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The purpose of this research is to analyze the motivations for mergers and

the disclosure effects before and after two parties, which have a parent and

subsidiary relationship, submit a merger agreement. The results of analysis

show that the main aims of a merger between the two parties are to enhance

the efficiency and the competitive power of the companies and to diversify

their business lines. Efficiency increment plays an important role in a merger.

A merged corporation has realized positive abnormal returns before and after

a merger. Business diversification has brought the highest cumulative average

abnormal returns due to the disclosure effects.
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Ⅰ. Introduction

A great deal of research on mergers has been conducted from the

financial point of view domestically and overseas. One of the main issues is

how a merger impacts shareholders' wealth. In order to measure the

changes in shareholders' wealth during merging activity, most research

mainly employs the efficient market hypothesis. According to this hypothesis,

the movement of a share price before and after merger declaration has been

used to estimate the value of a company as a consequence of a merger.

Therefore, the abnormal return of a share price has been considered in order

to gauge the value of a merged company. The main theories on the

motivations for mergers are synergy theory, agent theory(Jensen and

Meckling, 1976; Jensen, 1986) and Hubris theory(Roll, 1986).

According to the Seoul Economic News(2008), a merger between one of

the large telecommunication companies, KT, and its subsidiary company,

KTF, will be implemented soon; in addition, many companies listed in

KOSDAQ have also been trying to combine with their subsidiary companies.

In the future, a merger between parent and subsidiary companies will be a

trend in the merger and acquisition(M&A) market in Korea. The main aims

of this research are to examine whether abnormal returns exist or not, why

the variable abnormal returns occur, and why a merger has caused changes

in the abnormal returns for a company that is merged. In the survey, we

introduce a few explanatory variables in order to analyze the causes of the

abnormal returns of the shareholders' wealth.1)

This research also analyzes a recent issue in Korea: the effectiveness of

mergers between parent and subsidiary companies2). There are several

characteristics of parent and subsidiary mergers. For example, a merger

1) For the analysis examples we may refer to Dodd(1980), Firth(1980), Acquish(1983), Asquish et al.(1983),

Bradley et al.(1983), Dodd & Warner(1983), Eckbo(1983), Eger(1983), Malatesta(1983), Wansley et

al.(1986), Amihud et al.(1986), Huang & Walking(1987), James & Wier(1987), Chang(1998), Ghosh &

Jain(2000), and Leeth & Borg(2000).

2) In general, parents-subsidiary relationship is that parents company has the right of governance of

subsidiary company. For example, if the former has more than 50% of shares of the latter, the latter is

subsidiary company of the former in Korea.
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between the two parties plays an important role in presenting corporate

governance from the point of view of economic performance. The merger

can be implemented without any corporate governance changing: the parent

company's managers suggest a merger with a few merger conditions and

then the merger is approved and simply completed.

There are several research studies on mergers between parent and

subsidiary companies. For instance, Slovin & Sushka(1998) showed whether

the company's abnormal returns occur or not before and after merger

notification. Dumontier & Petitt(2002) tried to explain why the share-holders'

wealth changes before and after merger notification. Vijh(2006) investigated

if the parent-subsidiary company structure boosts flexibility of financing.

However, there are only a few reports dealing with mergers between

parent and subsidiary companies in Korea. The main purposes of this

research are to survey the motivations for mergers and to analyze the

existence of the abnormal returns before and after merger declaration

according to the motivations. Other research studies usually investigate the

abnormal returns before and after merger and the changes of the abnormal

returns according to the causes. However, this research surveys the

motivations of merger and analyzes the differences in the abnormal returns

classified by motivations before and after merger.

Ⅱ. Examining previous research

In this section, we outline the background of merger and acquisition in

terms of motivations and explore some previous research studies on mergers

between parent and subsidiary companies.

1. The main motivation for mergers

1.1 Theoretical background

1.1.1 Efficiency enhancement theory

This is known as synergy theory in that the two parties are able to
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increase the performance of managers and accomplish synergy through a

merger. The theory describes distinctive efficiency, management synergy and

finance synergy. Distinctive efficiency theory suggests that there is an

ability gap between managers and if one of the two parties is inefficient in

performance, then one is expecting an efficiency increase through merging.

Management synergy theory proposes that companies can expect economies

of scale and accomplish the synergy of business activity through a merger.

According to finance synergy theory, mergers can lower the cost of

financing. For example, the debt redemption power is increased and the risk

of bankruptcy decreases without changing the capital structure. As a result,

the company can reduce the cost of financing and boost the value of the

corporation(Weston et al., 2001).

