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Abstract

Essay 1: Corporate Governance and Firm Value

This study re-examines how ownership structure and conflicts of interest among
shareholders affected corporate valuation under a poor system of corporate
governance that offered poor legal shareholder protection prior to the East Asian
Economic Crisis. The data is from 1,892 publicly traded firms in the Korean
economy, during 1988-1997. Ownership structure is included for unlisted firms in
terms of pyramid and cross-holding structures. Higher valuations are not found when
the largest shareholder owned more cash flow rights. However, the divergence
between cash flow rights and the control rights of ultimate shareholders in pyramid
ownership and cross-holding ownership structures is associated with a negative
entrenchment effect. The conflicts inherent to this ownership structure that
expropriates the minority shareholder and agency cost increased approaching the East

Asian crisis year.

Essay 2: Owneréhip Structure, Investment and Firm Valuation in Korean Companies
There has been a robust debate surrounding the causes of the East Asian Economic
Crisis of 1997 and this study develops and builds upon these results. This chapter
examines how ownership structures with conflicts of interest among shareholders and
under a system of weak corporate governance affects investment, in terms of both
capital and fesearch and development (R&D). The sample is from 1,892 publicly

trading firms in the Korean Stock Exchange, during the period 1988-1997.



I find that divergence between control rights and cash flow rights is associated with
over-investment in capital expenditure. These rights affect innovation in R&D,
though the effect on capital expenditure and R&D spending are in opposite directioﬁs
within Korean firms, prior to the East Asian Economic Crisis. These results imply
that the ownership structure in the context of a poor governance system encourages
‘empire-building’ and the neglect of investment in firm innovation. Furthermore, I
find that debt ﬁnan;:ing is more important than cash flow-investment sensitivity. This
affected investment in both affiliated firms and independent firms in the process of
financial liberalisation and deregulation during the 10 years prior to the East Asian

Economic Crisis.

Essay 3: Ownership Structure, Diversification and Firm Value in Korean Companies
This study analyses the diversification effect of ownership structure and compares the
effect of diversification on the performance of Korean affiliated firms (top 30
Chaebol) with its effect on independent firms in 10 years of panel data (1988-1997).
The divergence between the cash flow rights and the control rights of ultimate
shareholders affects firm diversification. Group affiliated firms have stronger a
agency cost problem than creating internal capital market during the 10 years sample
period but diversification for independent firms create the advantage for internal
capitall market in less developed capital markets. Additionally, I find the divergence
between control rights and cash flow affects the diversification, diversification affects

corporate value, but firm value does not affect the ownership structure ina 2SLS test.
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Chapter 1: Corporate Governance and Firm Value

1. Introduction

The focus of this study is the effect of ownership structure on firm valuation when
there are agency problems arising from poor corporate governance. I develop and
‘extend the research of recent major articles (Claessens et al 2002, Mitton 2002,
Lemmon and Lins 2003) that analyse corporate ownership structures in East Asian
countries, and focus on the relationship between ownership structure and firm

valuation in Korea during its economic development from 1988 to 1997 inclusive.

Corporate governance systems have received an increasing amount of attention from
academics, government, the popular press and businesses. Much of this attention has
focused on diffefences between the U.S. and U K. system, and Germany and Japan
among the developed countries before the East Asian Economic Crisis of 1997. The
corporate governance system found in both the U.K. and the U.S. is generally
characterised as a market-based system. These capital markets are liquid and
company ownership is relatively well spread. Managers are supposedly monitored by
‘an external market for corporate control and by boards of directors, of which the
majority of members are independent of the company. The German and Japanese
governance systems, in contrast, are characterised as bank-based systems: firms have
concentrated ownership with relatively illiquid capital markets. Managers in these
countries are monitored by a combination of banks, large shareholders and other
inter-corporate relationships that are maintained over long periods. An external

market for corporate control is small, if not altogether absent (Kaplan 1995).
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During the East Asian Economic Crisis period studies (Shleifer and Vishny 1997, La
Porta et al 1998) began to analyse corporate governance structures around the world.
They found that in economies with very good shareholder protection, relatively few
of the shares of firms were widely held; a conclusion which was in stark contrast to
Berle and Means’ (1932) conception of ownership in the modern corporation. Such
firms are typically controlled by certain families or the state and equity control by
financial institutions or other widely held corporations is less common (La Porta et al
1999, Claessens, Djankov and Lang 2000, Denis and McConnell 2003). Faccio and
Lang (2002) analyse the ultimate ownership and control of firms in 13 western
European countries, distinguishing those that are widely held (36.93%) or family-
controlled (44.29%). Widely held firms are more common in the U.K. and Ireland,
whereas family-controlled firms are more common in continental Europe. Gadhoum
et al (2005) further strengthen the point by tracing the controlling shareholders of all
U.S.-listed corporations. Their argument illustrates that ‘at the 10% control threshold,
59.74% have controlling shareholders; 24.57% are controlled and managed by a
family (the same percentage as in Asia), 16.33% are controlled by a widely-held
financial institutions (close to the percentage in Europe and Asia), and 13.55% are
controlled through family trusts. In the top 30, top 250, top 500 and in every quintile
range, the US has more corporations controlled by families than by financial

institutions’.!

It should be noted that corporate governance mechanisms consist of economic and

legal institutions that can be altered through the political process. In particular, the

! Gadhoum e al (2005: 340)
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issue of minority shareholder protection is relevant (Burkart and Panunzi 2006,
Claessens and Fan 2003, Doidge ef al 2004). Burkart e al (2006: 2170) insist that ‘in
the regimes with the strongest legal protection of minority shareholders, the optimal
solution for the founder is to hire the best professional manager and sell off the entire
firm in the stock market—unless his amenity potential of keeping control in the
family is huge. This gives rise to the Anglo-Saxon model, in which the law is the
principal constraint on managerial discretion and the agency conflict is between the
manager and small minority shareholders. With intermediate protection of minority
shareholders, the founder still hires a professional manager, but the law is not strong
enough to control managerial discretion, and the founder or his children must stay on

as large shareholders to monitor the manager’.

The question that transpires from the current literature is not one of agency conflicts
between managers and controlling owners, but rather between the controlling and
minority shareholders. Who prevents controlling families from expropriating
minority shareholders, especially in countries where minority shareholders have
weak legal protections and family control is even more common? Thus, specific

questions that can arise are:

1. Who monitors the families?
2. What role is played by the market in countries with concentrated family

ownership?

