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This issue of Nomura Journal of Asian Capital Markets features articles from experts on
noteworthy themes in Asian financial and capital markets with an eye toward the post-
COVID era.

Chi Hung Kwan, Senior Fellow at Nomura Institute of Capital Markets Research
(NICMR), highlights the importance of a shift from indirect to direct financing in China.
In the 14th Five-Year Plan, the Chinese government pledged to implement six measures
to increase the share of direct financing, including improving the multi-layered capital
market system, enhancing the quality of listed companies, and promoting market access
to long-term funds.

Eiichi Sekine, Managing Director, and Liangye Song, Financial Industry Analyst, in
the Beijing Office of NICMR introduce China's first personal defined-contribution pension
plan. This newly launched account-based personal pension scheme is expected to supple-
ment the first pillar of the pension system—China’s state-sponsored basic public pension
plans that combine individual accounts with a social pool—and the second pillar which
consists of private enterprise and occupational pension plans.

Minki Kim, Research Fellow at Korea Capital Market Institute, writes about the re-
cent evolution of the exchange traded fund (ETF) market in Korea. The ETF has been pre-
ferred by many retail investors because of its low cost and high liquidity. In recent years,
the rise of thematic ETFs that track a basket index of equities related to a specific theme
and active ETFs that are purposed to outperform the benchmark index has become the
key to the growth of the Korean ETF market.

Arunima Haldar, Assistant Professor, and Hemant Manuj, Associate Professor,
at S.P. Jain Institute of Management and Research present the challenges Indian micro,
small and medium enterprises (MSMEs) face and the enabler for them. MSMEs have suf-
fered from a lack of adequate financing and are under heightened pressure from var-
ious stakeholders to comply with environmental, social and governance (ESG) norms.
Fintech-based lending using big data and machine learning is expected to help MSMEs’
access to financing.

Bordin Bordeerath, Lecturer at Thammasat Business School, discusses the impor-
tance of family business groups (FBGs) in Thailand. FBGs can effectively create a so-called
“Internal capital market” within the group and contribute to propelling economic growth
through efficient resource allocation within the economy. His analysis suggests, though,
that business groups can become inefficient as they grow too large, and some business
groups in Thailand might be too large to allocate resources efficiently.
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CHI HUNG KWAN

Nomura Institute of Capital Markets Research

Promoting the Shift from Indirect Financing to
Direct Financing in China

Introduction

hina’s financial structure has been

transformed significantly since the

country started the process of mar-
ket-oriented reform and opening up to the
world in the late 1970s, but direct financing
through capital markets is still playing a
lesser role than indirect financing through
banks. As a result, it has failed to meet the
diverse needs of investment and fund-
ing, especially in supplying risk capital to
technologically innovative firms needed
to promote industrial transformation and
upgrading. Overreliance on indirect fi-
nancing has also increased systemic risk
through the accumulation of debts owed
by firms to banks.

To solve these problems, the gov-
ernment has positioned the shift from in-
direct to direct financing as a priority for
financial reform. In the 14th Five-Year Plan
(2021-2025), it has pledged to (1) fully im-
plement a registration-based initial public
offering (IPO) system and expand financ-
ing channels through direct financing; (2)
improve the multi-layered capital market
system and inclusiveness of direct financ-

ing; (3) improve the quality of listed com-
panies and strengthen the basic system of
direct financing; (4) promote innovative
development in the bond market and en-
hance direct financing tools; (5) accelerate
the development of private equity funds;
and (6) promote the entry of long-term
funds into the market and enhance the
sources of direct financing. Among these
initiatives, improving the quality of listed
companies is the key to the healthy devel-
opment of direct financing.

China’s Indirect
Financing-Centered
Financial Structure

Direct financing refers to an economic enti-
ty raising funds through financial markets
(stock markets, corporate bond markets,
etc.), while indirect financing occurs when
it raises funds through borrowing from
banks and other financial institutions that
collect deposits. China’s financial struc-
ture is dominated by indirect financing,
and this can be confirmed by checking
the composition of financial assets of the
household sector and financial liabilities of
the nonfinancial corporate sector.!

First, looking at the composition of
the household sector’s financial assets,
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the share of cash and deposits in China
reached 58.8% (at the end of 2018), higher
than in developed countries and regions
such as Japan, the United States and the
euro area (all at the end of March 2021),
while the share of debt securities (bonds)
and equities, etc. is low (Figure 1).2

Next, looking at the composition
of financial liabilities in the nonfinancial
corporate sector, in the case of China, the
share ofloans is 54.2% (end of 2018), which
is higher than in Japan, the United States,
and the euro area (all at end of March
2021), while the share of equities and other
assets is lower (Figure 2).

Aims of Promoting
Direct Financing

The development of direct financing
should contribute to industrial upgrading,
a shift of funds from deposits to securities,
and financial system stability.

Industrial upgrading

As shown by other countries’ expe-
rience, indirect financing, mainly through
borrowing from banks, is better suited to
mature, traditional manufacturing and
real estate industries, whereas direct fi-



Figure 1: Composition of Financial Assets of the Household Sector in China: Comparison with Japan, the U.S., and the Euro
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Figure 2: Composition of Financial Liabilities of the Nonfinancial Corporate Sector in China: Comparison with Japan, the
U.S., and the Euro Area
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nancing, mainly through issuing equity
shares, is an important channel for raising
funds for emerging industries.

For banks, companies in mature
traditional manufacturing and real estate
industries, which have large amounts of
tangible assets, are low-risk borrowers
because they can provide collateral such
as land, and their earnings are relatively
stable. In contrast, innovative companies
in the high-tech and modern service indus-
tries are high-risk borrowers to avoid be-
cause the difficulty of assessing the value of
their core assets, such as human resources
and intellectual property, makes it difficult
to use them as collateral, and because these
companies also have difficulty turning ex-
pensive research and development (R&D)
investments into profits in a short time.

On the other hand, direct financ-
ing, which provides products that can be
priced commensurately with the risk, can
provide an efficient route to the procure-
ment of risk capital for innovative firms,
thereby promoting R&D and, ultimately,
industrial upgrading.

Shift of funds from deposits to securities

For households, deposits provide
low-risk, low-return investment vehicles,
while securities such as stocks and corpo-
rate bonds provide high-risk, high-return
investment vehicles. In China, which has
experienced rapid economic development,
the household sector is becoming more
risk tolerant when investing its funds as
the size of its assets grows, leaving more
room to shift funds from deposits to secu-
rities.

However, against the backdrop of an
aging population, investable funds are in-
creasingly concentrated among the elder-
ly, who have low risk tolerance. In order
to channel the funds that they have from
indirect financing to direct financing, there
is a need to develop financial products that
reduce risk through diversified invest-
ments, such as mutual funds.

Financial system stability

For a long time in China, under a
financial structure centered on indirect
financing, corporate financing has been
overly dependent on bank loans, leading
to the accumulation of financial risks by
banks. Moreover, as symbolized by the
expression “too big to fail,” there is an ex-
pectation that the government will bail
out banks in financial crisis, and this en-
courages moral hazard. As emphasized by
Guo Shuqing, Party Secretary of the Peo-
ple’s Bank of China and Chairman of the
China Banking and Insurance Regulatory

Commission, the development of direct
financing is not only expected to improve
the allocation of funds in a way that meets
the diversified needs of fund providers and
fund users, but also to contribute to finan-
cial system stability by reducing corporate
reliance on bank loans and improving cor-
porate financial conditions.®

Measures to Increase
the Share of Direct
Financing

In the 14th Five-Year Plan, increasing the
share of direct financing has been identi-
fied as a priority for financial reform. To
achieve this, the following issues must be
addressed, according to Yi Huiman, Chair-
man of the China Securities Regulatory
Commission.*

Full implementation of a registration-
based IPO system and expansion of di-
rect financing channels

First, by referring to successful ex-
amples from overseas, reflecting China’s
characteristics and stage of development,
and based on the trial experience of the
Shanghai Stock Exchange Science and
Technology Innovation Board (STAR Mar-
ket) and the ChiNext Board, a registra-
tion-based IPO system focusing on infor-
mation disclosure should be implemented
in all domestic stock markets. In addition,
basic institutional reforms regarding issu-
ance, listing, trading, and ongoing supervi-
sion and management should be promoted
to ensure that each related party can fulfill
its respective responsibilities, the market
pricing mechanism can function more ef-
fectively, and more and more promising
companies can grow through capital mar-
ket financing.

Improvement of the multi-layered capi-
tal market system and the strengthening
of the inclusiveness of direct financing

In order to increase the share of di-
rect financing, it is necessary to establish a
multi-layered capital market system that is
highly inclusive and able to respond to the
diverse financing needs of different types
of firms and stages of growth (Figure 3).
Toward this end, the reform of the main
boards in Shanghai and Shenzhen should
be promoted. At the same time, through
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innovations in the basic system, STAR Mar-
ket should be further developed, while the
characteristics of the ChiNext board should
be utilized to support the growth of tech-
nologically innovative enterprises. Fur-
thermore, the New Third Board should be
further reformed to strengthen its ability to
meet the needs of small and medium-sized
enterprises (SMEs), while at the same time
normative off-exchange markets, such as
regional over-the-counter markets should
be developed. The financial derivatives
markets should be reformed and their risk
management mechanisms should be im-
proved.

Improving the quality of listed compa-
nies and strengthening of the basic sys-
tem of direct financing

First, mechanisms for secondary of-
fering, mergers and acquisitions, and eq-
uity compensation should be improved to
support the transformation and upgrading
of listed companies. In addition, the delis-
ting system should be further improved,
various exit routes should be developed, a
permanent mechanism for delisting should
be established, and the mechanism of nat-
ural selection should be strengthened. Fur-
thermore, corporate governance reform of
listed companies should be promoted and
transparency in information disclosure
should be enhanced. Companies leading in
innovation and their industries should act
as role models for others to follow. More
and more companies should be encour-
aged to use direct financing as a means to
achieve high quality development.

Promotion of innovative development
in the bond market and enhancement of
direct financing tools

First, the registration system for
bond issuances should be improved, the
interconnection of exchanges and inter-
bank bond market infrastructure should
be strengthened, and bank participation
in bond trading should be supported. De-
velopment of asset securitization products
should also be focused on. In the infrastruc-
ture sector, the scope of publicly offered
real estate investment trusts on a trial basis
should be expanded to establish a success-
ful example as soon as possible. Further-
more, the scope of intellectual property
securitization should be broadened to pro-
mote the practical application of scientific
and technological achievements.

Acceleration of the development of pri-
vate equity funds

First, sources of funding should be
actively developed, barriers to each pro-



Figure 3: China’s Multi-layered Capital Market System
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cess should be eliminated, including re-
cruitment, investment, management, and
exit, and private equity funds should be
encouraged to invest in small, start-up,
and high-tech companies. An administra-
tive interim ordinance on private equity
funds should also be issued, guiding them
to continuously improve their professional
operation and compliance awareness. Fur-
thermore, cooperation among government
agencies and between the central and local
governments in dealing with risks should
be strengthened, misconduct related to pri-
vate placements should be eliminated, and
the normative and healthy development of
the industry should be promoted.

Promotion of market access to long-
term funds and enhancement of direct
financing sources

First, in order to secure long-term
funds, the capacity of specialized asset
management institutions should be en-
hanced, and efforts should be focused on
developing mutual fund products that in-
vest primarily in equities to promote the
entry of medium- to long-term funds into

the capital market. In addition, policies
and guidance should be strengthened to
increase the number of long-term oriented
institutional investors and prompt a return
to the key philosophy of value investing.
Furthermore, outstanding foreign securi-
ties firms and asset management compa-
nies should be encouraged to enter the Chi-
nese market in order to promote healthy
competition in the industry.

Improving the Quality
of Listed Companies

Among these measures, improving the
quality of listed companies seems to be
the key to promoting the development of
direct financing. To this end, state-owned
enterprises with lackluster performance

Large state-owned companies
and blue chip companies

Relatively large technologically
innovative companies

Start-up
companies

Small and
medium-sized
companies

should be delisted and the new listing of
dynamic private companies should be ac-
tively promoted.

In China’s stock market, many list-
ed companies are state-owned, with more
than half of their outstanding shares held
by the government or by state-owned com-
panies. Corporate governance of these
companies is usually weak, and as a result
profitability is poor. Despite the implemen-
tation of “non-tradable share reform” in
2005, which aimed to eliminate the distinc-
tion between non-tradable shares owned
by the government and state-owned com-
panies and tradable shares owned by oth-
er investors, the situation has not changed
significantly.

Moreover, the Communist Party has
tightened its control on listed companies,
including private ones by promoting “par-
ty building” in these companies. According
to the “Governance for Listed Companies”
issued by the China Securities Regulatory
Commission, organizations of the Commu-
nist Party should be established in listed
companies in accordance with the Compa-
ny Law to conduct the Party’s activities. In

Promoting the Shift from Indirect Financing to Direct Financing in China | 7
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addition, state-controlled listed companies
should incorporate recquirements related
to party building into their articles of asso-
ciation.

The role of Party organizations in
listed companies has extended beyond
the traditional scope, which was limited
to the supervision of enterprises, to deci-
sion-making.’ As a result, the authority of
the board of directors has weakened, while
shareholders have lost some legal rights
prescribed by the Company Law, including
the rights to make important decisions and
to elect managers, which they previously
exercised in accordance with the size of
their shareholdings.

On the other hand, to avoid tight
regulations in the Chinese market, many
fast-growing private companies, includ-
ing such high-tech giants as Alibaba and
Tencent, have chosen to list their stocks on
overseas markets, including in the United
States. Under the current regime of capital
controls, Chinese investors are deprived
of the option to buy shares of these com-
panies.

