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1. Introduction

After being touted as one of Asias economic tigers, Korea's 1997 economic collapse
shocked many people. Many argued that after the other Asian countries crises,
creditors and investors massive flight from the Korean currency market caused the
collapse of Korea's high-debt economy. However, this argument ignores both Korea's
low corporate profitability over the last decade and the fundamental causes of the
financial sector's weakness. After discussing how high-debt equity ratios and low
profitability helped cause the 1997 Korea economic crisis, | will examine their
determinants and how poor corporate governance alowed such low profitability to

occur for solong. Lagtly, | discuss recent reforms and their preliminary results.

Supporters of the currency flight view point to Korea's high-debt economy over the past
decade to support their argument. In comparison to ot her countries, Korea's debtequity
ratio was very high Furthermore, Koreas high debt-equity ratios have been the norm
for many years. In the currency flight view, although these high debt-equity ratios
spurred high growth, they aso left Korean firms vulnerable to fickle creditors and
investors. When other Asian economies collapsed (such as Thailand and Indonesia),
creditors and investors pulled their money out of Korean firms. The ensuing liquidity
crisis forced many firms to default on their loans. Thus, many firms failed, and the

Korean economy collapsed.

Criticisms of the above argument include a) the absence of high profits, b) the many
firm failures before the collapse of other Asian economies, and c) the argument's
dependence on creditors and investors irrationality. With high debt-equity ratios,
Korean firms were expected to yield high profits on their equity. However, the average
rate of return on the equity was often lower than the prevailing interest rates for loans
(Joh, 1999). The return on capital had been lower than its opportunity cost. So, on
average, the capitd used in the corporate sector was wasted on unprafitable projects.

Korea's weak corporate governance allowed this low profitability to continue for almost



10 years before the crisis. Many firms (including six of the thirty largest conglomerates)
failed before the collapse of other Asian economies simply because their low profits fell
short of their required loan payments (Joh, 1999). The failure of many large firms
severely weakened financia ingtitutions. Rationally concerned about their investments
and loans, foreign investors sold their Korean stocks, and foreign banks demanded
repayment of the short-term loans given to Korean financial ingtitutions (rather than
rolling them over to the following year, which had been the usua practice). Foreign
banks and investors exacerbated the crigis, they did not cause it.

2. Crigsand corporate sector problems

High debt-equity ratios and low firm performances helped cause the 1997 eonomic
crisis. Joh (1999) showed that the average debt-equity ratio of Korean firms has been
very high for along time and did not rise before the crisis. In 1997, the average Korean
firms' debt-equity ratio was higher than other countries (Korea, 396%; US. 154%; Japan,
193%:; and Taiwan, 86%).> As Figure 1 shows, the debt-equity ratio was always high

and did not sharply increasein recent years.

< Figure 1 > Debt to Equity Ratio of Korean Firm s
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When six of the thirty largest chaebols (business groups) went bankrupt before the
currency crisis, it triggered a cascade of non-performing loans. Starting with the default
by Hanbo (ranked #14) in January 1997 well before the Asian crisis, a series of large
chaebols defaults raised suspicion regarding the conglomerates survival and the
fundamenta soundness of the corporate sector.

<Table 1> Six Bankrupt Conglomerates Among 30 Largest Chaebols

(All defaited in 1997)

Hanbo Sammi Jinro KIA Hata New-Core

Deaut Date | Jn23 | Ma 19 |Apr2l Juy15 | Novl Nov 4
Ranking 14" 25" 19" g 24" 28"
Source: Shin and Hahm (1998)

Due to their size and importance? the failure of these chaebols had a devastating impact
on the economy, leading to a series of bankruptcies. Table 5 shows the rapid increase in

theratio of non-performing loansfrom 1997 to 1998,
< Table 2> Non-performing Loans (end of period)

(Unit: trillion won)

Dec. 1997 | Mar. 1998 | Jun. 1998 ing Dec. 1998
Precautionary 42.8 57.7 725 N/A N/A
Substandard or below (A) 43.6 59.6 63.5 64.0 60.2
Bank 31.6 38.8 40.0 35.0 33.6
NBH 12.0 20.8 235 29.0 26.6
Totd Loan (B) 647.4 668.7 624.8 614.3 576.5
A/B (%) 6.7 89 10.2 104 10.5

Source : Financial Supervisory Commission

2 Chung and Y ang (1992) report that the shares of the top 5 and top 30 chaebolsin GNP were 9.2% and
16.3% respectively. The Korea Economic Research Ingtitute reports that in 1995 the shares of the top four
and top 30 were 9.2% and 16.2% respectively.