Several studies establish a link between corporate governance systems and firm

valuation in contexts with poor corporate governance. In East Asian emerging market
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countries, a substantial number of firms are owned and managed by controlling
families. Claessens, Djankov and Lang (2000) investigated the separation of
ownership and control in i)ublicly traded firms in nine East Asian countries and found
that voting rights frequently exceed cash flow rights via pyramid structures and
cross-holding. Claessens et al (2002) also found that firm value increases with the
cash flow ownership of the largest shareholder, but falls when the control rights of
the iargest shareholder exceed his or her cash flow ownership. Johnson, Boone,
Breach and Friedman (2000) found that the effectiveness of protection for minority
shareholders in 25 emerging markets explains more of the variation in exchange rate
and stock market performance during the East Asian Economic Crisis. Using a
sample from five East Asian countries, Mitton (2002) also shows that better stock
price performance is associated with firms that have lower inside ownership.
Lemmon and Lins (2003) studied firms in eight East Asian countries during the
region’s financial crisis and found that the crisis period stock returns of firms in
which managers had high levels of control rights but had separated their control and
cash ﬂow ownership were 10-20 percentage points lower than those of other firms.
This empirical evidence demonstrates that there is a significant relationship between

controlling family ownership and firm valuation.

Hawever, these existing studies (Claessens et a/ 2002, Mitton 2002, Lemmon and
Lins 2003) contain limited information vis-a-vis pyramid structures and cross-
holdings among firms, because their data cover only listed firms in the sample of East
Asian countries.? Therefore, estimated data of only listed firms may create a bias in

terms of ownership structures and firm valuation. Unlisted firms could have direct

2 For example, the three biggest business: groups in Korea—Hyundai, Samsung, and LG (Lucky
Goldstar}—had 46, 55, and 48 affiliated firms at the end of 1996, respectively. Of those, only 16, 14,
and 11 were publicly listed, respectively.
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and indirect ownership links with listed firms, resulting in a possible underreporting
of their measures for ultimate control and ownership, since they assume that someone
other than a related shareholder controls the unlisted firms.’

Some studies analys‘e the relationship between controlling shareholder ownership and
firm performance in Korea. Joh (2003), using 5,829 Korean firms during 1993-1997,
found that the firms with a high disparity between controlling shareholder’s control
rights and cash flow rights show weak profitability (i.e. operating profit of account),
and such negative effects of control-ownership disparity were stronger in publicly
traded firms than in privately held ones. Baek, Kang and Park (2004) analyse Korean
firm performance during the 1997 financial crisis. They found that chaebol firms
(Top 30 family group firms) with concentrated ownership, where controlling family
shareholders’ voting rights exceeded cash flow rights, also had lower returns. Chang
(2001) analysed a sample of chaebol group affiliated Korean public firms for the
period 1986-1996 a;ld shows that performance determines ownership structure, but
not vice versa. He provides evidence that controlling sharcholders use insider
information to increase their number of shares in more profitable firms and transfer

profits to other affiliates through related party transactions with affiliated companies.

In contrast, Khanna and Palepu (2000) and Khanna and Rivkin (2001) both found
that, on average, firms belonging to a pyramid group in developing countries
outperform independent firms. Friedman et a/ (2003) present evidence consistent

with transfers of wealth from controlling shareholders, benefiting public shareholders

3 For example, Samsung Corporation, part of the Samsung Group, is partially owned by Samsung Life
Insurance, which is not listed. However, Samsung Life Insurance is controlled by the same family who
have a large direct stake in Samsung Corporation which increases the family’s overall control stake in
Samsung Corporation. Similarly, control for Samsung Electromagnetic is underestimated because it is
also partly owned by Samsung Life Insurance (as well as other Samsung corporations).
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in pyramid firms. They describe both public shareholders during the East Asian
Economic Crisis of the 1990s and econometric results consistent with this occurring
on an economically important scale. The results pose the question of why the
empirical results of the relationship between ownership structure and firm value are
different under a poor governance system. Do the advantages of business groups
disappear as the eg’onomy develops further and the divergence of cash flow rights and

control rights affect firm value in economic development (Claessens et a/ 2002)?

In this study, I test various views of the relationship between ownership structure and
firm value before the crisis, .with a focus on Korean companies. Focusing on a single
nation in this way allows the examination of corporate governance measures at a
level of detail that would be difficult to aggregate across countries. This study makes
two main contributions to research on corporate governance and firm value in the
Korean economy. First, it compares ownership structures, including unlisted Korean
firms, to estimate divergence between cash flow rights and control rights in pyramid
and cross-holding anership; in this way it develops the results of other papers (e.g.
La Porta et al 1999, biaessens et al 2002, Mitton 2002, Lemmon and Lins 2003).
Second, it extends the empirical analysis of how ownership structure affects firm
valuation and the agency problem of minority shareholder expropriation during the
economic development (1988-1997) of Korea. This study approaches these questions

by investigating the dynamics of the corporate governance system in Korea.

I argue that the relation of ownership structure and corporate value is non-linear in an
ordinary least squares (OLS) test, but the divergence between cash flow rights and

the control rights of ultimate shareholders through a pyramid ownership structure or a
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cross-holding ownership structure is associated with firm value in a linear fashion.
The difference in agency cost means that the greater the proportion of the shares
owned with cash flow rights of those who ultimately own the corporation, the smaller
the value of the firm. This relation holds after controlling for other well-known
determinants such as capital expenditure, research and development (R&D),
advertising, leverage, firm size. In this study, I test several views and hypotheses of
the relationship betv\{een ownership structure and firm value before the Asian Crisis,
focusing on Korean companies. Restricting to one nation allows the examination of
corporate governance measures at a detailed level that would be difficult to aggregate

across countries.

