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South Korea: Sparks fly over the chaebol
Simon Mundy Author alerts

Investors have trained their focus on the unchallenged family control and complex structures of the

country’s largest companies

hung Mong-koo could not resist sounding a triumphal note after Hyundai Motor Group sealed a $10bn deal for a prime piece of

real estate in Seoul’s glitzy Gangnam district.

“This is an investment for the next 100 years,” the Hyundai chairman reportedly told executives after his company had beaten Samsung

Electronics to secure the site, where it plans to build new headquarters.

Investors did not share his excitement. The value of the three companies that will fund the purchase –

Hyundai Motor, Kia Motors and Hyundai Mobis – plunged by a combined $8bn immediately after the deal’s announcement on

September 18, as shareholders recoiled at the extravagant use of company funds on a trophy asset.

“The size of this transaction is quite shocking,” says Mark Mobius, executive chairman of Templeton Emerging Markets, calling it a

“violation of shareholder rights” and symptomatic of “an incredibly backward looking system”.

The deal was a bitter disappointment for the investors, governance experts and reform-minded politicians who have been pressing for

change at South Korea’s chaebol business groups, famed for their unchallenged family control, miserly dividends and staggeringly

complex structure. And it fanned the flames of one of the country’s most vital debates: is the unique chaebol model sustainable?

Any account of South Korea’s economic rise over the past 60 years must acknowledge the central role played by the chaebol. Under Park

Chung-hee, the military ruler who seized power in 1961, scarce capital was channelled to a small group of businessmen with the proviso

that they succeed in the export market to qualify for continued funding.

This concentrated, conditional support yielded outstanding results, as the elite chaebol groups drove a rapid

industrialisation that brought a 13-fold increase in output per capita between 1960 and 2000. It laid the

foundations for a country that now stands as the world’s 10th-largest trading nation by volume, the leading

exporter of products from cargo ships to smartphones.

But it also resulted in an economy reliant on a small number of huge, family-controlled groups – a situation

that lawmakers from across the political spectrum are vowing to change, by toughening restrictions on big

business or fostering smaller companies.
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The handling of the Hyundai land bid reinforced concerns about the lack of accountability offered by the family-centred chaebol model.

The Hyundai Motor board discussed the bid in two meetings each lasting less than two hours, according to two people familiar with the

process. It granted full authority over the bidding process to a special “task force”, and was not privy to the bid price until after it was

submitted.

Investor outrage intensified as Korean media published leaked remarks by Mr Chung. The Hyundai chairman reportedly told directors

during the bidding process that “money is no problem”. After the offer was accepted, he remarked that the “huge sum” was Hyundai’s

way of contributing to the nation: the seller was Korea Electric Power Corp (Kepco), the financially troubled national utility.

Protecting the cash pile

The continuing dominance of the chaebol founding families has begun to chafe with outside investors, who want them to return more of

their healthy cash piles to investors. While it is denied by the companies, some analysts say the families view high dividends as an

unnecessary leakage of cash, despite their own status as large shareholders. “The founders don’t care much about cash inflow,” says

Chanik Park, an equity strategist at Barclays. “They feel like the whole company is theirs.”

Investors in the Korea Exchange (KRX), the country’s stock market, could afford to be sanguine about stingy dividends and shaky

governance during the years of rapid profit growth, as the likes of Samsung Electronics and Hyundai Motor grew into global giants. The

Kospi’s all-time peak in April 2011 was more than four times the level of the South Korean benchmark index 10 years earlier.

But growth on KRX has stalled, with the Kospi meandering well below its peak level. Deprived of capital growth, investors are now

agitating for higher direct returns from companies with slowing profit growth and limited opportunities to invest their cash piles.

“These days, the benchmark interest rate is only 2 per cent, and the economy is slower than before,” says Choi Kyung-soo, KRX

chairman and chief executive. “In the past, investors had more interest in capital growth, but now they want dividends.” Mr Choi

recently oversaw the creation of a “dividend growth index” consisting of companies, including Samsung Electronics and Hyundai

Motor, with the potential for substantial dividend increases.