¥ Many criticize that these official numbers underestimated the true size of NPLs. Some estimate that
NPL s reached somewhere between 200 and 300 trillion won. (See KDI (1998h))



2.1 Causesof high debt-equity ratio

Government incentives for large firms, firms' cross-holdings and cross-debt guarantees,
and banks loansto failing firms helped cause high debt-equity ratios.

2.1.1 Government provided incentives and bailouts for largefirms

Ever sincethe 1960s, past Korean governments mohilized and alocated scarce capital
to firms and industries (such as the light export-oriented industries and heavy and
chemicd indudtries) based on its assessment of thar contribution to the nation’ s
industriaization and modernization.* The government used a compliance mechanism
that effectively guided the behavior of mgior businesses® Through nationdlized banks,
the government provided targeted firms with capitd at lower interest rates than time
deposit rates or inflation rates until the beginning of the 1980s. Fnencid inditutions
amply implemented the government decisons and made no independent decisons. Lee
(1992) argued that the Korean government operated an interna capitd market and
channded subsidized credit to carefully targeted firms and indudtries.

However, chaebol swere not dways profitable and occasondly faced financia distress.
During these occasions, the government repeatedly intervened. During the debt crisis of
1972, the government froze their debtsand gave themwith bailout loans® Between
1979 to 1983, firms in the heavy and chemicd industry’ suffered from over-investment
and from the depression following the second ail shock. ® To dedl with insolvency
problems associated with excessive cgpacity, the government gave financid subsidies
and consolidated firms to create more concentrated markets. In the 1980s, the

4 Kim, C.Y. (1997) reports that President Park Chung Hee held monthly cabinet meetings that decided
policy measures to facilitate exports. Kim also reports that exporting firms received credits at alower
interest rate and paid corporate income tax a 50% of the usua corporate incometax rate.

® Jones and SaK ong (1980)

® For more of the 1972 government emergency measure, see Cho and Kim (1997).

" These industries include power generating equipment, cars, engines, heavy electric
equipment, telephone switching systems, refined copper, etc.,

8 Economic Planning Board (1994)



government adopted some liberd pro-competition palides, privaizing commercid

banks during 1981-83, and reducing the gap in interest rates between indudrid palicy
loars and general loans.” During 1984-1983, many debt-ridden firms becameinsolvert,
only to have the government intervene yet again.™® By providing the creditor banks with
specia 3% to 6% interest rate |oans (the general bank loan rate was about 129.),* the
government alowed them to write off bad debts, extend debt maturities, and replace
existing debt with longer -term debt at alower rate™ In short, the government had
repeatedly givenlarge firms preferentid subsidies and bailed them out during times of

financid didtress.

2.1.2 Firmsinflate sze with cross-holdings and cross debt guarantees

Large firms received both low-cost capitd for undertaking large projects and implicit
guarantees from the government. So, firms had an incentive to exaggerate their true
size and performance. Thiswas particularly easy for business group firms that engaged
in intra-group transactions and interlocking ownership. ™ For example, through
interlocking ownership, afirm (say A) investsits assetsin an afiliated firm (say B).
Through double-counting of these investments, the sum of the assets of A and B can
exceed the totd assets of the group.

Chaebols can dso borrow more money through cross debt payment guarantees. On
average, afew large and better performing firmsin a chaebol typicaly guaranteed 80%
of the chaebol firms tota debt. (Lee (1998)) Using debt payment guarantees, even
poorly operating subsidies borrowed money eesily. Thetotd debt payment guarantees

° SeTablel

1% The government revised itstax exemption law to facilitate the insolvency procedure in December 1985
™ The Bank of Korea provided six commercial banks with 1.7 trillion won between December 1985 and
May 1987 and recovered only 0.37 trillion won by September 1990. SeeLeg, S. (1995) and Kim (1991).
12 See Cho and Kim (1997) and Kim (1991). In total, acquiring firms and consolidating firms received
subsidies worth 7.28 trillion won. Source: Ministry of Finance document submitted to Congress (1988).
13 At least 60% of firms subject to external auditing report that they have legally affiliated firms. See Joh



often far exceeded ther tota equity, raisng doubts on its vdidity.
<Table 3> Debt Payment Guarantees of the 30 Largest Chaebols

(unit: trillion won)

Amount of Debt Payment Guarantee Ratio (%)
Equity | Redriction No Redriction m
Year B/A  (B+C)/A
(A) (B) © (B+C)
1993 352 12.06 449 1655 A4 469.8
1994 428 725 382 1107 169.3 2581
1995 507 4.83 338 821 95.2 1619
1996 629 352 323 6.75 55.9 107.3
1997 704 3.36 313 6.49 47.7 92.2

Source Far Trade Commisson.