The balance of this chapter is organised as follows. In Section 2, I discuss the role of
corporate governance and firm valuation with explanatory hypotheses. In Section 3, 1
explain corporate governance in Korea. In Section 4, I describe the data and
measurement methods for empirical testing, and in Section 5, I investigate the
ownership structure and control of firms in Korea. Also, I examine the ownership
structure and firm valuation, comparing affiliated firms (Chaebol) and independent

firms. I offer concluding remarks in Section 6.
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2. Theoretical background in corporate governance and firm value

2.1 Introduction

This study attempts to define the effects of the corporate ownership structure or
governance system on firm value. Certain theories have been selected for use in this
study focusing on Korean firms where the governance systems are different from the
ownership structure of the U.S or the U.K. firms. First, I analyse the forms of the
corporate ownership structure and the corporate governance systems of Korea prior
to receiving ﬁnanci‘al assistance from the IMF in 1998. Particularly, I divide the
corporations into large conglomerates (Chaebol)* and the independent corporations
by the corporate structures, and attempt to investigate their corporate ownership
structure and firm value issues centring on the agency issue such as pyramidal
structure and cross-holding type structure. In this context, I will exam the theoretical

relationship in ownership structure and firm valuation.

2.2. Understanding of corporate ownership structure theory

2.2.1 Principles of corporate development

Chandler (1980) terms capitalism up to the pre-Industrial Revolution stage ‘family
capitalism’, capitalism in the initial stage of the Industrial Revolution ‘financial
capitalism’, and capitalism within professional managers’ corporation ‘managerial

capitalism.’ Before the Industrial Revolution corporations had been operated, on the

* The Korea Fair Trade Commission (KFTC) defines a business group as ‘a group of companies, more
than 30% of whose shares are owned by the group’s controlling shareholder and its affiliated
companies’. Each year, the KFTC ranks business groups in terms their total assets and identifies the 30
largest business groups (hereafter called the ‘Top 30°).

More detail in section 3.1.3.
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whole, as small scale and rather as simple businesses. Corporate management
decisions were taken exclusively by the corporate owners, or by their family
members. The major source of financing of these corporations was limited to the
internal financing through cumulative retained earnings produced from the business
operation, and corporate ownership was concentrated more or less on an individual or
family members. The expansion of the market size after the Industrial Revolution
demanded continuous expansion of the corporate size, which consequently required
an enormous amount of operating capital that could not be financed solely through
the retained earnings. The corporations eventually had to tumn to external ﬁnaincing
and the rapid growth of the demand for such corporate funds resulted in the

drastically expanded roles of banks and other financial institutions.

With the increasing dependence on financial institutions for funds, participation by
the financial institutions in corporate management decisions making process started
to become a routine. As a result, the corporate manélgement styles have evolved from
family-oriented management to including the financial institutions’ participation in
the management. With the limits of the external financing through financial
institutions in sight, direct financing through equity emerged. The direct financing
through unspecified individuals led to a reduction of the equity of the corporate
owners and also reduced the influence of the owners in management. The complexity
of the corporate management brought about by this financing method and technical
innovation has given birth to the management profession and the separation of
ownership and management. Such wide diversification of the equity shares has made

it necessary to redefine the corporate ownership, and “possession of wealth without
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governance” and “control of wealth without possession” have emerged as the

theoretical conclusion of the development of joint stock companies.

2.2.2 Theory of ownership structure based on theory of agency

In the conventional theory of the corporate ownership structure evolving around the
inside shareholders, maximizing dividends to stockholders was assumed as a major
management goal. Such an assumption, however, is erroneous given there exist
numerous interest groups in corporations: in addition to shareholders and managers
these include outside shareholders, creditors, employees, material suppliers and the
government. Each group competes against one another in an asymmetrical
information system and this result in an oft-ignored conflict of interest. In particular,
with public offering of shares expanding and the increasing demand for professional
managers resulting in separation of ownership and management, the relationship
between shareholders and managers has come to be recognised as an agency contract
in current corporate ownership and governance system theory. The methodology of
establishing the corporate ownership structure to minimize the agency cost being

incurred from such agency contracts has received given much attention.

Jensen & Meckling (1976) and Fama (1980) analysed corporations as organizations
bound by contract betwgen principals and agents and maintained if the ratio of the
outside shareholder is high or the ratio of external borrowing increases, the following
agency costs will incur. First, if their ratio of shareholding for majority stockholders
is reduced due to offering stocks to the public, they will incur more expenses to be

shared with the outside shareholders, and will therefore strive to maximize their
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efficiency through ,iflc;eas’ing payments of non-salary expenses. These include, but
are not limited to, corporate entertainment costs, office supplies expenses and
facilities exclusive for managerial use. In addition, the major inside shareholders tend
to pursue their benefits through self-dealing and the agency cost of equity, causing
the agency cost to be incurredvfrom the high ratio of raising their external equity
capital. Second, the shareholders of the joint stock company shall be limitedly liable
to the debts to the extent of their respective equity participation, as they prefer high-
return-high-risk investment when the debt ratio is high. Consequently they tend to
transfer the risk of investment failure to the creditors. Hence, the expenses to be
incurred by corporate management in the event that the capital ratio‘ is lowered (by
increasing external borrowing) are termed the agency cost of debts.

Third, the professional managers without their own equity need to be careful of
initiating new investments, such as Research and Development (R&D) and this will
tend to result in under-investment. Furthermore, since their remunerations are
determined on the basis of performances attained during their tenure, there is a
tendency to focus on short-term performance and neglect long-term investment. The
managerial human capital is worthwhile only while the manager maintains his
managerial position and this human capital is often firm specific and cannot be easily
transferred to another job. Managers tend to avert high-risk investment to secure their
positions and, at the same time, tend to expand diversified investments in non-related
fields. In other worﬁis, they would not divert the free cash flow generated from the
line of business to be liquidated into new investment but would rather increase their

internal reserve or use the cash to acquire other corporations. Even in the case of
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professional managers, effort aversion, short-termism and risk aversion are

commonplace.

