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Tunneling or Value Added?
Evidence from Mergers by Korean
Business Groups

KEE-HONG BAE, JUN-KOO KANG, and JIN-MO KIM*

ABSTRACT

We examine whether firms belonging to Korean business groups (chaebols) benefit
from acquisitions they make or whether such acquisitions provide a way for con-
trolling shareholders to increase their wealth by increasing the value of other group
firms (tunneling). We find that when a chaebol-affiliated firm makes an acquisi-
tion, its stock price on average falls. While minority shareholders of a chaebol-
affiliated firm making an acquisition lose, the controlling shareholder of that firm
on average benefits because the acquisition enhances the value of other firms in
the group. This evidence is consistent with the tunneling hypothesis.

RECENT EMPIRICAL EVIDENCE SUGGESTS that business groups in developing coun-
tries can facilitate efficient allocation of capital and managerial resources.
Khanna and Palepu (1997, 2000) argue that business groups in developing
countries mimic the beneficial functions of market mechanisms that are
present only in advanced economies.

When a particular market mechanism is not well developed or accessible,
a business group can add value by providing member firms with alternative
means of overcoming problems. For example, when a country’s external cap-
ital market is not well developed, the operation of an internal capital market
within a business group enables those firms with the best projects within
the group to obtain resources.!

However, the structure of diversified business groups may create agency
problems. In most business groups, ownership is highly concentrated, and
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controlling shareholders have power over firms that exceeds their cash flow
rights. La Porta, Lopez-de-Silanes, and Shleifer (1999) conclude that “the
central agency problem in large corporations around the world is that of
restricting expropriation of minority shareholders by controlling share-
holders . ..” This agency problem between controlling and minority share-
holders can be particularly serious when there are few mechanisms to protect
minority investors and control the discretionary power of large shareholders.2

Johnson et al. (2000) argue further that the controlling shareholders have
strong incentives to siphon resources out of the firm to increase their wealth.
To describe the transfer of resources out of firms for the benefit of their con-
trolling shareholders, Johnson et al. use the term “tunneling.”® They show that
tunneling can take many forms. For example, it can take the form of outright
theft or fraud. It can also take more subtle legal forms, such as dilutive share
issues that discriminate against minority shareholders and mergers between
affiliated firms to siphon resources out of the bidder or the target.

In this paper, we explore the nature of business groups in emerging mar-
kets and examine two competing views of them: the view of Khanna and
Palepu (1997, 2000) that they add value to their member firms (the “value-
added view”) and the view of Johnson et al. (2000) that they provide the
controlling shareholders with an opportunity for wealth transfer from the
firm for the benefit of the controlling shareholders (the “tunneling view”).

To evaluate these competing views, we examine Korean merger activity
during the 1981 to 1997 period. The Korean market has several character-
istics that make it particularly suited to our investigation. As we shall show
in Section I, important corporate governance systems are not well estab-
lished in Korea. Furthermore, some Korean firms belong to business groups
known as chaebols. Ownership of a chaebol is heavily concentrated in an
individual who has almost complete control over all firms within the group.
Such an ownership structure gives the owner-managers of chaebols strong
incentives to diversify their wealth and human capital (Amihud and Lev,
1981) and to expand their chaebol into several different industries. Since the
owner-managers of chaebols have substantial discretionary power over all
important strategic decision making, they can easily expropriate other in-
vestors in the firm by investing the firm’s resources to maximize their wel-
fare when legal protection against expropriation of minority shareholders is
weak.4

2 La Porta, Lopez-de-Silanes, and Shleifer (2000) argue that the legal protection of investors is
an important dimension of corporate governance. For example, La Porta et al. (1997) show that
countries with poor investor protection have less developed capital markets. In their 1998 paper,
La Porta et al. examine a sample of 49 countries and find that ownership concentration in the
largest public companies is negatively related to investor protections. This finding suggests that
in countries with poor investor protections, minority shareholders are less likely to be important.

3 The term “tunneling” was originally coined to characterize the expropriation of minority
shareholders in the Czech Republic where assets would be mysteriously siphoned off from the
corporation as if removed through a hidden tunnel (Johnson et al. (2000)).

4 See Barclay and Holderness (1989), Barclay, Holderness, and Pontiff (1993), Shleifer and
Vishny (1997), La Porta et al. (1999), Wolfenzon (1999), and Johnson et al. (2000).
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The case of the Samsung Group illustrates how expropriation of minority
shareholders takes place among member firms of a chaebol. In an irregular
father-to-son succession scheme, which is typical of the chaebol, Samsung
SDS sold a total of 3.21 million shares of its bonds with warrant (BWs) to
Lee Jae-Yong (the son of the Samsung Group’s Chairman, Lee Kun-Hee) and
three other family members at the per-share price of only 7,150 won. At the
time of the controversial share transfers, BWs issued by Samsung SDS were
trading at 55,000 won per share in the over-the-counter market. Hence, the
minority shareholders of Samsung SDS lost, while the family of the control-
ling shareholder enriched itself. As a result of the deal, Lee Jae-Yong raised
his stake in Samsung SDS to 10.1 percent. Samsung Chairman Lee was also
criticized for similarly handing over BWs in other Samsung Group compa-
nies, such as Samsung Everland, Samsung Electronics, and Samsung S1, to
his son Jae-Yong, gradually paving the way for an eventual transfer of group
chairmanship (Korea Herald, May 11, 2000, p. 8).

We study merger activity because managerial objectives and corporate gov-
ernance mechanisms play important roles when managers acquire other firms.
For instance, tunneling could be a major motivation for some acquisition
activities of the chaebol firms. Chaebol owner-managers who want to max-
imize either their own utility or the size and scope of their chaebol might
decide on an acquisition bid within a chaebol with little regard for whether
it is good for the bidder but with great interest in whether it is good for
them. Thus, if a member firm within a chaebol is doing poorly, the owner-
manager’s solution would be to merge it with a more successful firm within
the same chaebol. If acquiring bad target firms maximizes the aggregate
value of the business group or the welfare of owner-managers, then acqui-
sitions are good news for chaebol owner-managers, even though they are bad
news for the minority shareholders of the bidding firm.

The acquisition of LG Merchant Bank by LG Securities, both of which
belong to the LG Group, illustrates tunneling as a motive for merger activity
of the chaebol. To recapitalize the debt-ridden LG Merchant Bank, the LG
Group announced that LG Securities, which was considered to be one of the
most profitable firms in the group, would acquire LG Merchant Bank. LG
Merchant Bank was a money-losing entity. It suffered huge losses in the
1997 and 1998 fiscal years totaling almost 400 billion won. The LG Group’s
official said “the merger reflects the LG Group’s long-term plan to foster the
brokerage house into an investment bank and consolidate its financial op-
erations” (Korea Herald, May 22, 1999, p. 12). But the brokerage’s trade
union and minority shareholders of LG Securities opposed the merger, say-
ing that it would impair the value of their shares (Korea Herald, August 24,
1999, p. 9). Reflecting a heavy financial burden imposed on LG Securities
due to the acquisition, the company lost much of its share value after the
merger announcement. During the 10-day period after the merger announce-
ment, the market-adjusted cumulative abnormal return was —46 percent.

At the time of the merger announcement, the controlling family of the LG
Group held 18 percent of the outstanding shares in LG Securities and 60
percent in LG Merchant Bank. This means that if the controlling family had
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overpaid for the acquisition by $1, it would have lost 18 cents through LG
Securities but gained 60 cents through LG Merchant Bank; hence, it would
have been better off. However, other shareholders in LG Securities would
have lost 82 cents.

We find that Korean mergers are associated with a positive announce-
ment effect for the shareholders of the acquiring firms. However, the pos-
itive gains are mainly from mergers by non-chaebol bidders. Chaebol bidders
that show good past performance prior to the merger realize significant
negative announcement returns. Furthermore, the concentrated ownership
by owner-managers in chaebol bidders and rescue mergers by chaebol bid-
ders are negatively related to bidder announcement returns, but are posi-
tively related to announcement returns of the value-weighted portfolio of
other firms in the same group. The fact that a chaebol bidder loses its
value but other firms in the same chaebol rise in value suggests that there
is a wealth transfer from the bidding firm to the other firms in the same
group.

Finally, we find that the mean market value change of insider holdings in
chaebol bidders around the time of the merger announcement is —105 mil-
lion won, but that in other member firms it is 614 million won. All these
findings support the tunneling view for business groups.

Our paper is related to a recent study on the extent of tunneling among
group firms in India. Bertrand, Mehta, and Mullainathan (2000) use a sam-
ple of 18,600 Indian firms during the period 1989 to 1999 to examine tun-
neling in pyramidal ownership structures of business groups. They hypothesize
that the ultimate owners of the pyramids have strong incentives to divert
resources from firms low down in the pyramid towards ones high up in the
pyramid. By examining how various firms in the hierarchy of the pyramid
respond to external shocks to their performance, Bertrand et al. show that
considerable diversion does indeed take place from firms near the bottom of
the pyramid to firms near the top.

Our approach, however, is different from that of Bertrand et al. (2000) in
at least two important ways. They explore the existence of tunneling by
examining how various firms respond to external shocks to their accounting
measures of performance. In contrast, we show the extent of tunneling by
investigating how investors in the stock market react to acquisition events.
Second, to trace the existence of tunneling, we use data from Korean busi-
ness groups. Korean business groups do not form the same kind of pyrami-
dal structure as Indian business groups do. In Korean business groups, cross-
shareholdings are a more popular mechanism than pyramidal ownership
structures.

This paper proceeds as follows. Section I discusses the background of
our study and the main hypotheses. Section II describes the data. Sec-
tion III provides abnormal bidder returns and value-weighted portfolio
returns of other firms within the same chaebol and reports results
from cross-sectional regressions. Section IV summarizes and concludes the
paper.
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I. Background of the Study and Main Hypotheses
A. Chaebols and the Corporate Governance System in Korea

In Korea, a large business group is often called a chaebol. The Korea Fair
Trade Commission (KFTC) defines a business group as a group of companies
of which more than 30 percent of shares are owned by the group’s controlling
shareholder and its affiliated companies. Each year the KFTC ranks busi-
ness groups according to the size of their total assets and identifies the 30
largest business groups (hereafter called the “Top 30 chaebols”). The Top 30
chaebols have come to represent Korea’s most prominent chaebols during
the past three decades. Although smaller chaebols are organized the same
way as the Top 30 chaebols, several features distinguish the Top 30 chaebols
from other chaebols and from independent firms.

To illustrate the differences between firms that belong to the Top 30 chae-
bols and other types of firms, we divide Korean firms into three groups: (1)
firms belonging to the Top 30 chaebols, (2) firms belonging to the Top 31-50
chaebols, and (3) firms belonging to the chaebols below the Top 50 and in-
dependent firms.

Table I describes the characteristics of these three groups of firms and
presents important statistics as of 1997. First, the Top 30 chaebols operate
in many different industries, but other smaller-scale chaebols and indepen-
dent firms are less diversified and relatively focused. For example, the av-
erage number of affiliated firms within the Top 30 chaebols is 26. The Top 5
chaebols have as many as 62 affiliated firms under their control and are
widely diversified. In contrast, the average number of affiliated firms within
the Top 31-50 chaebols is only 11.

Second, the economic power that the Top 30 chaebols wield in the Korean
economy is greater than that of other chaebols or independent firms. The
Top 30 chaebols represent only 24.2 percent of all firms listed in the Korean
Stock Exchange (KSE), but they account for as much as 45.8 percent of the
KSE’s total market capitalization. The Top 30 chaebols contribute to 62.5
percent of the total assets and 72.6 percent of the gross sales of all listed
firms. The corresponding figures for the Top 31-50 chaebols are only 5.6
percent and 4 percent, and those for other smaller chaebols/independent
firms are 31.8 percent and 23.4 percent, respectively.