2.1.3 Loanstofailing firms

Banks continued lending to high debt-equity firms as Table 4 shows. The largest 30
chaebols had very high debt-equity ratios (348% in 1995 51% in 1997), some
exceeding 1000%. The continuing flow of capital to large conglomerate firms, including
groups with negative equity, suggest that financia institutions were not making lending
decigons based on their monitoring of chaebol finances.

<Table 4> 30 large chaebols' high debt equity ratios

1995 | 1996 1997  |1998 1999 2000
Average delot equity ratio A75 3865 |5190 |3691 |[3066 2187
Groups whose deli/equity 3 3 4 2 2 2
ratios exceed 1000%
Groups with negdive eguity 0 0 2 8 5 3
(1999)



2.2 Controlling shareholdershdped causeLow FHrm Prdfitability

With high debt-equity retios, Korean firms were expected to yidd high profitabilities on
their equity. However, as Figure 2 shows, the average rate of return on the equity was
often lower than the prevalling interest rates for loans. On average, the return on capita
had been lower than its opportunity cost for dmost 10 years before the crisis. So, the
capitd was on average, wasted on unprofitable projects.  The inadequate corporate
governance system did nat provide sufficient monitoring and discipline to end this
waste.

<Hgure 2 > Profitability of Korean firms
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To examine the causes of Korean firms low profitabilities, | andyzed pand dataon
publicly traded firms' ownership and finencid data during 1993-1997. After excluding
financid inditutions and state-controlled firms from the andlyss, the data set includes
1925 obsarvations on manufacturing fi rms and 552 observations belonging to chaebols.

Controlling firm size, capita structure, and firm-and industry-specific characteristics**
| found that firmswith high controlling shareholder ownership outperformed thosewith

Y For a brief summary of how these variables affect firm performance, see Martin



low controlling shareholder ovnership. Likewise, independent firms outperformed
chaebols. The resultsare cons stent with the argument that controlling shareholders
with alarge digparity between control and owrership rights pursue their own private

interests a the expense of other shareholders. For morefor this, see Jensen and
Meckling (1976) and Joh (20008).

<Table5> Determinants of Firm Profitability

Ordinary Income/Sdes Net Income/Sales

Ownership 0.0438 (2.45) 00240 (132
Ownership? 00005 (201) 00006 (212)
Debt ratio -0.0748(-733) -0.0620 (-6.51)
Chaebol dummy -09859(-23) -05514 (-1.29)
Log (Asse) 0.0837(037) 01561 (0.70)
R&D/sdles 0.0526 (061) 0.1961 (1.00)
Export/sdes 0.0165(2.33) 00156 (2.09)
Advertissment/sde 01848 (2.03) 0.1961 (2.07)
Market share 00287 (2.45) 00166 (1.49)
Industry & time dummies Yes Yes

Num. Of Obs. 1925 1925
Adjusied R? 0.1841 0.1261

Note: numbersin parentheses are t-vaues controlling for White’ s heteroskedadticity.

3. Weak corporate gover nance allowed low profitsto persst

According to Shleifer and Vishny (1997), corporate governance defines the waysin
which the suppli er of finance to corporations is assured of getting areturn on their
invesment in afirm. By defining the firm' srules, incentives and gods, managemernt,
capita suppliers and other stakeholders affect the mechanismshby which capitd and
resources are alocated, profits are distributed, and performance is monitored. In a




corporate governance system that operates for the benefit of al shareholders!®
management pursues maximizetion of firm vaue. Korean firms low profits perssted
because the corporate governance system did not induce firm management to maximize

firm vdue,

Factors that contribute to weak corporate governance include: (8) no credible exit threet,
(b) inadequate finandid information, (¢) lack of finandd ingtitution monitoring, (d) few
legd rights or types of protection for minority shareholders and (e) anegligent board of
directors.