This theory recognizes corporaﬁons not as decision-making entities but as agéregates
of interest persons. Corporations enter into contracts with interest persons directly or
indirectly and try to sustain efficient relationships. However, the principals and
agents are disposed to maximize their own benefits and therefore agency costs are
incurred. Jensen and Meckling (1976) explain the corporate ownership structure by
examining the possible conflict of interest between inside shareholders and outside
shareholders and the resulting agency cost. They argue that since the managers with
relatively low portion of equity have to make the decisions aiming to maximize their
corporate value, agency problem is bound to occur. They also asserted that as a
result, optimum ownership structure of the borrowed external capital (stocks and
debts) was formed where the marginal benefits from use of external borrowing and
the marginal agency cost coincide. They also explain that with the managers’ equity
portion increasing and the closed type ownership structure resulted, frequencies of
the managers’ conflict of interest with shareholders decrease and as the result, the
corporate value increases. On the other hand, Fama and Jensen (1983) maintain their
positions with respect to all forms of general corporate ownership structures
including closed type structure as follows. They classify the managerial decision
making phases into development, approval, execution and monitoring, and defined
development, with execution phases as decision management, and approval and
monitoring phases as decision control. They also opined that it would be difficult to
separate ownership in management and control functions if it was difficult to separate

decision management and decision control in the corporate decision making systems.
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If the effective system to control the working level managers is not well organized,
the agency problem will likely be neglected, and the only solution to this problem
will be the managers owning the corporation. In conclusion, if the corporate equity
ownership structure is to be established as a diversified open type ownership
structure, the decision management and decision control should be separate, and then,
it can be noted that the corporate decision making structure affects the ownership
structure. Therefore, they maintain that the corporate ownership structure is
determined in favour of minimizing the agency cost and this can be achieved by the

managing of decision making, and integrating and separating of decision control.

Demsetz (1983) maintains that even in consideration of agency cost, theory of
ownership decision does not deviate from the frame of Classical Economics, which
recognizes corporations as the subject of decision making and assumes profit
maximization as the criteria for decision makings. In discussing determination of
ownership structures, he confined the agency cost to monitoring expenses involved in
controlling managerial unfaithful acts. He maintained that such agency cost could not
be understood separately from production related costs. He argues that the cost
involved in monitoring managers should be understood as part of the total costs
including production costs. Accordingly, he maintained that the optimum capital
structure should be determined at the level the total production costs including

agency cost would be at the minimum.
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2.2.3 Expropriation of minority shareholder in ownership structure

A study was conducted by La Porta, Lopez-de-Silanes and Shleifer (1998) (hereafter
referred to as LLS) into the effect the legal and institutional developments of a nation
has on corporate ownership structures. In examining the 20 largest corporations in the
27 most affluent countries, they discovered that the corporations with diversified
ownerships were most commonplace in countries with well-organized legal systems
for protection of minority shareholders. Conversely, countries with poorly organized
legal systems for protection of minority shareholders tend to be domipated by
corporations that are either family-controlled or state-controlled. In such countries,
the controlling sharcholders were tending to control the corporations through the
pyramidal structure as well as participating in management well in excess of the cash

flow rights.

The LLS study’s findings.can be summarised as follows. In countries where legal
protection is ample. f.or the minority shareholders, they are aware of the legal
protection from expropriation by controlling shareholders and are willing to purchase
stocks even at high prices. Wheh this point is reached the controlling shareholders
will attempt to raise funds through equity, which will result in the reduction in their
own equity. If legal protection for the shareholders is well organized, even the
controlling shareholders would be aware that in the event of losing their control
rights, there would be no expropriation and thus would be willing to have their equity
reduced. This eventually results in diversified ownership within the corporations.
LLS point out that the controlling shareholders expropriate the minority shareholders
to excel the cash flow right. In order to remove any conflicts of interest between the

controlling shareholders and minority shareholders, it would be very effective to
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improving the legal and institutional environments and building an apparatus against

expropriation of the minority shareholders.

Quoting the methodology of LLS, Clasessens, Djankov and Lang (1998) studied the
corporate ownership structures of 2,980 corporations in nine East Asian countries
such as Taiwan, Mélaysia, Singapore, Indonesia, Japan, Thailand, the Philippines,
Korea and Hong Kong. Their study shows more than half of the corporations in East
Asian countries are controlled by single major shareholders. It also reveals that the
smaller in size and the older in history the corporatio;ls are, the more they tend to be
family-controlled. On the other hand, it also shows that the form of corporate
ownership by controlling shareholders varies with countries, but generally the more
developed in economic and institutional terms the countries are, the more diversified
the corporate ownerships are. The controlling shareholders in the majority of
countries strengthen their control rights through the pyramid structures and stocks
with differentiated voting rights. This gives them more voting rights than the cash
flow rights, and, . ‘ﬁthherrnore, with the family members lof the controlling
shareholders participating in management, ownership and management are almost
adjoining. Clasessens, Djankov and Lang(2000) state that wealth is concentrated in a
few families in most of the Asian countries and there tends to be close relationships
between governments and corporations and this can lead to interference in legal and

institutional developments.
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2.3 Ownership structure and Firm value

2.3.1 Influence of corporate ownership structure on corporate value

1) Convergence of interest hypothesis (interest alignment hypothesis).’

Convergence of interest hypothesis is based on the classical agency theory by Berle-
Means (1932) or Jensen-Meckling (l»‘976). It maintains that with the increasing
managerial equity ownership ratio, the conflict between the managers and the outside
shareholders decreases and their mutual interest converges. This represents an
affirmative relationship where increasing managerial equity, the firm valuation will
increase due to the decrease in agency cost. According to the hypothesis, therefore,
the fittest for increasing the interest of the shareholders will secure control right
through the competition for corporate management right in market for corporate
control or takeover market, which will help the limited human resources utilized

under corporate organizations.

2) Managerial entrenchment hypothesis®

Managerial entrenchment hypothesis is the counter-argument to the convergence of
interest hypothesis. According to this hypothesis, with increasing managerial equity
ownership, the managers tend to act in the interest of their private benefits rather than
for maximization of the firm valuation and accordingly the firm valuation will
decline. The convergence of interest hypothesis states that since outside control

system functions well through the market for corporate control, the managers could

’ Berle-Means (1932),Jensen-Meckiling (1976), Jensen and Ruback (1983), Demsetz and Lehn
(1985), Holderness and Sheehan (1988), Ang,Cole, and Lins (2002), Anderson and Reeb
(2002,2003), Cronqyvist and Nilsson (2003), Belen Villaonga and Raphael Amit (2006).