The new index reflected some investors’ anticipation of a future increase in South Korean

dividend payout ratios, which hover around 10 per cent, according to the brokerage CLSA – by

far the lowest level of any major market. These stingy cash returns are widely seen as the main

reason for the “Korea discount”, which leaves companies in the country trading at lower price-

earnings ratios than foreign peers.

Optimists were encouraged this summer when Choi Kyung-hwan, the new finance minister,

announced tax proposals aimed at discouraging cash hoarding by corporations. But these

expectations only heightened the dismay when Hyundai’s land deal was announced. Hyundai

has defended the transaction, arguing it is not aimed at generating short-term profits but will

boost the company’s brand image in the long term and that the headquarters will house 30

group affiliates.

The company proffered some consolation to shareholders on October 23 by mooting an increased dividend, and the possible

introduction of an interim dividend. Samsung Electronics increased its dividend payout ratio for last year to 7 per cent from 5 per cent

in 2012. Yet these increases are unlikely to satisfy investors, with the companies’ payout ratios set to remain very low relative to those

offered by foreign peers, and to the cash they have accumulated.

Korean companies’ conservative cash management stems partly from the 1997-98 Asian crisis, says Daniel Kim, an analyst at

Macquarie. The crisis caught the chaebol light on cash and highly indebted, pushing some to the brink of insolvency and others –

notably the once-mighty Daewoo – over the edge.

The founding families’ continuing grip on the chaebol comes with some benefits, argues Rahul Chadha, co-chief investment officer of

Mirae Asset Management, South Korea’s second-largest fund management group. “A lot of managers hesitate to take radical decisions,”

he says. “These decisions can be best made by the founding family.”

As an example of this strength, analysts point to Samsung’s hugely successful assault on the smartphone market, which gathered pace

in 2010 – soon after Lee Kun-hee returned as chairman following his resignation over a tax evasion lawsuit, telling employees: “It’s a

real crisis now . . . We must begin anew.”

Maintaining control
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Yet the complex structures through which the families maintain control can be a daunting sight for investors. Though often described as

a conglomerate, Samsung Group – according to the Samsung Electronics website – is in fact “not a legal entity [but] a term to

conveniently refer to a group of companies tied together by their corporate history”.

They are also tied together by a dizzying web of cross-shareholdings. The Lee family’s direct ownership of Samsung Electronics, for

example, is less than 5 per cent. Its control is exercised partly through its 46 per cent stake in the theme park operator Cheil Industries,

which holds a 19 per cent stake in Samsung Life Insurance. Samsung Life in turn is the largest shareholder in Samsung Electronics,

which is indirectly invested in Cheil Industries. “If you draw lines connecting the companies it’s like a bowl of spaghetti – it’s

unbelievable,” Mr Mobius says.

While all Samsung Group companies are legally distinct entities with different sets of shareholders, they follow a co-ordinated strategy

set by the chairman’s office. “Samsung’s founding family has a vital role in management by providing long-term vision and responsible

leadership for sustainable growth, and they work in concert with highly qualified professional managers,” says a group spokeswoman.

But the pursuit of a group strategy by nominally independent companies can bring risk for

investors. In February the Swiss group Schindler Elevator brought a lawsuit against the

directors of Hyundai Elevator, in which it holds a 35 per cent stake, and which is part of

Hyundai Group but distinct from Hyundai Motor Group.

Schindler alleges that Hyundai Elevator destroyed around $600m of shareholder value

through investments aimed at protecting the control of Hyundai Group’s chairwoman, Hyun

Jeong-eun, over an affiliate company. This was denied by a spokesperson for the group, who

said that its constituent companies pursue “their own interests”.

“The circular shareholding structure is unique to Korea [and] it’s important to know that there

are clear risks that go together with such a structure,” Schindler chairman Alfred Schindler

said after announcing the lawsuit, which is ongoing. “If one company gets into problems, the

whole group gets into problems as well.”