Third, much of the Top 30 chaebols’ business expansion has come from
substantial borrowing. The average leverage ratio (debt over the sum of debt
plus market value of equity) of the Top 30 chaebols amounts to 90.6 percent.
In contrast, the leverage ratios for the Top 31-50 chaebols and other smaller
chaebols/independent firms are 80 percent and 75.4 percent, respectively.
One institutional factor that facilitates high leverage for the Top 30 chaebols
is the practice of cross-debt guarantees among member firms. The cross-debt
guarantee ratio (the amount of debt guarantee over book equity) averages
108 percent for the Top 30 chaebols.

Finally, member firms within the Top 30 chaebols are connected by an
extensive arrangement of reciprocal shareholding agreements. Although mem-
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ber firms within other chaebols are also connected by cross-shareholding,
the degree of cross-shareholding is significantly higher for the Top 30 chae-
bols. For instance, the average cross-ownership for listed firms that belong
to the Top 30 chaebols is 27.6 percent, compared to 22.1 percent for the
listed firms of the Top 31-50 chaebols and 16 percent for other listed firms.

Despite the huge size and economic power of the Top 30 chaebols, a single
family usually controls all firms in each chaebol. All the major decisions of
each member firm are in the hands of the controlling family, rather than
professional management. Although the controlling shareholders of the other
chaebols below the Top 30 chaebols are also families, the number of affili-
ated firms and the resources under their control are not as large as those of
the Top 30 chaebols’ families.

These differences suggest that the degree of conflict between controlling
family shareholders and minority shareholders is more severe for the Top 30
chaebols than for other smaller chaebols or independent firms.

For Korean chaebols, the agency problem is largely attributable to the
chaebol’s inherently weak governance structure. During our sample period,
the typical chaebol firm does not have an outside director on the board,
equity ownership by professional management is negligible, and member
firms within the same chaebol are connected by an extensive arrangement of
reciprocal shareholding agreements. Large institutional shareholders are
viewed as passive since the exercise of their voting rights is regulated.> Ten-
der offers and other hostile acquisitions are very rare.

Several studies of the governance structure of Japanese firms® find that
the main bank plays an important role in reducing the agency problems of
its client firms and that it acts as an alternative governance mechanism to
the capital market-centered corporate governance systems of Anglo-Saxon
countries (Sheard, 1989). Korean banks are expected to play an active mon-
itoring role in a firm’s investment decisions, since they are allowed to own
up to 10 percent of the equity in the firms. In fact, Korean banks provide
many firms with substantial equity and debt financing. In 1997, equity own-
ership held by Korean banks accounted for 9.42 percent of the shares listed
on the KSE. Furthermore, until recently, Korean firms were not permitted
to own banks. The Korean government has used banks to exercise control
over many firms, which suggests that Korean banks have a great potential
to perform the role of an active investor. Nevertheless, Korean banks have
not been very active in monitoring their client firms.

There are several reasons for lack of bank monitoring. The most impor-
tant is that the concentrated equity ownership by chaebol owners combined
with cross-shareholding practices within chaebol firms effectively prevents

5 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 percent of equity in other firms
without the permission of the Korean Securities and Exchange Commission.

¢ For a discussion of the Japanese governance mechanism, see Sheard (1989), Aoki (1990),
Prowse (1990), Hoshi, Kashyap, and Scharfstein (1991), Kaplan (1994), and Kang and Shiv-
dasani (1995).
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banks from playing the monitoring role of a large shareholder. Second, Ko-
rean banks have traditionally held shares in other firms, but they do so
primarily to allocate their portfolio assets rather than to exercise their vot-
ing rights. Finally, most bank loans are guaranteed by the cross-debt guar-
antees among the chaebol member firms. Thus, banks have little incentive
or room to play the role of an active monitor (Kang, 1998).

Korean chaebols are often compared with Japanese keiretsus. The two
structures are similar in that member firms of a chaebol (keiretsu) maintain
business ties with other firms in the group and there is interlocking equity
ownership. However, there are several characteristics that distinguish the
Korean chaebol from the Japanese keiretsu.

First, chaebols are family dominated, but keiretsus use professional cor-
porate management. Second, keiretsus are concentrated around a large com-
mercial bank that plays a leading role in the financial activities within the
group. In contrast, chaebols are not allowed to have a commercial bank as a
member firm. Finally, chaebols are more centralized than keiretsus. Chae-
bols maintain a central staff within the group, but keiretsus have no such
staff. The chaebols’ central staff plays the role of a holding company and
exercises control over all group firms. In contrast, keiretsu firms operate
independently and are connected by informal networks.

B. Main Hypotheses

To distinguish between the value-added and tunneling views, we compare
the predictions of the two views on bidder announcement returns. The value-
added view argues that a business group allows its member firms to allocate
resources to their best use through formation of an internal capital market
where member firms can pool internally generated cash flow. Shin and Park
(1999) show that because of their internal capital markets, the Top 30 chae-
bol firms are subject to less financing constraints than are other firms.?
Observing Indian firms, Khanna and Palepu (2000) compare the profitabil-
ity of firms that belong to industrial groups with the profitability of inde-
pendent firms. They find that diversified business groups add value. Stein
(1997) also finds that diversified firms can enhance efficiency, since corpo-
rate headquarters can fund winners and abandon losers.8 These studies sug-
gest that mergers by chaebol-affiliated bidders have greater potential for
enhancing firm value than do mergers by other firms. Therefore, the value-
added view predicts that announcement returns of chaebol bidders will be

7 Shin and Park (1999) compare the investment—cash flow sensitivity of the Top 30 chaebol
firms with that of other firms. They show that the sensitivity is low and insignificant for
chaebol firms but is high and significant for other firms. They further show that a chaebol
firm’s investment is significantly affected by the cash flow of other member firms within the
same chaebol.

8 Scharfstein and Stein (2000) make exactly the opposite argument. They argue that internal
capital markets of diversified conglomerates do a worse job of allocating a given amount of
resources than would external capital markets. In other words, they tend to engage in ineffi-
cient cross-subsidization, spending relatively too much in some divisions and too little in others.
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higher than those of other bidders. In particular, the value-added view sug-
gests that chaebol bidders that had good performance prior to the merger
have more resources and play a key role in allocating internal resources
among member firms. Consequently, chaebol bidders are expected to realize
higher announcement returns than other types of bidders.

However, the tunneling view of a business group predicts the opposite.
The tunneling view emphasizes the agency problem between owner-managers
and minority shareholders. If the lack of governance mechanisms allows owner-
managers to care less for their minority shareholders and to pay more at-
tention to their own wealth, then the business group has the potential to
provide owner-managers with opportunities to waste corporate resources and
benefit themselves. Therefore, the tunneling view predicts that announce-
ment returns of chaebol bidders will be lower than those of other bidders.
Furthermore, according to the tunneling view, more resources would be di-
verted from the chaebol bidders that had good performance prior to the
merger. We would then expect negative announcement returns for such firms.

We also examine both the announcement returns of the subsamples of
chaebol bidders who are more likely to experience either value-added or tun-
neling effects and the value-weighted portfolio returns of other firms within
the same chaebol. We investigate cases such as mergers by chaebol bidders
whose controlling shareholders have concentrated equity ownership. We also
examine rescue mergers, in which chaebol bidders that had good perfor-
mance prior to the merger acquire financially distressed targets in the same
chaebol. According to the value-added view, these transactions increase the
value of both chaebol bidders and other member firms. On the other hand,
the tunneling view suggests that such transactions facilitate wealth transfer
from the bidder to other member firms, possibly at the expense of other
shareholders.

Finally, we estimate the market value changes of holdings by insiders around
the merger announcement date for both chaebol bidders and other member
firms within the same chaebol. The value-added view suggests an increase
in the value of insider holdings for both chaebol bidders and other member
firms. In contrast, the tunneling view predicts a decrease in the value of
insider holdings for chaebol bidders, but an increase in the value of insider
holdings for other member firms. Table II shows these predictions of value-
added and tunneling views and summarizes our empirical results.

II. Data

Our sample consists of nonfinancial acquiring firms that are listed on
the KSE between 1981 and 1997. We identify a sample of acquiring firms
from the Securities Daily published by the KSE. We then eliminate those
cases in which the acquiring firm owns all shares of the acquired firm
prior to the merger. This screen yields a final sample of 107 mergers.
Several firms are involved in more than one acquisition, so the number of
sample firms is 87.
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We identify each acquiring firm’s affiliation with a chaebol using the KFTC’s
Annual Statistics. Of the 87 firms, 45 (22 chaebols) belong to the Top 30
chaebols, 12 (8 chaebols) to the Top 31-50 chaebols, and 30 to the group
comprising chaebols below the Top 50 or independent firms (hereafter called
“other bidders”). Seventy-four firms (37 belonging to the Top 30 chaebols, 11
to the Top 31-50 chaebols, and 26 to other bidders), which represent 85
percent of the total sample, were already listed at the beginning of our sam-
ple period. This finding suggests that many of our sample firms are rela-
tively mature.

We obtain the stock price data of the acquiring firms from the daily return
file of the Korea Investors Service-Stock Market Analysis Tool (KIS-
SMAT),® which includes all firms listed on the KSE. We identify the initial
public announcement dates of the mergers from the Securities Daily. We
select the announcement date by considering the announcement time. If the
announcement is made after trading closes, we choose the next trading day
as the announcement date.

Panel A of Table III summarizes the merger activity of the bidding firms
by year and industry. The years 1984 and 1996 are the most active years of
merger announcements with 12 and 10 cases, respectively. A breakdown of
the mergers by industry shows that most of the acquiring firms are classi-
fied as manufacturing (76 cases). Fifteen acquiring firms are in the con-
struction industry and 13 in wholesale and retail.

Panel B of Table III classifies the merger activity by chaebol affiliation
and industrial relatedness. Among 107 mergers, 54 (50.5 percent) bidders
belong to the Top 30 chaebols, 14 (13.1 percent) to the Top 31-50 chaebols,
and 39 (36.4 percent) to other bidders. Using the three-digit industry clas-
sification codes provided by the KSE, we find that 52 (48.6 percent) firms
acquired target firms operating in the same industry.

As an additional measure of industrial relatedness, we use Securities Daily
to find out if the bidder and the target are in related businesses. We identify
14 (13.1 percent) cases as vertical mergers. Forty-one bidders (38.3 percent)
acquire targets operating in an unrelated industry. We also find that 100
bidders (93 percent) acquire affiliated targets that are within the same busi-
ness group.

In 63 of the 100 mergers, we are able to identify the prior production
relationship between the bidder and the target. In 12 cases, the targets are
important suppliers to the bidders and, in 8 cases, the bidders are important
suppliers to the targets. In 3, the target and the bidder are suppliers to each
other. In the remaining 40 cases, the two firms produce the same kinds of
products or maintain similar production processes.

For instance, Diamond AG, a member firm of the Hyundai group, merged
with Seojin, another member firm of the Hyundai group in 1995. In an at-

9 Since the KIS-SMAT database does not contain information on firms that were delisted,
there is one acquiring firm whose price data are not available in the KIS-SMAT. For this firm,
we manually collect stock price data from the Securities Daily.
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Table III
Distribution of Merger Activity by Year and Bidder Industry and
by Chaebol Affiliation and Industrial Relatedness

The sample comprises 107 nonfinancial bidders listed on the KSE between 1981 and 1997. We
initially identify the sample from the Securities Daily, published by the KSE. We eliminate
cases in which the acquiring firm owns all the shares of the acquired firm prior to the merger.
The Top 30 chaebol bidders are firms that belong to 1 of the 30 largest chaebols. The Top 31-50
chaebol bidders are firms that belong to chaebols ranked between 31 and 50. “Other bidders”
are firms that belong to small chaebols or independent firms. Horizontal mergers are those in
which the bidder and the target have the same three-digit industry classification codes pro-
vided by the KSE.