1.1.2 Agent theory

Agent problem is caused by conflict of interest between shareholders and

managers when the ownership and the management of a corporation are

separate(Jensen & Meckling, 1976). There are two different perspectives on the

agent problem in company mergers. The first is that mergers can solve an

agent problem, which is addressed by providing managers with reasonable

salary increases in response to their performance, or by securing their jobs.

The reason is that the free cash flows of a company may lead to an agent

problem(Jensen, 1986). This perspective explains that the conflict of interest

between shareholders and managers may occur when they make investment

decisions and the company has sufficient free cash flows.

1.1.3 Hubris theory

Roll(1986) mentions that managers have a tendency to merge even though it

results in high cost, because they have too much optimism in M&A effects. In

other words, managers make decisions to merge even in instances when there

is no economic benefit.

1.2 The empirical studies of merger motivation
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Many research studies on the motivations for mergers have been conducted.

Here, we look at several representative studies.3) Berkovitch &

Narayanan(1993) examine the motivations for mergers by measuring the two

parties' mutual relation and economic profits. In the research they use 330

companies from 1963 to 1988 and estimate each party's and the combined

company's average profits after mergers. The average profit for the bidders

was (-)$10 million. For the targets the average profit was (+)$130 million and

for the combined companies it was (+)$120 million. The research shows that

49.4% of the bidders, 95.8% of the targets and 76.4% of the combined

companies realized positive profits after mergers. According to their research,

the main motivation for merging can be explained through synergy theory and

the other motivations by agent and Hubris theories.

Malmendier & Tate(2008) examine how a CEO's overconfidence can affect

decision making for merging. They argue that overconfident CEOs are usually

more likely to pay large amounts of money for the merger, which could result

in decreasing the value of the company. In their research, they employ two

variables: CEO's overconfidence and information from newspapers. The result

is that 65% of companies which have overconfident CEOs present higher

abnormal returns. According to their research the overconfidence of a CEO is

a main factor in initiating mergers in cases where the companies do not need

external financing and the merger is for diversification.

Jang & Song(1991) evaluate merger motivations in Korea using the logit

model. They survey 58 companies which conducted mergers from 1984 to 1988.

The results indicate that the main motivations for mergers in Korea are to

enlarge financial strength and public confidence. In their empirical analysis,

Jang & Song show that growing companies which rely highly on liability and

have few funds for growth are more likely to merge with other companies.

Cho(2007) investigates the motivations for take-over bids and the methods

of financing these using data from January 2001 to February 2007. The result

shows that the main aims of take over bids are to stabilize the right of

management, to protect minority shareholders and to acquire adequate ratio of

3) For more studies we may refer to Bradley et al(1988), Jarrell & Poulesen(1989), Malatesta(1983),

Walking & Long(1984), Lang et al(1989), and Morck et al(1990).
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share.

2. Previous research on parent-subsidiary mergers

Slovin & Sushka(1998) investigate the economic efficiency of parent and

subsidiary companies using data from 1970 to 1993. They survey 105

companies which announced mergers, and 38 companies which experienced

third party buyouts. The surveyed companies are listed in NYSE, Amex and

NASDAQ. The research shows that the parent companies get 2.13% of

abnormal returns whereas the subsidiary companies get 18.53% of abnormal

returns at an 1% level of t-test before and after mergers. They conclude that

a merger between parent and subsidiary companies enables the restructuring

of the companies, resulting in the increase of the companies' value through the

reallocation of resources.

Dumontier and Petitt(2002) categorize mergers between parent and

subsidiary according to the control-oriented and the parent-subsidiary bids. In

the parent-subsidiary bids, they observe that the shareholders of subsidiary

companies have much larger profits than the shareholders of parent companies.

Before and after take over bids, combined companies sometimes experience

negative abnormal returns.

Ⅲ. Data and Analysis

1. Sample and collecting data

1.1 Sample

This investigation is based on the data from 2000 to 2009 as shown in Table

1.4)

4) We chose data after year 2000 due to lack of reliable data.   
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2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 total

KOSPI 3 5 5 4 6 8 6 9 8 2
56

(58.3%)

KOSDAQ 3 1 0 0 2 3 14 12 4 1
40

(41.7%)

total 6 6 5 4 8 11 20 21 12 3
96

(100.0%)

〈Table 1〉sample

We collect the sample from the companies listed in KOSPI and KOSDAQ

that announced mergers. We only consider the companies that take more than

50% of the shares of the companies taken over. First we make a sample of 81

companies from KOSPI and 64 companies from KOSDAQ, but we only choose

56 companies from KOSPI and 40 companies from KOSDAQ totaling 96

companies as shown in Table 1. We exclude 49 companies from the sample

because of no day-returns for 24 companies, duplicated merger notifications for

6 companies, and insignificant prediction values obtained from a least squares

regression for 9 companies.