¢ Monsen,Chiu and Cooley (1968), Radice (1971), Bothwell (1980), DeAngelo and Rice
(1983),Demsetz (1983) and Fama-Jensen (1983).
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not deviate from the interest of shareholders. However, the managerial entrenchment
hypothesis broadly recognizes the possibility that the managers can violate the
shareholders’ interest such as perquisites consumption. Increased equity ownership of
the managers further firmly guarantees the position of the managers and the
managers pursue their interest even at the sacrifice of the shareholders. Therefore
there may be a negative correlation between managerial equity ownership and the
firm valuation. Jensen-Meckling (1976) maintained that with managerial equity
ownership increasing, there is decreasing likelihood of deviation from the goal of
maximization of the firm valuation and the cost resulting from the deviation will
decrease. With their equity ratio increasing, the portion of the deviation cost the
managers will bear will increase and the likelihood of wasting the corporate wealth
will decrease. In contrast, Demsetz (1983) and Fama-Jensen (1983) pointed out the
offsetting costs significant to managerial equity ownership. When the functions of the
managerial equity ownership ratio is low, the market discipline, managerial labour
market, product market, and market for corporate control mitigate the opportunistic
behaviour of the managers and will force the managers to pursue maximization of the
firm valuation. However, the managers with substantial equity ownership will carry
enough voting power or influence to protect their own interest, and consequently they

may pursue the goals against maximization of the firm valuation.

3) Eclectic Hypothesis’

The convergence of interest hypothesis and management entrenchment hypothesis

has hitherto been considered with regard to the relationship between corporate

" Morck-Shleifer-Vishny (1988), Stulz (1988), Wruck (1989), and McConnell-Servaes (1990,
1995).
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governance and the value of the corporation. Although a theoretical analysis of this
relationship is important, an empirical verification has greater significance. Varying
results can be reached depending on the corporate system and capital markets of each
country, depending particularly on how effectively the corporate governance market
functions. In particular, in the empirical study of the relationship between the
ownership and the value of a firm, both positive (+) and negative (-) correlations are
seen in the differing equity sections. The results depends on which of the two
tendencies of managers is greater, either the tendency to use business resources for
their own interests, or the tendency to make the interests of the managers consistent
with those of outside shareholders. Therefore the results support both the interests

consistency hypothesis and manager entrenchment hypothesis.

Empirical studies that support the eclectic hypothesis are those conducted by Morck-
Shleifer-Vishny (1988) and McConnell-Servaes (1990,1995). They demonstrated
how the variable that represents the value of the firm (Tobin Q) changes in
accordance with the varying types of corporate governance. Morck-Sheliefer and
Vishny (1988) examined 371US public companies listed in Fortune 500 in which the
board haé more than 0.2% of the shares through piecewise linear regression. The
selection of 5% and 25% as the stmctural classification shares has no theoretical
justification. 5% was ‘usedv by Herman (1981) as the standard in the mandatory
disclosure of ownership, while 25% was used when Weston (1979) presented the 20-
30% as the threshold where predatory acquisitions would be difficult. In the 0~5%
range, the circumstances of the managers to maximize their self-interests have not
been formed, and thus the value of the firm (Tobin’s Q) and shares have a positive

correlation. In the 5~25% range, as the shares increase and in turn the rights of the

27



manager strengthen, the likelihood of the manager to act for one’s self-interest
increases, resulting in the decline in firm’s value (Tobin’s Q). Finally, in the 25% or
more range, as the managers’ shares increase, one can see that the interests of the
managers and the shareholders become the same. In addition, it is often held that if
the founder’s participation in the board of directors has a long history, then the value
of the firm may decline. On contrary, if the founder takes part in a firm that is

relatively young, then the value of the firm was shown to increase.

McConnell and Servases (1990) studied companies listed in the New York Stock
Exchange (NYSE) and AMX (American Sfock Exchange). In 1976 and 1986, 1173
and 1093 companies respectively were sampled for this purpose. For the value of the
firm, Tobin’s Q was used, which was calculated with the 1987 Compustat tape, while
the information on equity was corﬁpiled from Value Line Investment Survey. The
ownership structure was classified as insider ownership, the outside blockholders and
the institutional investors to study the hypothesis that Tobin’s Q (representing the
value of the company) had a curvilinear relation with the equity of the insider
ownership» and a positive correlation with the outside blockholders. Also, the
institutional investors were to follow Pound’s (1988) hypothesis. The other
explanatory variables were the same as those used by Morck, Shleifer and Vishny
(1988). The results of the curvilinear regression analysis showed that as the
percentage of insider ownership increased, the value of the company increased in
both 1976 and 1986. However, the relationship had a curvilinear shape and thus the
value of the firm reached the ceiling before the equity of internal ownership reached
50%. The maximum value was reached when the equity of insider ownership reached

49.9% in 1976 and 37.6 % in 1986. This outcome was the same as that of Stulz
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(1988). When the variables of the institutional investor and the outside blockholder
were included, the value of the company increased even more in accordance with the
increase in equity of internal ownership. The results of the piecewise regression
analysis showed that the relationship between the insider ownership and the value of
the company was a positive correlation ranging from 5% to 25%. However, it could
not encounter the structural transition point as found in the research of Morck,
Shleifer and Vishny (1988). Furthermore, the value of the firm was shown to have a
positive correlation with the institutional investors and, in turn, supported the
effective monitoring hypothesis of Pound (1988). However, the correlation between
the value of the company and the outside blockholders was not statistically

significant. :

Agrawal and Knoeber (1996) studied the mutual dependency among the monitoring
structures to minimize the proxy costs through a sample of 383 US companies, as
well as the relationship between the monitoring structures and business profitability.
For the monitoﬁng structures, seven factors are taken into consideration: equity of
inside managers; equity of institutional investors; equity of outside blockholders and
participation of external board members; loan policy; use of external market in
selecting managers; and the use of corporate governance market. For internal
decision making, the following factors were taken into account: inside management
equity; employment of external board members; use of manager market; and the loan
policy. For the external decision making such factors as equity of institutional
investors, equity of outside blockholders and use of the corporate governance market
were employed. In order to study the relationship among the monitoring structures,

the 2SLS regression analysis was used. In the case where activities of the corporate
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governance market are active, there is relevance between the outside blockholders
and equity of the institutional investors. This presents the complementary nature
between outside egpity and the corporate governance markets. Among various
monitoring structures, if participation of the external board members and equity of
the inside managers increases, then the pressure for pursuing loans increases,
resulting in the reinforcement of internal monitoring through the internal managers or
the external board members. In this case, this study mentioned that monitoring by the
lender would be most effective. It was also discovered as a result of this study that
the equity of inside managers, participation of external board members, loan policy
and the activities of the corporate governance market affect the value of the

company.