Panel A: By Year and Bidder Industry

Wholesale/
Year Construction Manufacturing Retail Transportation Total

1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
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1997
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Panel B: By Chaebol Affiliation and Industrial Relatedness

Bidder and Target

in the Related Industry Bidder and Target

Horizontal Vertical in Different Industries Total

Top 30 chaebol bidders 29 5 20 54
Top 31-50 chaebol bidders 8 4 2 14
Other bidders 15 5 19 39
Total 52 14 41 107

tempt to break into the travel industry, Diamond AG, which operates in the
department store and hotel industries, took over Seojin, the second largest
travel agency in Korea at the time of the merger announcement. Chung
Joo-Young and his family, owner-manager of the Hyundai group, control 21.2
percent of the outstanding shares of Diamond AD and 11.4 percent of Seojin.
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One hundred four firms finance the acquisition through an exchange of
common stock.10 Three firms use a combination of cash and common stock as
the method of financing.

Table IV presents descriptive statistics for our sample firms. These data
are obtained from the Listed Company Database of the Korean Listed Com-
panies Association and the acquiring firms’ annual reports. We measure the
variables at the fiscal year-end that comes immediately before the merger
announcements.

Several features are noteworthy. The size of the Top 30 chaebol bidders!
is larger than that of the other two types of bidders. The average market
value of equity of the Top 30 chaebol bidders is five times (13 times) larger
than that of the Top 31-50 chaebol bidders (other bidders). The difference in
total assets is equally revealing: The Top 30 chaebol bidders are about four
(nine) times larger than the Top 31-50 chaebol bidders (other bidders). These
differences in firm size are statistically significant at the one percent level.
The medians show a similar pattern.

Leverage, which we measure by the ratio of total debt to the sum of total
debt and market value of equity, is not significantly different among the
three groups. The mean leverage ratios for the Top 30 chaebol bidders, Top
31-50 chaebol bidders, and other bidders are 0.74, 0.74, and 0.77, respec-
tively. The average ratio of bank debt to the market value of the firm shows
no statistical difference among the three groups of bidders. Since the typical
Top 30 chaebol firms maintain higher leverage than other firms (see Table I),
our results suggest that the Top 30 chaebol bidders with relatively low le-
verage engage in merger activity.

Although the average equity ownership by the largest shareholder is not
statistically different among the three groups, the mean equity ownership
by other corporations in the Top 30 chaebol bidders is about twice as large
as that for the other two types of bidders (22.60 percent compared to
13.88 percent and 9.52 percent). These differences in equity ownership by
other corporations are statistically significant. This finding suggests that
cross-shareholding is more prevalent among the Top 30 chaebol bidders than
among the rest of the bidders.

The average equity ownership by financial institutions, including banks
and insurance companies, is also significantly larger for the Top 30 chaebol
bidders than it is for the other two types of bidders (14.81 percent compared

19 Instead of participating in the exchange offer, shareholders of a target firm who oppose a
proposed merger can sell their shares to the firm (Article 191 of the Security Exchange Act). In
this case, their shares are redeemed either at a negotiated price or at a weighted average of
closing prices (using the trading volumes as the weight) during the previous 60 trading days
before the board of directors meeting date for the merger decision. Shareholders of the bidding
firm who oppose a proposed merger also have the same right as those of the target firm. For
listed firms, the dissenters’ right to obtain payment for their shares has been in effect since
1982. For unlisted firms, it has been in effect since 1995.

11 We use the term Top 30 (Top 31-50) chaebol bidder as meaning a bidder that belongs to
the Top 30 (Top 31-50) chaebols.
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to 4.46 percent and 5.14 percent). Equity ownership by foreign investors for
the total sample averages 2.12 percent. Again, foreign equity investment is
largest for the Top 30 chaebol bidders (3.48 percent). However, the median
for the total sample is zero, indicating that foreigners do not hold stocks in
many of our sample firms. Government equity ownership for the total sam-
ple averages 0.66 percent and is also largest for the Top 30 chaebol bidders
(0.96 percent). The maximum equity ownership by the government for the
total sample is 7.94 percent, which indicates that our sample does not in-
clude government-controlled bidders.

In our sample, the majority of mergers involved targets that were pri-
vately held. Out of the 107 mergers, only 28 targets are listed on the KSE,
and 79 targets were privately held. Thus, we are restricted to the book value
of equity as a measure of the relative size of target to bidder. The mean and
median ratios of the book value of target equity to bidder equity are 83 per-
cent and 26 percent, respectively. Thus, the sample consists primarily of
targets that are much smaller than bidders, although it includes a few large
targets. The median relative size of target to bidder is largest for other bid-
ders (44 percent), followed by the Top 30 chaebol bidders (30 percent) and
the Top 31-50 chaebol bidders (17 percent).

When we compare performance variables among the three groups of bid-
ders, such as past industry-adjusted cumulative stock returns from 220 days
to 21 days before the merger announcement, cash flow (the sum of operating
income and depreciation) to total assets, operating income to total assets,
and financial slack (cash plus marketable securities) to total assets, we find
no differences.

III. Empirical Results

In this section, we examine merger announcement returns to evaluate the
value-added and tunneling views. We differentiate the Top 30 chaebol bid-
ders from the Top 31-50 chaebol bidders and other bidders, since the degree
of value-added or tunneling tend to be different between these groups of
bidders.

A. Bidder Abnormal Returns

For each bidder, we compute the abnormal return (AR) by estimating the
market model. We use the KOSPI return as the benchmark. We obtain our
estimates of the market model by using 200 trading days of return data,
beginning 220 days before and ending 21 days before the merger announce-
ment. We sum the daily abnormal returns to get the cumulative abnormal
return (CAR) from day #, before the merger announcement date to day ¢,
after the merger announcement date. (See the Appendix for the detailed
method of measuring cumulative abnormal returns.)

Panels A and B of Table V report the ARs and CARs, respectively. In each
panel, we report the results for all bidders, the Top 30 chaebol bidders, the
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Top 31-50 chaebol bidders, and other bidders. The average ARs for all bid-
ders two days before, one day before, and one day after the announcement
date are 0.51, 0.69, and 0.62 percent, respectively. All ARs are significant.
However, Panel A shows that the median ARs are mostly small and not
significant.

The average CAR(—1, 0), CAR(-5, 5), and CAR(-10, 10) are 1.23, 2.67,
and 3.39 percent, respectively, and are significant at the five percent level.
The subsample results show that these significant returns are mostly from
other bidders. The mean CAR(—1, 0), CAR(-5, 5), and CAR(-10, 10) for
other bidders are 3, 7.94, and 7.84 percent, respectively. These CARs are all
significant at the one percent level. The median CARs for other bidders
show a similar pattern. In contrast, the CARs for the Top 30 and Top 31-50
chaebol bidders during the same intervals are small and sometimes negative.

The mean CAR(—1, 1) for the total sample is 1.84 percent and is signifi-
cant at the 1 percent level. However, the median CAR(—1, 1) is —0.09 per-
cent, which is significant at the 10 percent level. The conflicting results
between the mean and the median CARs(—1, 1) for the total sample suggest
that a few outliers might drive our CAR results. To address the issue of a
possible outlier effect, we repeat the analysis, excluding the bidders for which
CAR(—1, 1) is in the top or bottom 5 percent of the sample observations. The
mean CAR(—1, 1) in the trimmed sample is 1.59 percent, which is signifi-
cant at the 1 percent level. However, the median is —0.09 percent, which is
again significant at the 10 percent level.

The fact that even the trimmed sample shows similar results to those
using the total sample suggests that outliers do not drive our findings. Rather,
the difference between the mean and the median CAR(—1, 1) for the total
sample is largely due to many of the chaebol bidders experiencing negative
announcement returns. For instance, the median CARs(—1, 1) of the Top 30
and Top 31-50 chaebol bidders are negative: —0.71 and —0.37 percent, re-
spectively. Thirty-four (63 percent) out of the 54 Top 30 chaebol bidders re-
alize negative returns, and 8 (57.1 percent) out of the 14 Top 31-50 chaebol
bidders realize negative returns. In contrast, the median CAR(—1, 1) of other
bidders is significant and positive, 3.82 percent. Twenty-seven (69.2 percent)
out of the 39 other bidders realize positive returns. Tests for differences in
the median CARs(—1, 1) between the Top 30 chaebol bidders and other bid-
ders and between the Top 31-50 chaebol bidders and other bidders are strongly
rejected.

We also note that within each group of bidders, the mean and median
CARs(—1, 1) show consistent signs of being insignificant and negative for
the Top 30 chaebol bidders and significant and positive for other bidders.
When these groups of bidders experiencing different announcement reac-
tions are pooled, the mean and the median CARs seem to display somewhat
different patterns.

Overall, our results suggest that the positive gains from merger announce-
ments are mostly from other bidders. However, one obvious issue in com-
paring announcement returns between the Top 30 chaebol bidders and the



The Journal of Finance

2712

(g9°0) (98°0)  (€%°0) (g2°0) (€0°0) (#0°0) 91°0) (90°0)

LEO 980 £90°0 2€0 980 ¥L'0 002°0— 6800  ¥ST0 €860 *+671°0 *xG89°0 €600 +905°0 -
(29°0) (88'0)  (g€°0) (6%°0) (3L0) (06°0) (0%°0) (%90

€90 920 $6°0 g€'0 090 19°0 ¥y 0- 6990  9S¥'0-  ¥9¥0-— L¥T'0— 0700 1L8°0- 002°0 €-
((520)] (26'0)  (05°0) (06°0) (280 (9%°0) (1€°0) (gL0)

0€°0 L8°0 %6°0 26'0 820 ¥L°0 980°0— GLO'0- €€9°0 680°0 $63°0— LYT°0- 980°0— 060°0— p-
(€2°0) #1°0 (90°0) (L0°0) (L6°0) (20 (L8°0) (g2°0)

#£70°0 #%80°0 6€°0 0€'0 12°0 %900 98€°0 8780  x1S9°0—  «¥080- 6020 981°0 990°0— 862°0 g-
(96°0) (12°0)  (90°0) (90°0) (g6°0) (5L°0) 9%°0) (81°0)

+L0°0 310 66°0 L8°0 *L0°0 %800 0500 3330  +€8%'1 «L61'G LET0- 8010 0500 £2V'0 9-
(98°0) (¥6°00  (89°0) (82°0) (25°0) (68°0) (88°0) (99°0)

280 €60 9g'0 680 090 82°0 L30°0— 9600  O€T'0 LT $81°0— 6€0°0— 060°0— LYT°0 L-
(86°0) 970 (190 (29°0) [VX:40)] (1€°0) (68°0) (18°0)

$9'0 LE0 9L'0 080 €70 9¢'0 130°0 g8%’0  LPS0-  $820- 621°0 90€°0 $20°0 $65°0 8-
(29°0) 96'0)  (g€0) (0€°0) (€8°0) (89°0) (96°0) (17°0)

020 8€'0 L8°0 LL'O 12°0 9%°0 960°0— L1000  L0Z'0 169'0 280°0— 191°0 £20°0— 8L1'0 6—
(6L°0) (g¥'0)  (98°0) (8L°0) 9L'0) (¥¥°0) (6L°0) (g8'0)