Reflecting this phenomenon, which
could be called “bad money drives out
good” (Gresham’s law), domestic stock
prices have been stagnant for a long time
and stocks have failed to attract investors,
despite the high growth of the Chinese
economy.

By improving the quality of listed
companies, limiting the involvement of the
government and the Communist Party in
corporate decisions, broadening the chan-
nels for the listing of private companies
on domestic stock exchanges through im-
proving the multi-layered capital market
system, and encouraging high-tech compa-
nies that are listed overseas to return to the
Chinese market should promote the shift
from indirect to direct financing in China.®

Notes

1 Regarding the shift from indirect to direct
financing, while in Japan the focus is on
the composition of the household sector’s
financial assets, as in the government’s ef-
fort to promote shifting “from savings to in-
vestment,” the Chinese government is more
concerned with the structure of corporate
funding.

2 The asset composition of the household
sector in China shows a high percentage of
real assets, such as housing, and a low per-
centage of financial assets. According to the
“2019 Survey on the Household Assets and
Liabilities of Urban Households in China”
(China Finance, 2020, No. 9), the average

assets held by the urban household sector
amounted to RMB3,179,000, of which real
assets accounted for 79.6% of the total (of
which housing accounted for 59.1% of the
total), while financial assets amounted to
RMB649,000 (20.4% of the total).

Guo, Shuqing, “Accelerate the Construction
of New Development Patterns and Prevent
the Re-Expansion of Financial Risks,” Key-
note Address at Lujiazui Forum 2021, June
10, 2021.

Yi, Huiman, “Raising the Share of Direct Fi-
nancing,” Supplementary Readings of The
Proposal of the CPC Central on the 14th Five-
Year Plan for National Economic and Social
Development and Long-Term Goals to 2035,
People’s Publishing House, 2020.

See, for example, Livingston, Scott, “The New
Challenge of Communist Corporate Gover-
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nance,” CSIS Briefs, Center for Strategic and
International Studies, January 2021.

6 To encourage Chinese companies listed
overseas to return to the domestic market,
the State Council announced on March 30,
2018 a document titled “Several Opinions on
Launching Pilot Project for Innovative Enter-
prises’ Issuance of Shares or Depositary Re-
ceipts in Domestic Market.” This document
lays down new rules for domestic listings
(on the A-Share sections of the Shanghai and
Shenzhen markets) of red-chip companies
already listed in overseas markets by issuing
China Depositary Receipts (CDRs), which are
backed by shares and other securities issued
abroad. See Kwan, Chi Hung, “Reform of the
Listing System for High-tech Companies:
Opening the way for red-chip companies to
issue CDRs,” China in Transition, Research
Institute of Economy, Trade and Industry,
September 6, 2018.
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China’s New Private Pension Scheme-Account-
based Personal Pensions & Key Tax Incentives

Introduction

n April 21, 2022, the Chinese gov-
O ernment (State Council) issued the
Opinions of the General Office of
the State Council on Promoting the Devel-
opment of Private Pensions (Opinions of the
State Council, hereinafter), announcing its
decision to introduce a new private pen-
sion system that will enable individuals to
contribute to and manage pension funds
by opening a personal account.! This ac-
count-based personal pension scheme is
the first personal defined-contribution
pension plan introduced in China (equiv-
alent to Japan’s individual defined contri-
bution pension plan, iDeCo). The scheme is
attracting attention not only from pension
professionals in China and abroad, but also
from the asset management industry.
China has a three-pillar pension sys-
tem. The first pillar includes China’s basic
public pension plans, the second pillar
comprises private occupational pension
plans, and the third pillar consists of pri-
vate pension plans for individuals (Figure
1). The first pillar—China’s state-sponsored
basic public pension plans that combine in-

dividual accounts with a social pool—has
the largest number of members. Although
it is China’s largest pension scheme, pen-
sion benefits are forecast to increase more
than the pension premium income owing
to China’s declining birthrate and aging
population. It therefore has been pointed
out that the sustainable operation of the
state public pension system may become
difficult in the future. As for the second
pillar, which consists of private enterprise
and occupational pension plans (which
will be described in more detail later) the
growth rate for the number of enterprises
introducing the system each year has de-
clined in recent years, and growth in the
participation rate among the working pop-
ulation has been sluggish. For this reason,
the Chinese government and people have
placed their hopes on private personal
pensions, the third pillar of China’s pension
system, as a supplement to the first two pil-
lars that will enable people to build retire-
ment assets through their own investment
efforts during their working years.
However, lacking any uniform stan-
dards, this third pillar of private personal
pensions has to date been operated on a
trial basis in certain regions with a focus
on investment products developed specif-
ically for these personal pension plans by
various financial institutions under the
management and supervision of various
government financial authorities, includ-
ing the People’s Bank of China (PBOC), the
China Banking and Insurance Regulatory
Commission (CBIRC), and the China Se-
curities Regulatory Commission (CSRC).2

It has been pointed out that, under this
product-based personal pension scheme,
the products developed and managed by
different types of financial institutions lack
uniformity from the perspective of inves-
tors. In addition, the procedure for invest-
ing in these pension-related financial prod-
ucts is difficult to understand. Moreover,
tax incentives, the most important feature
of any personal pension system, are being
applied only to certain products, thereby
creating the risk that this system will not
deliver the long-term asset-building func-
tion that is crucial for a personal pension
plan.

Considering the above issues, the re-
form of China’s personal pension system
moved into a new phase in 2021. The 14th
Five-Year Plan for National Economic and
Social Development of the People’s Republic
of China and the Long-Range Objectives for
2035 (the 14th Five-Year Plan, hereafter),
which was approved by the 13th Nation-
al People’s Congress on March 11, 2021,
again emphasized that China’s pension
system is based on three pillars and adopt-
ed a policy of developing a well-regulated
third pillar of private pension insurance.?
Following up on this policy, China has de-
cided to introduce the account-based per-
sonal pension scheme mentioned at the
beginning of this article. In October 2022,
China’s Ministry of Human Resources and
Social Security, Ministry of Finance, State
Taxation Administration, the CBIRC, and
the CSRC announced the Measures for the
Implementation of Personal Pensions, and
then in November each agency announced

China’s New Private Pension Scheme-Account-based Personal Pensions & Key Tax Incentives | 9
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Figure 1: Structure of China’s Pension System
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detailed rules related to the account-based
personal pension scheme. On November
25, the Ministry of Human Resources and
Social Security announced this personal
pension scheme would be launched in 36
pilot cities and regions.

This article presents an overview of
the new account-based personal pension
scheme, the role of financial institutions in
establishing the scheme, and the scheme’s
complementary relationship with occupa-
tional pensions and enterprise annuities in
the second pillar of China’s pension system.
The article will also discuss the importance
of tax incentives, differences with Japan’s
iDeCo scheme, and other suggestions for
China’s pension system.

Design of China’s
Account-based
Personal Pension
Scheme

Account-based personal pension scheme
outlined in the Opinions of the State
Council

The previously mentioned Opinions

of the State Council presents the design of
the new account-based private personal
pension scheme, including which citizens
can participate in the scheme, the financial
products in which they can invest, and the
operating model.

This new pension scheme is based
on defined contribution (DC) pension
plans, with contributions fully made by
the subscribing individual up to an annual
limit of RMB12,000.* Eligible participants
are workers 16 years of age or older who
are already enrolled in one of China’s basic
public pension plans, the first pillar of the
pension system.

The first key feature of the new per-
sonal pension scheme is the difference
in tax treatment with the previous prod-
uct-based scheme, under which the only
tax incentive was the deferral of tax on
personal income from commercial endow-
ment insurance products. According to
the Opinions of the State Council, the new
scheme will provide tax incentives on a
per-account basis for all regulation-compli-
ant annuity-type financial products depos-
ited in qualified personal pension accounts
opened by subscribers to the new pension
scheme. The opening of accounts and con-
firmation of the conditions for receiving
benefits stipulated in the scheme’s regula-
tions will be carried out through the Per-
sonal Pension Information Management
Service Platform (hereinafter, the “Infor-
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mation Platform”), which is described in
more detail below.

The second key feature is that the
financial products eligible for inclusion
in the new personal pension accounts in-
clude wealth management products, sav-
ings products, commercial endowment
insurance, and target-date retirement
funds. The criteria for products eligible for
inclusion in the new personal pension ac-
counts are that they be stable, mature, and
securely managed financial products that
have clearly defined investment targets
and meet the risk appetite of each inves-
tor with an emphasis on long-term value
retention.®

The third key feature involves the
receipt of pension benefits. Pension plan
subscribers can choose to receive benefits
in monthly installments or in a single lump
sum payout, but the payment method can-
not be changed once decided. The age for
beginning to receive pension benefits is
China’s statutory retirement age, which in
principle is 60 for men and 50-60 for wom-
en depending on their occupation.

The fourth key feature is the
schedule for implementing the new ac-
count-based personal pension scheme. Ac-
cording to the Opinions of the State Council,
the scheme will be rolled out in certain se-
lected cities on a one-year pilot test basis,
and then gradually expanded nationwide.
As noted above, the scheme will be rolled




out in 36 cities and regions selected by the
Ministry of Human Resources and Social
Security. The selected cities include the so-
called first-tier cities® of Beijing, Shanghai,
and Shenzhen, as well as representative
regional cities in each province (Table 1).

Account-based pension scheme manage-
ment method

According to the Opinions of the State
Council, participants in the new personal
pension scheme must open two separate
accounts. The first is a personal pension ac-
count registered with the pension author-
ity and the second is a personal pension
fund account opened at a financial institu-
tion for the deposit of insurance premium
contributions and fund management.

Participants must first open a sin-
gle dedicated personal pension account
through the Information Platform man-
aged by the Ministry of Human Resourc-

es and Social Security. This account will
be the basis for enrolling in the personal
scheme and enjoying tax incentives. Re-
lated account information will be shared
with other authorities, such as the Min-
istry of Finance and the State Taxation
Administration, which will then provide
such services as account management,
contribution management, information
retrieval, and tax payment information to
subscribers.

Next, participants will have to open
a separate personal pension fund account
for their insurance premium contribu-
tions. Participants will be limited to open-
ing one such personal pension fund ac-
count under their name at a bank or other
eligible financial institution or financial in-
strument sales institution of their choice.”
Using this personal pension fund account,
participants will be able to purchase vari-
ous individual annuity products. In prin-

ciple, personal pension fund accounts
will be operated in a closed-end manner,
restricting the withdrawal of funds until
the account owner reaches the age when
pension benefits commence.

The Measures for Implementing Per-
sonal Pensions announced by the Ministry
of Human Resources and Social Security in
October 2022, stipulate that pension contri-
butions deposited in the personal pension
fund account will then be transferred to
personal pension investment accounts
managed by various approved financial
institutions. As such, the participant’s pen-
sion fund and pension fund investment ac-
counts used to invest in financial products
approved for personal pensions are man-
aged separately. The financial institutions
issuing and selling financial products for
personal pensions must provide conve-
nient service that enables participants to
purchase, sell, and switch products in their

Table 1: Overview of Pilot Testing of the Product-based Personal Pension Scheme and the New Account-based Personal

Pension Scheme

el Test Products Stage | Test Period
Scheme

Personal income tax
deferred commercial
endowment insurance

Dedicated commercial
endowment insurance

Product-based
Personal Pension
Scheme

Specific retirement
savings products

Pension wealth
management products

Target-date retirement
funds

Test Region
(First-tier Large Cities)
— Apr-18 Shanghai
Phase 1 Jun-21 None
Phase 2 Mar-22 —
— Nov-22 —
Phase 1 Sep-21 Shenzhen
Phase 2 Mar-22 Beijing, Shanghai,
Shenzhen
— Mar-18 —

Test Region
(Other Cities & Regions)

Fujian Province (including Xiamen),
Suzhou Industrial Park (Jiangsu Province)

Zhejiang Province (including Ningbo),
Chongging

Nationwide

Hefei, Guangzhou, Chengdu, Xi'an, Qingdao

Wuhan, Chengdu, Qingdao

Shenyang, Changchun, Wuhan, Guangzhou,
Chongging, Chengdu, Qingdao

Nationwide

Beijing, Tianjin, Shijiazhuang (Hebei Province), Xiong'an New Area (Hebei Province),
Jincheng (Shanxi Province), Hohhot (Inner Mongolia Autonomous Region), Shenyang
(Liaoning Province), Dalian (Liaoning Province), Changchun (Jilin Province), Harbin
(Heilongjiang Province), Shanghai, Suzhou (Jiangsu Province), Hangzhou (Zhejiang
Province), Ningbo (Zhejiang Province), Hefei(Anhui Province), Fujian Province, Nan-
chang (Jiangxi Province), Qingdao(Shandong Province), Dongying (Shandong Prov-
ince), Zhengzhou (Henan Province), Wuhan (Hubei Province), Changsha (Hunan
Province), Guangzhou (Guangdong Province), Shenzhen (Guangdong Province), Nan-
ning (Guangxi Zhuang Autonomous Region), Haikou (Hainan Province), Chongging,
Chengdu (Sichuan Province), Guiyang (Guizhou Province), Yuxi (Yunnan Province),
Lhasa (Tibet Autonomous Region), Xi'an (Shaanxi Province), Qingyang (Gansu Prov-
ince), Xining (Qinghai Province), Yinchuan (Ningxia Hui Autonomous Region), Urumgq;i
(Xinjiang Autonomous Region)

Account-based
Personal Pension
Scheme

All personal pension-
targeted financial —
products

Source: Nomura Institute of Capital Markets Research, based on CBIRC and CSRC notices
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portfolios. The commercial banks that
manage the pension fund accounts must
treat uninvested funds as deposits (Figure
2).