2.3.2 Influence of corporate ownership structure on corporate value under a
poor governance. (Expropriation Hypotheses)®

Claessens, Djankov, Fan & Lang (2002) studied how the concentration of cash flow
rights and control rights affects the value of the company. In this study, the ultimate
owner is controlling stockholders that own more than 5% of the control rights, and
the companies are divided into five types: family, state, widely-held financial
institutions and widely-held corporations in nine East Asian countries (Taiwan,
Malaysia, Singapore, Indonesia, Japan, Thailand, Philippines, Korea and Hong Kong)
before the East Asian crisis in 1997. According to the results, as the controlling
shareholders’ cash flow rights increase, the value of the company increases; and as
controlling shareholders’ control rights increase, the value of the company decreases.

[

Furthermore, the ratio of cash flow rights and control rights, representing the

8 Classens, Djangkov and Lang (2002), Johnson, Boone, Breach, and Friedman (2000), Mitton
(2002), Lemmon and Lins (2003), Joh (2003)
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difference between cash flow rights through a use of the graded voting rights stocks,
the stock pyramids and cross-ownership of stocks and control rights, had a positive
correlation with the value of the company. In short, the value of the company
increased as the difference between the cash flow rights and control rights owned by
the controlling shareholders declined. It also showed that the difference between the
relatively higher control rights lowers the value of the company. This supports the
hypothesis that when cash ﬂoW rights owned by the controlling shareholders are
small and the difference between cash flow rights and control rights are great, then
the controlling sharcholders exploit the minority shareholders to pursue their self-

interests.

According to the relationship between ownership structure and the value of the firm
as discussed in Claessens et a/ (2002) and Section 2.2.3, the incentive for the
controlling shareth)lder to exploit the minority sharcholders for their self-interests
depends on how mu.'ch cash flow rights they own. When the cash flow rights of the
controlling shareholder are low, the incentives and proxy costs increase due to the
conflict of interest between controlling shareholders and minority shareholders.
Therefore, the lower thé cash flow rights of the controlling shareholder, the lower the

value of the firm. In contrast, Shleifer and Vishny (1997:754) note that

‘Large shareholders thus address the agency problem in that they have both a general
interest in profit maximization, and enough control over the assets of the firm to have
their interest respected. La Porta et al, (1999) and Stijin Claessens et al, (2002)

describe the positive effect related to the share of cash flow rights held by large

e
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shareholders and argue that the negative entrenchment effect relates to the share of

control rights held by large shareholders.’

Therefore, the degree of this incentive may change according to the level of
ownership. In order to examine this relationship, the following hypothesis has been

set up:

Hypothesis 1: As the cash flow rights of a controlling shareholder increase, the value
of the firm increases. Conversely, as the control rights of a controlling shareholder

increase, the value of the firm decreases.

If a controlling shareholder uses a pyramid ownership structure or cross-ownership
structure to reinforce their control rights and thus indirectly control the firm, then a
difference arises between cash flow rights and control rights of the controlling
shareholder.” The controlling shareholder tends to own a higher portion of control
rights than cash flow rights, and as the difference between these two rights becomes
larger, the incentive for the controlling shareholder to exercis.e their control rights to
attain private interests becomes even greater. Claessens et al (2002: 2743) state
‘Grossman and Hart (1988) and Harris and Raviv (1988) show that separating
ownership and control can lower shareholders value and may not be socially
optimal.” Shleifer and Vishny (1997:759) argue that ‘ as ownership gets beyond a
certain point, large owners gain nearly full generate private benefits of control that
are not shared by minority shareholders.” Bebchuk et a/ (2000) indicate that

separating control rights from cash flow rights can create agency costs an order of

® La Porta et al (1999) and Claessens et al (2002)
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magnitude larger than costs associated with a controlling shareholder who also has a
majority of the cash flow rights in his or her corporation. Therefore, as this difference
becomes greater, the value of the firm declines; while as this difference becomes
smaller, the value of the firm increases. In order to corroborate this phenomenon,

Hypothesis 2 has been set up:

Hypothesis 2: As the difference between the cash flow rights and control rights

becomes greater, the value of the firm declines.

3. Corporate governance in Korea
3.1 Economic performance and corporate governance.

3.1.1 Korean economic development

The Korean economy has developed significantly since 1962 with the
implementation of tl;e government’s Economic Development Plan (Park J.H. Model
1995, Economist). Many of the current dominant Korean companies emerged after
the Second World War and were assisted by the reverted enterprises that the Japanese
had left and assistance from the USA. Disposal of thése resources were preferentially
carried out by a small number of privileged people and these companies were able to
build up a great wealth. Such parties eventually managed to establish a systematic
link with the government institutional framework. Korean companies have grown
significantly with a continued adhesion to the government. During the first five years

of the Economic Development Plan, raising funds was difficult and government
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control of foreign capital meant these were only available for a privileged few.
Certain firms would therefore get subsidised access to resources conditional on
sustained contribution to national wealth. During this period most firms’ external
finance was in the form of debt or bank purchased equity; however in a twist from a
conventional bank based system, the government had a controlling stake on most

major national banks.

The key objectives of Korea’s successive five-year plans have changed over time
with the changing economic climate. Such changes may be examined in relation to

the major government economic functions:'®

o Creating the economic and legal framework (the constitution, economic law,
etc.). The constitution of Korea has been almost totally revised nine times
since liberation in 1945.

e Promoting growth.

e Ensuring stability.

e Promoting efficiency including industrial policy, trade policy, agricultural
policy, and éocia] infrastructure policy.

e Promoting equity (personal, regional, and industrial).

Appealing to the government to be chosen as a target of promotion became one of the
foremost management strategies. It became essential for the development of an

enterprise to participate aggressively with the government policy. The objective of

10 According to Samuelson and Nordhaus (1992: 301-1), the government’s proper economic
functions are creating an appropriate economic or legal framework, ensuring stability, and
promoting efficiency, equity and growth.
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the economic plans was to overcome domestic resource deficiency through export
promotion, thereby achieving growth and increased employment. By controlling the
ownership of banks and financial institutions, the government was able to carry out
its policies and selected firms grew. In this process an implicit contractual
arrangement was established and a system of firm monitoring by the government was
sustained. At the heart of this corporate governance lay the public control of financial
institutions and the protection of domestic markets from competition from foreign
goods. Under such a system the Korean economy structured its development to pass
from agricultural products to light industries (particularly flour, sugar, fibre and
textile) to heavy industries, then to automobile and finally arriving at the prevailing

dominance of high technology industries.