The government has responded to such concerns with a ban on new cross-shareholdings between large chaebol affiliates, which took

force in July, although existing structures will be tolerated. Some investors hope this will encourage a change to more transparent

shareholding structures – a process that may already be under way at Samsung.

This year has brought announcements of the flotations of Cheil Industries and Samsung SDS, two of the companies in which the Lee

family hold large stakes. Samsung says the listing plans are unrelated to the handover of control to Mr Lee’s son Jae-yong – a prospect

that has assumed growing urgency, with the chairman, 72, confined to hospital since a heart attack in May.

Welcome restructuring

But most analysts view this as part of a broader reorganisation that will allow the Lee family to retain control of Samsung even after an

inheritance tax bill that could amount to more than $4bn. Shaun Cochran, head of Korea research at CLSA, expects Samsung to switch

to a new structure based around three holding companies. While some investors voice concerns about the succession to the younger Mr

Lee, 46, the prospect of a simpler shareholding structure is broadly welcomed.

“A neat, understandable ownership structure will be appraised as an improvement,” says Lee Jisoo, a lawyer at the Seoul-based Center

for Good Corporate Governance. “But while it may look better externally, there could still be the ‘emperor’ style of management.”

Such warnings are reflected by the recent history of SK Group, the third-largest chaebol, which

was reorganised into a holding company structure in 2007. Chey Tae-won, SK’s chairman and

scion of its founding family, was sent to prison for four years in January last year for stealing

$42.5m from companies under his authority. Despite his incarceration, Mr Chey’s fellow

directors rewarded him with an annual pay package of Won30.1bn, including bonuses worth

Won20.7bn, making him the best-paid South Korean executive of the year.

Mr Chey subsequently resigned the chairmanship and promised to donate last year’s pay to

charity. But news that he had received 1,778 visits during 17 months in prison strengthened

suspicions that his authority over the group would remain intact.

Meanwhile, both the justice and finance ministers recently voiced sympathy towards the idea
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of pardoning jailed executives in the interests of economic growth. This sparked concern about a return to a practice well-established

under the government of former president Lee Myung-bak, who was blamed for enabling chaebol leaders to flout fiduciary duty with

near impunity.

But the family dominance of the chaebol will erode over time, argues Lee Wonil, a former head of Allianz Korea who established an

activist hedge fund to target flawed corporate governance.

“The US capital market used to be controlled by the Ford family, the Rockefeller family . . . None of them are in charge now,” he says.

“As time goes by, professional management will take over. That’s the inevitable history of capitalism. It will happen.”

Governance: Long-term focus offers strengths and weaknesses

As debate boils in the west over how to make corporate leaders less focused on short-term returns, investors in the chaebol face an

opposite problem.

“The founding families think of the company first above everything else,” says Michael Oh, a fund manager at Matthews Asia. “They

want the company to survive for generations to come – they think of a much longer time horizon than the outside shareholders.”

This long-term focus has held down the dividends, and consequently the share prices, of South Korean companies – but some see it as a

vital strength of the chaebol system. In a recent book on Samsung Electronics, professors Song Jae-yong and Lee Kyung-mook argue

that family control of the company has enabled it to make expensive investment in research and development that might not have

happened under “professional managers, whose compensation is based on their short-term performance”.

The chaebol now have to contend with an investor wielding unprecedented clout: the South Korean National Pension Service, with total

assets that have grown rapidly to $400bn, including a stake of more than 6 per cent in the entire stock market. Some investors hope the

NPS will put pressure on companies to increase returns as it battles to meet its growing liabilities – although its chairman Choi Kwang

played down such suggestions this year, warning of the dangers of “pension socialism”.

In the meantime, shareholder frustration is reflected by an average

12-month forward price/earnings ratio of 9.7 for Kospi companies, against 13.8 for those on the MSCI World index.

Yet this weak valuation represents an opportunity for investors, provided they are prepared to be patient, says Mark Newman, an

analyst at Bernstein who previously worked for Samsung. “If you’re in it for the long term, the corporate governance looks fantastic. But

if you have a mandate to make money by the end of the year, it doesn’t look good.”
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