$S°0 190 L6°0 980 170 LS°0 08T°0— €20  998°0— ILT'0- %8%°0— 2220 191°0— L02°0 01—
18937 989)-7 1893-7 18937 18983-7 18837 ueIpaN ueay UBIPAI]N ues\ uelpaiN ueay ueIpa|y uea Leq
UOXO0I[IM UOXO0I[IM UOXOI[IM
O-a O-Vv g-v ) [€:0] v) s1oppid IV
woﬁwhw.w«mﬁ— wudm.—m.w«mﬁ— woﬁwhw_m«_ﬁ— mumﬁﬂma 1910 mhwﬂ.ﬂ«m ~on®wn—o m.—wﬁﬂ_m ~OD®§.~O
Jo 389y, Jo 389y, Jo 183, 0g-1¢ dog, og dog,

dV 9Y) punoie (g) suinjay [BuIouqy A[re( vy [pueq

‘019z 09 [enba sI ueIpaW/UBLW 9y} JeY) }S9) 9Y) JI0J sanjea-d aie sisayjuased Ul SIOqUNN '9jep JUSWAIUNOUUE [BTIUT
ayj} sejousp (IV ‘suully juspuadapur 10 s[oqaeyod [[ews 0} SUO[dq jey) SULI} aIe  SIAPPIq IaYl(0), ‘0G PUB T Usamjaq payuel s[oqaeyo o} Suofaq
183} SULIL} 918 SI8PPIq [0gaeyd 0g—T¢ doJ, 9y, ‘S[0qaeyd }seSie| (g ay) Jo auo 0} Suo[aq Jey) SULILJ aIe SIappPIq [oqaey?d Og dof, 8y, “Ylewyouaq
oy} se winjax (IdSO3) Xopuy 90t1g 203G o31sodwio) €aI03] Y3} SN ap\ ‘jusweounouue IesIeuw oY) a10jaq sAep (g Surpus ejep uinjes jo sfep
Surpej 00z Suisn £q [opouwr JoXIEW 9Y} IJBWIISS 9\ ‘[OPOW Jo3IeW oY} SUIsn SuInjax [euLIouqe amdwod ap "A710( $INIAS DY) WOLY I9FIoW
aY3} Jo ajep jusweduUnouue orfqnd [BIJIUT Y} UIRIqO M ‘L66T PUB 186 Usem)aq FSI Y3 U0 Pajsi| SIapplq [eroueurjuou 20T sostiduioo aduwes oy,

(AV) 9¥e( IUSUWIddUNOUUY Y} punoJe sIdppiyg 10j
(YVD) SuInjoy [eULIOUqY dAIjR[NWN)) PUE (YY) SUINIIY [BULIOUqY A[le( UBIPIJ\ pue UedJy
A°Iqe]L,



2713

Tunneling or Value Added?

‘A[@argoadsal ‘s[aas] jusdrad [ pue ‘g ‘OT oY} 1€ SIUBOYIUSIS yux PUB ‘4 ‘4

(62°0) 92'0) (€90 (0%°0) (10°0) (10°0) (6€°0) (66°0)
$L°0 LLO ¥0'0 +%€0°0 870 LT°0 686'T 1922  896°0— F09'E  xkx966'T—  44x¥GGT— LIZT- 0000 (0T + @V ‘T + aV)
(20°0) %00 (@¥0) (61°0) (8L°0) (09°0) (I1°0) (90°0)
190 96°0 700 #+70°0 0%'0 9T'0  #x8ITF  wa@P8L  FI6T g8¥'L 1€€°0— €68°0— 289'T «L8E'€ (0T + AV ‘0T — AV)
(000) (t0'0)  (06°0) (67°0) (82°0) (L8°0) (23°0) (g0°0)
9z'0 220  #xx000 #4100 9%°0 G€'0  xx:x0ET'F  +xx8E6'L  €8V0 0€e'2 966'T— $90'T— 6690 ++999°C (g+av'‘s-av
(00°0) (0000 (960) (g8°0) (92°0) (#9°0) (60°0) (00°0)
*x€0°0 000 #4x00°0 +#£00°0 090 L90  xxaST8'€  xxx809°G  TLEO-— 0820 S0L'0— 98€°0—  +980°0— 44«I¥8'I (I +Qv ‘1T -av)
(000 (10°0)  (06°0) #9°0) (06°0) (#8°0) (%0°0) (20°0)
*01°0 +60°0 «10°0 *+€0°0 18°0 6L0  4x+E69°C  xxx966'F  16G0— eLY'0 €LT0— 151°0 ++6€9°0 P @av 't - av)
(€60) €0 (90°0) (50°0) (2°0) (02°0) (02°0) (90°0)
310 080 $£°0 L0 €€°0 ¥€°0 60L°0— G092  +¥9E'T  4480%°€ 1090 028’1 STI¥'0 x291'2 (3 - av ‘o1 — av)
9893-Z 9898)-7 1893-7 9893-7 1893-7 98937 UeIpa]N uedN ueIpsiy ued\ UBTPIA ueapy uelpa]y uesapy SMOpPUIM JUBAY
UOXOI[IM UOXOI[IM\ UOXO0O[IM\
O-9 -V a-v ) () §19ppIg IV
woﬂw&@.ﬁmﬁ— WOGOkG&mQ ®u=®.~®.w«mﬁ— mhwﬁﬁz kwd—ao muwﬂﬂ.mm ~onwa£O m.—wﬂ.ﬂ_m —o&wwno
Jo 3sqL Jo 359, Jo 989, og-1¢ dof, og dog,
dV 9Y3 punoie (%) suinjey [BUWLIOUQY SAlJR[NWIN)) g [dUBJ
(g0°0) (8000  (g6°0) (8%°0) (99°0) (9%°0) (01°0) (92°0)
920 61°0 LT°0 1€°0 €9°0 860  +x699°0— «IL9°0— 0€0°0—-  €¥9°0 $0T°0— 66T°0—  +2ET°0— 192°0— 0T
(61°0) (2g'0)  (00'T) (£9'0) (21°0) (L¥°0) (88°0) (96°0)
670 L6°0 %90°0 ¥€'0 %0 L¥'0 8S€°0 1620  ¥20°0 092°0 012°0- L¥30— 310°0- S10°0 6
(99°0) (8%°0) (180 (69°0) (22°0) (¥2°0) (91°0) (¥1°0)
86°0 96°0 260 980 98°0 €6°0 910°0— 106°0— S61°0- €€8°0— 297°0— G68°0— 932°0— 25€°0— 8
(8€°0) (0¥0) (¥9°0) (89°0) (26°0) L0 (8€°0) ((440)]
00'T 66°0 2€°0 LEO 920 €90 $02°0— g6¥'0— 9L9°0-  06%°0-— 290°0— 0800 161°0— $02°0— L
(g1°0) (66°0)  (€€°0) L1°0) (1L°0) (89°0) (g€°0) (9€°0)
SL'0 12°0 91’0 6L°0 €20 920 L69°0 $00'0— 8LE0 oL¥'1 €€0°0— €91°0 6120 €L2°0 9
(80°0) (e10)  (€8°0) (¥€°0) (6€°0) 90 (L1°0) (8€°0)
+01°0 €10 LT'0 LEO 220 L3'0 *176°0— 819°0— 0€8°0 1080 202°0— €91°0- 892°0— €02°0— g
(68°0) (2900 (20 22°0) (£0°0) (90°0) (09°0) (g6°0)
€€°0 LE'0 920 LT'0 +60°0 ST°0 €30°0 912’0  S16°0 LIV'T +8%%'0— +967°0— 202°0— ¥10°0 ¥
(86°0) (€L°0)  (9L°0) (€9°0) (8L°0) (06°0) (66°0) (69°0)
850 990 €6'0 3L €90 390 8L0°0 L8T°0  ¥ST°0- 66870 18T°0- LE00— 860°0— 691°0 g
(90°0) 9000 (eg0) [VX:40) (90°0) (€0°0) (92°0) (¥8°0)
+90°0 #L0'0 %100 #x00°0 $8'0 96'0 *93L°0 «0ET'T  €8€°0— 09L°0—  «L37'0—  4+E8L°0-— g¥0'0— 850°0— 4
(00°0) 000)  (¥9°0) (#L°0) (¥2°0) (0Z°0) (02°0) (60°0)
€00 4100 %2400°0 *+x00'0 160 FL'O0  #xx080'C  xxxl0ST  SVE0-  EVTO- L68°0- L39°0— 900°0— +919°0 I
(13°0) (€100  (L9°0) (09°0) (¥8°0) (06°0) (g€'0) (81°0)
$90 6€°0 82°0 qT'0 9L'0 39°0 0000 9L8T  663°0-  88%0 L300 1S0°0— 0000 €690 0
(00°0) (000)  (06°0) (96°0) L0 (£9°0) *#1°0) (€0°0)
11 0) +60°0 *+90°0 *+70°0 260 98°0  4xx660'T «+619'T  ZEE'0-  9€0°0 €61°0— €61°0 L30°0— #3690 I-



2714 The Journal of Finance

other two types of bidders is that the characteristics of firms might be time
varying and, therefore, our results could be driven by a particular sample
period. Since our sample period covers quite a long period from 1981 to
1997, during which there occur substantial differences in capital controls or
access to government credit, we must ensure that the sample period can
reasonably be seen as a single sample period. In an unreported test, we
examine this issue by dividing the sample into four subgroups, according to
chaebol affiliation, and two subperiods. We choose 1992 as a cutoff point to
divide the total period into two subperiods, since Kim and Singal (2000)
show that a major capital control change in Korea occurred in 1992, when
the Korean government opened the stock market to foreign investment. Our
results show that announcement returns for other bidders are significant
and positive only for the first subperiod, but the difference of the returns
between the two subperiods for other bidders is not significant. Announce-
ment returns for the Top 30 chaebol and the Top 31-50 chaebol bidders also
do not show any significant difference between the two subperiods. The test
of difference in announcement returns between the Top 30 chaebol bidders
and other bidders is strongly rejected for both subperiods. These results
suggest that our results are not specific to a certain period.

There are also other issues of concern in the interpretation of our an-
nouncement returns. We note that there have been daily price limits in the
KSE during our sample period. Since the KSE opened, it has imposed re-
strictive price limit rules. Before April 5, 1995, the closing price level of the
stock determined the range within which the price of a stock could increase
or decrease in a trading day. Since April 5, 1995, the price limit is set at 15
percent for all stocks. These price limit rules suggest that investors might
have continued to react even after the merger announcement.

To examine the frequency of delayed price response due to price limits, we
count the number of our sample bidders whose prices hit the limits for each
trading day from day —5 to day +5. The frequency of bidders hitting a limit
is 9.3 percent on day —5; it rises to 17.7 percent on day —1; it peaks on day
+1 at 22.4 percent; and it continues to 12.1 percent on day +5. In their
study of price limits in the Korean stock market during the 1988 to 1992
period, Bae and Cha (1997) report that for their 276 sample stocks, the
percentage of trading days that hit the limits averages 10 percent. Thus, our
sample bidders experience an unusually high frequency of limits around the
event days, which requires us to use a longer event window for the return
analysis. Therefore, in the subsequent analysis, we focus on CAR(—5, 5)
rather than CAR(—1, 0).

Another issue concerns the fact that, unlike CARs for the other types of
bidders, the mean and median CARs(1, 10) for the Top 30 chaebol bidders
are —2.55 percent and —2 percent, respectively, both of which are significant
at the one percent level. The fact that returns after the merger announce-
ment are negative for the Top 30 chaebol bidders suggests that the effect we
find might be driven by stock price manipulation. Since most of our mergers
are all-stock offers, it is possible that the acquiring firm in a chaebol pumps
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Figure 1. Cumulative abnormal returns from day -20 to day +20 around the merger
announcement. The sample comprises 107 nonfinancial bidders listed on the KSE between
1981 and 1997. We obtain the initial public announcement date of the merger from the Secu-
rities Daily. We compute abnormal returns using the market model. We estimate the market
model by using 200 trading days of return data ending 20 days before the merger announce-
ment. We use the Korea Composite Stock Price Index (KOSPI) return as the benchmark. The
Top 30 chaebol bidders are firms that belong to one of the 30 largest chaebols. The Top 31-50
chaebol bidders are firms that belong to chaebols ranked between 31 and 50. “Other bidders”
are firms that belong to small chaebols or independent firms.

up its value before the acquisition announcement by having affiliated firms
in the group buy its stock, then lets its stock fall after the announcement is
made.