3.1 Nocredibleexit threat

Idedlly, the market continuoudy revalutionizes from within, incessantly destroying the
dd firms and cregting new ones, accor ding to Schumpeter (1952). Aswesk firmsfall,
new strong firms will replace themand employ people who logt jobs. Resources are
released and shifted fromthe dying factories and firms to entering producers. In Koreg,
this 'creative destruction' process was o wesk that resources were not efficiently
alocated

Joh (2000) showed that the K orean manufacturing sector has high turnover. Theannud
birth rates and deeth rates for company plants are both high, 14.4% and 17.7%,
regpectively. Using the establishment data between 1990 and 1998, the totdl entry and
exit rates induding switching plants exceed 24 percent and 32 percent, respectively.
These turnover rates are higher than those of most countries are. However, the turnover
rate for larger plantsis much lower. Although smdl plants exit the market when they
fail, large plants often do not (Joh, 2000). So, large firms did not face an effective exit
threat. Without a credible threet to firm survival, managers hed less incentive to

increase firm performance. In addition, large failing firms continued to operate, taking
away resources from profitable ones.

15 With financial market liberalization and globdization, shareholders’ interests become most important.



<Table 6> Annud Entry and Exit Rates of Plants and Outputs 1990-1998
(unit: %)

Entries Exits

Continuing
Births Switch-ins Deaths Switch-outs

Year | Plants | Output| Plants | Output | Plants | Output | Plants | Output | Plants | Output

1990 14.2 3.7 270 | 188
1991 423 | 693 | 148 4.3 15 11.7 | 159 44 120 | 103
1992 48.2 | 702 | 134 3.8 75 5 15.2 7.4 157 | 13.6
1993| 440 | 709 | 188 6.4 9.3 9.5 16.7 49 11.2 8.3
1994 474 | 755 | 124 31 6.4 51 204 57 134 | 10.6
1995| 46.0 | 747 | 171 4.0 89 6.9 16.6 55 114 8.9
1996 498 | 740 | 123 3.8 81 6.1 18.3 51 115 11
1997| 440 | 719 | 101 3.7 6.5 14 245 6.2 149 | 10.8
1998 16.2 39 19.7 | 114

Men| 460 | 724 | 144 41 10.2 79 17.7 54 146 | 115

Note: The mean isasample average over time. Source: Joh (2000)

Large firms faced awesk exit threet for the following reasons: lengthy bankruptcy
procedures, an underdeveloped corporate control market and government support for
week large firms.

3.1.1 Lengthy bankruptcy procedures

There were three forma bankruptcy procedures: liquidation, composition, and corporate
reorganization (Smilar to Chapter 11 of the US bankruptcy code). However, these
forma insolvency procedures for large firms were rarely used in Korea until 1997.
Lengthy proceedings, often lasting severd years, invited strategic and opportunistic
debtor behavior, thus reducing the attractiveness of bankruptcy dternatives for creditors

10



(see Table 7) . Although more than 17,000 cases of insolvency were reported in 1997 16
only 490 were filed before the court. Of these, only 38 liquidations were filed >’
Moreover, the law alowed firms that owed less than 250 hillion won to use a settlement
procedure in which the court played arather minor role while the debtor retained
possession of its estate. Compogition offered few guarantees to creditors, and 65.7%%6 of
insolvent firms (322 out of 490 cases) gpplied for the settlement procedure. The
remaining firms applied for corporate reorganization, but ther financid conditions often
had deteriorated too far to restructure successfully. Koo (1998) showed thet the average
debt-equity raio of these firms was 1200%.

<Table 7> Number of Cases and Duration of Bankruptcy Proceedings (1993-9%5)

Number of years £3 45 67 | 810 11-15| 16-20| Totd
Successful turnaround, conclusion 1 1 2 6 7 1 18
Fallure, termination 17 12 10 8 5 0 52

Source: Court Adminigtration Agency, recited from Koo (1998)

3.1.2. Underdeveloped cor porate control market

Government regulaions on mergers and acquistions (M&A) and ownership structure
al so weskened the exit mechanism. Until recently, hostile mergers and acquisitions
were not dlowed and even friendly M&As were limited to small firms.™® Any M&A by
foregnersinvolving over two trillion won in assets required government approvd. The
mandatory tender offer system required investors who bought over 25% of afirm’'s
sharesto publicly purchase over 50% of them. In addition, chaebols ownership
structure with large interlocking ownership by affiliated firms obstructed takeovers by
outsde investors. Controlling shareholders with less than 10% direct ownership have
control through interlocking ownership by other firmsin the same chaebol group.

