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< Abstract >

Characteristics and Returns of Alternative Investment
Funds in Korea

Investors show increasing interest in  alternative
investments amid the low interest rate environment and the
stock market downturn. Korea's market for alternative
investment funds (AIFs) has been growing dramatically as
demand for AlFs 1is rising among institutional investors
expecting relatively high returns from AlFs, and asset
management companies are launching a wide range of AlFs

accordingly.

This study aims to provide implications for sound AIF
development, derived from the analysis of AIF characteristics
and returns. To that end, it assesses the main features of the
Korean AIF market and explores the characteristics of AIF

returns through the analysis of fund category returns.
The major findings of the study are presented below.

Korea’s AIF market has continued to grow, underpinned by
the increasing demand for AlIFs among institutional investors
and the introduction of diverse AlIFs by asset management
companies. The proportion of AlFs by fund subcategory has
changed constantly depending on market conditions and
investment strategies. As regards the market breakdown by
placement type, privately placed funds represent a large
proportion of the AIF market, which entails low market

transparency.

- Xil -




Turning to the formation of new funds, herding towards a
specific type of AIF is observed over several time periods. In
addition, there are ongoing proactive efforts to develop new
assets, faced with the declining supply of some alternative

asset classes that generate stable returns.

Moreover, distinctive features are found between different
categories of AlFs in terms of net asset value (NAV) per
fund and average duration. That is because AlFs invest in a
wide range of asset classes and have different structures

according to their target asset class.

Average AIF returns are less volatile than stock fund
returns, and are higher than bond fund returns. AIF returns,
return distributions and vyield curves vary greatly among
different fund categories. As for AlFs under some categories,
in particular, their return distribution exhibits large variance
and no clusters. Fund returns since their launch also vary
across different categories. The return trends over time
reveal a gradual upward sloping yield curve in case of real
estate debt funds, rental real estate funds, overseas REITs
funds, domestic infrastructure funds, shipping/aircraft funds,
and other domestic special asset funds, all of which generate
income since their launch. On the other hand, the J-curve is
found in real estate development funds and global real estate

funds.

Based on the aforementioned findings, the following

improvements are recommended for the sound development of

- xiil —




the Korean AIF market, with a brief summary of challenges

facing the market.

The domestic AIF market is dominated by private funds
and, as a result, lacks transparency. Not only that, the share
of foreign AlFs in the market is on the rise, which could add
more currency risk exposure and fund management costs to

institutional investors.

As mentioned earlier, herding towards a particular type of
AIF is observed during a particular year. This phenomenon
occurs due mainly to changes in the supply of alternative
assets and fierce competition among asset managers. The
herding towards a specific type of fund and massive fund
losses caused by changing market conditions, in part, distort

overall fund returns.

When looking at AIF returns by fund subcategory, AIF
returns show no clusters. This is highly likely to be
attributed to errors made in the classification of funds rather
than different returns of individual funds in the same
category. Such classification errors also can lead to
distortions in fund performance because different styles of
funds are compared to analyze fund category performance or

set a benchmark.

A lack of detailed information about fund features hinders
investors from making rational investment in AlFs. Because of
insufficient market information, investment decisions are made

primarily on the basis of individual investment plans instead

- Xilv -




of overall market conditions.

For the AIF market to achieve sound development, more
information on alternative funds should be widely available.
Worth considering is the adoption of more stringent
disclosure requirements for AlFs and the creation of a forum
for information exchange, which consists mainly of
institutional investors with large holdings in alternative
investments. It 1s also necessary to consider introducing
specialized information providers that collect and provide data

on alternative investments.

Moreover, it 1s required to develop and introduce AIF
classification  criteria, which take into account the
characteristics of alternative assets and the clustering of fund
returns, to ensure that rational benchmarks are created and
fund performance analysis becomes more reliable. The
development of rational classification criteria should be
preceded by the provision of information on asset-specific
features and risks, and fund-specific characteristics and
returns, and the analysis of fund clusters based on the
aforementioned information. What is more, the classification
criteria should be first introduced for institutional investors
with large alternative assets, based on the performance
analysis of existing alternative investments. Then, it 1is
required to establish a regime for the industry-wide use of

such criteria.

In addition, asset management companies should make

proactive efforts to increase the scope of alternative assets

- XV —




in order to address the herding issue in the AIF market.
Asset managers need to be armed with better capabilities to
develop and commercialize alternative assets in response to
changing asset class markets. In addition, the AIF market
needs more asset managers specializing in particular
alternative investment segments, along with more readily
information on AIF performance. Increased access to
information on asset manager performance will help investors
to choose among specialized asset managers. The AIF market
could reduce excessive product competition and herding
behavior when specialized asset managers have strong

performance records and build up their reputation.

Finally, it is necessary to vitalize publicly placed AlFs. It
is desirable to introduce a publicly placed AIF in the form of
a fund of best-performing funds or set up a public fund for
projects that are suitable for funding via public placement. On
top of them, the regulatory framework should be revamped to
put more reasonable fee structure in place for public AlFs
and allow more flexibility in asset management for diverse

investments.

- XVl —
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