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In a nutshell,

— Empirical paper that examines the relationship between
(1) removal of the loop structure in Korean chaebols (X), and
(2) valuation of non-loop member firms (Y)

- Main Findings: removal of loop structure is associated with
(1) + relationship between SUE and CAR _
(2) larger (smaller) Q in low (high) wedge } non-loop firms
but only for lower in the group (i.e. high Position value)
or low direct ownership firms

- Interpretations: improved transparency may improve
earnings informativeness and valuation, but it depends on the
degree of relative agency problem within the group



Overall

— A very interesting paper that examines a well-
known phenomena (at least in Korea) from a
different angle

— Empirically supports the regulatory reforms of the
Korean government to suppress loop structure
(with appropriate caveats)

- But | have more questions than answers.....



Big Picture Issues
1. Unconditional Effect of SUE

58 R. Bhushan | Journal of Accounting and Economics 18 (1994) 45-65

Table 4
Regression tests of size as an explanation for drift

Panel A: Tests using announcement period returns over the four subsequent quarters
Model: AR, + AR, + AR; — AR, (%) = by + b SUE + b,SUE * Size

Alternative # of yrs (max = 12)
Variable Coeflicient t-statistic t-statistic w/coefl. > 0
E 4.65 28.25 8. 12
SUE = Size — 318 — 17.65 — 707 0

N 77,741
Adj. R? (%) 1.02




Sample

All Lower in Group  Higher in Group Low Direct Own  High Direct Own
(1) (2) (3 (4) (5)
Forward CAR  Forward CAR Forward CAR Forward CAR Forward CAR
Removal Frachon = Forward SUE 0502+ 1.162%** 00157 L. 10+es 0.070
- {0.29) {0.25) (0.84) (0.37) (0.72)
Forward SUE 002G 002 0045 0.014 0.054 |
|_ {0.02) {0.01) (0.04) (0.0} (0.0}
Hemowal Frachon 1 (2 IELE U075 U157 INEL]
(0.08) (0.08) (0.05) (010} (0.0}
Centrality -0.005 -0.053 -0.00% -0.078* 0.015
{0.01) {0.05) (0.02) (0.0 (002}
Ultimate Oumership 0.002 0015 0.007 -0.076 -4
{0.01) {0.05) (0.02) (0.05) (0.02)
Condrol -0.012* -0.0249 -0.010 -0 -0.006
{0.01) {0.02) (0.01) (0.0} (0101}
VR -0.010 0.y 0.5 0.024 0.007
{0.01) {0.05) (0.03) (0.0 (002}
RoA 0.034 -0.086 0045 0.02% -0
{0.04) (0.06) (0.06) (0.05) (008}
Liog Morkef-cap -0.0:d0 0.005* -0.00% 0.000 -2
{0.00) {0.00) (0.00) (0.0 {0.0e)
Liog Leverages 0.008 0oy 0023 0.045 -0y
(0.02) (0.03) (0.0F) (0.0} (0.0}
Returne -0u011** -0.020%+= -0.008 -0.013* -0LD0E
{0.01) {0.01) (0.01) (0101} (0101}
Industry Fl Hes Hes 1es Yes Yes
Time FE Yias Yas Yes Yes Yes
Group FE Yas Yas Yes Yes Yes
Obsarvations GO0 234 4589 436 65
R-5q 0.0:374 0.0386 0.0386 0.0171 0.0378




Big Picture Issues

2. Distribution and Definition of Removal Fraction

: group-year level variable defined as the fraction of group firms
that had loops removed in a given year