16 Bank of Korea
Y OECD (1998)
18 |n May 1998, six nonths after the 1997crisis, the K orean government removed dll

regrictionson M&A activities.

11



Therefore, corporate raiders needed to buy the sum of the incumbent controlling
owners shares, the interlocking firms shares and one more share.

<Tade 8> Ingroup Ownership Trends of the 30 Largest Chaebols (unit: %)

‘89 |0 |91 ('R B [N B ' |97

30 largest chaebols | 315 | 3L7 | 330 | 335 | 331 [ 330 | 328 | 338 | 345

5 largest chaebols 3H7 363|384 |36 |372 |H0O |na |[na |[366

n.a =not avalable
Source: Korea Fair Trade Commission (1999).

3.1.3. Government support for weak largefirms

Before the crisis, large firms hardly faced any exit threats because of the government's
implicit guarantee.'® As discussed earlier, the government had repeatedly rescued many
failing chaebols. Because of the debt payment guarantees, poorly-performing
subsidiaries can cause financia distress for high-performing subsidiaries. So, the failure
of afew subsidiaries in a large conglomerate can cause a chain reaction of failures and
devastate the economy. Partialy due to its impacts on employment and on the overall
economy, the government arranged for some banks to lend more money to these failing
firms This government behavior led to the belief that chaebolswere "too big to fall.”

3.2. Inadeguate Financial Information

Inedeguate financid information hinders management evauation, thereby obgiructing
rewards for good managers and remova of poor managers. The market lacked accurate
and religbleinformation on firm performance and management due to low accounting
standards, lack of transparency, and government-triggered incentives for firmsto
exaggerate their 9ze. Accounting standardsin Korea did not meet accepted

19 K ukjag's failure in 1984 was apdlitically motivated exception.



internationd Standards, o poor auditing hindered efforts to monitor and evaduate firm
performance. For example, when firm A guarantees B debt payment, A need not report
such action accurately, thereby hiding A’s higher risk. Furthermore, with easy accessto
debt-financing, chaebol s need not attract and retain equity investors through financid
transparency. Indeed, withholding informeation from other shareholders facilitates firm
control by the dominant sharehol der.

It isdifficult to measure how opague the financia statements were before the criss.
However, recent auditing of financid satements by the Financid Supervisory Service
reveds many flaws. On average, the review found that 72% of audits hed flaws.
Improper auditing ranges from minor errorsto fraud. So, firm financid satementsin
ealier years facing less scrutiny were likely more flawed and mideading.

<Table 3> Review of Auditing of firmsfinancid statement 1998-2000

Hms (A) Improper audting Ratio (B/A)
(B)
Regular auditing (ligted firms) 97 29 299 %
Irregular/ Frequent auditing 6 3 50 %
Specid auditing 48 46 9% %
Consigned Audting 118 116 98 %
Totd 269 1% 72%

Source: Finandid Supervisory Sarvice (2000)

3.3. Lack of finandal ingitution monitoring

Fnancid inditutions in Korea have not provided adequate monitoring even though
Korean firmsrely heavily on debt for their financing There are at least two reasons.
Although once-nationdlized commercid banks became privatized in the 1980s, the
legacy of government control remained through interest rate regulation, credit policies

13



and government -gppointed top executives. As a result, banks did not develop suiteble
credit evauation and risk management technigques to make informed loan decisions.
Banks did not have an incentive to monitor or discipline managers. Often, they gave
loans large firms with implicit government guarantee or cross debt guarantees.
Moreover, the linkage between chaebols and financid ingtitutions exacerbated the
problems. According to Kim (1999) chaebol s with non-bank finendd inditutions show
ahigh debt equity ratio while those chaebol-controlled financid inditutions show a
lower return on assets. This results suggests that chaebol s were transferring resources

from financid inditutions to poorly performing indudtrid firms

3.4. Few legal rightsor protection for minority shareholders

Minority shareholders had few legd rights or protections. So, they had difficulty

preventing controlling shareholders and firm managers from pursuing wasteful projects.