Role of financial institutions in the ac-
count-based pension scheme

¢ Overview of financial institutions’
roles

According to the Opinions of the
State Council and the notices released by
the CBIRC and the CSRC (explained below),
financial institutions’ main roles in the ac-
count-based personal pension scheme are
(1) the management of personal pension
fund accounts, (2) the creation of financial
products for personal pensions, and (3)
agency sales of financial products for per-
sonal pensions.

Regarding the first role, the authori-
ties mentioned above have stipulated that
opening and managing personal pension
fund accounts will be limited to commer-
cial banks (including wealth management
subsidiaries) and insurance companies.
The second role of creating financial prod-
ucts for personal pensions will be provided
by various financial institutions: banks
(or their wealth management subsidiar-
ies) can provide pension-dedicated wealth
management and savings products; insur-
ance companies can provide dedicated
commercial endowment insurance; and
fund management companies will be able
to offer target-date retirement funds. As for
the third role mentioned above, while the
Opinions of the State Council does not men-
tion agency sales of financial products for
personal pensions, the regulations related

Figure 2: Account-based Personal Pension Scheme Management Schematic

Ministry of Human Resources and Social Security
(Responsible Government Ministry)

to personal pension business presented lat-
er in this article indicate that banks, securi-
ties companies, and fund sales companies
will be allowed to play this role.

*Role of commercial banks (wealth
management subsidiaries) and insur-
ance companies

On November 17, 2022, the CBIRC
announced its Interim Rules on Personal
Pension Business of Commercial Banks and
Wealth Management Companies. The inter-
im rules state that personal pension busi-
ness that can be operated by commercial
banks includes (1) personal pension fund
account management, (2) the creation of
pension savings products,? (3) agency sales
of financial products for personal pensions,
(4) personal pension consulting business,
and (5) other personal pension services ap-

System design, management

and supervision

Personal Pension Account

’

‘_
Tax deferral (Personal Pension Information Management Service Platform)
information +
feedback Registration
Individual Investors
{ (Participants) Information sharing / linkage
Tax Authority Open accounts b Rt?cteweftpens?n. Investment Advisors
v enefits (after retiring) (Securities Companies, etc.)
T Persogal iensmén Ftur:jq Account |, Investment
Tax payment (Banks as Custodians) management
Investment account Investment account (discretionary
opening 1 changes, closures, etc. service possible)

mmEmm——m—m—mm———————mm———————mm———m——mm e e e — e e e e e e e S e S e o — o m e e

\

Bank Investment Accounts
(Managed & supervised by CBIRC)

Securities & fund Investment Accounts
(Managed & supervised by CSRC)

Insurance Investment Accounts
(Managed & supervised by CBIRC)

Pension Wealth Management Products,

Target-date Retirement

Personal Income Tax Deferrable Commercial

Pension Savings Products, etc.

Funds, etc.

Endowment Insurance, Dedicated

3

y

3

K

-

v

Commercial Endowment Insurance, etc.

7'y

Deposit-type Products
(for uninvested funds & for buying, selling, or

7Y

switching financial products for personal pensions)

_______________________________________________________________________________________________________________

Source: Nomura Institute of Capital Markets Research, based on Opinions of the State Council and Annual Report on the Development of China’s Ageing Finance (2020)
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proved by the CBIRC. The CBIRC notice also
indicates that bank wealth management
subsidiaries can create and sell wealth
management products for personal pen-
sion fund accounts.® On the following day,
November 18, 2022 the CBIRC published
a list of banks and their wealth manage-
ment subsidiaries permitted to engage in
personal pension fund operations. The list
included the big 6 state-owned banks, 12
joint-stock banks, 5 municipal banks, and
11 bank wealth management subsidiaries.

Then on November 21, 2022, the
CBIRC released a Notice on Matters Related
to Personal Pension Business of Insurance
Companies that sets forth the role to be
played by insurance companies. Specifical-
ly, the prescribed roles include (1) opening
personal pension accounts for participants,
(2) designating or changing personal pen-
sion accounts, and (3) providing personal
pension insurance products (annuities, life
insurance savings accounts, etc.). Among
the approved products, personal-income
tax-deferred commercial endowment in-
surance and dedicated commercial endow-
ment insurance, which were approved for
trial use when the previous product-based
personal pension scheme was launched,
may be transferred into accounts under
the new account-based scheme.

¢ Individual pension investment funds
and the roles of fund management and
sales companies

On November 18, 2022, the CSRC re-
leased its interim rules for management
of personal pension investment funds
invested in publicly offered securities in-
vestment funds. The interim rules define
personal pension investment funds as pub-
licly offered funds that comply with the
provisions allowing investors to invest in
personal pension fund accounts that offer

tax incentives. Regarding personal pension
investment funds, the CSRC stipulated that
it would authorize the establishment of a
Personal Pension Investment Fund Busi-
ness Platform centered in the China Secu-
rities Depository and Clearing Corporation.
Commercial banks, fund management
companies, and fund sales companies are
expected operate under this platform (Fig-
ure 3).

Fund sales companies seeking to sell
funds as individual pension investment
funds must have recorded total sales of
equity and balanced funds over the most
recent four quarters of more than RMB20
billion, of which holdings by individual in-
vestors must total more than RMBS5 billion.
The interim rules also allow fund manage-
ment companies and their sales subsid-
iaries to sell personal pension investment
funds created by the fund management
company. On November 18, 2022, the CSRC
published its initial list of institutions qual-
ified to act as sales agents for financial
products targeted at owners of personal
pension plans. The list of 37 companies in-
cludes 16 banks, 14 securities companies,
and 7 independent fund sales companies.

« Role of securities companies

As mentioned above, securities com-
panies also can serve as sales agents for
individual pension investment funds. In
addition, public fund investment advisory
service (China’s version of discretionary
investment management service) might be
provided to personal pension plan owners
under the account-based personal pension
scheme. This is giving rise to the view that
securities companies and fund manage-
ment companies with publicly offered
fund investment advisory licenses might
play many roles in the new personal pen-
sion scheme.

Figure 3: Management of Personal Pension Investment Funds

China’s Private Pension
Scheme from a Tax
System Perspective

Tax incentives in enterprise / occupa-
tional pension plans, the second pillar
of China’s pension system

 Enterprise annuities have employees
of state-owned enterprises as their
main members

The second pillar of China’s pen-
sion system includes DC-type enterprise
annuities introduced in 2004 as a private
pension scheme responding to China’s
declining birthrate and aging population.
In enterprise annuity pension plans, the
company and its employee members each
contribute to individual accounts estab-
lished for each member.® These accounts
are managed collectively as an enterprise
annuity fund, and funds are distributed
to the individual member’s account along
with generated income when the member
reaches retirement age. The outstanding
balance invested in these enterprise annu-
ities expanded from RMB91 billion at the
end of 2006 to RMB2.61 trillion at the end
of 2021. Membership also increased over
the same period, from 9.64 million to 28.75
million members, but that number is still
only 2.8% of membership in basic public
pension plans, the first pillar in China’s
pension system.

The number of participating en-
terprises also increased, from 32,000 to

Personal Pension Information Management Service Platform

(Ministry of Human Resources and Social Security)

|

Personal Pension Investment Fund Business Platform
(China Securities Depository and Clearing Corp.)

v

|

v

Management of Personal
Pension Investment Funds
(Fund Management Companies)

Management of Personal
Pension Fund Accounts
(Banks)

Agency Sales of Personal Pension
Investment Funds
(Fund Sales Companies)

Source: Nomura Institute of Capital Markets Research, based on CSRC materials
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118,000, the majority of which are state-
owned enterprises in such industries as
energy and finance. Many private compa-
nies in China and their employees already
contribute a high level of 22% of total em-
ployee wages to the urban employees’ ba-
sic pension plan.' The high cost of estab-
lishing and contributing to an independent
enterprise pension reduces the incentive
for doing so.

* Occupational pensions are mandatory
for civil servants

The occupational pension plan in
China is intended for civil servants and
employees of government-affiliated state
institutions. The occupational pension
scheme was launched based on the Interim
Rules for the Management of Occupational
Pension Funds, announced in 2016 by the
Ministry of Human Resources and Social
Security and other government agencies.

In the occupational pension scheme,
state institutions and business units con-
tribute 8% of their total wages paid to
defined-benefit (DB) plan. Employees con-
tribute 4% of their wages into an individ-
ual account that applies the DC method.
As participation in the occupational pen-
sion scheme is mandatory for employees
of state institutions, the enrollment rate
is high and expanding more quickly than
for the enterprise annuities. As of the end
of 2021, the occupational pension scheme
had 43 million members and an outstand-
ing asset balance of RMB1.79 trillion. How-
ever, further expansion will be difficult as
membership is limited to civil servants and

other state employees.

e Occupational pensions offer limited
tax incentives

Tax incentives included in current
occupational pension plans (enterprise
annuities and occupational pensions), the
second pillar of the pension system, were
introduced in a Notice on Issues Pertaining
to the Collection and Administration of Indi-
vidual Income Tax on Enterprise Annuities
and Occupational Pensions jointly released
by the Ministry of Finance, Ministry of Hu-
man Resources and Social Security, and the
State Taxation Administration on Decem-
ber 6, 2013, and implemented from Janu-
ary 1, 2014.

The specifics include tax-exempt
contributions from employers when post-
ed in an employee’s personal account. In-
dividuals are exempt from paying income
tax on their contributions, with a cap of
4% of their wages. Investment income on
assets in the pension fund also is exempt
from taxation, but pension benefits are
taxed at time of receipt, making tax treat-
ment in the occupational pension scheme
an EET (exempted, exempted, taxed) sys-
tem. The maximum contribution from em-
ployers is 8% of their total wages paid, but
5% is recorded as an operating cost, there-
by providing employers with preferential
enterprise income tax treatment.

However, it has been pointed out
that the effect of these tax incentives is
rather limited. One reason for this criti-
cism is that investment gains in China are
exempt from taxation in the first place.

Unless China adopts a system for collecting
a capital gains tax on all investment prod-
ucts, the EET-type tax deferral received by
members of occupational pension plans
has little merit.

Importance of tax incentives in the ac-
count-based personal pension scheme

* Tax incentives reference the personal
income tax deferred commercial en-
dowment insurance trial

In November 2022, the Ministry of
Finance and the State Taxation Adminis-
tration issued a notice on income tax on
personal pensions. The EET system applied
to the second-pillar occupational pension
scheme and the previously tested personal
income tax deferred commercial endow-
ment insurance will be applied to the new
account-based personal pension scheme,
retroactive to January 1, 2022. Pension con-
tributions of up to RMB12,000 per year will
be deducted from the employee’s income
or employer’s income and not subject to
personal income tax. In addition, person-
al income tax will not be collected on the
individual’s pension investment income.
After the pension holder retires and begins
receiving pension benefits, a 3% personal
income tax will be levied on received ben-
efits (Table 2).1

* Personal income tax reforms could
open up possibility of combining EET
and TEE (taxed, exempted, exempted)
taxation systems

China’s personal income tax reforms

Table 2: Taxation on Third-pillar Private Pension Schemes (Comparison of New and Previous Schemes)

Product-based personal pension (previously launched)

New
Account-based | Target-date

Personal
Pension

Employer _
Contribution

Dedicated Pension
Commercial Wealth
Endowment | Management

Insurance Products

Retirement
Fund

Taxed Taxed Taxed
Not taxed Not taxed Not taxed
Taxed Taxed Taxed

Time of .
Contribution Member's Tax eXempthn
Contribution il
12,000)
Not taxed
- . Taxed
Receiving Benefits (at 3% rate)

Source: Nomura Institute of Capital Markets Research, based on data from CSRC and other Chinese government agencies
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Personal
Income Tax
Deferred
Commercial
Endowment
Insurance

Corporate Pension
(CE{EHE )

No tax on opening of
employee accounts

Tax exemption .
(lower of 6% of Tax deduction for up
. to 4% of wage

annual wage income income

or RMB 12,000)

Not taxed Not taxed
Taxed

(10% rate on 75% of Taxed

benefits received)



have already raised the minimum tax-
able income level to RMB5,000 per month,
shrinking the number of Chinese paying
personal income tax to 72 million. It has
been announced that the increase in the
minimum taxable income level exempted
115 million people from paying person-
al income tax as of the end of June 2019.
For these already tax exempt individuals
to fully benefit from tax incentives in the
new personal pension scheme, some ex-
perts have suggested the adoption of a TEE
system, in which contributions to the pen-
sion fund remain subject to income tax at
time of contribution but pension fund gen-
erated income and benefits received after
retirement are exempt from personal in-
come tax.®® If a TEE taxation system were
adopted, low-income earners who already
are exempt from tax on their income will
have their personal pension exempt from
taxation at all stages—contribution, in-
vestment, and receipt of benefits—greatly
increasing the tax incentive for opening a
new account-based personal pension.

Account-based
Personal Pension
Scheme: Qutlook and
Pending Issues

Japan’s iDeCo initiative

Japan enacted its Defined Contri-
bution Pension Act in 2001, introducing
corporate DC pensions and individual DC
(iDeCo) pensions. This section introduces
recent iDeCo-related initiatives in Japan.

First, system revisions enacted since
2017 expanded eligibility for enrollment in
iDeCo plans and increased the number of
people in Japan with iDeCo pension plans.
At the end of fiscal 2016, 451,436 people
had opened iDeCo plans, the total out-
standing balance of which was JPY1,381.4
billion, as of the end of March 2021, those
numbers had risen to 1,945,637 and JPY
2,970.5 billion.**

Second, iDeCo Plus was launched in
May 2018 for employees of small and mid-
size enterprises (SMEs), which often find
it difficult to introduce corporate pension
plans owing to their cost and the adminis-
trative burden on the company. The iDeCo
Plus scheme enables SMEs to make volun-
tary contributions to their employees’ per-
sonal iDeCo accounts.

