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Abstract

This paper investigates the arbitrage effect by the covered interest parity (CIP) deviation, as well
as other push or pull factor effect on capital inflows and ouflows in the Korean bond market, by
utilizing OLS, TSLS, IRF and VDC in EC model. The sample period covers February 2002 to
December 2020. It is found that, the swap basis reflecting the CIP deviations have the significant
effects on both debt investment inflows and debt investment outflows. Also, it is found that, the
Korean risk factors have decreasing effects on foreigner’s investment in the Korean bonds, while the
global risk factors have decreasing effects on Korean resident’s investment in the foreign bonds.
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Fig. 1. Debt Markets Capital Inflow, Capital Outflow and Trend of Swap Basis
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Table 1. Unit Root Test Results
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Null hypothesis: variable has a unit root

Variabl

ariables ADF test t—statistic PP test t-statistic
CFn -4.95*(0.00) -12.34*(0.00)
CFout -2.90"*(0.00) -10.70**(0.00)
SB -2.73(0.07) -3.03(0.03)
ER -3.24(0.08) -3.21(0.08)
RD -1.62(0.09) -1.61(0.09)
Y -2.56(0.30) -3.16(0.09)
M-S -2.30(0.43) —2.00(0.59)
VK -2.35"(0.04) -2.06"%(0.03)
VU -1.72(0.08) -1.72**(0.08)

Notes: 1. CF" is debt inflows, CF* is debt outflows, SB is swap basis, ER is nominal effective
exchange rate of the US dollar, RD long term interest rate difference between home and
abroad, Y is Korea’ s economic growth, M*s is monetary base in the US, V¥ is CDS premium
of Korea” s foreign exchange stabilization bond, V** is VIX index.

2. ™, ™ denote 5%, 1% significance level, respectively.

3. P-values are provided in parentheses.

4. Lag lengths are selected by AIC criteria.
5. Test equations include intercept and no trend.
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Table 2. Cointegration Test Results

Trace Statistic

Maximum Eigenvalue

Null hypothesis: number of Statistic
cointegrating relations ) :

CF" CFe* CF" CF!

None 221.59* 205.14* 86.60" 62.61"

At most 1 134.98" 142.53" 37.00 46.76

At most 2 97.98" 95.77 R.22 32.89

At most 3 65.76 62.88 26.06 26.28

At most 4 39.70 36.60 19.00 15.56

At most 5 20.70 21.03 13.96 14.80

Notes: 1. * denotes rejection of the hypothesis at the 0.05 level.
2. Models include intercept and no trend in cointegrating vector and in differenced VAR.
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Table 3. OLS and 2SLS Estimation Results: Capital Inflows

OLS 2SLS
CFin CFout CFin CFOul
Constant 9.49"(0.00) 9.34"(0.00) 10.18*(0.00) 9.48*(0.00)
SB -0.06™*(0.00) —0.06"*(0.00) -0.09"*(0.00) -0.07"%(0.03)
AER -1.27**(0.00) -0.19(0.76) -1.28*(0.00) -0.14(0.83)
SB*AER - 0.01**(0.03) - 0.01**(0.03)
RD 0.54(0.61) 0.35(0.74) -0.07(0.95) 0.20(0.86)
AY 52.92(0.32) 53.39(0.31) 47.20(0.38) 52.14(0.32)
AM® -29.33(0.11) -24.32(0.18) -29.24(0.10) -24.04(0.18)
il -0.10"*(0.00) -0.09"**(0.00) -0.11**(0.00) -0.10***(0.00)
s 0.16(0.17) 0.19(0.10) 0.15(0.20) 0.19(0.10)
t -0.05"*(0.00) —0.05"(0.00) -0.06"**(0.00) —0.06"*(0.00)
Obs 226 226 226
R? 0.25 0.25 0.27

Notes: 1. *, ™, ™ denote 10%, 5%, 1% significance level, respectively.