1.2 Collecting data

For the data on the motivations for mergers between parent and subsidiary

companies, we refer to the merger agreements in "Korea Exchange"

(www.krx.co.kr). For the data on the market index and the returns of

companies, we use the price earning ratios from Korea Investors Service, Inc.

2. Average abnormal return and cumulative average abnormal return

We estimate abnormal returns(AR) using daily price-earning ratios through

event-study. We use the market model to estimate the abnormal return of j-th

company on day t,  , as follows;

    

․ ,
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where  denotes the rate of return of j-th company on day t,  and


are parameters for the intercept and the slop in OLS model, and  is the

market return on day t.

We assume that the event date is the day of submitting merger agreement

to KOSPI and KOSDAQ. The abnormal returns are observed and recorded for

41 days, from 30 days before mergers to 10 days after mergers. In order to

estimate the parameters in OLS model, we use price earning ratios and market

index returns for 149 days during the period (-249, -100), from 249 days before

mergers to 100 days before mergers.

We calculate the average abnormal returns(AAR), the cumulative abnormal

returns (CAR), and the cumulative average abnormal returns (CAAR) by the

following equations,

  
 
  



 ,

  
  



 ,

   
  



 ,

where,  is the average abnormal return on day t,  is the number of

companies in sample,  is the cumulative abnormal returns of j-th

company on day t, and    is the cumulative average abnormal

returns from time  to time  .

We use the following statistics to test whether the average abnormal returns

() and the cumulative average abnormal returns  are significant

or not.5)

5) The test statistics are same as those implemented by Brown and Warner(1980).    
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Total KOSPI KOSDAQ

Percentage of
shares 90.4 89.8 91.2
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where   is the sample standard deviation of the daily abnormal returns

of sample j during (-249, -100), and is the average of the daily abnormal

returns of sample j during (-249, -100).

Ⅳ. The results of survey and empirical analysis

1. Parent (the bidder) ownership

We show the average percentages of the shares of the subsidiary companies

held by parent companies in Table 2. Parent companies own 90.4% of

subsidiary companies' equities in average at the time of merger declaration. In

KOSPI market, parent companies have 89.8% of subsidiary companies' equities

in average. And the average percentage of shares of to subsidiary companies

held by parent companies is 91.2% in KOSDAQ market. We notice that parent

companies in Korea have more percentage of shares of subsidiary companies in

mergers between parent and subsidiary companies compared to the US market.

The research by Slovin & Sushka (1998) based on US market shows that

parent companies own 71.1% of subsidiary companies' equities in average.

<Table 2> Average percentage of shares of subsidiary companies held by
parent companies
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No. Motivation N Ratio(%)

1 Efficiency Increment(Synergy effect) 38 39.6

2 Strengthening Competitive Power 13 13.5

3 Business Diversification 8 8.3

Sub total 58 61.4

4
Efficiency Increment

+ Strengthening Competitive Power
19 19.8

5
Efficiency Increment

+ Business Diversification
12 12.5

6 Efficiency Increment + Other1 2 2.1

Sub total 33 34.4

7

Efficiency Increment

+ Business Diversification

+ Strengthening Competitive Power

2 2.1

8

Efficiency Increment

+ Strengthening Competitive Power

+ Other2

2 2.1

Sub total 4 4.2

Total 96 100.0

2. The motivations for mergers

<Table 3> The result of survey on the motivations for mergers

Note) 1. We get the data on merger motivation from Korea Exchange (www.krx.co.kr) and

refer to the merger agreements in the official sites of security and KOSDAQ market.

2. Other 1 in table 3 represents switching to holding company, and other2 represents

customer benefit increment.

Table 3 represents the motivations for mergers between parent and

subsidiary companies in our sample data from Korean M&A market.

As shown in Table 3, there are three main motivations for mergers:

efficiency increment, strengthening competitive power, and business

diversification, totaling 61.4%. The second and the third motivations for

mergers are the combinations of two and three motivations, which correspond
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Number of sample(N=96)

CAAR t-stat. CAR>0 Profit Ratio

CAAR(-1, +1)

CAAR(-10,+1)

1.63

1.92

6.39***

15.19***
0.63

0.52

25% 50% 75%

6.23

10.12

1.17

1.29

-2.70

-5.49

34.4% and 4.2% respectively. Efficiency increment is the most important

motivation with the percentage of 39.6% in Korean M&A market. The second

most important motivation is the combination of efficiency increment and

strengthening competitive power with the percentage of 19.8%. The third

important motivation is strengthening competitive power (13.5%).