Third, since its introduction, iDeCo
has functioned as the receptacle for funds
transferred from the personal corporate
DC accounts of people who changed jobs or
retired, and iDeCo’s role is becoming more
important as Japan’s increasingly liquid la-
bor market raises the importance of asset
formation through DCs.

Fourth, while iDeCo accounts can be
opened at securities companies as well as
banks, there currently are various restric-
tions on the provision of highly individual-
ized investment advice. As investment of
iDeCo pension accounts funds are decided
by the account holders themselves, the sys-
tem needs to be revised so that financial
institutions, such as securities companies,
can bring their experience in providing in-
vestment advice for individuals to owners
of iDeCo accounts.

In China, roll out of the new ac-
count-based personal pension scheme is
expected to move into full throttle. In the
early design stage of this rollout, it will be
useful for Chinese authorities to study the
system design and experience of private
pension schemes in other countries, in-
cluding Japan, that have earlier adopted
private pension plans as the third pillar of
their national pension systems.

Closing remarks

China’s newly introduced account-
based personal pension scheme has been
launched in 2022 on the basis of the for-
mat announced in the Opinions of the State
Council release earlier in the same year.
The new scheme is intended to supplement
the nation’s basic old-age insurance, a pub-
lic pension, and serve as a substitute for
occupational pensions, which are private
pensions. The following system design re-
lated issues bear close attention.

First, China’s 14th Five-Year Plan
mentions gradually increasing the statu-
tory retirement age. Raising the statutory
retirement age would likely result in the
age at which people can start receiving the
public basic old-age pension benefit also
being raised . If the eligible age for receiv-
ing benefits from the new account-based
personal pension plans is raised together
with the statutory retirement age, it will
create issues about the period for invest-
ing in the pension plan and the timing for
receiving preferential tax measures. These
issues will need to be discussed together
with any proposed change to the statutory
retirement.

Second, in China, capital gains on
investments in financial products are tax
exempt, making tax exemption of pen-
sion-generated income under the EET

taxation system irrelevant. Although a
separate capital gains tax system could be
established in the future, China’s tax au-
thorities need to consider how to increase
the incentive for investors to open a new
account-based personal pension plan in a
tax environment that will be characterized
by imbalanced treatment of current prod-
uct-based pensions and the projected new
account-based pensions. Lastly, there are
many long-standing questions about the
best methods for supporting investor as-
set accumulation in preparation for their
retirement years that still need to be dis-
cussed. These include improving investor
education, expanding access to investment
advice by financial institutions, and open-
ing investment channels that will promote
more diversified investment in financial
products available not only in China but
also those available in international mar-
kets.

Notes

1 State Council of the People’s Republic of Chi-
na, Opinions of the General Office of the State
Council on Promoting the Development of Pri-
vate Pensions, April 21, 2022. Link to Chinese
release:
(http://www.gov.cn/zhengce/content/2022-
04/21/content_5686402.htm)

2 Specifically, these products include personal
income tax deferred commercial endow-
ment insurance, bank wealth management
funds, and dedicated commercial endow-
ment insurance under CBIRC supervision,
and target-date retirement funds under
CSRC supervision.

3 Central People’s Government of the People’s
Republic of China, 14th Five-Year Plan for
National Economic and Social Development
of the People’s Republic of China and the Long-
Range Objectives for 2035, March 13, 2021.
Link to Chinese release:
(http://www.fujian.gov.cn/english/news/20
2108/t20210809_5665713.htm#C49)

4 Contribution limits may vary by region.

5 Emphasis evidently is being placed on low-
to-medium risk investment products suit-
able for long-term investments.

6 “First-tier city” is an unofficial classification
that refers to cities in China that have the
highest concentration of resources, pop-
ulation, and international companies. In
general, first-tier cities include the capital of
Beijing, the international economic center
Shanghai, and Shenzhen, which is consid-
ered to be a center of innovation.
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7 The designated account may serve as a
bridge account for an existing personal in-
come tax deferred commercial endowment

insurance policy. ber 10, 2021.

tirement savings products that will be able
to sufficiently perform the function of a pen-
sion that meets needs during a long life after
retirement. In July 2022, the PBOC and the
CBIRC jointy issued the Notice on Launching
the Specific Retirement Savings Pilot Scheme
(operation officially started on November

wealth management products has been un-
derway in some Chinese cities since Septem-

enterprise’s total wages paid to all employ-
ees and no more than 12% when combined
with employee contributions. The specific
ratio will be determined through consulta-
tions between the enterprise and employees 14 Liaison Council of Pension Management Or-

participating in the pension plan. ganizations. Defined Contribution Pension

ment. Pilot operation of individual pension 12 Ministry of Finance, State Taxation Admin-

Personal Pensions, November 3, 2022.

13 Zheng Bing-wen, Top-level Design of the Third
Pension savings products include specificre- 10 Contributions will be no more than 8% of the Pillar “Individual Pension Account”™ The
Leverage Role of Taxation and Its Far-reach-
ing Effect, Journal of Renmin University of

China, 2016 Issue 1.

Plan Statistical Data (end-March 2021)

20, 2022). 11 China’s basic pension plan is a combination

of a defined benefit (DB) social pool for all 15 In January 2022, Jiangsu and Shandong
provinces launched pilot programs that al-
low company employees to defer retirement
beyond the statutory retirement age. In prin-
ciple, employees can defer their retirement

Personal pension wealth management prod-
ucts refer to long-term bank wealth man-
agement products that are clearly labeled
as such and are intended to be invested by
personal pension accounts to cover the in-
vestor’s needs during a long life after retire-
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Figure 1: Market Size of Korean ETF Market
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6 years.! Figure 1 shows changes in the 50
size of the Korean ETF market. In 2004,
the total net asset value (NAV) was only
KRWO.5 trillion (4 listed products), but at 40
the end of November 2022, the total NAV
of the Korean ETF market reached KRW82
trillion (655 listed products). The ETF has 30
become a widely invested product and has
been preferred by many retail investors in
Korea because of its simple strategic struc- 20
ture, low-cost portfolio investment (simply
diversifying portfolio), and high liquidity.

In Korea, the ETF market will continue to 10
grow and drive the growth of the mutual
fund market in the future. 0 4
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ferent from other developed countries. The Source: DataGuide, Korea Capital Market Institute (KCMI)

rapid growth of passive funds compared to
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active funds is similar to other countries,
but the dominant growth of ETFs is a major
feature of the changes in the Korean mar-
ket.? In Korea, while the conventional mu-
tual fund market had grown rapidly before
the 2008 global financial crisis, the mutual
fund market stagnated after the crisis (Fig-
ure 2). At the same time ETFs began to be
listed on the exchange and grew rapidly on
their own. As shown in Figure 2, in 2009-
10, ETFs only accounted for 2-3% of the
total mutual fund market in Korea, but the
market share has risen steadily to around
28% in November 2022. Especially for eq-
uity mutual funds, ETFs account for about
60%, and more than half of equity mutual
funds are now ETFs. Days of conventional
equity mutual funds are fading and ETFs
are replacing them.

As mentioned, the status of ETFs in
the Korean fund market is unrivaled. Thus,
it is very important to examine the recent
changes in the Korean ETF market. The
variety of policies to revitalize traditional
mutual funds have yet to get results. Com-

pared to active mutual funds, low-cost (low
expense ratio and zero fees), quite good
performance, and above all, the possibility
of real-time trading (creation and redemp-
tion) make the ETFs peerless in the Korean
fund market. The future issue of the Kore-
an fund market is to identify the growth
of ETFs. This article addresses the charac-
teristics of recent changes and future chal-
lenges in the Korean ETF market.

Rise of Thematic and
Active ETFs

A recent change in the Korean ETF market
is the rise of thematic ETFs and the intro-
duction of active ETFs on Korea Exchange

Figure 2: Comparison between ETFs and Conventional Mutual Funds
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(KRX), where most ETFs are stock-index
ETFs. In terms of the number of products,
73% of products are stock-index ETFs and
the others are bond-index ETFs (13%),
commodity ETFs (5%), real-estate ETFs
(2%), and mixed-asset ETFs (8%).°> Among
stock-index ETFs, the recent driving forces
of growth are thematic and active prod-
ucts.

Figure 3 shows the number of newly
listed ETFs on KRX, excluding bond-index
and other ETFs. In this figure, stock-index
ETFs are generally divided into two groups:
passive and active products. Passive prod-
ucts are designed to track a specific index
like an index fund and active products are
purposed to outperform the benchmark
index but they can be traded at a fair val-
ue in the exchange market. Passive ETFs
are then classified into four sub-categories:
broad-index, sector, smart-beta, and the-
matic ETF. Broad-index ETFs usually track
an index representing the stock market (or
major indices, such as KOSPI200, TOPIX,
and S&P500). Sector (industry) ETFs track
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Note: Percentage(x%) indicates the proportion of ETFs in fund market for each category. Blue(orange) bar exhibits the annual total NAV of ETFs and mutual funds (excluding ETFs),

respectively (unit: KRW trillion).

Source: DataGuide, Korea Financial Investment Association (KOFIA), KCMI
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an industry index in which the sector is
classified according to predefined crite-
ria. Smart-beta ETFs are a kind of strategic
ETF that tracks a basket portfolio based on
characteristics (e.g., factor models) of equi-
ty, for example, value, growth, momentum,
and low-volatility. Lastly, thematic ETFs
track a basket index composed of equities
related to a specific theme or trend. As
shown in Figure 3, most newly listed pas-
sive ETFs are thematic products. In 2021,
40 thematic ETFs were listed, which is 75%
of all new-listed passive equity ETFs and
44% of all newly listed ETFs in Korea. The
total NAV of thematic ETFs now accounts
for 17% (25%) among all (equity) ETFs in
Korea and their trading volume has grown
fast. On the other hand, the number of ac-
tive equity ETFs is rapidly increasing in the
Korean ETF markets. In the recent 2 years,
about 50 active equity ETFs are listed in
KRX and they constitute about 22% (32%)
of all (stock-index) newly listed ETFs as
shown in Figure 3.

Why are these kinds of ETFs growing
fast? At first, on the demand side, many
retail investors have been surging into the
stock market after the COVID-19 situation.
At the end of 2021, the number of retail in-
vestors exceeded 13 million, which is more
than double the number before COVID-19.
Young people, aged 30s or below, who are
more likely to prefer direct investment to
indirect products, now account for 40%
of investors.* Of course, ETFs are one of
the indirect investment products, but in-
vestors prefer to trade equities by them-
selves so they show a similar preference
for ETFs rather than other conventional
mutual funds. Furthermore, the growth
of retirement pension plans is one of the
key demand factors for the growth of
ETFs. The reserves of retirement pension
plans, such as Defined Contribution (DC)
and Individual Retirement Pension (IRP)
accounts which must be managed by ac-
count holders, keep growing.® In summary,
the expansion of the investor base is a ma-

Figure 3: New-listed Stock-index ETFs in Korea

jor macroeconomic factor in the growth of
ETFs in Korea.

Generally, retail investors or IRP ac-
count holders who want to invest in an ETF
face a selection problem. There are lots of
ETFs listed on KRX (more than 650 prod-
ucts), so their recognition or visibility in the
ETF universe is important. In terms of in-
vestors’ interests, thematic and active ETFs
have superior visibility compared to other
ETFs. To increase visibility, thematic or ac-
tive ETFs tend to use keywords to focus in-
vestors’ attention. The majority of thematic
and active ETFs have keywords to attract
investors’ attention, for instance, Renew-
able Energy, Korean Webtoon & Drama,
Golf, K-Game, K-POP, K-Food, Innovation,
CO2, Mobility, Metaverse, MZ-generation,
Platform, and Electrical Vehicle. One active
ETF has the keyword ‘K-Stock’ in its product
name. In the case of thematic ETFs, people
can easily understand which portfolio they
will invest in through the product name,
while in the case of active ETFs, the prod-
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uct names attempt to give investors the be-
lief that the ETF will outperform the stock
market. These attention-grabbing products
are related to competition among fund
managers (e.g., Ben-David et al,, 2021). If
investors do not recognize or understand
products (or underlying indices), it is hard
to gain their attention, such as smart-beta
ETFs in the Korean ETF market.

On the supply side, the leader advan-
tage exists in ETF supply markets. Theo-
retically, there are improvement effects in
liquidity and profitability (fees) for leader
funds (e.g., Khomyn et al.,, 2021).5 Since
the average expense ratio of ETFs is low
compared to conventional mutual funds,
it is difficult to compete in the ETF market.
Due to ETF characteristics, such as trans-
parency, it is also hard for fund managers
to exercise their discretion and managing
capabilities. Thus, there is an incentive for
product differentiation. Becoming a leader
could be a feasible strategy to compete in
the ETF market so follower suppliers are
more likely to target niche markets; spe-
cialized ETFs. Grounded on these reasons,
ETF suppliers would launch thematic and
active ETFs to differentiate their products
and attract investors’ attention.

Competition in the Korean ETF
market has accelerated since 2007. The
Herfindahl-Hirschman index for the ETF
supply market is close to 0.3, which means
that there are three groups that share the
market equally. In fact, there are two oli-
gopoly players in the Korean ETF market,
Samsung and Mirae Asset Management,
and their occupation was dominant. How-
ever, with the growth of thematic and ac-
tive ETFs, many new funds have entered
the ETF market. Samsung and Mirae’s pro-
portion of products has decreased. Overall,
the thematic and active ETFs have contrib-
uted to the diversification and variety of

products and suppliers in the Korean ETF
market.

