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Figure 1: Market Size of Korean ETF Market
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he Korean exchange traded fund
(ETF) market has shown steady .
growth over 20 years and a re-

markable performance in the recent 5 to
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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tual fund market in the 2000s. Above all, I
the grOWth trend of conventional mutual Note: NAV is the total NAV of ETFs listed in the Korean Exchange (Left-hand side, unit: KRW trillion) and blue line
funds and the ETF market in Korea is dif- indicates the number of ETFs (ETFs).

ferent from other developed countries. The Source: DataGuide, Korea Capital Market Institute (KCMI)
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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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Note: This figure shows the annual number of newly listed stock-index ETFs in Korea (including synthetic and derivative products). Stock-index ETFs are classified into passive ETFs and
active products, and passive ETFs include broad-index, sector, smart-beta, and thematic ETFs.

Source: KCMI
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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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Note: The left-hand panel shows the average (median) monthly cumulative excess returns of active equity ETFs after listing (Month 0: M0). The right-hand panel exhibits the cross-section-
al difference of ETFs' raw returns for each month. The difference is calculated as a standard deviation (solid line) and the difference between 75p and 25p (dashed line).

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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