Most shareholder rights required a minimum 5% ownership that few shareholders hed
Shareholders without at least five percent ownership could not do any of the following:

remove adirector, file an injunction, file a derivative suit, demand a convocation,

ingpect accounting books, inspect affairs and company property, and remove liquidation.
Over 97% of shareholders lacked these rights asthey were smdl investors with less

than 1% ownership.

3.5. Negligent board of directors

Without a significant exit threat and little financia institution monitoring, internal
monitoring and discipline becomes more important. The board of directors should
monitor and discipline managers, thereby mitigating the opportunistic behavior of
controlling shareholders. However, the board of directors did not. Because board
members were elected through separate majority otes, minority shareholders lacked
representation on the board of directors. The controlling shareholders selected all the
directors and, hence, controlled them.

14



We have indirect evidence that the board did not represent all the shareholders' interests
and did not monitor controlling shareholders. Before the crisis occurred, over 75% of
firms polled said that they rarely or never considered the minority shareholders opinion
in selecting directors and auditors. In practice, board members were accountable only to
the controlling shareholders as small shareholders with less than five per cent of
ownership could not remove them. Consequently, they did not hinder controlling
shareholders from pursuing their private bendfits

<Table 10> Degree of Influence of Minority Shareholder Opinion in Sdlecting Directors

and Auditors
(unit: %)
Type of firm Always Often Sometimes Rardy Never
Owner-manager 6.2 6.2 125 313 43.8
Hired manager 29 57 143 40.0 371

Source: Jun and Gong (1995).

4. Effectsof recent corporate gover nance reforms
4.1. Major Changes

Since the crisis occurred, several measures have been introduced to improve corporate
governance system including more credible exit threats for large firms, mandated outside
directors, and increased roles for boards of directors.

Many large conglomerates including Daewoo, which was ranked second in 1999, have
fallen to insolvency procedures. Although the government continues to try to rescue
some chaebols (e.g., Hyundai), these failures signal a new government policy of non-
intervention in the corporate sector. So many failing chaebols were losing so much
money that the government may have lacked the funds to save themfrom bankruptcy.

<Table 11> Large chaebol s under insolvency procedures

15



(as of 1999. 8)

Daewoo Donga Hala Kohep Jinro Anam Haitai Kangwon | Shinho

Reorgani Compos Composit

Type [ Workout | Workout ] Workout | Workout | Workout | Workout
zation tion ion

Rank 2 11 17 18 22 23 24 26 29

In addition, all M&A'’s including hostile takeovers and foreign takeovers have been
legalized. Compared to 1997, the number and amount of M&A’s especially by foreign
firms have skyrocketed in 1999 (see table 12). In short, large failing firms face more
credible exit thregts than before.

<Table 12> M&A trends before and after the criss

Totd Cases  Cases by Amount by foreigners
foreigners (Billion $)
1997 418 19 0.84 B.
1999 557 168 88B.
Change (%) 139 (33.2%) 149 (784%) 7.86 B. (935%)

Source: Korea Fair Trade Commisson (1998, 2000)

The government has lowered the minimum shareholding requirements for many
shareholder rights (see table 13). Now, any shareholder with 0.01% of firm ownership
can file aderivative suit. Despite such changes, monitoring by individud smdl
shareholders remains unlikdy modly dueto the free-rider problems associated with the
public good property of monitoring.

16



<Teable 13> Key Items of Minarity Shareholders Rights

Former Securities and

Commercid Code Amendments Exchange Act
g?ﬁeg'”g Removal of a 5% % 0.5% (0.25%)
Right to Injunction 5% 1% 0.5% (0.25%)
Deivaive Suit 5% 1% 0.01%
Shareholder's Proposal - 3% 1% (0.5%)
Demand for Convocation 5% 3% 3% (1.5%)
Inspect Account Books 5% 3% 1% (0.5%)
Ingpect Affairs and Property 5% 3% 3% (1.5%)
Requesting anew liquidation
receiver 5% 3% 0.5% (0.25%)

Note: Appraisd rightsof generd shareholders mesting convocation and shareholder
proposas estimated on the basis of voting Socks.

Numbersin parentheses show the case of corporations with more than 100 billion won
paid-in capitd at the end of the most recent business year.