To examine the issue of manipulation, we plot the CARs from day —20 to
day +20 around the event date for the Top 30 chaebol bidders, the Top 31-50
chaebol bidders, and other bidders. Figure 1 shows that there are different
patterns of stock price movement for the Top 30 chaebol bidders and the
other two types of bidders. The CARs of the Top 30 chaebol bidders increase
up to the event date, peak on the event date, and then start falling so that
the CAR is slightly negative by the end of day +20. For the Top 31-50 chae-
bol bidders and other bidders, the CARs also increase before the announce-
ment date. Unlike the CARs for the Top 30 chaebol bidders, the CARs of
these two groups of bidders continue to rise even after the announcement
date and level off at day +5.

To gauge the statistical significance of our results, we follow Kang and
Stulz (1996). They examine the announcement effect of equity issues in Ja-
pan and the possibility of price support. We focus on two samples of raw
returns, the “before” sample, which includes the raw returns for the 10 days
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before the event date for each bidder, and the “after” sample, which includes
the raw returns for the 10 days starting 30 days after the event date for
each bidder. Since the manipulation issue is a concern for the Top 30 chaebol
bidders, we present the results for these bidders.12

The before sample has a mean return of 0.33 percent compared to 0.18
percent for the after sample. The standard deviation of the returns in the
before sample is slightly lower than in the after sample (2.46 percent vs.
2.66 percent). However, the skewness is much higher in the after sample
(0.63) than in the before sample (0.37). This difference is not consistent with
the hypothesis that there is stock price manipulation.

The traces of stock price manipulation are even harder to detect when we
examine the proportion of negative returns. In the before sample, 35.4 per-
cent of the returns are below —0.6 percent, compared to 39.3 percent in the
after sample. When we look at returns lower than —2 percent, 14.8 (16.5)
percent of the before (after) sample returns are lower than —2 percent.

Finally, we count the number of days in the previous 10 days that the
bidder realizes a negative return in excess of one standard deviation of the
bidder’s return. Then we relate the event-day abnormal return to the num-
ber of days. If a chaebol bidder benefits from stock price manipulation, we
would observe few large negative returns before the event day, but a sharp
drop after the event day. Thus, we expect to see a positive relation between
the number of large negative returns and the post-announcement abnormal
returns. Instead, we find negative correlations. The correlations between the
number of large negative returns and the abnormal returns on event day,
day + 1, and day + 2 are —0.16, —0.13, and —0.11, respectively, all of which
are not significant. Although the bidders’ price frequently falls after an ac-
quisition announcement and this fact suggests there might be some stock
price manipulation, we find no direct evidence to support this interpretation.

The third issue is that our results might be driven by the effect of equity
issuance. Some studies show that an announcement of equity issues in Ko-
rea is associated with a positive market reaction. For example, Kim and Lee
(1990) use a sample of 239 seasoned equity offerings during the 1984 to 1986
period to examine the wealth effect of issuing equity. They show that the
stock market reaction to the equity issues is significantly positive. However,
Kim and Lee use monthly returns to examine the equity issue effect. There-
fore, their announcement results should be interpreted with caution.

To see if our results are driven by the effect of equity issuance, we collect
equity issue announcements made by our sample firms during the sample
period, 1981 to 1997. Our sample firms make 184 announcements of non-
merger equity issues. The mean and median CARs(—5, 5) are 0.29 percent
and —0.45 percent, respectively, neither of which is significant. For the sam-
ple of 95 equity issues by the Top 30 chaebol firms, the mean and median
CARs(—5, 5) are 0.07 percent and —0.78 percent, respectively, and are not

12 Although the other two types of bidders show positive post-announcement returns, we
repeat the same analysis for these bidders and find no traces of stock price manipulation.
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significant. They are 0.52 percent and —0.14 percent for the 89 issues by the
other two types of firms, and are also not significant. Furthermore, in his
study of foreign acquisitions by Korean firms during the 1981 to 1995 pe-
riod, Kim (1999) finds that Korean bidders experience significant and pos-
itive returns at the merger announcement and that the positive returns come
mostly from bidders not related to the Top 30 chaebols. Because Korean
firms usually make cash offers to acquire foreign firms, Kim’s findings sug-
gest that the announcement returns for our sample mergers are not entirely
driven by equity issuance effects.

We are also concerned that the results in Table V only show if the market
value of the bidder’s stocks changes as a result of a merger, but do not tell
us if chaebol affiliation is associated with a decrease in the combined value
of the bidder and target firms. Since most of our targets are privately held,
we cannot answer this question. Nevertheless, in an unreported test, we
examine the joint value of the bidder and target firms for the sample of 28
mergers in which the target firms were listed on the KSE. For these 28
target firms, we collect stock price data and information on capital distri-
butions and dividends from the Securities Daily. Using capital distribution-
and dividend-adjusted returns for target firms and following Bradley, Desai,
and Kim (1988), we compute the market-adjusted CAR(—5, 5) for the value-
weighted portfolio of the bidder and the target. The results show that the
mean and median CARs(—5, 5) for the value-weighted portfolio are 0.82
percent and —1.14 percent, respectively, neither of which is significant. When
we split the sample according to chaebol affiliation, the 18 mergers by the
Top 30 chaebol bidders have a mean CAR(—5, 5) of 0.22 percent (the me-
dian = —1.41 percent). The 10 mergers by the other two types of bidders
have a mean CAR(—5, 5) of 1.94 percent (the median = —1.27 percent). None
of these estimates are significant. Therefore, the evidence from the sample
of 28 mergers indicates that the joint value associated with mergers neither
increases nor declines.

B. Bidder Returns and Bidder Characteristics: Preliminary Evidence

We partition the sample according to key characteristics of the acquiring
firms and the mergers, then compare the CARs(—5, 5) across these charac-
teristics.13 Table VI presents our results. The first two variables examine if
the past performance of acquiring firms can explain the bidder returns. As
performance variables, we use cash flow to total assets and past industry-
adjusted cumulative stock returns from 220 days to 21 days before the merger
announcement. Previous research on developed markets (Morck, Shleifer,
and Vishny (1990) and Kang, Shivdasani, and Yamada (2000)) shows that
managers who performed well before mergers tend to make good acquisitions.

3 We examine in detail in Sections IIL.D and III.G how the characteristics used in this
section are correlated with the chaebol effect by simultaneously considering these characteris-
tics and the chaebol affiliation of the acquiring firms.
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Table VI
Mean and Median Cumulative Abnormal Returns [CAR(-5, 5)]
for Bidders around the Merger Announcement Date
for Subsamples Categorized by Bidder Characteristics

The sample comprises 107 nonfinancial bidders listed on the KSE between 1981 and 1997. We
obtain the initial public announcement date of the merger from the Securities Daily. We com-
pute abnormal returns using the market model. We estimate the market model by using 200
trading days of return data ending 20 days before the merger announcement. We use the Korea
Composite Stock Price Index (KOSPI) return as the benchmark. Numbers in parentheses are
p-values for the test that the mean/median is equal to zero. Numbers in brackets are p-values
for the test that the mean/median is equal between two groups of bidders.

Mean CAR(-5, 5): Median CAR(-5, 5):
No. of % (p-value) % (p-value)
Bidder Characteristics Firms [¢-test for equality] [Wilcoxon Z-test for equality]
Cash flow: (operating income +
depreciation)/total assets
Above sample median 53 0.506 —0.256
(0.72) (0.91)
Below sample median 54 4.786%* 1.362*
(0.04) (0.07)
[0.11] [0.17]
Prior industry-adjusted stock return
(—220 to —20)
Above zero 55 1.436 -0.151
(0.51) (0.76)
Below zero 52 3.967+¥* 1.740%*
(0.01) (0.04)
[0.35] [0.09]*
Equity ownership of the largest share-
holder and other corporation
Above sample median 53 1.758 —0.256
(0.72) (0.91)
Below sample median 54 3.557%* 1.362%*
(0.02) (0.05)
[0.51] [0.13]
Market value of equity
Above sample median 53 -0.798 -0.141
(0.49) (0.29)
Below sample median 54 6.066%** 3.185**
(0.01) (0.02)
[0.01]*** [0.02]%*
Industrial relatedness
Related industry (horizontal + 66 3.904** 1.180
vertical) (0.04) (0.12)
Different industry 41 0.672 0.343
(0.69) (0.92)
[0.20] [0.30]
Target book equity/ bidder book equity
Above sample median 53 4.422% 1.648%
(0.07) (0.08)
Below sample median 54 0.943 -0.109
(0.48) (0.98)
[0.20] [0.17]

* %% and *** Significance at the 10, 5, and 1 percent levels, respectively.
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The past performance of acquiring firms turns out to be an important
factor in explaining the CARs. For example, for firms with a below-median
level of cash flow to total assets, the mean and median CARs are
4.79 percent and 1.36 percent, respectively, both of which are significant
at the 5 percent and 10 percent levels. On the other hand, for firms
with an above-median level of cash flow to total assets, the corresponding
CARs are 0.51 percent and —0.26 percent, respectively, and are not
significant.

We obtain similar results when we use bidders’ excess stock returns rela-
tive to their industry. The results suggest that bidders that performed well
before the merger tend not to be good acquirers. Our results contrast with
those for the United States (Lang, Stulz, and Walkling (1989), Morck et al.
(1990), Servaes (1991)) and Japan (Kang et al. (2000)). Results for these
countries show that better performers are better bidders.

When we split the sample by the median of the sum of equity ownership
by the largest shareholder and equity ownership by corporate shareholders
(hereafter controlling ownership), only bidders with low controlling owner-
ship show significant announcement reactions. The mean and median CARs
are 3.56 percent and 1.36 percent, respectively, which are significant at the
5 percent and 10 percent levels. For bidders with an above-median level of
controlling ownership, the corresponding CARs are 1.76 percent and —0.26
percent, and are not significant.

The next variable we examine is firm size as measured by the market
value of equity. The results show a negative relation between firm size and
announcement returns. For bidders whose firm size is below the median, the
mean and median CARs are 6.07 percent and 3.19 percent, respectively, which
are significant at the one percent and five percent levels. In contrast, for
bidders with an above-median size, the corresponding CARs are —0.80 per-
cent and —0.14 percent, which are not significant.

The announcement returns can differ, depending on whether the bidder
and the target operate in the same or different industries (Morck et al. (1990)).
When bidders are separated according to industrial relatedness, only related
(both horizontal and vertical) mergers show positive and significant abnor-
mal returns. For the 66 mergers in which the bidder’s industry is related to
the target’s industry, the mean CAR(—5, 5) is 3.9 percent and the median
CAR(-5, 5) is 1.18 percent. The mean is significant at the 5 percent level,
but the median is not significant. For the 41 mergers in which the bidder’s
industry is not related to the target’s industry, the mean and median returns
are 0.67 percent and 0.34 percent, respectively, which are not statistically
significant.

