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Abstract

Is the Korean Green Bond

Market Efficient?

- An Analysis on How Nominal Coupon

Rates are determined in Green Bond Market -

Jaewon Park
Department of Environmental Planning
Graduate School of Environmental Studies

Seoul National University

‘Net-zero has been one of the biggest international agendas in
recent 10 years. After the global society agreed to make efforts to
reduce carbon gas emissions at COP 16 held in Paris, they
established a clear target of NDC(National Determined Contribution)
in UN Climate Change Conference of the Parties (COP26). Along with
other advanced societies around the world, Korea also has committed
to achieve net-zero by 2050.

Although green investment is key to achieve net-zero, it 1is
likely to be under—produced as green projects are mostly at high risk.
In many cases, green technologies are new, unpredictable and not
fully tested yet. They cannot guarantee stable profits which enable
green projects to pay back the liabilities. It is natural, therefore, the

financial market considers green investment risky. This study sees
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green Investment as a case of positive externalities In economic
theory.

From the social welfare point of view, the government wants to
promote green investment when the market is unwilling to take the
risk. This is the reason why the ‘green bond market’ was invented.
Green bonds are one of the most popular means of green finance in
the global market. As they also play an important part in ESG
management, which has become an international standard, green bond
market has been growing rapidly.

Green bonds are expected to promote green investment by
facilitating financing for greener projects. This study focused on this
point and tried to verify whether the green bond market is operating
efficiently according to the original purpose.

This study started with the question, “Does the rapid growth of
the domestic green bond market in size witnessed since 2021, truly
represent a real growth?” What is important is not simply an
increase in the size and number of issues, but whether the bonds are
issued in a way that internalizes the externality of green investment.
This study tried to find out whether the green bond market has a
structure that induces more funds to flow into green projects through
empirical analysis. To this end, we analyzed the determinants of
issuance interest rates as the main price conditions for green bonds
and compared them with those of conventional bonds.

As a result of empirical analysis, this study found that the
reality of the domestic green bond market is significantly different
from the 1deal. First, the decision power of credit rating, a
representative quantitative indicator that determines bond issuance
conditions, was stronger in the green bond market. In determining the

issuance rate, it can be seen that the qualitative characteristics of
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individual green projects and the social contribution effect are not
fully considered. Even worse, credit rating was the only significant
factor in the green bond market while the conventional bond market
seems to consider more independent variables.

Second, in the industrial classification according to greenhouse
gas emissions, the green bond market is showing regressive pricing.
It turned out that only the conventional bond market takes this
classification into consideration so it tends to levy penaltic spread to
the issuers who generate more greenhouse gases. Meanwhile, in the
green bond market, this classification was not a significant factor
that can influence the determination of the spread. Besides, the
coefficlent was smaller in the green bond market than in the
conventional bond market, let alone that it is not critical for green
bonds in the first place. The result is completely contrary to the
purpose of green bonds, which should be able to raise more funds
when the industry is greener and more eco-friendly by nature. In
addition, considering that green bonds issued by the power generation
industry, which emits the most greenhouse gases, are mainly used in
fields that do not contribute to additional carbon reduction, such as
purchasing greenhouse gas emission rights or refinancing existing
funds, this might raise issues regarding ’'greenwashing.’

Third, it was found that it was not significant whether the
1ssuer 1s a public institution or a private company in the green bond
market. In contrast, the conventional bond market tends to favor
public institutions over private companies. This finding might be
limitedly interpreted that the green bond market does not add a
larger spread to private issuers, which could encourage private
companies to issue green bonds. One of the possible explanations is

that the market gives benefits to private companies who take the
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risks to do ‘green’ businesses. In the conventional bond market, public
enterprises are treated as an issuer with no possibility of default and
are provided with more interest rate reduction. On the other hand, the
green bond market allows private companies to enjoy a favorable
Interest rate as they choose to finance green money which they can
only use for green projects. However, it is the view of this study
that this meaning is very limited in light of the reality that green
bonds are being issued mainly by large corporations with higher
credit ratings that are capable of procuring conventional bonds.

In conclusion, this study suggests that the efficiency of the
Korean green bond market is currently significantly impaired. In other
words, it 1s diagnosed that the domestic green bond market does not
work in the right direction to internalize the positive externalities of
green investment. It is meaningful in that it was confirmed through
empirical research on the mechanism of bond interest rate
determination rather than an abstract understanding or simple
analysis of the current situation. Based on this, this study suggests
that it 1S necessary to re—examine the operating conditions of the
green bond market in a timely manner and find a solution to fix the
malfunction.

As the history of issuance of green bonds in Korea is short so
far, it is necessary to continue the study to see if there is any
improvement as the number of issuance increases in the future. In
addition, since the study lacks an independent indicator that can
objectively measure the degree of ‘eco—friendliness’ or 'greenness’ of
individual companies or businesses, it will be meaningful to develop
indicators that can reflect this and consider them as additional

interest rate determinants in future research.
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