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A study on the efficient application of the replicating
portfolio according to the tax imposition within K-OTC
market for activating financial transactions of
small-medium and venture business

Yoo, Joon-sool)

Abstract

This paper makes a theoretical approach to the differences between transaction tax and capital gains tax when
the financial instruments are traded and imposed taxes in K-OTC market, a newly emerging off-board market.
Since it is difficult to reduce risk to the level which investors would like to pursue — depending on the taxation
methods of portfolio-composed financial instruments — when it comes to forming a synthetic bond to hedge risk,
this paper also secks for effective taxation methods to make this applicable.

First of all, to thoroughly review the taxation balance of synthetic bonds, this paper analyzed the effects of the
transaction tax and capital gains tax imposed upon synthetic bonds according to the changes in final stock price
and strike price in K-OTC market, and analyzed after-tax profit differences among them depending on whether
income tax deduction took place or not.

As a result of the research upon the tax gap in transaction tax and capital gains tax according to the changes of
final stock prices, it was shown that imposing transaction tax is more likely to be effective for some level of risk
hedging with replicating portfolio considering taxation policies and financial markets, since the effect of the
transaction tax has a much lower tax gap than that of capital gains tax.

In addition, in relation to whether income tax deduction was permitted or not, it was proved that the effect of
the transaction tax and the capital gains tax vary depending on the variation in the strike price. Above all, it was
shown that if the strike price is lower than the stock price, the transaction tax will be less affected by the
existence of income tax deduction than the capital gains tax, while both will be equally affected by the existence
of income tax deduction if the strike price is higher than the stock price.

Further study would be to demonstrate the validation of this in the K-OTC market with actual financial
instruments and, also, to seek for a more systematic hedging method by using a ratio analysis approach to the

calculation of the option transaction tax

Keywords: K-OTC Market, Put-Call Parity, Transaction Tax, Capital Gains Tax, Income Tax Deduction, Derivatives
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