An alternative classification of industrial relatedness shows similar re-
sults. When we group the vertical and diversifying mergers together as
unrelated mergers, the 55 unrelated mergers show an insignificant mean
(median) return of 2.93 percent (0.71 percent). But the 52 horizontal
mergers show a significant mean (median) return of 2.39 percent (0.32 per-
cent). These findings suggest that the potential synergy effect is more
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pronounced for related mergers. Our evidence is consistent with Morck
et al. (1990) for U.S. mergers and Kang et al. (2000) for Japanese
mergers.14

The relative size of the targets also has an important implication on bid-
der returns. However, the prediction about target size is not clear. If the
bidding manager’s major incentive for acquisition is to realize synergy and if
a larger target is more likely to produce such an effect, we would expect such
mergers to be associated with a higher return to the bidder. But if the man-
ager’s objective is to expand the firm’s size only to increase the resources
under his control (Jensen, 1986), then we would expect a more negative
market reaction to mergers involving larger targets.

When we measure the relative size of targets by the ratio of target book
equity to bidder book equity, mergers with an above-median ratio realize a
significant mean CAR (-5, 5) of 4.42 percent. Mergers with a below-median
ratio realize an insignificant mean CAR(—5, 5) of 0.94 percent. The differ-
ence in mean CARs(—5, 5) between the two groups is not significant.

C. Cross-sectional Regression Analysis

To understand better the cross-sectional variation in bidder returns, we
present the estimates from multivariate regressions. Since the univariate
results in the previous section show that industrial relatedness is an impor-
tant determinant of bidder returns, we include the dummy variable that
equals one if the bidder and the target are in the same industry, and zero
otherwise. We also consider a dummy variable that takes the value of one if
the bidder acquires a target that is listed on the KSE.

Chang (1998) finds that when the target firm is privately held, bidder
returns are significantly positive. He attributes positive bidder returns to
the monitoring activities of target shareholders. Since many of the targets in
our sample are unlisted and are acquired through an exchange of common
stock, mergers involving these types of targets tend to create large outside
shareholders, which could explain the positive bidder returns documented in
this study.

As noted, firm size and the relative size of the target and the bidder are
important variables for explaining the cross-sectional variation in bidder
returns. Therefore, we include the log of the market value of bidder equity
and the relative size of the target book equity to the bidder book equity.
Because Maloney, McCormick, and Mitchell (1993), who examine Jensen’s
(1986) free cash flow hypothesis, show that bidder returns increase with
leverage levels, we also control for the leverage ratio.

14 In unreported tests, we also bifurcate our sample into two subgroups based on the prior
production relationship between the bidder and the target. The mean CAR(-5, 5) for the sam-
ple of the 63 mergers in which the bidder and the target maintained a production relationship
and/or had similar production processes before the merger announcement is 4.17 percent, which
is significant at the five percent level. In contrast, the mean CAR for other types of mergers is
0.51 percent and is not significant. For the sake of brevity, these results are not reported.
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We include the equity ownership of bidders by banks and by foreign in-
vestors to examine if these institutional investors play a monitoring role in
a firm’s investment decisions. In a study of Japanese mergers, Kang (1993)
and Kang et al. (2000) show that announcement returns display a strong
positive association with the strength of the acquirer’s relationship with banks.
Using data from India, Khanna and Palepu (1999) find that as emerging
markets integrate with the global economy, foreign institutional investors
serve a valuable monitoring function. To the extent that banks and foreign
investors play an important monitoring role, we would expect that firms
with such ownership either perform better or do not overpay for acquisitions.

Another issue that relates to the monitoring role of foreign investors is
whether firms that have their stocks listed on foreign stock markets make
better investment decisions than firms that are listed only on the KSE. It
turns out that no firm in our sample was listed on the New York Stock
Exchange or Nasdaq at the time of the merger announcement. Only four
firms, Samsung Electronics, Dong-A Construction, LG Electronics, and Hyun-
dai Construction, were listed on either the London or the Luxembourg Stock
Exchanges.

We include two chaebol dummy variables, a Top 30 chaebol dummy that
equals one if the bidder belongs to one of the Top 30 chaebols, and zero
otherwise, and a Top 31-50 chaebol dummy that equals one if the bidder
belongs to one of the Top 31-50 chaebols, and zero otherwise.

Table VII reports the regression estimates. The first regression in Table VII
regresses CAR(—5, 5) on the industrial relation dummy, the target listing
dummy, the relative size of target, bidder size, the Top 30 chaebol dummy,
the Top 31-50 chaebol dummy, and the prior bidder industry-adjusted stock
returns. The results show that diversifying mergers significantly underper-
form related mergers. The coefficient on the dummy variable for the related
merger is 0.045. This coefficient suggests that the return of the unrelated
merger is lower than the return of the related merger by 4.5 percent.

The listing status of the target does not seem to be an important factor in
explaining bidder returns. The coefficient estimate on this variable is small
and is not significant. Bidder size is also not significant. However, the rel-
ative size of the target to the bidder is significant and positively related to
the bidder returns. This result suggests that the acquisition of larger targets
produces higher bidder returns, indicating a possible synergy effect for such
mergers.

The chaebol dummy variables are significant and negative. The coeffi-
cient estimate on the Top 30 chaebol dummy is a significant —0.091 at the
1 percent level, and the coefficient estimate on the Top 31-50 chaebol dummy
is a significant —0.073 at the 10 percent level. Collectively, these results
indicate that the market reacts negatively to acquisition announcements from
bidders that belong to one of the Top 50 chaebols relative to other bidders.
Our results support the tunneling view.

There is a significant and negative relation between bidder returns and
prior bidder industry-adjusted stock returns. To the extent that past stock-
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Table VII

Regression of Cumulative Abnormal Returns [CAR(-5, 5)]

on Bidder Characteristics

The sample comprises 107 nonfinancial bidders listed on the KSE between 1981 and 1997. We
obtain the initial public announcement date of the merger from the Securities Daily. We com-
pute abnormal returns using the market model. We estimate the market model by using 200
trading days of return data ending 20 days before the merger announcement. We use the Korea
Composite Stock Price Index (KOSPI) return as the benchmark. The Top 30 chaebol bidders are
firms that belong to one of the 30 largest chaebols. The Top 31-50 chaebol bidders are firms
that belong to chaebols ranked between 31 and 50. “Other bidders” are firms that belong to
small chaebols or independent firms. The numbers in parentheses denote the standard error.

Independent Variables

All Bidders

1)

@

(3

“@

Intercept

Dummy for the same industry

Target is listed (dummy variable)
Target book equity/bidder book equity
Log of market value of bidder equity

Book value of debt/(market value of equity +
book value of debt)

Equity ownership of bidder by banks

Equity ownership of bidder by foreign
investors

Dummy for Top 30 chaebol bidder
Dummy for Top 31-50 chaebol bidder

Prior bidder industry-adjusted stock return
(—220 to —20)

Cash flow (operating income + depreciation)/
total assets

Equity ownership of bidder by the largest share-
holder and other corporations

Equity ownership of bidder by the largest share-
holder and other corporations X dummy for
Top 30 chaebol bidder

Equity ownership of bidder by the largest share-
holder and other corporations X dummy for
Top 31-50 chaebol bidder

Financial slack (cash + marketable securities)/
total assets

Adjusted R?

F-value

No. of observations

0.064
(0.141)
0.045%
(0.026)
—0.024
(0.029)
0.034%**
(0.011)
—0.002
(0.009)

—0.091***
(0.032)

—0.073*
(0.043)

—0.109%*
(0.045)

0.1905
4.565%**
107

0.083
(0.138)
0.055%**
(0.026)
—0.011
(0.029)
0.038%**
(0.011)
—0.003
(0.008)

—0.079%**
(0.031)

—0.048
(0.042)

—0.159%%*
(0.053)

0.2134
5.108%**
107

0.024
(0.165)
0.054%*
(0.026)
-0.003
(0.031)
0.039%**
(0.011)
0.001
(0.010)
0.027
(0.022)
-0.002
(0.002)
0.002
(0.003)
~0.072%*
(0.034)
-0.052
(0.043)
~0.059
(0.049)
~0.259%*
(0.114)
-0.001
(0.001)

0.2243
3.554%%*
107

-0.017
(0.162)
0.067#%*
(0.026)
0.003
(0.030)
0.039%*
(0.010)
-0.003
(0.010)
0.058+*
(0.024)
-0.001
(0.002)
0.000
(0.003)
0.054
(0.063)
0.077
(0.080)
~0.040
(0.048)
~0.247+
(0.125)
0.002*
(0.001)
~0.003**
(0.001)

—-0.003
(0.002)

—0.296
(0.194)

0.2702

3.617%*
107

* %k and *** Significance at the 10, 5, and 1 percent levels, respectively.
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return performance is an indicator of managerial ability, the result implies
that good managers are bad acquirers. The adjusted R-square of the regres-
sion is 17 percent, suggesting that the regression model fits the data well.

In the second regression, we replace prior bidder industry-adjusted stock
return by a ratio of cash flow to total assets. The ratio of cash flow to total
assets is again significant, showing a coefficient estimate of —0.159. There-
fore, the effect of past performance on bidder returns seems to be both sta-
tistically and economically significant. Evaluating the estimated coefficient
at the mean indicates that, all else constant, a 10 percent increase in the
operating performance ratio results in about a 1.6 percent decrease in bidder
CARs. These results show that acquiring firms tend to overpay for their
acquisitions when they perform well before mergers.

Regression (3) controls for the effect of leverage and ownership struc-
ture. Because Korean owner-managers influence firms by using their own
equity ownership combined with the reciprocal shareholdings among group
firms, we use the sum of equity ownership by the largest shareholder
and by corporate shareholders as a measure of controlling ownership.
The coefficients on leverage, equity ownership by banks, and equity own-
ership by foreign investors are not significant.’> Controlling for leverage
and ownership structure has no impact on the significance of the other
variables except for the Top 31-50 chaebol dummy variable, which loses
significance.

To examine further the role of controlling ownership in a chaebol, in re-
gression (4) we add two interaction terms, the interaction term between the
controlling ownership and the Top 30 chaebol dummy and the interaction
term between the controlling ownership and the Top 31-50 chaebol dummy.
The results show that only the coefficient of the interaction variable for the
Top 30 chaebols is significant and negative at the five percent level. This
result supports the view that the concentrated equity ownership insulates
the chaebol owner-managers from disciplinary forces and thus leaves them
unconstrained.

We also consider as an explanatory variable the ratio of the financial
slack (cash plus marketable securities) to total assets. We include this
variable because the managers of the bidding firm are more likely to un-
dertake good acquisitions when the firm’s internal cash reserves are insuf-
ficient to finance the acquisition. We also examine the effect of group
affiliation by including an indicator variable for whether the bidder and
the target belong to the same business group. These variables are not
significant.

!5 As an alternative measure of bank monitoring, we use the number of banks from which a
firm borrows. However, only data for recent years are available to us. From the 1997 audit
reports, we find that our sample firms, on average, borrow from eight different banks with a
standard deviation of four. Assuming the number of banks from which a firm borrows does not
change over the period, we measure the multiple bank relationships as the log of the number
of bank relationships as of 1997. This variable turns out to be insignificant.
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D. Past Bidder Performance and Returns to Chaebol-Affiliated Bidders

We examine the relation between past performance and the bidder’s ab-
normal returns by differentiating the Top 30 chaebol bidders, the Top 31-50
chaebol bidders, and the other bidders. In Table VIII, we further divide the
three groups of bidders into six subgroups according to the median of their
past performance. To the extent that chaebol firms with good past perfor-
mance tend to play a key role in distributing internal resources, the value-
added view suggests that acquisition announcements by these bidders are
greeted positively by investors. However, according to the tunneling view,
more resources will be diverted from the chaebol-affiliated firms that show
good performance prior to the merger. Therefore, we would expect negative
announcement returns for such firms.

