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Licensor LicenseeLicensing Contract

Nothing wrong with this transaction if negotiated at arm’s length

What about contracts between related-parties?

Can be designed to pursue alternative goals
(e.g., trademark transfer pricing by multinationals) 

Royalties

Any other example?
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Do business group controlling families 

misuse group trademarks 

to benefit themselves 

at the expense of outside minority shareholders?



2017 Trademark Royalty Transactions
(Top 20 Groups)
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Two Types of Trademark Tunneling

[1] Unfair transfer of trademark ownership
• Transfers are rare and detailed terms are not disclosed

[2] Unfair trademark royalty charges

• Trademark royalty data available from 2018 by Korea FTC



New Disclosure Rule of 2018

Old Disclosure Rule

• Applies to firms affiliated to business groups with assets above KRW 5 trillion
• Disclose only if the yearly amount with an individual licensee firm exceeds KRW 5 billion 

or 5% of licensee firm’s sales
• This exempts 67.1% of licensee firms from disclosure (source: FTC)

New Disclosure Rule

• Applies to firms affiliated to business groups with assets above KRW 5 trillion
• Disclose regardless of the amount or the fraction of sales
• Disclose the licensor firm, licensee firm, licensee agreement period, amount of royalties, 

and method of calculating royalties
• Adopted in March 2018, implemented in May 2018, mandating the disclosure of 2017 

royalties by business groups with book asset size above KRW 5 trillion as of 2018 



Timeline

2017 Royalties Paid
w/o Knowing the Rule Change

New Rule
Adopted

2017 Royalties
Disclosed

• Free from any confounding effect that would have taken place if the rule was 
introduced in 2017 or at least expected in 2017 to be introduced in the following 
year. 

• In 2017, controlling families had no reason to disguise their tunneling activities by 
changing the pattern of trademark transactions.

March
2018

May
2018

Dec.
2017

Jan.
2017

Jan
2018

New Rule
Announced



Empirical Strategy

• Challenge of testing unfair trademark royalty charges

• Impossible to estimate the fair level of charges 

• We take an indirect approach like in many other tunneling studies

• Predict the pattern of intragroup trademark transactions in the presence of 
tunneling

• We make predictions by making use of the cash flow rights the controlling family 
holds in each member firm (i.e., their economic incentives)

• Find evidence that is consistent with these predictions



Main Findings

[1] Firms with high family cash flow rights are more likely to be licensor firms

[2] Firms are more likely to be licensee firms and pay higher royalty payments 
if their controlling family’s cash flow rights are further below (𝐶𝐹𝑅 𝐷𝐼𝐹 > 0) 
those in licensor firms and if their sales volumes are larger

[3] Elasticity of dividend payouts or share repurchases in respect to royalty 
payments is lower in firms with high cash flow rights differentials (𝐶𝐹𝑅 𝐷𝐼𝐹)

[4] Firm value of licensee firms are negatively associated with their royalty 
payments in firms with high cash flow rights differentials (𝐶𝐹𝑅 𝐷𝐼𝐹)

[5] Results in [2]~[4] are stronger if licensor firm is a pure holding company 
that has no alternative channel of tunneling



• Tunneling Literature: introduce a new tunneling channel that has not been 
documented in the literature 

• Acquisitions (Bae, Kang, and Kim, 2002), securities offerings (Baek, Kang, and Lee, 2006; Atanasov et 
al., 2010), related-party transactions (Cheung, Rau, and Stouraitis, 2006; Black et al., 2015; Hwang 
and Kim, 2016), and intercorporate loans (Jiang, Lee, and Yue, 2010) 

• Dividend Literature: identify a new governance-related determinant of 
dividend 

• Blockholding Literature: identify a new channel through which publicly 
traded subsidiaries can be expropriated by its parent company

Contribution to the Literature



Key Variables

Trademark Royalties (TMR)
• Annualized trademark royalty payments by a licensee firm
• Sample year: 2017
• Source: DART (originally KFTC)