Characteristics and
Future Challenges to
Thematic and Active

ETFs

Recent empirical evidence confirms that
those niche products have diversified the
ETF universe and offer a wide selection of
products to investors. According to analy-
ses by Kim (2022), thematic ETFs show a
low level of similarity to existing ETFs in
Korea’s market. By calculating cosine simi-
larity, Kim shows that thematic ETFs exhib-
it a higher heterogeneity (lower similarity)
to the existing ETF market than broad-in-
dex and smart-beta ETFs.” Sector ETFs also
have the lowest similarity because of their
industry-specific portfolio and the timing
of their introduction.

In addition to passive funds like the-
matic ETFs, active ETFs could contribute
to market heterogeneity. Fundamentally,
active ETFs are designed to outperform
the benchmark index, so they are likely to
hold a differentiated portfolio. Although
active ETFs might be subject to the manag-
ing skills of fund managers, we can expect
that the strategy is different from a simple
buy-and-hold index portfolio. Overall, the-
matic and active ETFs have contributed to
expanding the investment opportunity set
for ETF investors.

In addition to market differentia-
tion, the characteristics of thematic ETFs
are summarized in Table 1. First, themat-

Table 1: Characteristics of Passive Equity ETFs in Korea

Average Similarity (0-1)
Average Daily Turnover (%)
Average Price Disparity (bp)
Average Diversification Ratio

Average Market-to-book

0.76

13 1.1
29.0 25.5
1.99 1.63
1.89 2.16

ic ETFs are traded actively compared to
other passive ETFs. Since retail investors
are the main demand base in the Korean
ETF market, their interests are directly
associated with the trading activity. The-
matic ETFs have an average daily trad-
ing turnover rate of 3.0%, which is much
higher than other passive ETFs. Although
there is a variation in trading activity, the
price divergence is quite low because of
active trading. Basically, ETFs are different
from conventional mutual funds so the ex-
change-traded price could differ from the
NAV per share. To minimize the price dis-
parity, designated authorized participants
(APs) conduct arbitrage activity to reduce
the price gap between NAV and ETF prices.
When ETFs are liquid, arbitrage trading is
facilitated, resulting in small price dispari-
ty. Owing to the high liquidity of thematic
ETFs, the average price spreads are low
(16 basis point on average), which allows
investors to pay lower (implied) trading
costs.® Secondly, thematic ETFs offer a rel-
atively concentrated portfolio. The average
diversification ratio is somewhat lower
than that of typical passive ETFs, which
implies a lower level of portfolio diversi-
fication. Some thematic ETFs focusing on
a particular theme tend to include similar
equities within a portfolio, which poten-
tially exacerbates exposure to the idiosyn-
cratic risk of individual equities.

Lastly, thematic ETFs contain rela-
tively overvalued equities in their basket
portfolio. In terms of the average portfo-
lio-level market-to-book ratio, stocks in
thematic ETFs have a higher ratio (average
2.76), which implies either high growth op-
portunity or over-valuation. As Kim (2022)
points out in his analysis, thematic ETFs
in Korea have hardly achieved satisfying
post-listing performance. According to the
result®, thematic ETFs showed a cumu-

0.45 O 35

0.8 3.0
22.6 16.4
2.28 1.91
1.45 2.76

Note: This table reports the cross-sectional average characteristics of four classes of equity (passive) ETFs. Similarity is defined as cosine similarity (inner-product) between the ETF basket
and the market portfolio. It normally ranges from zero to one. The higher the similarity value, the more similar to the market portfolio ETF. Daily trading turnover is trading volume
divided by shares outstanding and the price disparity is the absolute value of the difference between ETF price and NAV per share divided by ETF price. The diversification ratio
is computed as the weighted average of the volatility of stocks in the ETF basket portfolio normalized by portfolio-level return volatility. Market-to-book ratio is the portfolio-level

summation of market value (market capitalization) divided by the sum of the book value of equity in the basket portfolio.

Source: KCMI
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lative excess return of -5.7% for one year
after listing, underperforming the stock
market in the period. The bottom 25 per-
centile of cumulative excess return stands
at -18.3%. As for other types of passive
equity ETFs, cumulative excess returns
averaged nearly 0%, not much different
from the market returns. One reason for
this phenomenon might be over-valuation
at the point of listing. Since thematic ETFs
involve stocks gaining great attention from
the market prior to listing, post-listing per-
formance is poor compared to other types
of passive ETFs. This is consistent with a
high market-to-book ratio and associated
with the attention-grabbing behavior of
ETF suppliers (Ben-David et al., 2021).

The return characteristics of active
equity ETFs listed on KRX are shown in
Figure 4. First, active equity ETFs achieve a
positive alpha compared to the benchmark
index, but the magnitude is not economi-
cally significant. As seen in the left-hand
panel of Figure 4, the average cumulative
excess returns were 2-3% per year. The ex-
cess returns are calculated as the cumula-
tive returns in excess of benchmarks’, and
only reported for 14-month periods within
a sufficient number of samples.

On the other hand, the return differ-
ence among ETFs is not large enough to
achieve a diversity of products, as shown
in the right-hand panel of Figure 4. The
monthly mean of the cross-sectional stan-
dard deviation of domestic (foreign) active
equity ETFs is 2.8% (3.2%). This implies
that those ETFs may not use different
portfolio strategies among each other.
Nonetheless, the positive side is that active
products have shown positive abnormal
returns, so more diverse active ETFs need
to belaunched to revitalize the Korean mu-
tual fund market.

Concluding Remarks

The rise of thematic ETFs and the intro-
duction of active ETFs are the key aspects
in the evolution of the Korean ETF market

recently. This trend is expected to contin-
ue for the time being. In the midst of such
changes, now is the time to consider how
to revitalize the mutual fund market in
Korea through ETFs. First, to diversify the
active ETFs in Korea, policymakers have
to consider relaxing the regulations. In
Korea, ETFs are basically regulated under
Korea Capital Market Act and the KRX rule,
and active ETFs are more tightly regulated
compared to those in overseas markets.
The most representative regulations are
correlation and transparency. Now the
correlation between the benchmark index
and an active ETF should be more than
0.7. If the correlation is below 0.7 in three
consecutive three months, the ETF could
be delisted. Also, all ETFs, including active
ETFs, should disclose their portfolio depos-
it file (PDF) every single day, which means
that their portfolio compositions are dis-
closed every day. Fundamentally, it is im-
portant to resolve the trade-off between
portfolio transparency and confidentiality
of a strategy. In the short term, policymak-
ers need to relax the correlation regulation
and discuss the possibility of non-trans-
parent active ETFs (delaying the portfolio
disclosure) in the medium and long term.

Figure 4: Return Characteristics of Active Equity ETFs
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Source: KCMI
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Furthermore, thematic ETFs obvi-
ously provide various kinds of passive
investment tools. However, due to inten-
sified competition and attention-grabbing
behavior, some thematic ETFs show poor
performance and high volatility. Compe-
tition in the ETF market might result in a
decrease in investor welfare. Since there is
a huge growth opportunity in the ETF mar-
ket, both product suppliers and investors
should consider long-term growth poten-
tial, which is not a myopic and short-term
strategy. The role of thematic ETFs is not
only diversifying the ETF universe but also
contributing to long-term value investing
through ETFs.

Notes

1 After the introduction, the compound an-
nual growth rate (CAGR) of the Korean ETF
market size is 32.7%, which is higher than
the 25.6% of global ETF markets. (source: ET-
FGIL.com)

2 For example, in the United States, not only
passive funds but also active funds are
growing together. The proportion of pas-
sive funds, especially ETFs, is increasing but
conventional mutual funds are also growing
with ETFs. (source: Morningstar)

3 Interms of total NAV (fund size), stock-index
ETFs account for about 75% of all ETFs, and
bond-index ETFs and other ETFs constitute

about 22% and 3%, respectively.

Before the COVID-19 pandemic, only 25% of
investors were aged 30s or below. (source:
Korea Securities Depository (KSD))

The reserves of DC and IRP are KRW76.5
and 46.5 trillion, respectively at the end of
2021. (source: Financial Supervisory Ser-
vice)

From the model of Khomyn et al. (2021),
equilibrium fees and trading turnover are
higher for the leader funds than for follower
funds.

See Figure 2 in Kim (2022).

For example, investors looking to buy (sell)
the ETF will trade the ETF at a value high-
er (lower) than its true value when the ETF
price is higher (lower) than its NAV per
share.

MINKI KIM

Research Fellow, Korea Capital Market Institute

9 See Figures 3 and 4 in Kim (2022).
10 The benchmarks are KOSPI and KOSPI200

indices for domestic ETFs and S&P500 and
NASDAQ100 indices for foreign products.
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MSMEs

Introduction—Small
Business Financing in
the Past

could not sleep after their college trip

to “Chokhi Dhani Village!”. Being
born and brought up in poor families, they
were intrigued by the idea of showcasing
a glimpse of culture and tradition by pre-
senting a puppet show. They thought of
starting a storytelling venture by using
katputli (dolls). Being a small venture, it
meant a meager investment of USD384
for taking a rented place, dolls, shamianas,
and seating arrangements. Both of them
immediately went to a known money lend-
er who liked their idea and immediately
lent them the money. Their weekly plays
were enjoyed both by kids and the elder-
ly alike and became the meeting ground
of families. As their audience expanded
through word of mouth, their demand
for shows increased and hence they again
went to the microfinance lender after 6
months. However, this time the money
lender reluctantly said no to them as they
wanted a loan of USD1,836.22 to buy a big-
ger setup where they could conduct more
shows which required investment in place,

I t was the year 2015. Ashok and Vinay

amenities and people. They were sure of
their entrepreneurial venture and did not
lose hope and decided to meet a commer-
cial bank manager in the nearby city of
Amritsar. They met the micro, small and
medium enterprises (MSMESs) branch head
who was also convinced of their interest-
ing venture but alas shook her head. The
smallest amount that she could lend was
USD12,239.97 which was also targeted for
MSMEs, not informal start-ups. Ashok and
Vinay felt dejected and looked at each oth-
er with gloomy eyes.

They had not even realized that
they had become victims of what has been
popularly known as the microfinance
graduate syndrome or the missing middle
syndrome. This refers to the lack of financ-
ing options for enterprises and start-ups
whose needs are sandwiched between the
typical loan sizes offered by microfinance
institutions and commercial banks. This
has been a common problem for millions
of fledging entrepreneurs in developing
countries.

Historically, MSMEs have had to fi-
nance their businesses largely through the
owners’ equity, since they could not easi-
ly access bank financing. The banks have
been risk-averse for their own structural
reasons. As a pre-condition for financing,
banks would usually expect the MSMEs
to bring in significant collateral, have a
healthy financial status, and comply with
restrictive conditions. As a result, the MS-
MEs suffered from lack of adequate and
affordable financing.

MSMEs in India

As of November 2022, India had approxi-
mately 12.2 million MSMEs, providing em-
ployment to over 110 million persons. This
sector contributed approximately 38% to
the country’s gross domestic product (GDP)
and drives 45% of the production and 40%
of exports. However, it receives only 16% of
bank financing.? The MSMEs Notification®
issued on 1st June, 2020 by the Government
of India defines micro, small, and medium
enterprises. For instance, a small enterprise
is one where investment in plant and ma-
chinery does not exceed INR100 million and
sales turnover does not exceed INR500 mil-
lion. These enterprises have gained signif-
icance due to their inclusive economic de-
velopment and hence are popularly known
as the growth driver of the economy. They
are widely dispersed geographically, locat-
ed in rural, urban, national or international
locations. The ease of access to financing is
important for the growth and sustainability
of any business. It is more so for small busi-
nesses. Hence, catering to their financing
needs is imperative for policymakers and
has the potential to make the Indian econ-
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omy far more inclusive and dynamic than
it is today.

Environmental, Social,
and Governance (ESG)
in India

The ESG framework in India is based on
a combination of laws and codes of gov-
ernance. The applicability of the laws de-
pends on the size of the firm. Large firms
are subject to more rigorous laws than
MSMES. One key regulation that was intro-
duced as a part of the Companies Act 2013
asks large firms to spend at least 2% of their
average net profits over the past 3 financial
years on corporate social responsibility
(CSR) initiatives. Firms also require permis-
sions from pollution control boards, and
environment and forest regulators (mostly
government agencies) before operating any
infrastructure project. Reporting require-
ments on ESG are mandated for large firms
by the Securities and Exchange Board of In-
dia (SEBI). A National Green Tribunal (NGT)
has been operating since 2010 with the
mandate to adjudicate on matters related to
environment protection. Firms in India are
also subject to laws relating to deployment
of labour and corporate governance.

The concern for ESG in India reflects
the increasingly global concern. On 10th
November 2022, the European Union (EU)
Parliament formally adopted the Corporate
Sustainability Reporting Directive (CSRD)
in a move to make businesses within the EU
and those that operate within the EU dis-
close information on their ESG credentials.
The regulation had, till now, covered only
large companies. However, listed MSMEs
will also now be covered by the Directive.

MSME:s in India are also increasingly
becoming a part of the larger framework
for adhering to high standards of ESG.
They recognise the need to adopt the best
practices with respect to ESG. This has been
brought out by a recent survey conducted
by DBS and Bloomberg Media Studios.* The
survey was conducted among MSMEs in 6
countries and regions, namely Singapore,
Hong Kong, India, Indonesia, Mainland
China, and Taiwan. As per the survey, 56%
of Indian MSMEs are directing their focus
towards employee well-being, and 40%
focus on diversity, equity and inclusion
(DE&I). Ninety-two percent of MSMEs be-

lieve that environmental issues concern-
ing pollution monitoring, climate change,
carbon footprint, and depletion of natural
resources are top priorities directly impact-
ing their businesses. Waste management is
also a key concern raised by 77% of MSMEs
in India compared to 62% overall in Asia.