3. Disclosure effect

3.1 Result of analysis

Table 4 presents the cumulative average abnormal returns (CAAR) of 96

parent companies before and after merger declarations between parent and

subsidiary companies from 2000 to 2009. We set the day of submitting a

merger agrement to be zero and analyze CAAR(-1, +1) from one day before

merger to one day after merger, and CAAR(-10,+1) from ten days before

merger to one day after merger.

<Table 4> CAAR of 81 parent companies during 2000-2009

Note) 1. abnormal returns for period (-1,+1) and (-10,+1) are estimated by means of
market model. Parameters are estimated in OLS model by using period
(-249, -50).

2. *** means the t-value represents significance at 1% level of test.

Parent companies experience 1.63% and 1.92% of CAARs in average, during

(-1, +1) and (-10, +1) respectively. Also the t-statistics show significance of

the tests at 1% level. Much of the previous research analyzed CAAR values

regardless of companies' relationship. However in this research we try to look

at the CAARs for parent companies and we notice that both previous and this

research show almost the same results that the companies experience positive
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KOSPI(N=56) KOSDAQ(N=40)

CAAR t-stat. CAAR t-stat.

CAAR(-1, +1)

CAAR(-10,+1)

1.61

1.32

5.27
***

8.92***
2.01

3.18

4.37
***

13.98***

CAAR values before and after merger declarations.6) One difference is that the

CAARs for parent companies considered in parent-subsidiary mergers are

relatively smaller than those for combined companies. In addition, we have a

similar result on CAAR values compared with the research done by Slovin &

Sushka(1998) showing 2.13% of CAAR during (-1, 0)7). According to this

research, the values of CAAR are relatively small in mergers between parent

and subsidiary companies in Korea, but parent companies are able to enhance

the company value in a short period.

3.2 Disclosure effects in KOSPI and KOSDAQ

<Table 5> CAAR(%) of parent companies in KOSPI(N=56) and
KOSDAQ(N=40)

Note) 1. abnormal returns for period (-1,+1) and (-10,+1) are estimated by means of
market model. Parameters are estimated in OLS model by using period
(-249, -50).

2. *** means the test is significant at 1% level of test.

In Table 5 we show the separate CAAR values for the parent companies

around merger disclosure dates in KOSPI and KOSDAQ markets in Korea

during the period from 2000 to 2009. The CAAR values in both markets are

positive before and after mergers and the t-values show that the test is

significant at 1% level of test. However, the CAAR values from KOSDAQ are

slightly higher than those of KOSPI.

3.3 Disclosure effects according to merger motivations

6) For the previous analysis we may refer to Jang(1985), Kim(1990), Kang(1998), Kim and Seo(2000), Kim

and Cho(2002).

7) The CAAR values for subsidiary companies are not calculated due to small number of sample data.
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<Table 6> CAAR according to motivations for mergers

No. Motivations N
Ratio

(%)

CAAR

(-1,+1)

(t-stat)

CAAR

(-10,+1)

(t-stat)

1 Efficiency Increment 38 39.6
1.01

(2.63**)

2.05

(10.95***)

2
Strengthening Competitive

Power
13 13.5

3.89

(4.68
***
)

-2.08

(-5.16
***
)

3 Business Diversification 8 8.3
8.02

(6.95
***
)

13.84

(23.95
***
)

4

Efficiency Increment

+StrengtheningCompetitive

Power

19 19.8
-0.97

(-1.56)

-1.74

(-5.47***)

5
Efficiency Increment

+Business Diversification
12 12.5

0.63

(0.78)

-1.32

(-3.18
*
)

6
Efficiency Increment

+Other1
2 2.1 11.51 14.81

7

Efficiency Increment

+Business Diversification

+Strengthening Competitive

Power

2 2.1 0.80 14.67

8

Efficiency Increment

+Strengthening Competitive

Power +Other2

2 2.1 6.67 17.89

Total 96 100.0

Note) 1. *, **, *** means the test is significant at 10%, 5%, and 1% level of test

respectively.

2. We get the data on merger motivation from Korea Exchange (www.krx.co.kr)

and refer to the merger agreements in the official sites of security and

KOSDAQ market.

3. Other1 represents switching to holding company, and other2 represents customer

benefit increment.