Cash Flow Rights (𝐶𝐹𝑅)
• Sample year: 2017 [May (>10 trillion) and September (b/w 5-10 trillion)]
• Source: egroup.go.kr

𝐶𝐹𝑅 𝐷𝐼𝐹
• 𝐶𝐹𝑅 of licensor firm – 𝐶𝐹𝑅 of licensee firm (0 if negative)
• Cannot be computed if there are multiple licensor firms within a group



(H1) Choice of Licensor Firms

• Prediction: firms with high family cash flow rights are more likely to be 
licensor firms

𝑃𝑟 𝐿𝑖𝑐𝑒𝑛𝑠𝑜𝑟 = 1 𝑋 = Φ 𝛽1𝐶𝐹𝑅 + 𝑋′𝛾 + 𝜆𝑔

𝛽1 > 0



(H1) Choice of Licensor Firms

• Sample: licensor firms, licensee firms, and 
firms outside the license agreement

• Coefficients are average marginal effects 
on probability; standard errors clustered at 
the group level

• We find similar results for other business 
groups

• 10%p increase in 𝐶𝐹𝑅 → 1%p increase 
in 𝑃𝑟(𝐿𝑖𝑐𝑒𝑛𝑠𝑜𝑟 = 1|𝑋)

• Given that only 6.2% of the member 
firms in our sample own the group’s 
trademark, this is a very large jump in 
the likelihood (1/6.2 = 16.3%p) 



(H2) Choice of Licensee Firms

• Prediction: firms are more likely to be licensee firms if their controlling 
family’s cash flow rights are further below (𝐶𝐹𝑅 𝐷𝐼𝐹 > 0) those in licensor 
firms and if their sales volumes are larger 

𝑃𝑟 𝐿𝑖𝑐𝑒𝑛𝑠𝑒𝑒 = 1 𝑋 = 𝛽1 ln 𝑆𝑎𝑙𝑒𝑠 + 𝛽2 ln 𝑆𝑎𝑙𝑒𝑠 ∙ 𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝛽3𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝑋′𝛾 + 𝜆𝑔

𝛽2 > 0



(H2) Choice of Licensee Firms

• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 0

• 1-SD increase in 𝑙𝑛(𝑠𝑎𝑙𝑒𝑠) → 13.8%p
increase (= 0.063 × 2.19) in the 
𝑃𝑟(𝐿𝑖𝑐𝑒𝑛𝑠𝑒𝑒 = 1|𝑋)

• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 13.47% (median value for pure 
holding company groups)

• 1-SD increase in 𝑙𝑛(𝑠𝑎𝑙𝑒𝑠) → 19.7%p
increase (= (0.068 × 2.19 + (0.002 ×
13.47) × 2.19) in the 𝑃𝑟(𝐿𝑖𝑐𝑒𝑛𝑠𝑒𝑒 =
1|𝑋)

• Sample: licensee firms and firms outside 
the license agreement

• The amplifying effect of 𝐶𝐹𝑅 𝐷𝐼𝐹 does not 
exist for other business groups



(H3) Trademark Royalty Payments

• Prediction: firms are more likely to pay higher royalty payments if their 
controlling family’s cash flow rights are further below (𝐶𝐹𝑅 𝐷𝐼𝐹 > 0) those 
in licensor firms and if their sales volumes are larger 

𝑙𝑛 𝑇𝑀𝑅 + 1 = 𝛽1 ln 𝑆𝑎𝑙𝑒𝑠 + 𝛽2 ln 𝑆𝑎𝑙𝑒𝑠 ∙ 𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝛽3𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝑋′𝛾 + 𝜆𝑔

𝛽2 > 0



(H3) Trademark Royalty Payments

• Sample: licensee firms and firms outside 
the license agreement

• The amplifying effect of 𝐶𝐹𝑅 𝐷𝐼𝐹 does 
not exist for other business groups

• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 0

• 1% increase in 𝑆𝑎𝑙𝑒𝑠 → 0.64%
increase in 𝑇𝑀𝑅

• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 13.47% (median value for 
pure holding company groups)