The main finding in Table VIII is that acquisitions by the Top 30 chaebol bid-
ders with good past performance lead to negative announcement returns. For
example, when we measure firm performance by cash flow to total assets (Panel
A), the mean and median CARs of the Top 30 chaebol bidders with high past
performance are —4.26 percent and —4.39 percent, respectively, both of which
are significant at the one percent level. The corresponding mean and median
returns for acquisitions by poorly performing Top 30 chaebol bidders are 1.92
percent and 1.17 percent, respectively, and are not significant. The tests of mean
and median differences between the Top 30 chaebol bidders with high past per-
formance and those with low past performance strongly reject the null hy-
pothesis of equality. However, we do not find the same pattern for either the
Top 31-50 chaebol bidders or other bidders.

Comparing the three groups of bidders with high past performance shows
that the Top 30 chaebol bidders significantly underperform the Top 31-50
chaebol bidders and other bidders. In contrast, for bidders with low past
performance, we do not find such a pattern.

We obtain similar results when we substitute the industry-adjusted excess
returns for the performance measure (Panel B). These results are consistent
with the tunneling view.

E. Rescue Mergers by Chaebol Bidders

Another way to distinguish between the value and tunneling views is to
see whether rescue mergers by chaebol bidders increase or decrease their
announcement returns.

To examine the impact of rescue mergers on announcement returns, we
divide our sample bidders into six subgroups according to which of the three
groups they belong to and whether they are involved in rescue or nonrescue
mergers. We define a rescue merger as one in which the bidder acquires a
poorly performing target (that is, a target with a negative book value or
negative net income) that belongs to the same chaebol as the acquiring firm.

Panel A of Table IX presents the results. The Top 30 chaebol bidders that
acquire poorly performing targets within the same chaebol realize signifi-
cant and negative abnormal returns. The mean and median CARs of rescue
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mergers by the Top 30 chaebol bidders are —3.04 percent and —4.27 percent,
respectively, which are significant at the 10 percent level. The nonrescue
mergers by the Top 30 chaebol bidders do not show any significant, negative
CARs. Although the rescue mergers by the Top 31-50 chaebol bidders show
negative returns, they are not significant. The nonrescue mergers by the
Top 31-50 chaebol bidders show positive returns, but again, the returns are
not significant. In contrast, both rescue and nonrescue mergers by other
bidders show significantly positive CARs, indicating that the managerial
objectives of the Top 30 chaebol bidders with good past performance are
different from those of other bidders.

To understand the circumstances under which tunneling is more likely to
occur, we further divide the chaebol bidders according to past performance
(cash flow to total assets) and rescue/nonrescue mergers (rescue mergers by
the Top 30 chaebol bidders, rescue mergers by the Top 31-50 chaebol bid-
ders, and nonrescue mergers by the Top 50 chaebol bidders). Panel B of
Table IX shows that only rescue mergers by the Top 30 chaebol bidders with
good past performance realize significant, negative CARs.16

Overall, our results support the view that the Top 30 chaebol firms with
good performance are likely to be involved in inefficient corporate transac-
tions. These results support the prediction of the tunneling view for busi-
ness groups in emerging markets.

F. Effect of Mergers on the Value-Weighted Portfolio of Chaebols

To more closely examine the implications of the tunneling view, we exam-
ine the value-weighted portfolio returns of firms that belong to the same
chaebol as the bidder. If we view a chaebol as a portfolio of firms, the merger
by a member firm can affect not only the value of the bidding firm, but also
the value of other firms in the group. If this is the case, the merger an-
nouncement conveys either good or bad news about the other member firms’
investment opportunities. For example, since firms in the same chaebol of-
ten buy from and sell goods and services to one another, and because they
are connected by an extensive arrangement of reciprocal shareholding agree-
ments, owner-managers of the chaebol might be more concerned about the
aggregate value of the whole group than would an independent bidding firm.
If acquiring bad targets maximizes the aggregate value of the group, then
the merger announcement might be good news for the other firms in the
group, even though it is bad news for the bidding firm. Alternatively, other
members of the chaebol might rise in value because the market expects that
if those member firms were to get into trouble, they too would be bailed out.

To obtain the abnormal return for the value-weighted portfolio, we esti-
mate the market model parameters by using the return of the value-
weighted portfolio. Our sample of 54 Top 30 chaebols has an average of 5.08

16 In the Lang et al. (1989) and Servaes (1991) studies, the largest takeover gain in the
United States occurs when bidders with high past performance acquire poorly performing targets.
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listed firms per chaebol, with a minimum of 1 firm and a maximum of 11
firms. After deleting chaebols with only 1 listed firm, our final sample com-
prises 51 Top 30 chaebols.

We compute the value-weighted portfolio return in two different ways.
First, we compute the portfolio return by excluding the bidder. This portfolio
return is to capture the valuation effect of the merger announcement on the
other member firms and allows us to examine whether the cross-sectional
variation of the valuation effect is related to bidder characteristics.

Second, we compute the portfolio return by including the bidder. This port-
folio return is to evaluate the effect of the merger announcement on the
aggregate value of the whole chaebol network and the relation between the
overall group return and bidder’s characteristics. We find that the mean
CAR(—5, 5) of a value-weighted portfolio excluding the bidder is —0.14 per-
cent, with a median of —0.07 percent. The mean CAR(—5, 5) of the portfolio
including the bidder is —0.24 percent, with a median of —0.44 percent. None
of these values is significant.

In the first three regressions of Table X, we report the regression esti-
mates for the bidders, those for the group portfolios excluding the bidder,
and those for the group portfolios including the bidder. We use CAR(-5, 5)
as the dependent variable and the explanatory variables in Table VII as
independent variables. We also include a dummy variable that takes the
value of one if good bidders (the ratio of cash flow to total assets above the
sample median) acquire bad targets (net income or book equity below zero)
that belong to the same chaebol. »

The results show that CARs(—5, 5) increase when bidders acquire targets
that operate within a related industry. The CARs are positively related to
the relative size of targets, but negatively related to at least one of two past
bidder performance variables, prior industry-adjusted stock return and cash
flow to total assets.

The most important finding from Table X is that the coefficient on the
controlling ownership is negative (p-value = 0.03) for the chaebol bidders,
but positive (p-value = 0.05) for the group portfolios without bidders. The
coefficient is not significant when we use portfolio returns including bidders.

We obtain similar patterns for the coefficients of the good bidder/bad tar-
get dummy. The coefficient estimate on the good bidder/bad target dummy
for bidders is —0.065, but 0.037 for group portfolios without bidders, both of
which are significant at the five percent level. The fact that one of the co-
efficients is positive and the other is negative suggests the wealth transfer
from the bidding firm to the other firms in the same group.

In the last three regressions of Table X, we repeat our analyses by con-
sidering the Top 50 chaebols. We find that the results are qualitatively sim-
ilar to those using the Top 30 chaebols.

Overall, our results support the tunneling view that the chaebol owner-
managers make acquisition decisions with little regard for maximizing the
shareholder wealth of the bidding firm, but with great regard for maximiz-
ing the value of the whole group. Maximizing individual firm value appears
to be a less important objective for chaebol owner-managers.
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Table X

Regression of Cumulative Abnormal Returns [CAR(-5, 5)]
Realized by the Top 30 (50) Chaebol Bidders and the Portfolio
of the Top 30 (50) Chaebol Firms that Belong to the Same
Group as the Bidder on Bidder Characteristics
The sample comprises 51 (58) nonfinancial Top 30 (50) chaebol bidders, 51 (58) portfolios of Top
30 (50) chaebol firms excluding the bidders, and 51 (58) portfolios of Top 30 (50) chaebol firms
including bidders during the years 1981 to 1997. We obtain the abnormal return for the value-
weighted portfolio by estimating the market model parameters by using the return of the value-
weighted portfolio. Good bidder/bad target dummy takes the value of one if the bidder’s cash
flow to total assets is above the sample median, the target’s net income or book equity is below
zero, and bidder and target are within the same business group. The numbers in parentheses

denote the standard error.

Top 30 Chaebol Bidders Top 50 Chaebol Bidders
Group Group
Portfolio Group Portfolio Group
Chaebol without Portfolio Chaebol without Portfolio
Independent variables Bidder Bidder with Bidder Bidder Bidder with Bidder

Intercept —-0.097 0.109 0.090 —0.047 0.088 0.102

(0.201) (0.120) (0.148) (0.221) (0.136) (0.163)
Dummy for the related industry 0.041* 0.018 0.026 0.039 0.016 0.023
merger (0.024) (0.014) (0.018) (0.026) (0.016) (0.019)
Target is listed (dummy variable) 0.027 —0.056%** -0.027 0.022 —-0.053 —0.028

(0.027) (0.016) (0.020) (0.030) (0.018) (0.022)
Target book equity/bidder book 0.016* 0.017%** 0.017** 0.016 0.019%** 0.018**
equity (0.010) (0.006) (0.007) (0.011) (0.006) (0.008)
Log of market value of bidder 0.006 —0.006 —0.004 0.003 —0.005 —0.004
equity (0.009) (0.005) (0.007) (0.010) (0.006) (0.007)
Prior bidder industry-adjusted —0.094* —0.060* —0.077** -0.073 —0.056* —0.072*
stock return (—220 to —20) (0.052) (0.031) (0.038) (0.052) (0.032) (0.038)
Cash flow (operating income + —0.109*** 0.006 —0.058** —0.109*** 0.001 —0.059*
depreciation)/total assets (0.039) (0.023) (0.028) (0.043) (0.026) (0.032)
Bank debt/(market value of 0.052 —0.146%** —-0.045 0.060 —0.123** —-0.030
equity + book value of debt) (0.081) (0.049) (0.060) (0.092) (0.056) (0.068)
(Total debt — bank debt)/(market —0.036 —0.035 —-0.038 -0.037 —0.060 —0.061
value of equity + book value of (0.083) (0.050) (0.061) (0.092) (0.056) (0.068)
debt)
Equity ownership of bidder by —-0.001 0.001 0.000 -0.001 0.002 0.001
banks (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
Equity of ownership of bidder by 0.002 0.000 0.000 0.002 0.000 0.000
foreign investors (0.002) (0.001) (0.001) (0.002) (0.001) (0.001)
Equity ownership of bidder by —0.001** 0.001** -0.000 —-0.001* 0.000 -0.000
the largest shareholder and other (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
corporations
Good bidder/bad target dummy —0.065** 0.037* ~0.000 —0.063* 0.034 -0.000

(0.033) (0.020) (0.024) (0.037) (0.022) (0.027)
Adjusted R? 0.3463 0.3268 0.2489 0.2261 0.1729 0.1458
F-value 3.208%** 3.023*+* 2.381 %% 2.388%* 1.993** 1.811*
No. of observations 51 51 51 58 58 58

*, ** and *** Significance at the 10, 5, and 1 percent levels, respectively.

G. Additional Tests of Tunneling

To check the robustness of the results, we conduct three additional tests.
Below, we briefly summarize the results of these tests.
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G.1. Other Classification of Sample Bidders

Our tests of the tunneling hypothesis so far focus on the category of the
Top 30 chaebol bidders. However, the “Top 30 chaebols” is an arbitrary cat-
egory that the Korean government creates for its own purposes. It could
overlap with other variables such as size or equity ownership of the owner-
managers. To show that our results are robust when we look at different
groups, we examine the announcement returns of subsamples, stratified ac-
cording to firm size, controlling ownership, and firm performance. Since the
issue of tunneling is relevant not only to the Top 30 chaebols but also to
other business groups, we examine the sample bidders that have at least one
member firm.1? The tunneling hypothesis predicts that wealth transfer from
the controlling shareholders to the minority shareholders is more likely to
occur when the bidder is large, when the controlling ownership is high, and
when the bidder performs well before the bid.