4. We do not test for the cases with sample data 1 or 2.

We present the CAAR values of parent companies according to merger

motivations in table 6. The CAAR values because of efficiency increment for

the periods (-1, +1) and (-10, +1) are 1.01%(t-value: 2.63) and 2.05%(t-value:

10.95) respectively. Parent companies may intend to merge good subsidiary

companies to enlarge redemption power, as a result of increased efficiency, the
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parent companies would expect more external debt financing and also expect

better financial structure without capital raising.

The CAAR value is 3.89% when the motivation is to strengthen competitive

power during the period (-1,+1), whereas during the period (-10,+1), CAAR

value is negative (-2.08%) and both test statistics are significant.

The highest CAAR value is obtained from business diversification in this

research. The CAAR values during the periods (-1,+1) and (-10,+1) are 8.02%

and 13.84% respectively, and both test statistics are also significant with

t-values 6.95 for (-1,+1) and 23.95 for (-10,+1).

Our results above are very similar to the results of previous research by

Elgers and Clark(1980), Wansley et al.(1983) and Hubbard and Palia(1999) in

that multilateral mergers result in positive abnormal returns. However, other

research such as Kim (1990), Kang(1998), and Kim and Seo(2000) showed a

few cases with negative abnormal returns in the area of multilateral mergers,

which is different from this research.

We may notice that mergers between parent and subsidiary companies in

Korea would realize risk hedging through business diversification. When the

motivations are both efficiency increment and strengthening competitive power

we have negative abnormal returns before and after submitting merger

agreements. Also, a negative abnormal return is realized when the motivations

for mergers are efficiency increment and business diversification together

during the period (-10,+1). We can find positive abnormal returns in the sixth

case: efficiency increment plus other 1, in the seventh case: efficiency

increment plus business diversification plus strengthening competitive power,

and in the eight-th case: efficiency increment plus strengthening competitive

power plus other 2. We also notice that the CAAR values in the last three

cases are relatively high during the period (-10,+1) before and after submitting

merger agreements8).

The result of this research shows that the highest CAAR value in average can

be achieved when the purpose of a merger is business diversification. Efficiency

increment also leads to positive CAAR values although they are relatively small.

8) We did not conduct t-test due to small sample.
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Ⅴ. Conclusion

We have surveyed 96 companies that merged under the relationship of

parent and subsidiary companies from 2000 to 2009 in KOSPI and KOSDAQ

markets in Korea. Based upon the survey we analyze the motivations and the

disclosure effects of mergers in terms of CAAR values. We notice that the

main motivations for parent and subsidiary mergers are efficiency increment,

strengthening competitive power, and business diversification. Among these

efficiency increment plays an important role in merging. And we find that

positive abnormal returns are realized in average before and after merger

declaration. According to the analysis on the disclosure effect the highest

CAAR can be obtained when the motivation of a merger is business

diversification.

This research serves two purposes; firstly it analyzes mergers between

parent and subsidiary companies, research into which has been rarely

attempted before. Secondly, this research investigates the motivations for

mergers based on the merger agreements submitted to Korean Stock Exchange

and compares the CAAR values according to the market types and the

motivations of merging.

Future research into this topic may be extended by adding more factors for

the movement of shareholders wealth before and after mergers and more

motivations for merging, as well as observing the movements of abnormal

returns for longer investigation period after mergers. For example, analyzing

the abnormal returns for a month, 1 year or 3 years after mergers would

produce meaningful results on the merging effect.
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요약

한국자본시장에서 모자회사 합병

9)10)11)조경식․김창기․정헌용 

본 연구의 목적은 우리나라 M&A시장에서 합병신고서 제출일 직전 합병당사자

가 모-자회사 관계인 경우에 그 합병목적(동기)을 서베이하였고, 합병신고서 제출

일 전․후 목적(동기)별로 공시효과를 실증분석하였다. 서베이․실증분석의 결과,

우리나라 모-자회사 합병의 주요한 목적(동기)으로는 효율성 증대, 경쟁력 강화

및 사업 다각화 등으로 서베이되었고, 이 중 효율성 증대가 가장 높은 비중을 차

지하고 있는 것으로 조사되었다. 합병신고서 제출일 전․후 합병기업은 평균적으

로 정(+)의 초과수익률을 얻는 것으로 나타났고, 합병 목적(동기)별 공시효과에서

는 사업다각화의 합병 목적(동기)이 평균적으로 가장 높은 누적평균초과수익률

(CAR)을 얻는 것으로 나타났다.
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