• 1% increase in 𝑆𝑎𝑙𝑒𝑠 → 0.86%
increase (= 0.64 + (0.016 × 13.47)) 
in 𝑇𝑀𝑅

• 34% (=0.22/0.64) increase in the 
elasticity of royalty payments in respect 
to sales



Divert $100 from Div to TMR

• Loss: $100(0.2)(0.6)=$12
• Benefit: $100(0.6)=$60
• Net Benefit: $48

Divert $100 from Div to TMR

• Loss: $100(0.8)(0.6)=$48
• Benefit: $100(0.6)=$60
• Net Benefit: $12

Licensor
Firm

Controlling
Family

Licensee
Subsidiary

A

Licensee
Subsidiary

B

80%20%

Outside
Investors

Outside
Investors

80% 20%

60%

𝐶𝐹𝑅 = 18% 𝐶𝐹𝑅 = 48%

(H4) Dividend Payouts and Stock Repurchase



• Prediction: elasticity of dividend payouts or share repurchases in respect to 
royalty payments is lower in firms with high cash flow rights differentials 
(𝐶𝐹𝑅 𝐷𝐼𝐹)

ln(𝐷𝑖𝑣 + 1) = 𝛽1 ln 𝑇𝑀𝑅 + 1 + 𝛽2 ln 𝑇𝑀𝑅 + 1 ∙ 𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝛽3𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝑋′𝛾 + 𝜆𝑔

𝛽2 < 0

ln(𝑅𝑒𝑝𝑢𝑟𝑐ℎ𝑎𝑠𝑒 + 1) = 𝛽1 ln 𝑇𝑀𝑅 + 1 + 𝛽2 ln 𝑇𝑀𝑅 + 1 ∙ 𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝛽3𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝑋′𝛾 + 𝜆𝑔

(H4) Dividend Payouts and Stock Repurchase

𝛽1 + 𝛽2 × 𝐶𝐹𝑅 𝐷𝐼𝐹𝐻𝑖𝑔ℎ < 0

𝛽1 > 0



• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 0 (1% increase in 𝑇𝑀𝑅 increases dividend payout by 0.158%)

• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 50% (1% increase in 𝑇𝑀𝑅 decreases dividend payouts by 0.142%)

• 𝐶𝐹𝑅 𝐷𝐼𝐹 does not lower the elasticity for other business groups

(H4) Dividend Payouts and Stock Repurchase



• Prediction: firm value of licensee firms are negatively associated with their 
royalty payments in firms with high cash flow rights differentials (𝐶𝐹𝑅 𝐷𝐼𝐹)

Tobin′s 𝑄 = 𝛽1 ln 𝑇𝑀𝑅 + 1 + 𝛽2 ln 𝑇𝑀𝑅 + 1 ∙ 𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝛽3𝐶𝐹𝑅 𝐷𝐼𝐹 + 𝑋′𝛾 + 𝜆𝑔

𝛽2 < 0

𝛽1 + 𝛽2 × 𝐶𝐹𝑅 𝐷𝐼𝐹𝑀𝑒𝑑𝑖𝑎𝑛 < 0

(H5) Firm Value



(H5) Firm Value

• 𝐶𝐹𝑅 𝐷𝐼𝐹 = 13.47% (median value for pure holding company groups)

• (After Disclosure) 10% increase in 𝑇𝑀𝑅 decreases Tobin’s Q (%) by 13.9% (= 7.583 x 10 – 0.666 x 13.47 x 10) 

• 𝐶𝐹𝑅 𝐷𝐼𝐹 matters even before the disclosure, albeit weaker



Appendix



Composition of Sample Business Groups



Licensor Firm Sales (w/o Trademark Revenue)
& Propensity to Collect Trademark Royalties