3.1.2 Chaebol and agency problems

Corporate governance mechanisms are often divided between bank-based and
market-based. Bank-based mechanism refer to the use of debt as the major source of
external finance and is a form most often associated with the German and Japanese
economic systems. Market-based mechanism, on the other hand, tends to rely on
external equity finance and is associated with U.K. and U.S. economic systems.
Granted a significant amount of equity finance can also be found in bank-based
system, but the market based mechanism tends to show a much larger share of equity
ownership. A common feature of both is leaving the real control of capital to the firm
management but differences lie in the method of regulating managerial power and the
names refer to the main parties that monitor this possible abuse. This then has the

result of creating different incentive structures for managers, which impacts on the
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overall behaviour of firms. It has often been argued that close financial ties in the
German and Japanese systems ‘reduce agency costs and allow investors to monitor
managers more effectively than in the U.S.’(Aoki et al 1990, 1991, Lipton and
Rosenblum 1991, Porter 1991, Prowse 1991). The cost of changing manaéement
when it performs poorly is therefore lower, because banks and large shareholders

have more power. This can therefore inhibit costly hostile takeovers and proxy fights.

Korean chaebols are often compared to Japanese keiretsus’' as firms belonging to
both maintain substantial business ties with other firms in the group and there is a
considerably interlocking equity ownership. Nevertheless, several characteristics
distinguish an archetypal Korean chaebol. First, unlike keiretsus, which tend to be
controlled by a professional corporate management, chaebols are controlled by
individual shareholders or their families. Second, keiretsus, but not chaebols, are
concentrated on one large commercial bank that then plays a leading role in the
financial activities of the group Finally, chaebols maintain a central staff within the
group. These play the role of a holding company, exercising substantial control over

all group firms.

Member firms within the Top 30 Chaebols are interconnected through an extensive
network of reciprocal shareholding agreements. Korean banks are expected to play an
active monitoring role in a firm’s investment decisions as they are allowed to own up

to 10% of the equity of firms. In fact, Korean banks provide many firms with

' For a discussion of the Japanese governance mechanism, see Aoki (1990), Sheard (1989), Prowse
(1990), Hoshi, Kashyap and Scharfstein (1991), Kaplan (1994) and Kang and Shivdasani (1995).
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substantial equity and debt financing:'? For example in 1997 the equity ownership
held by Korean banks accounted for 9.42 % of the shares listed on the KSE.
Furthermore, the Korean government has often utilised their control of banks to
exercise control over many firms. This suggests that Korean banks hold a significant
potential for performing the role of an active investor but have traditionally not
exercised a role as monitors. First, Korean banks have traditionally held shares
primarily to allocate their portfolio assets rather than for the exercise of voting rights.
Second, concentrated equity ownership by chaebol! owners, combined with cross-
shareholding practices within chaebol firms, effectively prevents banks from playing
the monitoring role of a large shareholder. Finally, most bank loans are guaranteed by
cross-debt guarantees among chaebol member firms. This suggests that banks have

little incentive or room to undertake the role of an active monitor (Kang 1998).

There is a tendency for the controlling shareholder to ‘tunnel’ profits across firms,
transferring them from where that shareholder has low cash flow rights to firms
where he or she has high cash flow rights.'® This can usually be accomplished
through of the use of pyramid ownership structures and cross-holdings among firms
that belong to a business group allows controlling shareholders to exercise full
control over a firm despite holding a relatively small portion of its cash flow rights.'*
The disparity between ownership and control raises questions regarding the degree to
which the controlling shareholders of a business group can siphon resources from

firms to increase their own private wealth. (Johnson et a/ 2000, Bertrand, Mehta and

12 Under Article 200 of the Securities Exchange Act of 1962, which was in effect until March 1997,
investors were not allowed to acquire more than 10% of the equity of other firms without the
?ermission of the Korean Securities and Exchange Commission.

3 Bebchuck ez al (2000), Wolfenzon (1999) and Shleifer and Wolfenzon (2000) provide theoretical
models of various forms of tunnelling.

' Greater detail is offered in Section 3.2.
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Mullainathan 2002). In the context of Korea, Bae, Kang and Kim (2002) found that
while minority shareholders of a firm within a Korean business group that makes an
acquisition will ultirﬂately lose, the controlling shareholders benefit as a result of the
acquisition loss because .it enhaﬁces the value of other firms in the group. Bae, Kang
and Lee (2006) examine the pricing and valuation effect of equity-linked private
securities offerings by Korean firms from 1989 to 2000 and report that chaebol
issuers involved in intragroup deals séf the offering prices in order to benefit their
controlling shareholders. They also found that chaebol issuers (member acquirers)
realised an 8.8% (5.8%) higher (lower) announcement return than other types of
issuers (acquirers) if they sell private securities at a premium to other member firms
and if the controlling shareholders receive positive net gains from equity ownership
in issuers and acquirers. It is a result of this form of trading that owners of business
groups are often accused of expropriating minority shareholders, by tunnelling
resources from firms where they have low cash flow rights to firms where they have
high cash flow rights. This is especially prevalent where regulations that would

otherwise protect minority shareholders are poor.

3.2. Characteristics of the corporate ownership in Korea

Who owns the companies in Korea? The existing literature suggests that corporate
governance in Korea is similar to that of Japan (La Porta e al 1999, Berglof &
Perotti 1994). However the evidence is not conclusive and La Porta, Lopez de Silanes
& Shleifer (1999) admits that on the issue of ownership, ‘for Korea, different sources

offer conflicting information on corporate ownership structures of chaebols.’
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3.2.1 The measurement of the ownership Structure

1) Classification according to ultimate owner
This study employs the methodology of La Porta, Lopez de Silanes & Shleifer (1999)
(‘LLS’) and Claessens et al (1998) and examines all ultimate owners with more than
10% of voting rights to study the control patterns of the companies. In examining the
corporate governance, the controlling shareholder and family are regarded as one
unit. If the shareholders of the sample company are that of a corporation, financial
institution or non-profit company, the shareholders were then exaﬁlined to see

whether ultimate owners that controlled the companies existed.