P25 pal Mean p7h pY5 SD C'ount

CAR -0.03 -0.00 -0.00 0.02 0.08 0.05 1,154
Centrality 0.00 0.00 0.05 0.05 0.32 0.11 1,950
Control 0.00 1.00 0.54 1.00 1.00 0.50 1,951
Direct Ounership 0.00 0.01 0.12 0.20 0.49 0.19 1,951
Log Leverage 0.01 0.09 0.11 0.17 0.28 0.10 1,941
Log Market-cap 12.34 13.49 13.60 14.83 16.55 1.67 1,843
Loop 0.00 0.00 0.16 0.00 1.00 0.37 1,951
LTE Ezpectations 0.08 0.12 0.14 0.18 0.32 0.10 1,156
Net RPT -0.04 0.01 0.06 0.11 0.58 0.23 1,569
Position 1.24 2.00 1.96 2.38 3.27 0.81 1,951
() 05858 1.00 1158 1.24 233 (.64 1.5843
Removal Fraction 0.00 0.00 0.02 0.00 0.10 0.06 1,951
~RELurns 022 -3 003 018 073 030 T.790
ROA 0.01 0.04 0.04 0.07 0.16 0.06 1,908
Separation -0.01 0.00 0.10 0.22 0.44 0.17 1,951
SUFE -0.03 -0.01 -0.03 -0.00 0.02 0.11 1,180
Ultimate Ounership 0.08 0.17 0.22 0.32 0.57 0.18 1,951
VR 0.08 0.33 0.32 0.49 0.73 0.24 1,951




Big Picture Issues

2. Distribution and Definition of Removal Fraction

(1) Number of business groups with loops in 2011 (KFTC): 13 groups
-Samsung, Hyundai Motors, Lotte, Hyundai Heavy Industries,Hanjin
Keumho-Asiana, Daelim, Dongbu, Hyundai, Hyundai Department Store,
Dongyang, Youngpoong, Taekwang

(2) Number of business groups with loops in 2018 (KFTC): 6 groups

-Samsung, Hyundai Motors, Hyundai Heavy Industries, Youngpoong, SM,
Hyundai Industrial Development

(3) Number of business groups that removed loops in between: 8 groups

-Lotte, Hanjin, Keumho-Asiana, Daelim, Dongbu, Hyundai, Hyundai
Department Store, Taekwang (Dongyang exited KFTC req)
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Big Picture Issues

3. Cross-sectional Variation in Agency and Uncertainty

(1) Separate high vs. low separation or ‘wedge’

= Proxy for incentive conflicts or agency problem

= OKin the literature, but does ‘wedge’ really capture degree of agency
In the Korean context? That is, would the family exercise low control
with 30% VR (voting rights) compared to 90% VR?

= Perhaps just Ultimate Ownership (or Cashflow rights) may be a better
measure of agency conflicts, given that control is full for all firms?

(2) Within high vs. low
further separate high vs. low position or direct ownership

= Proxy for uncertainty about severity of incentive conflicts
— Perhaps trying to tease out too much???
= Clearly (1) and (2) are correlated, e.g. high position < low separation
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Bigger Picture Issues
1. Valuation Consequences for Loop Firms

Daehaong -
Caomnnications M .

3%

Lotte -
Carnfectionery” r

10.3% £
i N

e
v 5.3%

Loftte Chilsung* =+ Lotte Food®
0.3%

Fig. 2. A partial example of Lotte's ownership structure in 2016

.. m Creation of additional
——— . Publicly traded company
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Flg. 4. A partial example of Lotte's ownership strocture m 2017



Lottte as of 2021-12-31
Green: Public firms

l 19.07/%

X% | otte Food

37.80%

U

What is the valuation consequences for the additional
publicly traded (holding) company?
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2Subsidiaries 2Mkt Cap (A)10
256,340,305,350
290,084,562,500
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778,063,038,000
2,529,645,726,600
1,341,622,788,100
120,744,265,740
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73,931,190,400
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4,205,057,711,882
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218,959,497,995
116,094,529,537
234,032,686,565
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90,551,559,605
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1,569,926,701,758
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447,626,570,754
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Bigger Picture Issues
2. How to and Why form a Holding Company Structure?

Stage 1: Spin off

N o

:> Holdings (0 2)

Qperating




Bigger Picture Issues
2. How to and Why form a Holding Company Structure?

Stage 2: Tender Offer paid by Holding’s New Shares

@ oM

(==

Holdings ‘Qperating Holdings Qperating
Tender offer ?
+New shares

* Most minority shareholders do not tender....
* Family’s ownership in Holdings almost doubles.....
* Why do this? To prepare for succession....pay inheritance tax.....