Fintech—the Enabler

Even as MSMEs in India are working to-
wards achieving the high standards of
compliance on ESG, they have been fac-
ing financing constraints for a long time
(Thampy, 2010). These constraints are in
the nature of the cost of as well as speed
of access to funds. It is not easy for small
businesses to stay competitive as well as
sustainable in the face of a difficult financ-
ing environment.

However, in the last few years, the
potential for growth of Indian MSMEs
was boosted with the initiation of the Jan
Dhan-Aadhaar-Mobile (JAM) trinity by In-
dia’s Prime Minister Narendra Modi (Gov-
ernment of India, 2016). This government
scheme intends to utilise three modes of
identification of customers, based on their
Jan Dhan account, Aadhaar card and mo-
bile banking numbers, for implementing
one of the biggest reforms in indepen-
dent India. Jan Dhan accounts are bank
accounts that have, in the last few years,

been opened for the erstwhile unbanked
sections of the society. These accounts in-
tegrate the poor sections of society into
the mainstream banking infrastructure.
Furthermore, government subsidies di-
rected at specific persons or entities could
be deposited into these bank accounts by
way of direct transfers, thus eliminating
potential leakages. The problem of unique
identity proof was addressed by issuing an
Aadhaar Card® to all citizens. The Aadhaar
card contains a 12-digit unique individual
identification number which serves as the
proof of identity and address for all resi-
dents of India. Together, Aadhaar, helping
in direct biometric identification of dis-
advantaged citizens, and Jan Dhan bank
accounts and mobile phones, allowing di-
rect transfer of funds into their accounts,
enable an efficient and disintermediated
financing process. The trinity of JAM was
introduced to improve upon the previous-
ly inefficient and indirect subsidy schemes
(such as public distribution system and the
MGNREGA) directed at the poor residents.*

The JAM trinity facilitated adoption
of digital financial services which served
as the foundation of credit accessibility to
the unserved segments of the market (see
for instance Ghosh, 2017 for a detailed dis-
cussion on interlinkages of JAM with finan-
cial inclusion of MSMEs). Services on the
JAM platform provided transparency due
to its adaptability, multilingual options of
access and robust interface, leading to an
expansion of the consumer base. These
financial technologies, or fintech, refer to
software, mobile applications, and other
technologies created to improve and au-
tomate traditional forms of finance for
businesses and consumers alike (Figure 1).
These transformations could fundamen-

Figure 1: Benefits of Modern Technology for Borrowers
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Box 1: What is Big Data?

“Big data” includes both structured and unstructured data that require cost-effective and innovative forms
of information processing to produce acionable insights to aid decision making and automation.* Big data
is used to describe information generated by traditional business activities and extracted from new sources
such as electronic payments data from point-of-sale terminals, bank automated teller machines, mobile
network operators, utiliies, and social media (such as Facebook posts, Twitter tweets, and YouTube videos)
and geodemographic data. The analysis of these data points can identify hidden behavior patterns that could
be used to better anticipate future performance. Great advances are being made by analytic and processing
capabilities, spreading data-driven inteligence across new digital systems at lower transaction costs.

The amount of digital data, a large part of big data, is expected to double every two years through 2020*
fueled by the phenomenal intersection of and growth in mobile, cloud, big data, electronic payments, and
social media.® Itis estimated that by 2020, 80 percent of digital data will come from developing countries.®
Because much of the volume of big data is unstructured, the veracity of insights denved needs to be carefully
gauged. The data may also be rapidly changing—think about the number of electronic payment transactions
or Facebook and Twitter updates an active user might make in one day. The IBM Four \'s approach looks at
how volume, vanety, velocity, and veracity shape the use of big data (figure 3).

Figure 3: Four V's of Big Data
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Source: Trends and innovation in disruptive technology, World Bank Report, 2019
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tally change the financial landscape of the
nation so that end users could benefit from
competitive cost-effective options and fi-
nancial institutions could improve efficien-
cy through low operational cost.

India has the second fastest growth
rate of digital adoption amongst major
economies.” Digital financial services have
become a key driver of credit disburse-
ment via digital platforms. India’s fintech
adoption rate is 87%, as against the global
average of 64%, second only to China as per
the Ministry of Commerce, Government of
India. India has the potential to create over
USD1 trillion in economic value from the
digital economy, including services as per
the Ministry of Electronics and IT. India’s
fintech market shall reach about $160 bil-
lion by 2025 as per Finance Ministry esti-
mation. The IMF’s World Economic Outlook
suggests that India shall become a USD5
trillion economy by 2026-27. A large part of
this growth is attributed to the exponential
growth expected in digital infrastructure
for services, especially in the financial do-
main. The fintech-driven gig and platform

economy is helping India move towards
the USD5 trillion target as per the latest
National Institution for Transforming In-
dia (NITI) Aayog® (a government planning
organisation) report.

These digital services gave financial
assistance to the missing middle who were
denied access to finance as they were too
large for the self-help group and too small
for corporate banks. Use of QR-based tech-
nologies for payments could now create a
credit history and address the credit gap
problem, especially in rural areas. It can
assist small-scale industries in addressing
the credit gap problems and invoice trad-
ing which can resolve working capital and
cash flow problems due to delayed pay-
ments. These nascent technologies help in
developing unique and innovative models
which leverage Big Data, machine learn-
ing and alternative data (Box 1) to under-
write credit and develop credit scores for
customers with a limited structured credit
history. For instance, maintaining online
transaction records (unstructured data)
of small vendors may help them to obtain

Table 1: Regulatory Sandbox: Third Cohort on MSME Lending -Test Phase

credit without collateral from banks.

Take the example of pshloansin-
59minutes.com, a new-age digital lending
platform developed with the objective of
providing advanced technology-based fi-
nancial innovation and solutions. The plat-
form was born off the insight that MSMEs
found it hard to avail loans from formal
banking channels due to the tedious ap-
plication, documentation and verification
processes.’ Today, automated credit deci-
sion systems can help extract information
from documents. The platform’s chatbots
and artificial intelligence (AI)-based call
centres can assist in the filling of forms by
MSMEs (Table 1). Thus, powered by rigor-
ous innovation and technological advance-
ments, pshloansin59minutes.com was rec-
ognized as India’s largest lending platform
by Credit Suisse in March 2019. Combined
with passionately servicing customers, the
integration of Al and machine learning au-
tomates the lending process for borrowers
and lenders. Figure 1 illustrates how this
platform redefines the customer experi-
ence. Additionally, in 2021 Reserve Bank of

The Reserve Bank announced opening of the Third Cohort under Regulatory Sandbox vide Press release dated September 13, 2021 for MSME
Lending. The Reserve Bank received 22 applications of which eight entities have been selected for the ‘Test Phase’. The entities, as per details
below, commenced testing of their products in June 2022.

1 FInAGG Technologies Private Limited The product ‘Quick Cash Flow isa cash flow-based digital credit line to MSMEs via An-
chor led model through Co-lending.

. . . . The product ‘Finbox Embedded Finance’ is a digital credit API infrastructure using

2 LS IR AT 2 which any company can build contextual credit products for their MSME customers.

. . . The product ‘M1xchange Small-Small’ is a One-stop Plug and Play Small Seller to Small

3 L s AL U Buyer Factoring on TReDS focused on ‘MSME Lending'.

4 New Street Technologies Private Limited 'SI':cetC[))rroduct MiFiX' is a Blockchain Middleware that enables Co-lending for the MSME

. . . o The product ‘Pay By Rupifi’ provides MSMESs real-time access to working capital through

> RII VEE el el s S il e strong technology layer for data collection, data verification and risk calculation.

. . The product ‘GST Sahay’ is a FinTech application for Invoice Based Finance for small

6 Sl e S S P T G A businesses that is real time, contactless, cash flow-based and end-to-end digital.

7 SysArc Infomatix Private Limited The product ‘LENDperfect - Shishu M.udra provides end.to end STPJoumey for MSME
Mudra Loan from lead to disbursal without any manual intervention.

The product ‘Business Finance Manager’ integrates with MSME's accounting software,

banking ecosystem and uses its proprietary analytics engine empowering MSMEs with

insights on sales, cashflows, payables, receivables etc. and enables lenders to take data

driven decisions in order to provide contextual credit to MSMEs.

8 ZikZuk Technologies Private Limited

Source: RBI Press Release: 2022-2023/315
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India announced eight more digital lend-
ers are in the testing stage.

Credit facilitated by online plat-
forms is popularly known as “debt-based
alternative finance” (Wardrop et al., 2015)
or “fintech credit” (Claessens et al., 2018).
Lately, many technology companies have
entered this fintech credit business, based
on Big Data, either directly or in partner-
ship with financial institutions (BIS, 2019;
Stulz, 2019). These new age credit providers
utilize not only the existing 20% of data on
borrowers that can be easily read and an-
alysed by machine, structured data. They
also exploit the remaining unstructured
data to understand the personality and
psychographics of borrowers’ social media
profiles. Today, rapidly growing datasets
on structured transactions are easily com-
piled by capturing an applicant’s history of
electronic payments, e-commerce, pay-as-
you-go mobile telephone services and solar
panels. This objective information on cash
flow can be augmented with subjective be-
havioural information (for instance, what
types of products and services are used,

in what combinations, with whom, and at
what time period). While the transactional
and location data from borrowers’ mobile
devices could be structured, browsing pat-
terns and social media profiles could give
an indication of their unstructured data.
Finally, digital payments can reveal infor-
mation about owners’ identity, financial
health, habits, relationships, and even their
personality which can help in judging the
creditworthiness of individuals and legal
entities. Box 1 suggests how Big Data helps
these new age lenders lend seamlessly.

Conclusion

|
MSMEs have for long suffered from a lack

of adequate volume and mix of financing.
Also they are under heightened pressure
from various stakeholders to comply with
ESG norms. As a result of these twin chal-
lenges, MSMEs face an increasing pressure
in the short term on their costs and com-
petitive viability. In the face of this, the
emergence of fintech-based lending com-
panies has been a great help to the MSMEs.
Fintech companies bring superior techno-
logical efficiency and risk-taking ability
and thus are able to provide financing to
MSME:s in a faster and more economical
manner. This is a win-win situation for
both MSMEs and fintech companies. At
the same time, policymakers and regula-
tors would do well to keep a watch for the
emergence of systemic risks associated
with the emergence of fintech credit plat-
forms and evaluate the costs and benefits
of one of the most significant emerging
parts of the economic system.

ESG and Fintech-the Enablers for Indian MSMEs | 27



INDIA

Notes

1 Chokhi Dhani Group, which literally means
“fine hamlet,” is a Rajasthani-village-themed
hospitality brand, which was conceptual-
ised in 1990, with the notion to promote the
heritage and culture indigenous to Rajas-
than and India. Accessed from http://chokh-
idhani.com

2 https://www.ibef.org/industry/msme#:~:text
=As%20per%20data%20from%20the,Udyog
%?20Aadhaar%20Memorandum%%?20(UAM
https://www.ibef.org/blogs/india-s-msme-sec
tor

3 https://msme.gov.in/sites/default/filess/MSME
_gazette_of_india.pdf

4 https://www.livemint.com/money/personal-
finance/92-of-indian-smes-focused-on-ado
pting-esg-measures-survey-11668408896767
.html

5 https://uidai.gov.in/en/

6 hittps://pib.gov.in/newsite/PrintRelease.aspx
?relid=191189

7 https://pib.gov.in/PressReleaselframePage.

ARUNIMA HALDAR

aspx?PRID=1565669

8 “NITI Aayog is developing as a state-of-the-
art resource centre with the knowledge and
skills to act with speed, promote research and
innovation, provide strategic policy vision
for the government, and deal with contingent
issues.” Accessed from https://www.niti.gov.
in/objectives-and-features

9 https://www.infosys.com/industries/finan

cial-services/white-papers/Documents/bank
s-change-game-SME.pdf
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Introduction

amily business groups (FBGs) are
commonplace around the world,

especially in developing economies
such as Thailand, India, Mexico, and many
more. Unlike freestanding firms prevalent
in the United States and other developed
economies, FBGs contain several legally
independent firms connected through a
chain of control or significant ownership,
all ultimately controlled by a single busi-
ness family or tycoon. With control over
many different firms, often in different in-
dustries, an FBG can instruct firms under
its control to transact with one another, ef-
fectively creating a so-called “internal cap-
ital market” within its group. To illustrate
the dominance of this form of organiza-
tion, Masulis, Pham, and Zein (2011) show
that, around the world, FBGs control an av-
erage of 21% of their country’s total market
capitalization. Moreover, they wield more
corporate control in countries with lower
GDP per capita such as Thailand and Indo-
nesia whose FBGs control over 45% of their
total market capitalization.

The economic importance of FBGs

naturally leads to a growing body of lit-
erature that attempts to explain their ex-
istence. One of the most widely accepted
explanations is that business groups exist
to overcome high market frictions in an
early stage of economic development (Dau,
Morck, and Yeung, 2021; Morck, Wolfen-
zon, and Yeung, 2005; Khanna and Yafeh,
2007). Economies in such stage suffer from
underdeveloped financial institutions and
dysfunctional legal systems, making arms’-
length transactions between two indepen-
dent firms very costly. This results in a clas-
sic hold-up problem in which an economic
agent expects its profits to be ripped off by
another agent who is the sole provider of
its capital. For example, suppose there is
only one company that produces concrete
in the economy. A construction company
may expect that, when it becomes profit-
able, the concrete company will increase
prices of its supplies, effectively taking
away the future profits the construction
company would make. Anticipating this
predicament, the construction company
will not undertake its potential invest-
ments. A wide-spread hold-up problem
can therefore stall economic growth. Busi-
ness groups, however, can circumvent this
problem. They can reduce such transac-
tion costs by instructing firms under their
control not to cheat one another. Due to
their lower transaction costs, they can un-
dertake value-enhancing investments that
would otherwise be considered worthless
by freestanding firms. These advantages
of business groups allow them to efficient-
ly allocate resources within the economy,

thus propelling economic growth.