First, at the control level; of 10%, 20%, 30% and 40%, companies were classified as
companies with diversified ownership and companies with ultimate owners. The
ultimate owners are divided into the following five types.

1) Family;

2) Government;

3) Financial institutions with diversified ownership;

4) Corporations with diversified ownership;

5) Others.

This study of expropriation relies on cash-flow rights opposed to control rights.
Suppose, for example, that a family owns 11% of stock of publicly-traded Firm A,
which in turn has 21% of the stock of Firm B. It would be logical to say that family
controls 11% of Firm A as it is the weakest link in the chain of voting rights. In
contrast, here it would be said that the family owns about 2% of the cash flow rights

of Firm B, the product of the two ownership stakes along the chain (Claessens et al
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1998). To make the distinction between cash flow and control rights, pyramiding
structures are here documented for each firm with cross-holdings among firms and
deviations from one-share-one-vote rules. To better understand the variety of
ownership structures that determine the ultimate control of companies, the following

example is provided.

According to the LLS methodology, (a) of Figure 1 shows that ultimate owners
(control) exist in the levels of 10% and 20% of company A. However in the 30% and
40% levels, firm B only has 27% of the control rights of firm A. Therefore, the
ownership of the company is diversified. (b) of Figure 1 shows that the controlling
shafeholder (control) controls firm B at the 20% level, which goes to show that the
controlling shareholder is controlling firm A through firm B. However, in the 30%

level, firm A is classified as a diversified ownership company.

<Figure 1> Control rights ownership in level of ultimate owner
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2) Control rights and cash flow rights

(1) Direct control

Direct control is defined as the controlling shareholder directly owning his or her
equity. In this case, control rights are synonymous with cash flow rights. From (b) in
Figure 2, the 15% of the stock of the controlling shareholder is an example of direct

control.

(2) Indirect control

Indirect control occurs when the controlling shareholder uses an intermediate
company or a non-profit corporation. There are three types of indirect control: 1)
stock pyramid, ii) cross-ownership, and iii) equity ownership through non-profit

corporations.

1) Indirect control through stock pyramids

Stock pyramids are used when the controlling shareholder exercises his or her control
rights through one or more corporations. When a corporation is controlled through
these pyramid structures, a difference between control rights and cash flow rights
arise. Although controlling shareholders may control a corporation through an
intermediary company, it is considered to be direct control when the controlling
shareholder controls 100% of the stock of the intermediary company. Figure 2

illustrates the different types of indirect control through such pyramids.
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<Figure 2> Pyramids ownership

[Fm A ] [Fma]

A 3

27% 27% 15% I 35%
Firm

me]  [ms
43% 4 100% '

25%

| Control I | Control I

(a) (b) (©)

(a) Figure 2 shows a controlling shareholder (control) has a 43% directly of company
A and company B control own a 27% stocks of the company A as the intermediary
company. I can say that in this case the controlling shareholder (control) has 27% of
the control rights and 11.61% (=0.27*0.43) of the cash flow rights for company A.
(b) in Figure 2 demonstrates that the controlling shareholder has 100% control of
company B’s shares and therefore cannot be called a pyramid. In this case, the
control rights and cash flow rights are both 27%. Because controlling shareholder

have has 27% of cash flow right (0.27*1).

(c) Figure 2 shows a combination of direct control and indirect control through a
pyramid by a controlling shareholder (control). In calculating the control rights
connected to a pyramid, we consider the smallest control rights to be controlled by
the controlling shareholder. Therefore, I assume that 40% of the control rights of
company A is held by the controlling shafeholder (15% direct control, 25% indirect
control). 23.75% (=0.15+0.25*0.35) can be said to be the control of cash flow rights.

The above method tends to underestimate the control rights of the controlling
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shareholder compared to the method of calculation that assumes voting rights of

company B is completely held by the controlling shareholders. '*

<Figure 3> Cross- holding ownership

Firm A

T

21% 13%
7% 16%

2

18%

it) Indirect control through cross-ownerships

In Korea, direct cross-ownership where company A owns company B’s shares, while
company B also owns company A’s shares is legally prohibited. However, indirect
control of a company occurs through a circulated cross-ownership. In the case of
cross-owner‘ships, as in Figure 3, similar to the case of indirect control through a
pyramid, the weakest part of the control chain is assumed to be the equity controlling

shareholders, which is 34% (cash flow rights are 24.6%).

iit) Indirect control through non-profit corporations
Claessens, Djankov.and Lang (1999) calculated the control rights of the controlling

shareholder under the assumption that the non-profit corporation was a 100%

0.21+0.27x0.13
1% Cash flow rights = = 0.2460, See the appendix for calculations

1-0.18%0.16x0.13

of a cash flow rights.

43



controlled subsidiary of the controlling shareholders. As has been seen there is no
difference here between control rights and éash flow rights. The methodology of
Claessens, Djankov and Lang (2000) will be here followed and the control rights of
the controlling shareholders are calculated by assuming that controlling shareholders

had 100% control of the non-profit corporation.

3.2.2 Who controls firms?

The stocks of Korean companies are mostly in the hands of the family and relatives
of the founders of the company, and I cannot see the extent of separation of
ownership and management of a company, as is characteristic of Anglo-Saxon

management (La Porta ef al 1999).

The chaebol business group, which is characteristic of many ma:ior Korean
companies, has a number of different forms of stock ownership depending on its
scale. A relatively small business group mostly takes a form of ownership, which can
be termed ‘owner managed style' where the founder or his family directly owns a
great amount of stocks in one name. In a larger business grdup, they take the form of
what is called 'cross-holding style' where businesses within one group hold each
other's stocks. These two forms share the common feature that the power to control is
concentrated in the founder and his or her family. This study classifies companies
into diversified ownership companies and ultimate owners at given cut-off levels'®
base on La Porta et al (1999) and Claessens, Djankov and Lang (2000). Companies

with ultimate owners are again classified into four types: (i) family, (ii) government,

1% To determine effective control at any intermediate levels as well as the ultimate level, we need
to use a cut-off point above which we assume that largest shareholder has effective control over
the intermediate and final corporations.(Claessens ef a/ 1999).
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