Bigger Picture Issues
2. How to and Why form a Holding Company Structure?

Cumulative Returns since Re-listing: Hvs. S
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Bigger Picture Issues
2. How to and Why form a Holding Company Structure?

Tendering Decisions by Investor Types

Mean  Median Min Max
Subscription ratio 88.45 79.73 50.77 403.42
Family tender/family held 80.51 97.55 2.20 100.00
Subsidiary
Aftiliated tender/affiliated held 39.90 9.16 0.00 100.00

Outsider tender/outsider held 7.11 3.17 0.00 31.12




Bigger Picture Issues
2. How to and Why form a Holding Company Structure?

Changes in Ownership Structure

Panel B: Family ownership change

Betore (%) 24.88 24.71 0.99 65.91

Family — Holding After (%) 25%+ O(| 48.14 47.31 2.25 89.26
Increase in number of shares held (%)  431.40  273.10 54.60 2.143 .88

Betore (%) 24.75 24.71 0.99 65.91

Family — Subsidiary  After (%) 5.16 0.39 0.00 26.10
Increase in number of shares held (%) -80.99 -99.07  -100.00 30.08

Holding — Subsidiary Before (%) 10.90 7.66 0.00 42.09
After (%) 36.63  35.30 17.20 67.09

Increase in number of shares held (%)  g13 18 205.10 15.53 11.376.84




Other Comments / Questions

1. Cross or Reciprocal-shareholdings Regulation

- Banned for Large Business Groups already in 1986, not in 2002
- Loop structure naturally arose as a response to above regulation.......

Controlling “Circular -
o, _'Ohareholder X Shareholding”
S, % y
/ w Structure or
S3 % “y 0P ”
Firm 1 Firm 2
0
hs; % a3 %

Firm 3

22




Other Comments / Questions

2. Degree of Family Control

(1) “Family controls 54% of listed group firms”

= Family effectively controls all group firms (by appointing executives etc.)..

= This is how the boundaries of groups are defined by KFTC, regardless of
ownership percentage....

(2) “Families controlled about 57% of chaebol firms in 2011 and in 2018

= Are non-family business group (e.g. POSCO, KT) included in the sample?



Other Comments / Questions

3. Distribution of Separation or “Wedge”

p25 pH0 Mean pT7H p95 SD Count

CAR -0.03 -0.00 -0.00 0.02 0.08 0.05 1,154
‘entrality 0.00 0.00 0.05 0.05 0.32 0.11 1,950

Control 0.00 1.00 0.54 1.00 1.00 0.50 1,951
Direct Ownership 0.00 0.01 0.12 0.20 0.49 0.19 1,951
Log Leverage 0.01 0.09 0.11 0.17 0.28 0.10 1,941
Log Market-cap 12.34 13.49 13.60 14.83 16.55 1.67 1,843
Loop 0.00 0.00 0.16 0.00 1.00 0.37 1,951
LTE Expectations 0.08 0.12 0.14 0.18 0.32 0.10 1,156
Net RPT -0.04 0.01 0.06 0.11 0.58 0.23 1,569
Position 1.24 2.00 1.96 2.38 3.27 0.81 1,951
Q 0.88 1.00 1.18 1.24 2.33 0.64 1,843
Removwal Fraction 0.00 0.00 0.02 0.00 0.10 0.06 1,951
Returns -0.22 -0.03 0.03 0.18 0.73 0.39 1,790
ROA 0.01 0.04 0.04 0.07 0.16 0.06 1,908
Separation -0.01 0.00 0.10 0.22 0.44 0.17 1,951
SUE -0.03 -0.01 -0.03 -0.00 0.02 0.11 1,180
Ultimate Ouwnership 0.08 0.17 0.22 0.32 0.57 0.18 1,951
VR 0.08 0.33 0.32 0.49 0.73 0.24 1,951

Median Separation too low, given that these are public firms?
Separation = 0 implies (1) CF = VR and (2) position =1
More than half of the sample (public firms) are directly held by the family?
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