Despite their advantages, FBGs may
no longer be able to allocate resources ef-
ficiently when they grow too large. Dau et
al. (2021) argue that larger business groups
have greater hierarchy transaction costs.
In particular, first, the controlling family
may have problems gathering information
necessary for efficient resource allocation.
Second, they may also find it difficult to
align the interests of the managements
from different parts of the group such that
the group’s value is maximized. Finally, the
controlling family itself may have interests,
such as preserving family control, that do
not necessarily maximize the group’s val-
ue. Since large FBGs are arguably ineffi-
cient, their existence is consistent with the
assertion that they exist to preserve con-
trol of the founding families (Masulis et al.,
2011; Bertrand, Mehta, and Mullainathan,
2002; Johnson, La Porta, de Silanes, and
Shleifer, 2000).

In this paper, I provide empirical
evidence consistent with the above hy-
pothesis: FBGs are necessary for efficient
resource allocation in developing econo-
mies, but they become inefficient when
they grow too large. I employ the recent
COVID crisis in Thailand as an exogenous
increase! in market frictions and observe
the stock performance and other outcomes
of firms affiliated with FBGs in comparison
with their similar non-FBG counterparts.
Note that non-FBG firms include state-con-
trolled firms, freestanding firms that are
controlled by families, multinational cor-
porations, and those without controlling
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shareholders.

To begin my analysis, I illustrate the
impact of the COVID crisis on Thailand’s
private sector in Figure 1 which plots prof-
itability, investment, and leverage levels of
all Thai listed firms around the COVID cri-
sis. Each point and its attached bar repre-
sent a mean and its 95% confidence inter-
val, respectively. To attenuate the effects of
outliers, all variables are winsorized at the
1stand 99* percentiles. The top left graph of
Figure 1 shows the trend of firm profitabil-
ity as measured by return on assets (ROA).
Firm profitability drops sharply from 2019
to 2020 when the COVID crisis takes place,
although it seems to recover in 2021. The
bottom left graph reveals that, unlike prof-
itability, firm investment, as measured by
capital expenditure over total assets, falls
dramatically in 2020 and does not recov-
er its pre-COVID levels in 2021. Because of
the unexpected lower profitability, firms
can no longer fund their operations using
retained earnings; thus, they opt to do so
using leverage instead. The top and bottom
right graphs of Figure 1 show that firms
drastically increase their long-term debt

levels in 2020. Short-term debt levels, on
the other hand, decrease in the same year.

What are the sources of inefficiency
of these large FBGs? In an attempt to an-
swer this question, I compare the financing
and spending of FBG affiliates with those
of similar non-FBG firms. I find that firms
affiliated with large FBGs receive more
short-term and long-term debt financing
after the COVID crisis occurs than their
similar non-FBG peers do. With more ac-
cess to financing, they maintain their div-
idend payout which is an important mode
of compensation for the controlling family,
while their similar non-FBG peers cut the
payout. Moreover, their valuations (mea-
sured by Tobin’s q) decrease more than
those of their non-FBG peers, suggesting
that they undertake value-destroying in-
vestments during the crisis. Interestingly,
on the other hand, firms affiliated with
small FBGs do not exhibit these patterns.
Compared to their non-FBG peers, they re-
ceive comparable debt financing, cut their
dividends, but are able to undertake more
value-enhancing investment.

The results in this paper are useful in

that they provide systematic evidence that
FBGs are still important drivers of growth
in developing economies such as Thailand.
This is because they can overcome high
market frictions with their internal cap-
ital markets, allowing them to efficiently
allocate resources within the economy. In
addition, this paper shows that some FBGs
may be too large and thus inefficient due
to their high hierarchy transaction costs.
Therefore, the existence of some large
FBGs in Thailand might be consistent with
the hypothesis that FBGs exist to preserve
control of the founding families. Finally,
the results suggest that, in times of crisis, in-
vesting in firms affiliated with small FBGs
yields significant gains, while investing in
those affiliated with large FBGs yields sig-
nificant losses.

The rest of this paper is organized
as follows. Data Section describes the pro-
cess of constructing ownership structure
data for Thai listed firms as well as other
variables. Methodology Section explains
the empirical methodology. Main Findings
Section reports the main findings. Finally,
Conclusion Section concludes.

Figure 1: Profitability, Investment, and Leverage Levels of Thai Listed Firms in 2016-2021
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Note: The sample includes all Thai listed firms in the period from 2016 to 2021. Each point and its attached bar represent a mean and its 95% confidence interval, respectively. Each
variable is winsorized at the 1st and 99th percentiles to attenuate the effects of outliers.

Source: Author’s calculation
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Data

In this section, I describe the process of
constructing the datasets used in this pa-
per. Comparing firms affiliated with FBGs
to non-FBG firms around the COVID crisis
requires two datasets, namely, ownership
structures of all Thai listed firms and their
associated financial statement variables.
As in Bordeerath (2022), I start with
all publicly listed firms in Thailand that
exist in 2019, one year prior to the COVID
crisis in 2020. To identify the ultimate
controlling shareholder of each firm, I
rely on the comprehensive data on major
shareholders from the Stock Exchange of
Thailand. Because the pandemic starts in
February 2020, the information on major
shareholders used is as of the month clos-
est to but before February 2020. With this
information, I follow Masulis et al. (2011)
and identify the ultimate controlling share-
holder using the following steps. First, be-
cause major shareholders can be several

members from the same family or a com-
pany ultimately controlled by the family,
I aggregate ownership of individuals or
companies from the same family into fam-
ily ownership. Note that, in this step, the ul-
timate controlling shareholder is not nec-
essarily family, it can also be government,
foreign firms, or nonexistent because the
firm has dispersed ownership. Second, I
classify a family, government or firm as the
ultimate controlling shareholder if it has
the largest ownership share and controls
atleast 20% of voting rights. The minimum
voting rights cut-off is down to 10% if the
family member is also a CEO or chair-
man. Third, if at least two descendants of
the founding family hold positions at the
board of directors, the founding family is
classified as the ultimate controlling share-
holder regardless of its voting rights. Final-
ly, once the ultimate controlling sharehold-
er is identified, I classify a firm as affiliated
with an FBG if its ultimate controlling fami-
ly controls at least two publicly listed firms.

Table 1 shows the ten largest FBGs
by market capitalization in Thailand, in
which group market capitalization is cal-
culated as the summation of market values
of all firms under the family’s control. As
with several other developing countries,
the control of Thailand’s corporate sector
is concentrated in a few business fami-
lies. Strikingly, only ten families control

Table 1: Ten Largest FBGs in Thailand by Market Capitalization

Famil Group Market Cap
y (% Total Market Cap)

approximately 38% of the country’s total
market capitalization.

Next, I obtain the data on stock re-
turns and other financial statement vari-
ables from the Worldscope database in
Datastream. Stock returns are computed
based on Datastream’s total return in-
dexes which account for dividends and
other types of payout. Following are the
variables describing firm characteristics
and their associated Datastream designa-
tions. TotalAst is total assets in THB billion
(Datastream designation: WC02999). Age
is the number of years after incorpora-
tion (WC18273). Market/Book is market
value of equity over book value of equity
(WC08001/(WC05491 = WC05301)). ROA
is return on assets defined as net income
over total assets (WC08376). Sales Growth
is current year’s sales divided by last year’s
sales minus one (WC01001). Collateral is
property, plant and equipment divided by
total assets (WC02501/WC02999). Lever-
age is total debt divided by total assets
(WC03255/W(C02999). Each variable is an
average of its values in 2018 and 2019, two
years before the pandemic. After obtaining
the data on firm characteristics, I merge
them with the ownership structure data.

Using the merged data above, I com-
pare firms affiliated with FBGs with the
rest of the market before the COVID crisis.
In an unreported test, the data observed in

Chearavanont CP (Charoen Pokphand Group) 8.445
Ratanavadi GULF (Gulf Energy Development) 5.928
The Royal Family SCB (Siam Commercial Bank) and SCG (Siam Cement Group) 5.355
Prasattongosoth Bangkok Airways and Bangkok Dusit Medical Services 3.475
Sirivadhanabhakdi TCC (Thai Charoen Corporation Group), Fraser & Neave, and ThaiBeverage* 2.658
Asavabhokhin Land and Houses 2.651
Chirathivat Central Group 2.466
Lamsam Kasikorn Bank 2.270
Sophonpanich Bangkok Bank 2.265
Kanjanapas BTS Group and Bangkok Land 2.114
Total 37.627

Note: *This firm is listed on Singapore’s stock exchange and is therefore excluded in the sample. All data are as of the end of 2019, immediately before the COVID crisis started.

Source: Data are from Bordeerath (2022).
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Thailand are consistent with the literature
on FBGs. That is, FBG firms are significantly
larger and more leveraged than the rest of
the market. Moreover, they are, on average,
older, have higher market-to-book ratio and
collateral but lower profitability, although
these differences are not statistically signif-
icant. The following section describes the
empirical methodology, i.e., how I estimate
the impact of affiliation with an FBG during
the crisis. Non-technical readers may skip
this section without loss of continuity.

Methodology

To estimate the impact of affiliation with
an FBG, one may simply compare the out-
comes of FBG firms with those of non-FBG
firms. This straightforward comparison,
however, can pose a problem when inter-
preting the results. This is because firms in
these two groups are systematically differ-
ent, at least in terms of size and leverage
as described in Data Section. To illustrate
this problem, suppose FBG stocks outper-
form the rest of the market during the
pandemic. One may argue that this is not
a result of being affiliated with FBGs, but
rather a result of having more assets which
allow them to better survive the pandemic.
Therefore, one cannot conclusively attri-
bute such outperformance of FBG stocks to
their affiliation with FBGs.

To alleviate this problem, I compare
FBG firms with their similar non-FBG
counterparts. To find these similar firms, I
use the following propensity score match-
ing algorithm. To begin with, I estimate the
following logit model:

FBG; =a + 1 log (1+age); + B2 Collaterali +
BsMarket/Booki + 34, ROAi + B5SalesGrowthi +
Bslog (TotalAst); +IndustryFE +&; 1)

where FBG; is an indicator variable
equal to one if firm i is affiliated with a
family business group, and zero otherwise;
IndustryFE indicates industry fixed effects
which follow the two-digit Standard Indus-
trial Classification (SIC); and ¢ is an error
term. All other variables are defined in
Data Section. Once the parameters in Equa-
tion (1) are estimated, the propensity score

for each firm is computed as the predicted
probability of being affiliated with an FBG.
A non-FBG firm i is said to be similar to an
FBG firm j if both are in the same two-dig-
it SIC industry and the absolute difference
between their propensity scores is smallest
among the pairs between firm j and all oth-
er firms in the same industry.

With the above algorithm, each FBG
firm in the sample is matched with a non-
FBG firm that is comparable in terms of
age, collateral, market-to-book ratio, ROA,
sales growth, total assets and is from the
same industry. Therefore, the concern that
these factors are driving the results is miti-
gated. To illustrate the effectiveness of this
algorithm, I compare FBG firms with their
matched non-FBG firms. In an unreported
test, the observable characteristics of both
groups are no longer significantly differ-
ent, suggesting that they are comparable
along these dimensions.

In addition to the above controls, I
also account for time-invariant unobserv-
able differences between FBG and non-
FBG firms that can explain their outcomes
during the COVID crisis. These differenc-
es may include, for example, FBG firms
having more capable CEOs than non-FBG
firms because the former have more re-
sources than the latter. To control for these
fixed unobservable factors, I compare the
change in outcome variables rather than
their levels. Doing so differences out these
fixed unobservable factors, thus allowing
us to more accurately estimate the impact
of affiliation with an FBG.

Main Findings

Do FBGs allocate resources efficiently?

The efficiency of resource allocation
by FBGs depends on their size. Small FBGs
benefit from their internal capital mar-
kets. They can efficiently allocate resourc-
es within their groups to overcome mar-
ket frictions that often prove too high for
standalone firms in emerging economies.
However, such benefit can be compro-
mised when FBGs grow too large and thus
suffer from high hierarchy transaction
costs. That is, gathering information nec-
essary for efficient resource allocation be-
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comes difficult due to the bureaucracy in a
large organization. Aligning interests of the
management from different parts of the
group is also considerably more challeng-
ing than doing so in a small group. Last-
ly, the family behind the business group
themselves may have an objective, such as
preserving their control, that does not nec-
essarily maximize their group’s value.

To test the above hypothesis, I split
the sample of all Thai listed firms into
four quartiles by the total market capital-
ization of the business group with which
they affiliate. If a firm is standalone, i.e.,
not affiliated with any group or state-con-
trolled, its group’s total market cap equals
its own market cap. I define large FBGs as
those whose total market caps are in the
top (fourth) quartile, and small FBGs as
those in the bottom three quartiles.? Each
FBG firm is then matched with its similar
non-FBG counterpart using the algorithm
proposed in Methodology Section. Figure 2
below compares the stock performance of
FBG firms with that of their matches after
the end of February 2020 when the COVID
crisis started.

