shore) A Ao &=  and Turnbull(1995)# Jarrow et al.(1997) &
5) 974, o|d=, H&HE(2011), 783}, 47 (2012), A9, BFE, 2EH(2013)9] AHIE &3t A Sxabd 83 A



of A7} e, o5 RS YHAA ¥ A
4 (Unknown Time)dl| dolv= AL Ao
2 2beta FEAH S 236he 4249 AR g
&< F9dtt. Duffie, Schroder and Skiadas
(1996)%} Duffie and Singleton(1999)< 1%
3]4~& (Fixed Recovery Rate)< 7Fg3ste] Ajd7}
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&
A& vt 2o] 2448 5 vk Ao,

_ (g e
e -

(2)
where r¢ = r + Spread

(294 P, T)E 98 AANEE dnlet
U% Aol A Al ZFste] TE7) 7} ol B2 Aol b
zuy|e 77—} Db rfs B ZE (1) 2~
T = (Spread) & ©3 Aoz Hojgn Rzl
AEMNTY JFE(0)S o] &3 Y AZTY =

Spread =\ (1—6)2 AR AT}
7} AIZE T"ﬂ/‘i—rﬁ AlZE Ue] Atolell EAISHA 2
7bedE A(3)AA et Zo] AEZE(Survival

Probablhty) Q-J 2pol 2 B 4= gt}

FEIY AR 7
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HEoal gldo] ole 948 Adrtde =g
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(4)%sh o] vehd & sldk. A, 1) e F=LY
Ale] gl M8 S oujskedl 4 (4) =
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o uhehA %H*‘H “P71 AE(YTM)S &
ATH.
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CDS 2z =9 7+ FAFAdZ fgau
o] 7HAAe|2 28T 4 7] wEel 7]dlEde
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2012-12-09 0.991930 91 0.008975 0.008903
2013-03-09 0.984013 90 0.008877 0.008735
2013-06-09 0.975985 92 0.009074 0.008856
2013-09-09 0.968022 92 0.009074 0.008784
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(&% 3) 1¥=27t 3.0%0|12
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KTB SwapE 0|28t COS AIE1E3 43
(Z 4) CDS ¥#Ho=z 75t Premium LegZt Default Leg
AAd Period AEgs A4 Premium Leg Default Leg
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