Source: Joh (1999)

After the crigs, outside directors are mandated and their role has been strengthened. But
the Stuation has not changed much. 1n 1999, more than 73% of the board members
sdlected were recommended by the controlling shareholders. Moreover, the overdl
activity of outsde directorsis disgppointing. Their agenda approva rate are very high,
exceeding 99%. Moreover, when the boards have to gpprove transactionsinvolving
controlling shareholders, the attendance rate is very low. In short, the oversight role of
the boards of directorsis Hill limited.

<Table 14> Sdection of outdde directors

Recommendedby | Controllingshareholder | Main creditor Employee Others

17



Ratio 343 (73.8%) 25(5.3%) 20 (4.3%) 77(16.6%)

Source: Korea stock exchange, 2000, 11

<Table 15> Outsde directors’ attendance and gpprova rate

Agenda approva Board Attendance Other involvement

9.3% 66.0% 6.2%

Source: Korea stock exchange, 2000

<Table 16> Directors Attendance rate classified by agenda category

Immediate  public _ Transactions with

_ One-day disclosure _ Others
disclosure controlling shareholders
614% 52.7% 36.6% 475%

Source: Koreastock exchange, 2000

4.2. Effects of Reform

It is too early to evaluate the full effects of corporate governance reforms on firm
performance. Nevertheless, stock prices provide an initial guide. The rise and fall of
stock prices likdly reflect investor beliefs regarding the reforms.

Using a multi-factor model analysis of daily stock market return between each chaebol
and its affiliated firms for the largest 25 chaebols between January 1996 and December
1999, Joh and Ryoo (2000) showed that chaebols' subsidiary firms stock prices vary
more independently than before. This result suggests that investors believe that the
subsidiaries are behaving more independently than before. However, changes inthe
stock prices of the 5 largest chaebols subsidiaries still highly correlate with their
affiliated firms. This result suggests that investors believe that firms in the 5 largest

18



chaebols gill maintain their tight inter-connections and act as entities rather than as
independent firms.

Joh and Ryoo (2000) also examined the extent of a controlling shareholder's private
gains. Since they are difficult to detect, the proportional voting rights premium (PVRP)
is used. PVRP is the difference in common stock price and preferred stock price
divided by the preferred stock price. Common stocks have voting rights and lower
dividends. In contrast, preferred stocks have no voting rights but receive higher
dividends. Thus, the premium increases during corporate control contests over a firm
(e.g. M&As) when control rights are sought or when a shareholder can reap private
gains through control-ownership disparity. Otherwise, the PVRP will be smaller. For
example, the average PVRPs in the U.S., Sweden, and the UK are 5.3 percent, 6.5
percent, and 13.3 percent, respectively.

In contrast, the PVRP has been very large in Korea with wide fluctuations. The average
PVRP was around 95 percent of a common share in 1996. Because takeover threats
were amost non-existent due to legal constraints, the premium before the crisis mostly
represents private benefits. The average PVRP in 1999 after restructuing was lower
than in 1996, but still around 81 percent. In contrast, This result suggests that investors
believe controlling shareholders private gains are still high, but smaller than before the

criss.

5. Concluson

High debt-equity ratios, long-term low firm profitability and a weak corporate
governance system helped cause Kored's 1997 economic crisis. High debt-equity ratios
stemmed from government policy, firms inflation of their size and negligent bank
lending. Government industrial policy pushed development of specific industries and
gave special incentives to large firms. Firms then inflated their apparent size through
crossholdings and cross debt guarantees. Moreover, government -directed banks

continued lending money to low profitability firms. As a result, many large firms had
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huge debt-equiity ratios.

Low firm profits were caused partially by unprofitable investment in affiliated firms.
Control-ownership disparity and chaebol organization correlated with low profitability,
suggesting that controlling shareholders exploited these unprofitable investments for
private gains. Moreover, Koreds weak governance system alowed such low
profitability to persist for nearly ten years. Factors that contribute to the failure of
corporate governance include: (a) no credible exit threat, (b) inadequate financia
information, (c) lack of financial institution monitoring, (d) few lega rights or types of
protection for minority shareholders and (€) negligent boards of directors.

After maintaining high debts and low profitabilities for a long time, the Korean
corporate sector experienced massive failuresin 1997. Partially prompted by changesin
government policies regarding the corporate governance system, including letting many
of the largest chaebols to fail, the corporate sector has been under pressure to change its

gods from sze maximization to vaue maximization.
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