The three bar charts in the upper
part of Figure 2 compare the stock perfor-
mance of small FBG firms with their non-
FBG counterparts as well as the market
whose returns are from Datastream’s total
market index of Thailand. Using the end
of February 2020 as a base date, stocks of
firms affiliated with small FBGs significant-
ly outperform both their non-FBG peers
and the market. In particular, over the
next 12 months (also 18 and 24 months),
they outperform their peers by 13.7%
(34.5% and 44.8%) and outperform the
market by 14.9% (56.0% and 80.3%). These
differences are also statistically significant
at 5% level or better. In contrast to small
FBG firms, those affiliated with large FBGs
underperform both their non-FBG peers
and the market. The three bar charts in the
lower part of Figure 2 show that, over the
next 12 months (also 18 and 24 months),
large FBG firms underperform their non-
FBG peers by 10.9% (29.0% and 35.9%) and
the market by 11.5% (6.65% and 0.55%).
The stock return differences between large
FBG firms and their non-FBG peers are also
statistically significant at 5% level.

Overall, the above results suggest
that being affiliated with a small FBG adds
significant value to the firm during the
COVID crisis, likely because of the bene-
fits of the FBG’s internal capital market.
However, being affiliated with a large FBG
curtails such benefits and the firm value,
because of the large FBG’s high hierarchy
transaction costs.



Financing and spending of FBGs during
the pandemic

This subsection explores other ad-
vantages and disadvantages of being affil-
iated with an FBG. Specifically, I examine
how FBG firms finance themselves and
spend their funds during the COVID cri-
sis, as compared to non-FBG firms. Table
2 shows the comparison. The outcome
variables considered here are: a) change in
short-term debt over total assets (AStDebt/
TotalAst); b) change in long-term debt over
total assets (ALtDebt/Total Ast); c) relative
change in dividend payout (Alog(1 + Div-
idend)); and d) change in firm valuation
(ATobinsQ). Change is calculated as the
value in 2020 (the pandemic year) minus
the value in 2019. As in the previous sub-
section, I split the sample by FBG size. The
results for small FBGs are reported in Pan-
el A, Table 2, and those for large FBGs in
Panel B.

During the pandemic, firms incur

losses due to the sudden drop in demand.
To sustain their operations, they must raise
capital from the market. Firms affiliated
with FBGs have an advantage in that their
collateral comes not only from their own
assets, but also from the assets of other
firms in the same group. Thus, being affili-
ated with an FBG should give more access
to debt than other freestanding firms. Con-
sistent with this argument, Panel A in Table
2 reports that small FBG affiliates increase
their short-term leverage by 2.4 percentage
points (ppt),® while their non-FBG peers
increase it by 0.6 ppt. This result suggests
that an affiliation with a small FBG increas-
es access to short-term debt financing by
1.8 ppt (2.4 minus 0.6). However, it does
not affect long-term debt financing. On the
other hand, Panel B, Table 2 shows that an
affiliation with a large FBG significantly
increases access to both short-term and
long-term financing during the crisis by 2.0
ppt and 2.2 ppt, respectively. This might be
because, in addition to having more tan-

gible assets as collateral, large FBGs often
have strong political connection, which
makes them more likely to be bailed out
by the government (Faccio, Masulis, and
McConnell, 2006). Anticipating this bailout,
the market is willing to provide large FBGs
with low cost of debt, which in turn allows
large FBGs to be more leveraged.

With more access to debt financing,
how do FBGs spend their funds during the
crisis? I first examine their dividend pay-
ment as this is one of the main channels
through which an FBG spends its cash as
compensation for its controlling family.
Because some firms pay no dividends and
we are also comparing firms of different
sizes, I measure a relative change in div-
idend as Alog(1 + Dividend) = log(1 + Divi-
dendzozo) - 1og(1 + Dividendzo9). In Panel A,
Table 2, Alog(1+ Dividend) for both small
FBG affiliates and their non-FBG peers are
significantly negative, suggesting that both
cut their dividends and that, as a result, the
controlling families of small FBGs receive

Figure 2: Stock Performance of Family Business Group Affiliates vs Non-FBG Matches
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matches are statistically significant at 5% or better in all cases. Numbers in brackets are sample sizes.

Source: Author’s calculation
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less compensation in the crisis period. In
contrast, Panel B shows that Alog(1 + Div-
idend) for large FBGs is not significantly
different from zero, suggesting that large
FBG affiliates maintain their dividends
and that the controlling families do not
receive less compensation even in times
of crisis. This stands in contrast to their
non-FBG peers whose Alog(1 + Dividend) is
significantly negative, indicating that these
firms decrease their dividends during the
pandemic.

Next, I analyze how efficiently FBGs
invest when they are hit by the pandem-
ic. To measure the investment efficiency;,
I argue that a firm’s valuation ought to be
high relative to its total assets if it invests
efficiently. Thus, I measure a firm’s invest-
ment efficiency using Tobin’s q ratio. Ideal-
ly, Tobin’s q is the market value of the firm
divided by its replacement cost, i.e., the
total value of assets had they been sold to
the market piece by piece. If the manage-
ment invests in value-enhancing projects,
Tobin’s ¢ ought to be high, and vice versa.
Measuring the true Tobin’s q is very chal-
lenging, however. Two of the many rea-
sons are that the market value of debt does
not reflect on the bond price because debt
isnot often traded and also that the true re-
placement cost is unobservable. Therefore,
I follow Croci, Doukas, and Gonenc (2011)
and define Tobin’s g as total assets minus
book value of equity plus market value of
equity all divided by total assets. Panel A,
Table 2 reveals that Tobin’s q of firms af-
filiated with small FBGs increases signifi-
cantly more than that of their non-FBG
counterparts, by 10.4 ppt. This suggests

that affiliation with a small FBG increases
firm valuation during the crisis, reflecting
the benefits of an internal capital market.
Panel B paints a different picture. Firms
affiliated with large FBGs, on average, see
their valuation decrease by 16.9 ppt as
compared to their non-FBG counterparts.
This result indicates that large FBGs may
have considerable hierarchy transaction
costs, which melt away the benefits of their
internal capital markets.

Collectively, the results in this sub-
section suggest that despite more access
to debt financing during the COVID crisis,
large FBGs invest inefficiently and spend
their cash maintaining dividends which
act as compensation for the controlling
families. In contrast, small FBGs utilize
their internal capital markets and invest
efficiently, thus seeing their valuation sig-
nificantly increase.

Conclusion

Developing economies like Thailand are
plagued with significant market frictions
which stem from underdeveloped financial
markets and dysfunctional legal systems. A
group of firms ultimately controlled by a
single business family or tycoon can miti-

Table 2: Financing and Spending of FBGs during the COVID Crisis

gate such problems. Particularly, firms un-
der the family’s control can be instructed
to transact with one another with lower
costs, effectively creating an internal capi-
tal market. However, as the business group
grows large, it can become inefficient due
to its high hierarchy transaction costs and
thus might exist to preserve control of the
founding family.

This paper provides empirical evi-
dence consistent with the argument above.
I find that, in the presence of heightened
market frictions due to the COVID crisis,
firms affiliated with small FBGs signifi-
cantly see their stocks outperform those of
their similar non-FBG peers, reflecting the
benefits of internal capital markets. More-
over, they decrease their dividends and
invest efficiently during the crisis. In con-
trast, firms affiliated with large FBGs, un-
derperform their non-FBG counterparts,
likely because of greater hierarchy trans-
action costs that outweigh the benefits of
their internal capital markets. Additionally,
they maintain their dividend payment and
invest inefficiently.

Overall, the findings in this paper
suggest that internal capital markets are
necessary for the growth of Thailand’s
economy. They also raise the possibility
that some business groups in Thailand
might be too large and thus are inefficient
at allocating resources.
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Mean p-Value Mean p-Value Mean p-Value
AlLtDebt/TotalAst 125 01024 0.004 125 0.006 0.464 0.018* 0.088
AStDebt/TotalAst 122 -0.004 0.682 122 0.002 0.818 -0.006 0.635
Alog(1+Dividend) 150 -0.974%** 0.006 150 -1.088*** 0.002 0.114 0.812
ATobinsQ 150 0.076*** 0.003 150 -0.028 0433 0.104** 0.019
AlLtDebt/TotalAst 116 OI0S5EES 0.000 116 0.015%* 0.035 0.020** 0.039
AStDebt/TotalAst 109 @015 0.027 109 -0.003 0.606 0.022** 0.034
Alog(1+Dividend) 135 0.437 0.175 135 -1.245%%* 0.000 1.682%** 0.000
ATobinsQ 134 -0.159%** 0.000 134 0.010 0.795 -0.169%** 0.001

Note: This table compares changes in debt levels, dividend, and Tobin's q of FBG firms with their similar non-FBG counterparts. Change is calculated as the value at the end of 2020
(the COVID crisis year) minus that at the end of 2019. Number of observations varies due to data availability of each variable. p-Values are probability levels of rejecting the null
hypothesis of zero means. ***, **and* indicate statistical significance at 1%, 5%, and 10% levels, respectively.

Source: Author’s calculation
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Notes

1 An increase caused by nature, not by other
factors that may be able to explain the re-
sults.

2 The results remain robust when I split the
sample into three terciles instead of four

quartiles.

3 Percentage point is a difference between
two percentages.
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sidiaries in Japan and overseas. The
Foundation aims to support a dynamic
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The World Economy program sup-
ports research, conferences, and publi-
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together with experts from the Brook-
ings Institution (US), Chatham House
(UK), the Development Research Center
of the State Council (China), and Bruegel
(Belgium) as well as Nomura Securities
and Nomura Institute of Capital Mar-
kets Research to share research on such
topics as monetary and financial institu-
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In the area of capital markets, the
Foundation has organized conferences
and roundtable discussions in conjunc-
tion with the Brookings Institution, the
Wharton School, the Development Re-
search Center of the State Council (Chi-
na), China’s Center for International
Knowledge on Development and Nomu-
ra Institute of Capital Markets Research.
It has also provided financial backing
for several conference volumes pub-
lished by the Brookings Institution, Cap-
ital Markets in India published by Sage,
Inc.,, and the quarterly Japanese-lan-
guage journal Chinese Capital Markets
Research.

Research papers and presenta-

tions prepared for conferences and the
content of print publications are avail-
able on the Foundation’s website http://
nomurafoundation.or.jp/en.

With the expanding importance
of Asia in the 21% century global econo-
my, the Foundation has been increasing
its support of intellectual interactions
among experts at think tanks, univer-
sities and government agencies in the
region. As part of this effort and recog-
nizing the importance of capital market
development in promoting economic
growth and prosperity in Asian coun-
tries, the Foundation started publishing
Nomura Journal of Asian Capital Markets
in 2016.

Lord Mervyn King at the 2015 Forum

Chinese Capital Markets Research

2015 voi5-4 Winter

n maa SHEAIMBRN
5 REMEIRASFHME

smwanaax
HEFATHOMHNDEOY
REEI £ BBAO YRS DIRREREOH T

NOMURA

Cover of Chinese Capital Markets Research

FINANCIAL
RESTRUCTURING
TO SUSTAIN

/' RECOVERY

Martin Neil Baily, Richard J. Herring, and Yuta Seki
Edijtors

Cover of Financial Restructuring to Sustain
Recovery

Introducing Nomura Foundation | 37



Introducing Nomura Institute of

Capital Markets Research

ez SHARDSHRER

NOMURA

Cover of Nomura Capital Markets Quarterly

2023 vol4-1 Winter

2023 MEE
BB LB 7
SFEGAESSHE

ILIITEONE

NOMURA

Cover of Nomura Sustainability Quarterly

Nomura Institute of Capital Markets Re-
search (NICMR) was established in April
2004 as a subsidiary of Nomura Holdings
to build on a tradition begun in 1965 of
studying financial and capital markets as
well as financial systems, structure, and
trends. NICMR develops original research
and policy proposals by specialists based
upon knowledge of actual business prac-
tice.

NICMR publishes some of its re-
search output in Japanese in Nomura Cap-
ital Markets Quarterly as well as Nomura
Sustainability Quarterly, and posts some
items in Japanese, English, and Chinese
on its website.

NICMR’s core mission is to contrib-
ute to reform of Japan’s financial system
and securities market in order to foster
establishment of a market-structured fi-
nancial system. Structural changes, par-
ticularly population aging, are having a
major impact on Japan’s economy and
society. Addressing the challenges created
by these changes calls for reforming social
security, tax, and public finance systems.
One of Japan’s most valuable resources
is the JPY2,000 trillion in financial assets
held by households. Establishing a mar-
ket mechanism-driven money-flow that
makes efficient, effective use of these as-
sets is critical to the country’s future.

NICMR’s research focus extends
well beyond Japan to encompass cur-
rent issues in capital markets around the
world. In addition to research offices in
New York, London and Beijing, NICMR
established a research office in Singapore
in 2015 to strengthen its Asian research
platform.

The continued growth of Asian
economies including China is generating
huge funding needs for infrastructure
and creating an urgent need for indirect
financing systems and robust capital mar-

kets in the region. Promoting the devel-
opment of Asian capital markets is a key
for the future of Asian financial systems
and economies. Moreover, it is important
that Asian perspectives and regional dif-
ferences are recognized in the post-glob-
al financial crisis environment of closer
cooperation among financial regulators
making rules and global standards.

NICMR’s recommendations for de-
veloping financial and capital markets
in Asia are based on analyses of past ex-
perience in developed economies. In
particular, Japan offers useful lessons on
the importance of direct finance for sup-
porting new businesses and of investment
services to cater to the needs of a growing
middle class.

NICMR has also been working to
strengthen its sustainability initiatives.
To this end, it established the Nomura Re-
search Center of Sustainability in Decem-
ber 2019. This research center focuses
on objective and practical research into
areas of sustainability closely related to
the financial and capital markets in major
regions including Asia.

As a member of the Nomura Group,
a global financial group based in Asia,
NICMR strives to contribute to the devel-
opment of financial and capital markets
in Japan and the rest of Asia through fun-
damental research and experience-based
policy recommendations.
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