2. P-values are provided in parentheses.
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Table 4, OLS and 2SLS Estimation Results: Capital Outflows

OLS 2SLS
CFin CFout CFin CFOul
Constant -10.83"*(0.00) ~10.74**(0.00) -10.07*(0.00) -9.61**(0.00)
SB -0.04"*(0.00) —0.04"*(0.00) -0.06"*(0.00) —0.07"**(0.00)
AER 0.41**(0.03) -0.18(0.56) 0.40%*(0.04) —0.35(0.29)
SB*AER - -0.01*(0.01) - -0.01**(0.00)
RD —0.26(0.60) —0.15(0.75) —0.92(0.12) -1.10%(0.06)
IN' 29.82(0.23) 29.55(0.23) 23.56(0.36) 20.33(0.43)
AMYS 19.66**(0.02) 16.89"(0.04) 19.76*(0.02) 16.36*(0.06)
Al -0.00(0.91) -0.01(0.55) -0.01(0.24) -0.02"*(0.03)
Vs 0.19"*(0.00) 0.18"(0.00) 0.18™*(0.00) 0.16"(0.00)
t 0.01(0.40) 0.01(0.29) -0.00(0.76) -0.00(0.56)
Obs 226 226 226
R? 0.40 0.39 0.39

Notes: 1. *, ™, ™ denote 10%, 5%, 1% significance level, respectively.

2. P-values are provided in parentheses.
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Fig. 2. Impulse Response Function Analysis Results: Capital Inflows
Response to Cholesky One S.D. Innov ations +/-2 S.E.
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Fig. 3. Impulse Response Function Analysis Results: Capital Outflows

Response to Cholesky One S.D. Innov ations +/-2 S.E.

Response of D(CF_out) to D(V_kr)

Response of D(CF_out) to D(SB)
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Table 5. Variance Decomposition Analysis Results: Capital Inflows
Variance decomposition of CF"
period VK SB v ER M Y RD CF"
2 9.32 5.24 0.95 412 0.16 2.39 1.37 76.42
3 14.29 5.18 1.04 3.81 0.17 4.25 1.30 69.94
4 12.85 5.37 1.48 3.54 0.21 5.53 1.25 69.74
7 12.18 8.05 3.96 3.59 0.82 6.63 1.87 62.89
10 11.03 8.61 4.09 3.97 0.88 6.67 2.92 61.81
Table 6. Variance Decomposition Analysis Results: Capital Outflows
Variance decomposition of CF°"
period VK SB Ve ER M Y RD CF"
2 10.48 6.63 24.78 0.56 0.35 0.17 0.36 56.65
3 9.94 11.9 23.95 0.73 1.04 0.63 0.33 51.42
4 9.50 11.52 23.68 2.45 1.28 0.61 1.86 49.10
7 8.66 13.24 20.79 217 1.96 1.62 5.06 46.48
10 7.81 18.00 19.81 3.34 3.30 1.59 4.46 41.67
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Appendix

Table A. Data Sources and Descriptive Statistics

Variables Sources Descriptive Statistics
in mean:5.25 std. dev.:11.84 minimum:—40.82
CF ECOS, Bank of Korea maximum:60.61
CFot ECOS. Bank of Korea mean:-3.65 std. dev.:6.11 minimum:-23.44
’ maximum:48.52
mean:—86.91 std. dev.:64.87 minimum:-380
SB Yonhap Informax maximum:—0.5
ER FRED, Federal Reserve mean:109.98 std. dev.:10.76 minimum:91.69
Bank of St. Louis maximum:143.63
RD ECOS. Bank of Korea mean:1.22 std. dev.:1.09 minimum:-0.82
’ maximum:3.26
v ECOS. Bank of Korea mean:90.44 std. dev.:13.79 minimum:64.9
’ maximum:111.5
us mean:2,359,006 std. dev.:1,405,678 minimum:627,436
M ECQOS, Bank of Korea maximum:5,396, 264
VG Korea Center for mean:72.95 std. dev.:61.98 minimum:14.91
International Finance maximum:398.32
Vs FRED, Federal Reserve mean:19.45 std. dev.:8.79 minimum:10.12

Bank of St. Louis

maximum:62.67