Panel A of Table XI presents the CARs(—5, 5) for the two subsamples of
bidders. We classify our sample bidders according to the medians of the con-
trolling ownership and the market value of equity. Subsample 1 includes
bidders with high controlling ownership and high market value of equity.
Subsample 2 includes bidders with low controlling ownership and low mar-
ket value of equity. The results show that only small-size bidders with low
controlling ownership experience significant and positive CARs. The mean
and median CARs are 8.2 percent and 5.81 percent, respectively, which are
significant at the one percent level. For large-size bidders with high control-
ling ownership, the corresponding CARs are —0.97 percent and —1.19 per-
cent, which are not significant. The mean and median tests of differences
between the two groups are significant at the one percent level.

In Panel B of Table XI, we use the controlling ownership and the market
value of equity and add the ratio of cash flow to total assets to break down
the sample into two groups: (1) bidders with high cash flow, high controlling
ownership, and high market value of equity, and (2) bidders with low cash
flow, low controlling ownership, and low market value of equity. The first
group supports the prediction of the tunneling view by showing significant
and negative announcement returns (mean = —5.77 percent, median = —4.71
percent). However, the second group shows significant, positive returns
(mean = 9.08 percent, median = 4.08 percent). The tests of equal returns
between the two groups are rejected at the one percent level.

G.2. Changes in the Market Value of Insider Holdings

Another implication of the tunneling view is that the changes in the mar-
ket value of the insider holdings (owner-managers’ directly and indirectly
held shares) during the announcement period are negative for chaebol bid-
ders, but positive for other member firms within the same chaebol. We ex-

17 1t turns out that there are only two firms in our sample that have no other affiliated firms
and are independent. These firms are Han Dok Co. and Man Ho Rope Manufacturing Co.
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amine this implication for the Top 30 and the Top 31-50 chaebols. However,
it is possible that owner-managers care about more than just the market
value of their holdings in chaebol firms. Owner-managers might put more
value on the controlling rights and private benefits in chaebol firms. There-
fore, our measure of the changes in the market value of the insider holdings
underestimates the extent of the tunneling.

Collecting information on insider holdings of the chaebol bidder and the
member firms within the same chaebol is a daunting task. There is a com-
plex network of cross-shareholding among the member firms of a chaebol,
which makes the identification of insider holdings difficult. We start by iden-
tifying the owner-manager (and his/her family) of the bidder from the KIS-
LINE. For all listed firms, the KIS-LINE provides the list of major individual
shareholders and their shareholdings. However, since the KIS-LINE does
not provide the information before 1987, we can only use the sample from
1987. In many cases, the largest individual shareholder turns out to be the
owner-managers.

Next, we trace the indirectly owned shareholdings of the owner-manager
through the complex network of cross-holdings by examining all member firms
within the same group. Following La Porta et al. (1999), we compute the in-
direct shareholdings by tracing up to two layers of control chains. If the owner-
manager has 20 percent direct holdings of firm A, which in turn has 20 percent
direct holdings of firm B, which in turn has 20 percent direct holdings of firm
C, then the owner-manager has 0.8 percent (0.2 * 0.2 % 0.2) indirect holdings
in firm C. We use the same procedures for the other member firms of the chae-
bol bidder to obtain direct and indirect holdings of the owner-manager. We are
able to find the insider holdings for the sample of 31 takeovers.18

We estimate the market value changes of insider holdings by multiplying
the price change around the announcement date (—5 to 5) by insider hold-
ings. Panel C of Table XI shows that the mean (median) market value change
of holdings by insiders in the Top 30 chaebol bidders is —105 (24) million
won. In other member firms, it is 614 (820) million won. When we split the
sample into two groups according to the median of cash flow to total assets,
the high cash flow group shows the mean and median that support the
prediction of tunneling view: The mean (median) market value change of
insider holdings in the bidders is —572 (—75) million won, but in other mem-
ber firms it is 760 (1,505) million won. These differences are not significant,
possibly due to the small sample size.

'8 La Porta et al. (1999) use data on the ownership structure of publicly traded corporations
in 27 countries to identify the ultimate controlling shareholders of these firms. They hypoth-
esize that a firm has a controlling shareholder (controlling family) if this shareholder’s direct
and indirect voting rights in the firm exceed 20 (10) percent. They find that, according to their
definition of control, 20 (35) percent of the 20 largest firms in Korea are family controlled. They
also find that for medium-sized firms, the corresponding figure is 50 (80) percent. Applying
their method to East Asia, Claessens, Djankov, and Lang (2000) show that 48 (68) percent of
345 Korean firms are family controlled. Similar to these findings, we find that 43 (77) percent
of our sample firms are family controlled using a 20 (10) percent definition of control.
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The results for the Top 31-50 chaebols are reported in Panel D of Table XI.
Although the results for the high cash flow group in the Top 31-50 chaebols
are similar to those in the Top 30 chaebols, they are difficult to interpret
because the sample size is only three.

G.3. Size-Adjusted Abnormal Returns

Our announcement returns are the market-model adjusted abnormal re-
turns. One concern with this measure of announcement return is that it does
not incorporate the difference in bidder size. A good return measure should
make the quality of investment independent of the equity value of the bid-
ding firm (Morck et al. (1990)). Since we measure the bidder return as the
percentage change in the bidder’s equity value at the time of the merger
announcement, the returns to different-size bidders can differ even though
these bidders acquire targets for the same price and realize the same amount
of losses in their equity value.

To investigate if controlling for the size of bidders changes our results, we
examine the size-adjusted measure of abnormal returns in the manner sug-
gested by Morck et al. (1990). However, we find that this measure has a
correlation of only 0.18 with market-model adjusted abnormal returns.

There are several reasons for this low correlation. First, because many of
our targets are privately held and are acquired through an exchange of com-
mon stock, we cannot estimate the acquisition price of the targets without
error. We estimate the acquisition price of targets in several ways: the num-
ber of bidder shares offered to the target times the stock price of the bidder
five days before the merger announcement, the book value of target equity,
and the total assets of the target. We find that the size-adjusted returns that
we get by using all these measures produce results that are different from
those obtained by using the market model approach.

Second and more important, the size of the bidders is significantly larger
than that of the targets. This size difference contributes to enormous abso-
lute announcement returns for the size-adjusted approach. For example, when
we measure the acquisition price of the target by multiplying the number of
bidder shares offered by the stock price of the bidder five days before the
merger announcement, the size-adjusted CAR(—5, 5) has a mean (median)
return of —51.2 percent (4.2 percent) with a standard deviation of 635.5
percent. The CARs(—5, 5) range from a maximum of 1,375.1 percent to a
minimum of —4,575 percent. Even when we exclude the CARs of the ex-
treme five percent in the top and bottom tails of the sample, we still end up
with a noisy estimate of abnormal returns.

We note that the size-adjusted return has the interpretation of profitabil-
ity index in the context of capital budgeting, as it measures the ratio of cash
flow (the market value change of bidders around the announcement date) to
the investment outlay (the acquisition price of targets). Therefore, it is not
surprising to have different results between the size-adjusted approach and
the market-model approach when the difference in size between the bidder
and target firms is large.
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To minimize size-related bias, we examine the subsample of the 28 merg-
ers in which the targets are listed at the time of the merger announce-
ments and for which the size difference between the bidder and the target
is relatively small. For this subsample, we find that the results using the
size-adjusted abnormal returns are similar to those using the market-
model adjusted abnormal returns. The mean and median returns using the
size-adjusted approach are 7.59 percent and 0 percent, respectively. When
we split the sample into two groups, the Top 30 chaebol bidders and the
remaining bidders, we find the negative CARs(—5, 5) (mean = —13.38 per-
cent, median = —1.16 percent) for the former group and the positive
CARs(—5, 5) (mean = 45.35 percent, median = 7.96 percent) for the latter
group. The difference in mean (median) returns between these two groups
of bidders is significant at the 5 percent (10 percent) level.

IV. Summary and Conclusion

In this paper, we examine two competing views about business groups in
emerging markets, the value-added view and the tunneling view. We show
that minority shareholders of chaebol firms making acquisitions typically
lose from the acquisitions, but the controlling shareholders of these firms
gain from them. This evidence supports the tunneling hypothesis.

Our findings have important implications for any further extensions to
theoretical and empirical research on tunneling within firms that belong to
business groups. Although our tests are mostly effective for identifying one
particular form of tunneling in which transfers are made from bidders into
targets, some of our results suggest that there could be tunneling from tar-
gets into bidders. For example, we find that firms with good performance
before the merger are not good acquirers, but that those with poor perfor-
mance before the merger are good acquirers. These results imply that more
resources tend to be diverted from bidders with good performance, but poorly
performing bidders are more likely to tunnel resources out of the targets.
Similarly, we find that bidder returns are higher when bidders acquire large
companies. This result suggests that resources are tunneled into the acquir-
ers out of the large targets.

Bertrand et al. (2000) show that there is more tunneling of companies
further down Indian pyramids. Given that Korean companies are not held in
the same kind of pyramid structure as Indian companies are and that cross-
shareholdings are a more common mechanism of controlling firms within
Korean business groups, more research into tunneling that can incorporate
these differences deserves to be carried out in the future. Our results also
suggest that we should reinterpret some of the results of the previous liter-
ature. For example, Chang’s (1998) findings that bidder returns are positive
when they acquire privately held targets could simply imply that those tar-
gets are tunneled once they are acquired (i.e., the value is siphoned off to the
publicly listed bidders).

Our paper also helps answer a major puzzle about tunneling. If minority
shareholders in chaebol firms know that neither corporate governance mech-
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anisms nor laws protect them from expropriation by controlling share-
holders, then why are they willing to buy stocks and bonds of these firms?
One answer is that the implicit guarantee of a bailout for chaebol members
is attractive. We find that financially distressed targets that belong to chae-
bols are likely to be merged with more successful member firms. Bailing out
a distressed firm can create a credible commitment by the chaebol to prop
up the performance of its member firms and to increase the attractiveness of
these firms to outside investors.

Using data on related-lending in Mexico, La Porta, Lopez-de-Silanes, and
Zamarripa (2000) find that there is propping (i.e., negative tunneling) along-
side tunneling within Mexican business groups. Friedman and Johnson (2000)
develop a theoretical model of “tunneling and propping.” Our findings, cou-
pled with the findings of these two recent studies, suggest further exten-
sions of the market equilibrium model of corporate finance in environments
with weak shareholder protection, such as Shleifer and Wolfenzon (2000).

Appendix: Method for Measuring Cumulative Abnormal Returns

We use standard event study methodology to assess the wealth effects of
acquisitions on bidder prices. We identify the merger announcement date
from the Securities Daily. We implement the test procedure by computing ex
post abnormal returns as

AR, =R, — (& + BiR ), (A1)

where R;, and R,,, are the daily return of bidder i at time ¢ and the daily
market index return at time ¢, respectively. The coefficients a; and B; are
ordinary least squares estimates of the intercept and slope, respectlvely, of
the market model regression. To compute the abnormal returns, we estimate
the bidder-specific parameters d; and 3; with an ordinary least squares re-
gression, using 200 daily returns beginning with day ¢ = —220 and ending
with ¢ = —21 relative to the announcement date.

We construct the cumulative abnormal returns (CAR;) between any two
dates 71 and T'2 as

T2

CARi(Tl,TZ) = 2 AR;, (A2)

t=T1

and we compute the sample cross-sectional average cumulative abnormal
returns as

1 N
ACAR(T1,T2) = N > CAR;(T1,T2). (A3)
i=1

We use the ¢-statistic to test the hypothesis that the average CARs over any
given interval are equal to zero. As a check on the possibility that the mean
return is unduly influenced by outlier returns, we also use a median test
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of the null hypothesis. We use a sign-rank test statistic to test the hypoth-
esis that the CARs over any given interval are distributed symmetrically
around zero.
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